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INTERNATIONAL IMPLICATIONS OF EUROPEAN ECONOMIC AND MONETARY UNION

For a long time European Economic and Monetary Union was mainly considered an internal
European issue and external consequences were largely ignored.  In contrast to most previous analyses,
this paper looks at a number of international implications of monetary union.  It is argued that several
factors could contribute to the euro becoming an international currency in the future and a competitor to
the US dollar in this respect.  The degree of uncertainty attached to this outcome, however, remains
considerable and in any event the emergence of the euro as a major international currency is likely to take
some time.  Given the expected size of the euro-zone and the likelihood of the euro becoming an
international currency, fiscal and monetary policies in the area are likely to have a significant impact on
the macroeconomic environment in the rest of the world.  An important issue is how will monetary union
affect major bilateral exchange rate developments and their volatility.  A number of factors that are likely
to be important in this respect are identified, including the role of fiscal policy, the implementation and
conduct of monetary policy as well as the role of structural reforms.

*****

Pendant longtemps, l’Union économique et monétaire européenne était surtout considérée
comme une affaire interne à l’Europe, et les conséquences externes étaient largement ignorées.
Contrairement à la plupart des analyses précédentes, cet article considère un certain nombre d’implications
internationales de l’union monétaire. Il soutient que plusieurs facteurs pourraient contribuer à transformer
l’euro en une monnaie internationale dans l’avenir et devenir ainsi le concurrent du dollar américain.
Cependant, le degré d’incertitude entourant ce résultat demeure considérable et, en tout état de cause,
l’émergence de l’euro en tant que monnaie internationale devrait prendre quelque temps. Étant donné la
dimension prévue de la zone euro et la probabilité que l’euro devienne une monnaie internationale, les
politiques budgétaires et monétaires dans ce domaine devraient influer de manière significative sur
l’environnement macroéconomique du reste du monde. La manière dont l’union monétaire affectera les
développements des principaux taux de change bilatéraux et leur volatilité demeure une question majeure.
Un autre nombre de facteurs qui devraient être importants dans ce cadre sont identifiés, y compris le rôle
de la politique budgétaire, la mise en oeuvre et la conduite de la politique monétaire ainsi que le rôle des
réformes structurelles.

Copyright OECD, 1997

Applications for permission to reproduce or translate all, or part of, this material should be made
to:  Head of Publications Service, OECD, 2 rue André Pascal, 75775 Paris Cedex 16, France.
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INTERNATIONAL IMPLICATIONS OF EUROPEAN ECONOMIC AND MONETARY UNION

Norbert Funke and Mike Kennedy1

I.  Introduction

1. The third and final stage of European Economic and Monetary Union (EMU)2 is scheduled to
begin on 1 January 1999.  At that point, those countries participating are to adopt irrevocably fixed
exchange rates for their currencies.  While countries will have the option of using the new European
money -- the euro -- as from 1999, by 2002 it is to replace completely domestic currencies in circulation in
member countries and is to be used to denominate all financial and other business transactions.  The
adoption of the single currency, whether in steps or simultaneously in all countries, will represent a major
regime shift.  Some time in the new century, the euro could emerge as a major international currency with
implications for other countries as well.  This paper discusses a number of international implications of
EMU.

2. The plan of the paper is as follows.  The next section deals with what the planned EMU might
look like in terms of the size of the economy and its financial markets.  Against this background, the
conditions under which the euro would become an international currency are discussed from the point of
view of the traditional roles of an international money:  store of value, unit of account and means of
payment.  Looked at from the perspective of the private sector, the store of value function relates to the
denomination of assets and liabilities, the unit of account function reflects trade invoicing and quotation of
merchandise, and the means of payment function mirrors the settlement of international transactions.
While the private-sector demand for the euro is likely to be the most important factor determining its use
internationally, its official use will also have a bearing.  How financial markets might change under EMU
and how those changes would increase the viability of the euro as an international currency are discussed
in Section III.  A number of macroeconomic policy issues are raised in the final section.

II.  The euro as an international currency

Market size

3. The demand for the euro as an international currency will depend, in part, on the actual size of
the domestic market;  if it is large, the euro’s substitutability and accordingly its attractiveness and general
acceptability with potential non-resident holders could be enhanced.  As there is some uncertainty about

                                                  
1. The authors would like to thank Michael Feiner, Robert Ford, Jacques Pécha (Banque de France),

Yannis Xenakis (European Commission) as well as the members of the Money and Finance Division for helpful
comments on a previous draft.  The excellent statistical assistance of Laure Meuro and Josette Rabesona is also
acknowledged.  The views expressed in this paper are those of the authors and are not necessarily shared by the
OECD.

2. While EMU does stand for  Economic and Monetary Union which includes Stages I and II, in this paper the
focus is on monetary union.
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the initial composition of EMU -- for example a number of countries do not yet meet all the criteria
(Figure 1) -- three different assumptions are made about its potential size and these are compared to the
economies of the United States and Japan (Table 1).  The three assumptions are that:  Germany, France,
the Benelux countries, Austria and Ireland join (EU-7);  a larger group joins that excludes the
United Kingdom, Denmark, Greece and Sweden (EU-11);  and all 15 join (EU-15).   Based on a variety of
current indicators, financial markets assign a high probability to the EU-7 forming the first wave
(Figure 2)3.

4. Looked at from this aggregative perspective, the single currency area will be larger than Japan in
terms of population and GDP, even if only a small group of countries proceeds initially.  In terms of GDP
the EU-15, however, would encompass an economy which is roughly comparable in size to the
United States, based on 1991 PPP rates, and about 12 per cent larger, based on December 1996 exchange
rates.  The average economic performance of the three blocs differed slightly during the 1990s.  The
average growth rate in the EU-11 and EU-15 area was just between that of Japan and the United States,
and average inflation was 1 percentage point higher than in the United States.  Once EMU is established,
however, inflation could be lower assuming further progress on convergence to low inflation in the area.
Finally, the average unemployment rate is significantly higher in each EU grouping than in either the
United States or Japan.  A large part of these differences is due to structural problems in EU labour
markets.

5. A common characteristic shared by the United States, Japan and the future euro area is that all
three blocs are not that exposed to trade.  While individual EU countries are exposed to trade, with
imports of goods-to-GDP ratios of up to 54 per cent, that trade is primarily intra-European (Table 2).  The
share of this trade, as a fraction of total national trade, amounts to over 60 per cent for the EU-15
countries.  Furthermore, external trade relations of the EU-15 area based on current data, will be well
diversified (Table 3).

6. As a result of the EMU area having a low import-to-GDP ratio, the reserve holdings of the
European System of Central Banks (ESCB) will initially be relatively high compared with the current
2.6 reserve-to-import ratio of European countries and the 1.0 ratio for the United States (Table 4).  In
addition, after netting-out official holdings of European currencies, most of the reserves will be in dollars
and the ESCB may want to rediversify its reserve assets.  It is, however, unlikely that this
“dollar-overhang” would pose any serious problems.  If adjustments to reserve holdings are required, they
can take place gradually over time so as to avoid exchange market disruptions.  Also, the ESCB would not
be under any obligation to reduce reserves once EMU is established.  Indeed, it may be more convenient to
hold more reserves initially until the euro is firmly established.  If ESCB reserve holdings were to remain
unchanged, they would still be below the fairly high Japanese reserve-to-import ratio.

7. The existence of a large financial market, in which euro-denominated assets are actively traded
and domestic and foreign borrowers could raise sizeable volumes of funds at low costs, would enhance the
euro’s attractiveness as an international currency.  With a large number of participating countries, the
domestic euro market will be larger than the Japanese financial market.  Based on available data, the size
of the domestic financial market in the United States (domestic debt outstanding and stock market
capitalisation) is larger than that of the euro area, independent of the number of participating countries
(Table 5).  The size and scope of the domestic EMU financial market will be importantly affected by the
participation of the United Kingdom, which already has a thriving and competitive financial sector.  In
1995, the United Kingdom’s share in foreign exchange transactions was larger than the share of all other
EU countries combined.  In April 1995, approximately 30 per cent of spot, outright forward and foreign

                                                  
3. See BIS (1996c), p. 29, for an analogous analysis.  Ireland is not included because of a lack of data.
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exchange swap transactions reported to the Bank of International Settlements (BIS) were carried out in the
United Kingdom as opposed to 16 per cent in the United States and 10 per cent in Japan.  In addition to
the United Kingdom’s important role in foreign exchange markets, London’s stock exchange is the third
largest such market in the world.

The demand for the euro

8. An international currency is one used by non-residents for purposes not necessarily related to
domestic considerations, for example, to denominate the price of a commodity traded internationally.  In
addition to the dollar, the Deutschemark already performs that function to a degree.  A key question is
whether the euro will have a relatively greater international role than the Deutschemark has currently and
whether the euro will in the future become a serious competitor to the dollar as an international currency.
This section reviews this issue looking in turn at the main functions of international currencies, essentially
concluding that the degree of uncertainty attached to the question is considerable.  Still, several factors
could contribute to the euro playing a larger international role in the future than the Deutschemark plays
currently.

9. Probably the most important question relates to the likely role of the euro as a store of value and
its use to denominate financial liabilities.  European currencies are already quite important in this regard.
Recent data on portfolio diversification of investment funds show the share of the major three EU
currencies in bond holdings to be around 28 per cent, the dollar’s share just over 33 per cent and the yen’s
around 13 per cent (Table 6).  The existing importance of European currencies is also reflected in the
composition of outstanding international assets reported to the BIS.  About one third of this aggregate is
denominated in EU currencies, while dollar assets represent slightly less than 40 per cent and yen assets
less than 15 per cent (Crockett, 1996).  Roughly comparable shares of currencies also prevail in new issues
of international bonds (Table 7).  However, in total funds raised, the dollar’s share is above 50 per cent, in
part as a result of the dollar’s dominance in international bank loans.

10. There are likely to be portfolio effects.  The elimination of exchange risk with the euro will lead
to high levels of synchronisation of financial market prices and rates of return in EMU countries.  This
will reduce the possibility of diversification and international and domestic investors will have to
re-evaluate the composition of their holdings.  As a result, initially the demand for the euro would be less
than the current sum of European currencies would suggest.  However, two factors may increase the
demand for euros in private portfolios.  First, increased competition in European financial markets, as well
as increasing financial market depth and liquidity, would increase the attractiveness of euro-assets.  With
broader bond markets in Europe, debt managers may also increase their use of the euro market.  Financing
risks might be reduced if a low inflation environment coupled with reasonable fiscal positions were
accompanied by low volatility of interest rates.  Second, with an economically stable EMU area, the euro
would compete with the dollar as a safe-haven currency.

11. A second international aspect is the extent to which the euro might be used as a unit of account
in trade.  At the moment, the dollar is the only currency where its use exceeds its country of origin’s
weight in world trade by a wide margin (Table 8).  The use of the Deutschemark is also somewhat greater
than its weight.  The potential for the euro to play a more important role than the Deutschemark as an
international unit of account depends on several factors:  the relative stability of the currency, the relative
weight of the euro area in total world trade, and exporters’ and importers’ preferences.  The clear mandate
of the ESCB to achieve price stability and the relative importance of EU exports in world exports4 will be

                                                  
4. Excluding intra-EU trade, the EU-15 area is the world’s main exporter, with a 19 per cent share of world exports

compared to a 16 per cent share for the United States and a 12 per cent share for Japan.
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important factors.  The overall influence and determinants of exporters’ and importers’ preferences are
more difficult to gauge.  Preferences may depend on the nature of the exchange rate regime, the
composition of trade, strategic decisions by trading partners, as well as the ability and desire to bear or
cover the exchange rate risk.  The example of the yen, which is used significantly less internationally than
Japan’s weight in world trade would suggest, shows that a large trade share does not automatically lead to
a substantial internationalisation of a currency.  Japan’s case may reflect several factors.  For a long time
the Japanese regulatory and tax system has tended to discourage the use of the yen internationally.  In
addition, a substantial part of Japanese imports consists of primary products which have traditionally been
denominated in US dollars.  Furthermore, many Asian trading partners have in the past explicitly or
implicitly linked their currencies to the US dollar and they may continue to favour denomination in that
currency.  However, Japanese trading patterns have changed since the mid-1980s and trading relations
between Japan and other major Asian countries have increased considerably (Table 9).  With a further
strengthening of trade relations among Asian countries, and if exchange rate policies in other Asian
countries increasingly attach a larger weight to the yen, the importance of the yen as a unit of account in
trade could eventually rise.

12. Potentially the euro could play a significant role as a means of payment.  The use of currencies
as a means of payment is reflected in international currency markets.  Daily average foreign exchange
turnover on spot, forward and swap markets amounted to $1572 billion in April 19955 (Table 10).  In these
markets, the dollar is the most important currency:  about 84 per cent of these transactions have a dollar
counterpart as opposed to a 70 per cent share of EMS currencies and a 24 per cent share for the yen.  In all
financial centres but Frankfurt, the dollar is more actively traded than national currencies (Bénassy-Quéré,
1996).  Because currencies of countries participating in EMU will vanish, initially consolidation will lead
to a mechanical fall of approximately 15 percentage points in the share of the euro compared to the current
share of European currencies (Crockett, 1996).  However, given the size of the domestic markets and the
historically low share of the use of the yen, the dollar and the euro could become the most frequently
traded currency pair in the medium term.  On the other hand, the international financial system could
eventually develop towards a tripolar system.  The recently proposed financial sector reform in Japan
envisaged to be completed in 2001 is an important prerequisite for the increasing use of the yen
internationally.  Among other things, the aim of Japanese financial sector reform is to abolish barriers
between banking and securities businesses, to deregulate stock-broker commissions and to abolish foreign
exchange restrictions.  A reform of the law governing the central bank to put it more in line with that of
other large countries, including a strengthening of its independence as well as the implementation of more
advanced settlement systems, would also support the development of financial markets in Japan.

13. The demand for euros by governments is likely to play a complementary role to the private
demand for the euro as an international currency.  To date, the dollar remains the major official reserve
currency in the world.  Although its dominance had declined by 1985, as European currencies became
more firmly established, it has maintained its share since that time.  The share of dollar holdings in total
reserves has fallen from 79 per cent in the mid-1970s to 56 per cent (about 62 per cent including
ECU-dollar swaps) in 19956.  This contrasts with a 20 per cent share of major European countries (largely
the Deutschemark and to a lesser extent the pound sterling) and a 7 per cent share of the yen in 1995
(Table 11).

                                                  
5. Total reported turnover, net of local inter-dealer double-counting.
6. Official ECU reserves are in the form of both claims on the private sector and the European Monetary Institute

(EMI).  Claims on the private sector are usually in the form of ECU deposits or bonds.  ECU reserves that
represent claims on the EMI are based on dollars and gold swaps (International Monetary Fund, 1996a).
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14. The private demand for the euro as an international currency will be influenced by official use.
The official demand depends in part on de jure and de facto exchange rate regimes (Table 12).  Central
and Eastern European countries have already adopted exchange rate regimes in which the Deutschemark
plays an important role.  Intensified private sector use could follow from closer trade links of these
countries to the euro-area, which will most likely remain the predominant trading partner of Central and
Eastern European countries.  This would strengthen the euro’s role as a currency of denomination but also
feed back to the vehicle and store of value function.

15. Once EMU is established, the growth in the euro’s role as an international currency is likely to
be gradual.  Market participants will want to wait until actual monetary and fiscal policies are in place and
the stability of the euro is firmly established.  Furthermore, inertia will likely work in favour of a
continuation of the dominant role of the dollar, even after the initial phase of EMU, something also
suggested by the gradual decline of the dollar’s share in the past.  Finally, a good part of the attractiveness
of the euro as an international currency will depend on the development of its domestic financial markets,
the subject of the next section.

III. Structural changes in financial markets

16. The advent of EMU will initiate significant structural change in financial markets not least
because of the elimination of exchange risk between the participating countries.  The extension of the
single market to financial services will also have the effect of breaking down national barriers and setting
in motion competitive forces that should greatly improve the efficiency of the financial markets.  How
efficient and liquid capital markets become as a result of this process will have a bearing on the
international demand for euros.

Money, capital and stock markets

17. The existence of a single currency will facilitate comparability between markets throughout the
euro area.  Money market integration is to be supported by the implementation of a pan-European
payments system TARGET (an acronym for Trans-european Automated Real-time Gross-settlement
Express Transfer).  Bond markets will broaden and deepen to the extent that the single currency increases
the substitutability of bonds of participating countries and the liquidity of the bond market in general.
Bond market depth would be enhanced if there were to be a further increase in the range of government
bond maturities offered.  In some countries, for example Germany, there is currently only a limited
amount of issues at the short end and the very long end of the market.  Finally, equity markets should
benefit from the elimination of exchange risks which will make it easier to evaluate credit risk.

18. Some market segmentation, however, is likely to remain.  Government debt will be re-assessed
in the process of EMU with implications for the debt rating of individual governments.  Currently
governments can create their own currency.  As a consequence, domestic government debt typically
receives the highest credit rating within a country (Martin, 1996).  When countries join EMU, they
automatically lose their power to create money and the access they enjoy to a top credit rating will be
affected.  Standard and Poors has already indicated that each country would initially be awarded the rating
applied to domestic government debt denominated in a foreign currency.  Based on current ratings, only
six of the EU-15 countries are likely to keep their triple A rating (Table 13).  The others may face
somewhat higher risk premia depending on market perceptions of their creditworthiness.  Private sector
estimates place the pure credit spreads up to +25 basis points over existing government bonds (JP Morgan,
1996).  Overall spreads will then be influenced by market liquidity and supply factors as well as tax
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considerations.  In the past three years spreads between ten-year Deutschemark-denominated bonds of EU
member countries (those whose current credit rating is lower than that in Germany) over 10-year German
government bond yields have been on the order of 5 to 40 basis points (Figure 3).  Evidence from
Canadian provincial government bonds also suggests that spreads over central government bonds are in
this range (Figure 4).

19. The move to a single currency will also affect competition in equity and derivatives markets
within EMU.  With a common currency and with it the elimination of exchange risk, competition between
national equity markets should increase, as transaction costs will be low and performance will be more
easily compared.  The impact will be larger in futures markets.  Europe’s futures exchanges have benefited
from the growth in interest rate contracts and stock index contracts.  While the demand for stock index
contracts may continue, the need for interest rate contracts in a number of currencies will vanish as EMU
government bonds become closer substitutes.  This may hit the position of smaller exchanges of countries
which, in the past, have profited mainly from contracts denominated in their own currency (Table 14).

The financial services industry

20. EMU will most likely reinforce the ongoing restructuring process in the financial services
industry.  In an increasingly competitive environment, coupled with low economic growth and weak loan
demand, bank profitability has declined in recent years.  The single currency will put further pressure on
banks.  Apart from adjusting to the new payments system, revenues from foreign exchange trading
between member currencies will disappear and interest rate margins will decline further.  The magnitude
of this effect will be bank-specific, depending on the size and nature of the business7.  In the short run, the
effects on banks in other large countries outside the EMU may remain limited.  However, it is unclear to
what degree, if at all, a restructured European banking market would increase international competition in
the medium term.

21. These structural changes in financial markets could potentially have an impact on the positions
of various European financial centres, depending on a number of unresolved issues.  In the area of money
markets, it still has not been decided whether non-participating countries will have direct access to the
TARGET System.  Countries (such as the United Kingdom) have raised a concern that they could face a
competitive disadvantage if they did not participate in TARGET immediately, although large banks in
these countries typically have European subsidiaries or correspondent arrangements with continental banks
which provide a measure of access.  Another unresolved issue is whether, and at what level, reserve
requirements will be implemented.  With zero or low interest-bearing reserve requirements, business could
eventually shift back from offshore markets to the domestic euro market.  At this time, the question of
reserve requirements and their level remains open.

22. Within Europe, a crucial question is how the competitive position between financial markets
would be affected by British non-participation.  Even if the United Kingdom does not join, London is
most likely to remain a major financial centre.  Market participants expect that London’s financial
business will not be harmed to any great extent from non-participation.  UK banking stocks continue to
perform strongly (Figure 5).  The enlargement of the London branches of some continental European
banks is unlikely to be reversed.  Due to the high qualification of staff, London should keep its dominant
position in the high-tech area of financial services;  however, it may lose in more traditional areas.
Ultimately, the relative position of financial markets will depend on a number of interrelated micro factors,
in particular the efficiency of the financial sector, trading costs and commissions for financial transactions,

                                                  
7. Estimates by the Banca Commerciale Italiana (1995) indicate that profits on wholesale banking operations may

fall by 10 to 15 per cent.
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the regulatory and tax framework as well as macro factors such as inflation performance and national
savings.

IV.  The euro and EMU macroeconomic policy

23. Inflation, which is very low in virtually all OECD countries, should remain low in the euro area
with an independent ESCB that will have price stability as its mandate.  Further improvement in the
macroeconomic environment could be facilitated by substantial fiscal consolidation over the medium term,
the prospects of which are enhanced by the stability and growth pact agreed upon at the Dublin Summit8.
Against the backdrop of this generally favourable policy framework, key issues can be divided into two
areas:

a) the effect of  the euro on EMU and EU macroeconomic policy;  and

b) the effects of EMU macroeconomic policy management and adjustment on the rest of the world.

Effects of the euro on EMU and EU macroeconomic policy

24. The likelihood that the euro will play a significantly larger role as an international currency than
individual country currencies do at present will probably have monetary policy implications.  In its recent
report on the single monetary policy in Stage III, the European Monetary Institute (EMI, 1997) narrowed
down the list of potential monetary policy strategies to monetary targeting and direct inflation targeting,
with the possibility of a framework which covers both strategies.  Some recent studies (reviewed in
Monticelli and Papi, 1996) have indicated that an area-wide stable money demand function may exist.
However, if the international demand for euros were erratic, the currency component of EMU monetary
aggregates would be more volatile, making them a less reliable guide to the domestic economy.  Volatility
is the key word here:  as long as changes in the external demand for currencies were gradual or their size
small relative to the total domestic demand for the currency, the adoption of monetary targeting in the
EMU area should not destabilise macroeconomic management.  However, it cannot be excluded that
currently unpredictable changes in the financial markets and possible innovation in financial services and
products following EMU will make the monetary aggregates less reliable as a guide for monetary policy.
To the extent that this proves to be the case, there will be advantages in focusing directly on inflation
rather than targeting monetary aggregates.  In this framework, large exchange rate movements with
significant effects on inflation would have to be taken into account in adjusting policy-controlled interest
rates to achieve overall financial conditions which are appropriate for achieving ESCB inflation goals.

25. Challenges will arise in the case of economic shocks that affect EMU countries asymmetrically.
ESCB monetary policy will not be able to deal with such shocks.   However, within the framework of the
recently agreed stability and growth pact, maintaining a balanced budget or surplus in normal times should
provide some fiscal leeway for EMU countries individually to cope with shocks once such fiscal balance
has been achieved.  Nevertheless, there is a risk of additional increases in structural unemployment and
other imbalances if, in the absence of further and more fundamental structural reforms, European labour
and product markets remain insufficiently flexible to respond smoothly to large asymmetric shocks.  All of

                                                  
8. The arrangement presumes inter alia that countries which run excessive fiscal deficits will have to pay fines,

unless they experience a natural disaster or fall in GDP of at least 2 per cent over a year.  In cases where GDP
has fallen between 0.75 per cent and 2 per cent, EU Finance Ministers will have discretion as to the imposition
of penalties.
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this heightens the need for these countries to pursue structural reform aimed at increasing the flexibility of
their internal markets.

26. Much of this applies to those EU countries initially not in EMU but who will be keeping their
currencies closely aligned with the euro.  The new exchange rate mechanism (ERM II) is to be similar to
the existing ERM with wide bands around a central parity rate against the euro, although participation will
not be compulsory.  Countries anticipating joining EMU relatively soon will have the option of adopting
narrow bands.  Intervention is to be automatic at the margin and unlimited as long as there is no conflict
with the ESCB goal of price stability.  Whether this arrangement will facilitate or complicate
macroeconomic management will depend upon:  the choice of the parity rate (whether it is a reasonable
approximation to an equilibrium exchange rate);  market perception of the progress all EU countries will
make in improving their macroeconomic environment  and reducing structural rigidities;  and the types of
shocks to which these countries and the EU area as a whole will be subjected.

The effects of EMU on the rest of the world

27. Because of the size of the EMU area, its fiscal and monetary policies are likely to have a
significant impact on the macroeconomic environment in the rest of the world.  Key transmission
mechanisms from policies in the euro area to the rest of the world will work through exchange rate and
interest rate developments which, in turn, will be influenced by the conduct of macroeconomic and
structural policies in the euro area.   Trade policy implications of a currency zone are not discussed in this
paper (see for example Shigehara, 1991, on this topic).

28. The favourable inflation environment in all major OECD countries in the foreseeable future,
suggests that inflation differentials will probably not play a significant role in the determination of the
value of the euro against other major currencies over the medium term.  Divergences in the stance of fiscal
policy would have implications for the short- and medium-term path of the real exchange rate of the euro
vis-à-vis the dollar and the yen.  Two mechanisms which have different implications for the path of the
euro are possible.  Assuming a more significant reduction in EMU government dissaving than in the rest
of the OECD area, not fully offset by private savings, the current account balance of the EMU area will
tend toward a surplus and net foreign assets to rise.  Initially, larger fiscal contraction in the euro area than
in the rest of the OECD area could put some downward pressure on EMU interest rates and on the value of
the euro.  This downward pressure, by “crowding-in” investment and net exports, would support activity.
Over time, however, as private sector activity picks up, the value of the euro would tend to strengthen as
part of the equilibrating mechanism that lowers the current account surplus and slows the accumulation of
net foreign assets.  Eventually the share of net foreign assets in total wealth would stabilise at the higher
real value of the euro.  On the other hand, to the extent that larger fiscal consolidation in the euro area than
elsewhere lowers risk and uncertainty, the value of the euro would initially tend to rise.  In this case,
assuming not much of a drop in the euro exchange rate vis-à-vis the currencies of EMU trading partners,
the greater burden of adjustment would have to fall more on interest rates than in the first case, particularly
longer-term interest rates, to stimulate domestic demand as well as on confidence effects.

29. The development of exchange rates and interest rates  as well as their volatility will also be
affected by market perceptions about the conduct of monetary policy in the EMU area and elsewhere.  It
will be important that the new EMU institutions minimise uncertainty which could potentially spill over to
foreign exchange markets as well as money and capital markets.  Uncertainty about monetary policy could
arise from a number of sources including:  different market perceptions of how ESCB’s monetary policy is
actually run;  concerns about conflicting views within the decision-making bodies as to the appropriate
monetary policy action;  and the communication process of ESCB policy to the public.  These effects
could be mitigated if the new central bank quickly establishes and makes public its framework and
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operating procedures for monetary policy.  With respect to communication, emphasis should be placed on
methods and strategies which would minimise the risk that market participants in the various countries
would be confronted with conflicting signals from the monetary authorities.  Some further uncertainty
could also arise from fiscal policy.  The impact of remaining fiscal divergences among countries of the
euro area on exchange rate and interest rate differentials vis-à-vis the rest of the world will depend on the
degree of financial market segmentation, the initial public debt level and on the perceived likelihood that
EMU partner countries will ultimately have to assist member countries running the risk of default on their
public debt issued in euros.

30. At this juncture, markets do not appear to expect major exchange and interest rate disruptions
over the coming few years as a result of EMU.  Since the early 1990s, the nominal ECU-dollar exchange
rate has been fairly stable9, fluctuating in a 0.7 to 0.9 trading range, while the yen appreciated against the
ECU until mid-1995 and weakened thereafter.  Exchange rate volatility was not particularly high in 1996
(Figure 6).  Furthermore, bilateral ECU forward exchange rates do not point to any pronounced trend for
the dollar-ECU rate for the period beyond 1999 and 2002 (Figure 7).  However, forward interest rates do
suggest a substantial nominal depreciation of the ECU vis-à-vis the yen, reflecting large interest rate
differentials.  Forward interest rates also point to a continued nominal appreciation of the Swiss franc,
which could pose a serious problem for the Swiss economy if it were reflected in a real appreciation.

31. Bilateral exchange rates among the major three economies, however, could be more volatile than
markets currently expect once EMU is in place.  Since the United States, Japan and the EU as a whole all
have relatively limited trade exposure and well-diversified trading patterns, all three may be willing to put
little weight on bilateral exchange rate fluctuations when assessing inflation prospects, particularly as the
cost of larger exchange rate volatility among them may as a result be fairly small.  If so, EMU may lead to
greater bilateral exchange rate volatility against the dollar and the yen than European countries have
experienced in the past.  In particular, the ESCB may put less weight on exchange rate developments than
individual European countries that will join have done previously.  However, increased bilateral exchange
rate volatility of the euro vis-à-vis the dollar and the yen may have a more significant impact on small
open economies which have explicitly or implicitly pegged their currencies to one of the major three
currencies.

32. Still, bilateral exchange rate volatility among the major three currencies does not necessarily
have to increase.  The so-called “hard-core” currency countries collectively already have limited exposure
to trade and current volatility is not that large.  In addition, in the absence of an anti-inflation track record
for the ESCB, financial markets may focus on exchange rate developments as a measure of the stance of
monetary policy, which could lead to the ESCB authorities putting a larger weight on smoothing exchange
rate developments in the conduct of monetary policy.  Indeed, the exchange rate may initially be more
important for monetary policy as it could take time before the authorities convince the market that they
have identified one or a set of reliable domestic indicators to guide monetary policy.  Consequently, at
least for a time, the volatility of the euro-dollar and euro-yen exchange rates may decline, while the
volatility of short-term as well as long-term interest rates may increase.

33. Over the medium term, on the other hand, once the track record of the ESCB has been
established, and assuming governments in the three major areas pursue more stable macroeconomic
policies than they have at times followed since the late 1960s, bilateral exchange rates among the three
major economies could be more stable than they have been since generalised floating began in the early

                                                  
9. In the conclusions of the European Council’s meeting in Madrid in December 1995, it was clearly indicated that

the ECU is to be changed at par into the euro unless otherwise specified in the financial contract.  Some recent
ECU bond issues already explicitly include such a clause.
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1970s.  More stable macroeconomic policy could also lead to smoother interest rate developments and
reductions in remaining risk premia.  However, much will depend on the ability of the EMU economy to
adjust smoothly and relatively quickly to shocks.  In this regard, it will be necessary for member countries
to reduce relatively quickly structural rigidities in labour and product markets.  If successful, less reliance
would need to be put on exchange rate adjustment to respond to adverse events and more on the EMU
internal market.  If not, the international monetary system could be affected by calling into doubt the
political will of EMU member governments to continue to follow stable monetary and fiscal policies.
Confidence in the free trade system might also be weakened if such developments increased protectionist
pressures.
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Table 2.  Indicators of exposure to trade:  1995

Imports of goods to GDP ratio Foreign tradea to GDP ratio
(In per cent)

United States 10.2 18.3
Japan 6.6 15.2
Germany 19.2 40.8
France 17.3 36.0
Italy 19.0 40.5
United Kingdom 24.0 46.0
Canada 29.1 63.1

Austria 28.2 52.9
Belgium/Luxembourg 54.4 114.0
Denmark 25.3 53.6
Finland 23.6 56.0
Greece 24.2 34.5
Ireland 53.6 125.7
Netherlands 45.2 95.3
Portugal 32.5 55.1
Spain 20.6 37.1
Sweden 28.1 62.7

European Unionb

  EU-7c 14.1 29.4
  EU-11d 10.9 22.4
  EU-15 8.7 17.5

a) Sum of exports and imports of goods.
b) After consolidation, excluding intra-EU trade.  Projections for Greece and Sweden.
c) Germany, France, Austria, Belgium-Luxembourg, Ireland, Netherlands.
d) Current 15 EU members except Denmark, Greece, Sweden and the United Kingdom.

Source:   OECD Secretariat.
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Table 3.  Merchandise trade flows of EU-15 countriesa

(In per cent)

Country Imports from Exports to

United States 19.8 20.1

Japan 11.1 5.7

Central and Eastern Europe
  (including CIS) 11.7 12.1

Far East 19.2 17.7

Latin America 5.6 5.9

Other 32.6 38.5

a) 1994.  Excluding intra-EU trade.

Source:   OECD Secretariat.



19

Table 4.  Official reserves excluding gold
(October 1996)

Reserves
in billions of $US

Importsa

in billions of $US
Reserves/Imports

(number of months)

United States 64.5 65.6 1.0
Japan 215.0 29.1 7.4
Germany 85.8 38.0 2.3
France 26.9 22.2 1.2
Italy 51.4 17.1 3.0
United Kingdom 40.7 23.6 1.7
Canada 19.9 14.2 1.4

Austria 22.6 6.2 3.7
Belgium-Luxembourg 17.8 12.9 1.4
Denmark 15.1 3.6 4.2
Finland 7.2 2.4 3.0
Greece 18.2 2.1 8.7
Ireland 10.3 2.9 3.5
Netherlands 28.3 14.1 2.0
Portugal 15.8 2.8 5.7
Spain 54.3 10.2 5.3
Sweden 25.2 5.5 4.6

European Union:
EU-7b:  total of above 191.7 96.3 2.0

EU-7 netc 136d 60.7 2.2
   of which $US reservese 126d 60.7 2.1

EU-11f:  total of above 320.3 128.8 2.5
EU-11 netc 213d 64.2 3.3
   of which $US reservese 191d 64.2 3.0

EU-15:  total of above 419.4 163.5 2.6
EU-15 netc 280d 63.8 4.4
   of which $US  reservese 246d 63.8 3.9

a) Monthly average for 1996 (up to October/November).
b) Germany, France, Austria, Belgium-Luxembourg, Ireland, Netherlands.
c) After netting out reserves held in corresponding European currencies and excluding intra-EU trade.  Estimates.
d) Estimate involves some degree of uncertainty.
e) Including estimated ECU-$ swaps.
f) EU-15 except the United Kingdom, Denmark, Greece and Sweden.

Source: OECD Secretariat.
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Table 6.  Portfolio diversification of investment funds in January 1997 (in per cent)a

Simple average Maximum Minimum Standard deviationb

Equity holdings by area

United States 32.4 40 25 4.9
Japan 21.5 30 15 5.6
European countries 34.2 45 26 6.1
of whichc:

Germany 6.7 12 2 2.9
France 5.9 13 2 3.0
United Kingdom 9.3 17 5 3.5
Other European 12.3 18 0 5.4

Other 9.3 14 5 2.9

Bond holdings in:

Dollars 33.4 45 21 7.9
Yen 12.8 20 0 6.2
Deutschemark 17.0 28 9 6.0
French francs 5.1 14 0 5.0
Sterling 6.0 9 2 2.1
Other 25.7 41 2 10.5

a) Figures are based on the Economist’s poll of ten fund managers (The Economist, 25 January 1997, p. 74).
b) Percentage points.
c) The  maximum and minimum figures refer to individual funds and thus do not add up to the  maximum and minimum

figures reported for European countries, which are derived from the sum of shares of all ten contributors.

Source: The Economist, OECD Secretariat.
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Table 7.  International capital markets

Total funds raiseda

1975 1980 1985 1990 1995 1996

Total issues in

US dollar equivalent:  ($US billion) 40.6 116.5 259.8 361.4 841.3 1058.6

Shares of selected  currencies:

US dollar 74.3 76.2 68.8 44.6 56.0 54.4
Japanese yen 0.2 1.6 7.1 9.0 10.0 7.5
Deutschemark 9.2 8.5 4.7 7.2 10.6 10.9
Pound sterling 0.4 1.9 3.5 11.9 6.9 8.3
French franc 0.9 1.6 0.6 3.0 2.3 5.9
ECU - 0.0 3.7 7.8 2.5 0.5

a) Total funds include international bond issues, medium and long-term syndicated bank loans and other debt facilities.

International bonds
a

1975 1980 1985 1990 1995 1996

Total issues in

US dollar equivalent:
($US billion)

19.9 38.3 167.8 229.9 467.3 710.6

Shares of selected currencies:

US dollar 51.2 42.7 60.9 34.8 37.8 43.5
Japanese yen 0.4 4.8 7.2 13.4 17.7 11.1
Deutschemark 16.3 21.9 6.8 8.0 15.6 14.1
Pound sterling 0.2 3.0 4.2 9.2 4.6 7.3
French franc 1.8 3.0 0.9 4.2 2.7 6.5
ECU - 0.0 4.3 7.8 1.5 0.6

a) International bonds include gross public and private offerings of euro-bond issues and foreign bond issues.

Source: OECD Secretariat.
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Table 8.  Denomination of international trade
Shares of the major currencies in denominating international trade

1980 1992
Share of world

exports denominated
in:

Coefficient of

internationalisation
a

Share of world exports
denominated in:

Coefficient of
internationalisationa

(per cent) (per cent)

US dollar 56 4.5 48 3.6

Five European
currenciesb

Of which:

31 1.0 31 1.0

Deutschemark 14 1.4 16 1.4

Yen 2 0.3 5 0.6

a) The coefficient of internationalisation is defined as the ratio of the share of world exports denominated in a particular
currency to the share of world exports accounted for by the country issuing that currency.  A ratio greater than 1 indicates a
situation in which the use of the currency exceeds the weight of the country issuing that currency in world trade.  The
coefficient of internationalisation of five European countries has been derived using the simple sum of exports of these
countries.

b) Includes the following currencies:  DM, FF, Lira, £, and the Guilder.

Source: Bénassy-Quéré (1996), Ilzkovitz (1996), OECD Secretariat.
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Table 9.  Structure of foreign trade of the three major OECD regions
(Per cent of total)

1985 1994
United
States Japan

Four major
European
countries

United
Statesa Japan

Four major
European
countries

By product
Exports

Capital goods 34.7 22.4 22.0 31.5 29.4 23.0
Consumer goods 25.1 49.9 30.6 30.2 46.6 33.7
Other 40.3 27.7 47.3 38.4 24.0 43.3

Imports
Capital goods 14.9 12.1 16.9 19.8 13.0 18.3
Consumer goods 46.8 13.7 25.5 47.0 28.2 33.3
Other 38.3 74.3 57.6 33.2 58.8 48.3

By area
Exports to:

United States -- 37.6 11.3 -- 30.0 8.5
Japan 9.2 -- 1.4 9.6 -- 2.4
4 major European countries 15.1 8.5 -- 13.5 9.9 --
Asian countries b 12.8 24.8 4.5 17.9 39.0 7.2

Imports from:
United States -- 31.8 9.2 -- 26.7 8.5
Japan 24.0 -- 4.7 20.9 -- 5.3
4 major European countries 17.1 10.8 -- 14.2 13.6 --
Asian countries b 17.8 25.7 4.4 25.3 37.1 8.4

Note:  Due to rounding, the sum of the components may not add up to totals.
a) 1993 figures.
b) Includes China, Chinese Taipei, Hong Kong, India, Indonesia, Korea, Malaysia, Philippines, Singapore and Thailand.

Source:  OECD Economic Outlook, No. 60, p. 27.
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Table 10.  Foreign exchange turnovera

(as of April 1995)

$US billion Per cent

US dollar 1313.4 83.6
Yen 371.4 23.6

EMS currencies 1098.8 69.9
of which:

DM 583.8 37.1
FF 127.2 8.1
£ 139.7 8.9
ECU 36.2 2.3
other EMS 211.9 13.5

Other 359.9 22.9

Totalb 1571.8 200.0

a) Daily averages, spot, outright forward and foreign exchange swap transactions.
b) As two currencies are involved in each transaction, the sum of transactions in individual currencies comes to twice total

reported turnover.

Source: BIS (1996), Central Bank Survey of Foreign Exchange.
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Table 11.  Official holdings of foreign exchangea

1975 1980 1985 1990 1995

All countries
Total official holdings ($US bn) 162.4 378.2 382.6 844.8 1323.9

Shares of currencies (in per cent)
US dollar 79.4 62.4 55.3 50.3 56.4
Japanese yen 0.5 2.6 7.3 8.2 7.1

European currenciesb 13.6 15.7 20.4 25.2 20.2
Pound sterling 3.9 1.7 2.7 3.2 3.4
Deutschemark 6.3 10.4 13.9 17.4 13.7
French franc 1.2 0.9 0.8 2.3 1.8
Swiss franc 1.6 2.0 2.1 1.3 0.9
Dutch guilder 0.6 0.7 0.9 1.0 0.4

ECUs .. 13.9 11.6 9.6 6.5
Unspecified currencies 7.3 5.4 5.4 6.7 9.7

a) End of year.  The table includes ECUs as a separate currency after 1979.  If the dollar-swap component of ECUs liabilities
of the European Monetary Institute is classified as dollars, the US dollar share amounts to 61.5 per cent in 1995.

b) Deutschemark, French franc, Pound sterling, Dutch guilder, Swiss franc.

Source: IMF, Annual Report, various issues.
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Table 12.  Currency pegs

Classification Statusa 1980 1985 1990 1995

Currency pegged to

US dollar 39 31 25 23
French franc 14 14 14 14
Other currency peg 4 5 5 7
SDR 15 12 6 3
Other currency compositeb 22 32 35 20

Adjusted according to a set of indicatorsc 4 5 3 3

Co-operative exchange arrangementsd 8 8 9 10

Flexibility limited vis-à-vis a single currencye - 5 4 4

Managed floating - 21 23 39

Independently floating - 15 25 56

Otherf 34 - - -

Total 141 149 154 179

a) For members with dual or multiple exchange markets, the arrangement shown is that in the major market.
b) Comprises currencies which are pegged to various "baskets” of currencies of the members own choice, as distinct from the

SDR basket.
c) Includes exchange arrangements under which the exchange rate is adjusted at relatively frequent intervals, on the basis of

indicators determined by respective member countries.
d) Refers to the co-operative arrangement maintained under the European Monetary System.
e) Exchange rates of all currencies have shown limited flexibility in terms of the US dollar.
f) For 1980 this category includes all currencies of countries under the headings of “Flexibility Limited vis-à-vis a Single

Currency”, “Managed floating” and “Independently floating”.

Source: "Exchange Rate Arrangements", IMF International Financial Statistics, various issues.
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Table 13.  Sovereign credit ratings on foreign currency issues

(in descending order of credit rating)

Country Credit rating

Highest quality

Austria AAA
France AAA
Germany AAA
Luxembourg AAA
Netherlands AAA
United Kingdom AAA

High quality

Belgium AA+
Denmark AA+
Sweden AA+
Ireland AA
Italy AA
Spain AA
Finland AA-
Portugal AA-

Adequate payment capacity

Greece BBB-

Source:  Standard and Poors, October 1996.
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Table 14. Exchange traded interest rate derivativesa

Notional amounts
outstanding

Share of:
(in per cent)

($US billion) $US DM Yen Other currenciesb

United States 4056.8 87.6 3.7 4.8 3.9
Japan 4211.5 31.2 7.2 59.6 2.0
Germany 199.8 10.1 77.0 2.9 10.0
France 1307.7 38.1 11.2 9.4 41.3
Italy 8.7 3.7 6.1 0.3 89.9
United Kingdom 4074.0 36.6 17.0 15.2 31.2
Canada 357.6 74.6 0.1 0.2 25.1

Austria 7.9 8.4 49.3 0.0 42.3
Belgium 60.1 32.2 14.9 2.8 50.1
Denmark 15.1 13.3 10.8 0.2 75.7
Finland 13.1 49.0 14.3 0.4 36.3
Greece 7.3 81.1 18.0 0.0 0.9
Luxembourg 14.1 36.0 34.6 0.4 29.1
Netherlands 31.4 20.5 64.5 0.1 14.9
Spain 32.1 2.2 1.9 0.1 95.8
Sweden 142.5 3.6 1.5 0.0 94.9

a) End-March 1995.
b) For all countries, except the United States, Japan and Germany, a large part of the “other currencies” is in the domestic

currency.

Source: BIS, OECD Secretariat.
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(Excluding the exchange rate criterion)

Economic indicators and the Maastricht convergence criteria (1)Figure 1.
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Expected exchange rate developments against the Deutschemark (1)Figure 2.
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1. As of mid February 1997. Calculations are based on forward exchange rates which are derived from implicit one−year forward
interest rates of interest rate swap yields. A positive (negative) number indicates an expected nominal appreciation
(depreciation) of the respective currency.
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German government bond yields compared (10 year issues 1993−2003)
Interest rate spreads: foreign bond issues in German marks andFigure 3.
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a bond issued by the Ontario Province
Spread between a Canadian government bond andFigure 4.
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United States

Stock market performance (1)Figure 5.
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Figure 6.

Monthly developments

Exchange rates 
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Expected exchange rate developments against the ECU (1)Figure 7.

United States

Japan

United Kingdom

Switzerland

1. As of mid February 1997. Calculations are based on forward exchange rates which are derived from implicit one−year forward
interest rates of interest rate swap yields. A positive (negative) number indicates an expected nominal appreciation
(depreciation) of the respective currency.
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