Optimum Currency

IMF publications include many detailed articles and working papers on European Monetary Unification. The one I highly recommend is an empirical study done by Dr. Thomas Kraus, “European Equity Returns” June 1, 2001. It is around 16 pages with the actual study as an appendix—you can down load it.

Introduction

International economics integration is a fairly new concept, which some believe doesn’t go further back than 1942. It is discriminatory removal of the trade barriers between participating nations. Different forms of integration exist in theory with limited scope for actual implementation. In general the participating nations may choose to go through all stages systematically or skip a level and move to the next.

Stage I- Free Trade Areas (FTA)

The trade barriers are removed externally between the member nations but the internal policies such as the level of tariff with a third country are decided independently. NAFTA is a good example for this level of integration.

Stage II-Custom Unions (CU)

Similar to FTA except member nations pursue a common external trade policies toward third nations. They have to adopt common external tariffs (CFTs) on import from non-member countries. European Community for a long period of its history was in reality just a CU.

Stage III- Common Market- the factors of production move freely across nations frontiers. East African Community-- collapsed in 1977-- is a good example of such community, as is Europe today. However beyond the theory, the mobility of factors of production is not possible unless fundamental monetary and fiscal policy harmonization have already existed among participating nations.

Stage IV- The Economic Union (EC)

It is unification of the most important areas of economic policies, monetary and fiscal policies. El-Agraa argues that such unification cannot happen without creation of a central independent authority to exercise control over these matters, “the existing member nations effectively become regions of one nation”.

Stage V- The Political Integration

Where the participating countries become one nation. United States of America and Germany are two examples of such integration.

Theory of Economics Integration

A- Economic Gains from Stages I&II of Integration

a) Dynamic Effects

· Increased competition.

· Stimulation of technical changes.

· Improved international bargaining position.

· Higher efficiency due to better utilization of factors of production.

b) Consumption Effects

· Trade creation (some theories support potential trade diversion-but         trade diversion is relative to the world supply)

· Cost advantage due to economies of scale and comparative advantage theories.

B- Economic Gains from Stage III

a) Factor of production mobility across the border for capital and labor.

b) Near to full employment resulting better income equity and higher growth. 

C- Economic Gains from Stage IV, Monetary Integration

Full monetary integration components include, exchange rate union, capital market integration, and absolute convertibility for trade transaction.

a) During the early stage of monetary integration, the member countries are required to reduce their demand on non-member countries currencies.  This will result in reduction of the member countries trade deficit.

b) Unified macro policy of the member countries result in full collusion or replacement by one single currency, with potential for competing with other hard currencies globally.

c) Reduction of service cost by financial institutions, leading to long-term savings.

d) Permanent fixed exchange rate among member countries will bring stability in trade markets resulting to free movement of capital and labor.

e) Integration of capital markets results in balance of trade among member countries and just short-term trade deficit might exist.

f) Harmonization of monetary policy eventually results in full harmonization of income taxation and a central social security institution, modifying any harm from monetary integration on individuals. 

How to Approach Monetary Unification

1- Monetary integration all at once (North and South currency unification after The Civil War)

2- The Step by-Step Approach

a- Narrowing of exchange rate margins over a long period of time.

b- Rescuing the deficit countries by surplus countries

c- Pooling of all foreign exchange reserves.

d- Irrevocable elimination of all exchange-rate margins.

e- Creation of a Federal Reserve Systems or one single Central Bank.

3- Parallel-Currency Approach

Achieving monetary integration through creation of a parallel currency to be held by all member countries central banks, supported by SDR, gold or a hard currency such as dollar. The member countries currencies appreciate or depreciate relative to SDR, gold or dollar.  

History of European Monetary Integration

· Werner Report 1972

· Full mobility of labor, goods, services and capital without distorting the competition.

· To form a single monetary entity and a single currency within the guidelines of IMF and IMS.

· Unification of all monetary policies both internally and externally.  

          Creation of European Monetary System (EMS) 1979

         All member countries joined in order to foster monetary stability in Europe.

· Provisions of EMS:

· Exchange Rate Mechanism (ERM)- aside from Italy and Spain all member countries agreed to maintain their exchange rate with each other within plus and minus two and a quarter percent of a central exchange rate (ECU-European Currency Unit). Italy negotiated for plus and minus six percent band and it was not until 1989 when Spain joined the band, following Italian precedent.

· To create exchange rate stability, through common pool of hard currency reserve by all the member countries’ Central Banks.

· Creation of the framework for counter inflationary policies.

Delores Report 1988

Establishment of European system of central banks to absorb monetary integration.

                Stage 1

· Coordination of independent monetary policies.

               Stage 2

· Formation and implementation of common monetary policy – main aim, to fix the exchange rate and to accept one single currency.        

· To prevent exchange rate realignments.

· A certain amount of foreign exchange reserve would be polled and used to conduct intervention in the exchange market when needed.

In June 1989 at the Madrid Conference based on the Delores report, a framework for monetary union was created. It included lowering level of inflation in Europe, abolishing all exchange control, and liberalizing financial services while respecting competition policies. 

      In July 1990, at the Rome Conference, twelve member countries committed themselves to 

      make a reality out of monetary integration within three stages.

· An explicit harmonization of monetary policies through restricts regulation on interest rate and supply of money.

· A common pool of foreign exchange reserve.

· A single central bank.       

· The Maastrich Treaty was signed on February 7, 1992.  It specified the member countries exact responsibility including

· Countries inflation rate 12 months prior to final unification should not be more than 1.5% above the average three-member countries lowest inflation rate.

· The public sector deficit of the member country could not have exceeded 3 percent of its GDP.

· The countries total public deficit could not exceed 60% of its GDP.

Barriers toward monetary unification, including lack of independency of member nations’ Central Bank, and maintenance of a fiscal policy when monetary policy has already been given up, resulted in radical reforms in ERM in Brussels Conference, 1993. EC Finance Ministers agreed to allow most currencies in the ERM system to fluctuate their currency by 15% on either side of their central rates, compared with the previous band of 2¼%.

European Monetary Institute was established in 1994, which lead to creation of the European Central Bank.

The European Central Bank was established on June 1, 1998 replacing the European Monetary Institute. On December 31, 1998 Austria, Belgium, Finland, Germany, Ireland, Italy, Luxemburg, the Netherlands, Portugal and Spain converted their national currencies into the Euro based on an irrevocable fixed exchange rate. On January 1, 2002 the euro went into circulation and after July 2002 local currencies were no longer accepted.

Dollarization vs. Monetary Integration

Dollarization occurs when a country elects to replace its currency with the dollar or another strong currency, and has no locally issued currency. It does not imply harmonization between the two nations monetary systems. For example Ecuador replaced its local currency with U.S. dollar in 2000, without harmonizing its monetary policy with U.S.

Sustainable monetary integration cannot happen unless there are deep and mature financial markets. Governments adopt dollarization when they have no trust on their own ability to stabilize their currency, or credibility. However countries that elect dollarization, must choose not to use monetary policy as a stabilizing factor. 

Dollarization Pros

· Capital flow swings are large, and have serious impact on growth. 

· The Central Banks have been a part of problem, not the solution. Central Banks have acted too long as lender of last resort (LOLR). LOLR capabilities require credit lines to bail out the banking system but usually dry out during crises. 

· Local currency cannot be used to borrow abroad and it cannot be used to borrow even for long-term issues in local market.

· Dollarization is likely to lower the level and volatility of interest rate.

· It is likely to increase credit specially, to small-and-medium-sized firms.

· Partial dollarization already exists in many countries; deposits (assets), Debt (liabilities).

· It allows lower transaction costs in trade and investment.  

However, many of the flaws in countries with weak and unstable local currency stem from institutional incapability and non-transparent political systems that allow minority interests to maximize benefit to the detriment of average citizens. Government fiscal discipline is also a crucial factor in market stability. Unfortunately dollarization does not address any of these fundamental problems.

By dollarizing, a solvent nation gives up all its monetary instruments, and in particular cannot use its central bank for monetary policy. United States Federal Reserve cannot and should not worry about the employment or inflation level in Ecuador. It chooses monetary policies that meet the cycle of U.S. economy, for example if there is unemployment in U.S. the Fed drops the interest rate, and that policy may or may not be a recommended for Ecuador.

Under monetary integration the member nations gradually harmonize their fiscal and monetary policies in order to assure their central banks can act as one. This is not the case under dollarization. 

� Sousan Urroz-Korori


� El-Agraa A. M. (1996), Economics of European Community (4th ed.) London : Philip Allan. 


� Trade Creation vs. Trade Diversion- Viner and Bye’s vs. Cooper and Massel 


� We have very limited time in this course to cover this topic. If you are interested in more information I suggest you read more extensively the work of both critics and advocates of dollarization. There are mainstream economists such as Paul Krugman of Princeton, and Sebastian Edwards of UCLA who are critics of dollarization vs. Steve Hanke of John Hopkins Zeljko Bogetic of IMF who are advocates.
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