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1. INTRODUCTION

On January 1, 1999, the euro came into existence as the single
currency of 11 of the 15 member countries of the European Union
(Austria, Belgium, Germany, Finland, France, Ireland, Italy, Lux-
embourg, The Netherlands, Spain, and Portugal). Britain, Sweden,
and Denmark chose not to participate, and Greece was not allowed
in because it did not satisfy any of the Maastricht conditions for
admission. It is likely, however, that all four nations will join by
the year 2002 when the euro is to completely replace national
currencies and become the sole currency of the European Union.
This is the first time that a group of sovereign nations voluntarily
give up their moneys in favor of a common currency, and ranks
as one of the most important events of postwar monetary history.

In my presentation, I will begin by examining the position of
the dollar as the undisputed international and vehicle currency at
the end of 1998, at the eve of the introduction of the euro. Then
I will discuss the reasons the euro became the second most impor-
tant international currency from its very inception. Subsequently,
I will examine ways to deal with possible damaging exchange rate
misalignments between the euro and the dollar, the yen, and other
important international currencies, as well as the experience of
the euro since its introduction.

2. THE U.S. DOLLAR AS THE DOMINANT
VEHICLE CURRENCY

In 1998, at the eve of the introduction of the euro, the U.S.
dollar was clearly the dominant vehicle currency, serving as a unit
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Table 1: Relative Importance of Major International Currencies in 1998 (in
percentages)

Foreign International Foreign
exchange International bond Trade exchange
tradinga bank loansb offeringsb invoicingc reservesd

U.S. dollar 49.8 69.8 45.0 48.0 60.3
Deutsche mark 17.2 3.3 16.8 17.0 12.1
Japanese yen 11.6 0.2 4.5 8.0 5.1
Pound sterling 6.1 15.6 8.9 7.0 3.9
Swiss franc 4.0 1.1 2.6 0.0 0.7
French franc 2.9 5.3 6.4 8.0 1.3
Other currencies 8.4 4.7 15.8 12.0 16.6

Sources: a Bank of International Settlements, Annual Report (Basle: BIS, 1998, 1999).
b OECD, Financial Market Trends (Paris: OECD, February 1998). Data are for 1997.
c ECU Institute (1995). Data are for 1992.
d IMF, Annual Report (Washington, DC: IMF, 1999).

of account, medium of exchange, and store of value for the world
as a whole. The U.S. dollar replaced the British pound sterling
after World War II as the dominant vehicle currency because of
its more stable value, the existence of large and well-developed
financial markets in the United States, and the very large size of
the U.S. economy. Since its creation at the beginning of 1999,
the euro has become the second most important international
currency.

Table 1 shows the relative importance of the dollar and other
major currencies in the world economy in 1998. It shows that 49.8
percent of foreign exchange trading was in dollars, compared with
17.2 percent in German marks, 11.6 percent in Japanese yen, and
smaller percentages in other currencies. Table 1 also shows that
69.8 percent of international bank loans, 45.0 percent of interna-
tional bond offerings, and 48.0 percent of international trade in-
voicing were denominated in U.S. dollars, and 60.3 percent of
foreign exchange reserves were held in U.S. dollars, compared
with much smaller percentages for other currencies.

Although the dollar gradually lost its position as the sole interna-
tional currency that it enjoyed at the end of World War II, it
remained the undisputed dominant vehicle currency. For example,
the relative share of the U.S. dollar in official holdings of foreign
exchange reserves declined from nearly 100 percent in the late
1940s to about 85 percent in 1975 and 60 percent in 1998. This
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Table 2: Relative Economic Size: Euro Area, USA, Japan (in percentages)

Euro Area USA Japan

Relative economic size
(in percentage, 1998): * * *

Share of world GDP 15.5 20.8 7.4
Share of world exports 19.6 15.0 8.5

Financial structure
(billions of dollars, June 1999):

Bank deposits 4,918 4,909 4,623
Bank loans 6,351 4,300 4,331
Outstanding domestic debt securities 5,613 14,636 5,238

Issued by corporations 209 2,581 603
Issued by financial institutions 2,050 4,037 780
Issued by the public sector 3,446 8,819 3,854

Stock market capitalization 4,650 14,831 6,715

Source: Eurostat, BIS, ECB, IMF.

was less due to the United States not doing well than to the
better performance of other leading nations, especially Japan and
Germany, during most of the postwar period.

3. THE EURO AS THE SECOND MOST IMPORTANT
INTERNATIONAL CURRENCY

The euro was destined to become an important international
currency from the start because the Euro Area (1) is about as
large an economic and trading 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
inflation performance that will keep the value of the euro stable.
As the data in Table 2 indicate, the 11-members Euro Area has
similar shares of world GDP and exports and its financial sector
is similar to that of the United States and larger than that of the
Japan (except for stock capitalization). Thus, if the international
use of the euro were to match its share of world GDP, exports,
and size of its financial sector, the euro would become as important
as the dollar as an international or vehicle currency. This would
mean that the relative international use of the dollar would fall
to 40–45 percent of the total, with an equal share going to the
euro, and the remainder going mostly to the yen and a few other
smaller currencies, such as the Swiss franc, the Canadian dollar,
and the Australian dollar—mostly the former.
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It is unlikely, however, that the international use of the euro
will soon be able to match the Euro Area share of world GDP
and exports [as some European economists, such as Portes and
Rey (1998) believed]. First of all, the absence of a federal govern-
ment in the Euro Area puts a ceiling on the integration process
in the market for government securities, and so financial integra-
tion in the Euro Area will inevitably fall short of that in the United
States. Secondly, with a smaller and declining covariance among
the assets of the various Euro Area members, according to strict
portfolio diversification motives, there is less reason for Euro Area
investors to increase their holding of euro-denominated assets,
while there will be a greater reason for increasing their dollar-
and yen-denominated assets as long as the European Central Bank
(ECB) pursues an independent monetary policy with respect to
the Fed and the Bank of Japan. Thirdly, a portfolio shift in favor
of euro-denominated assets will occur only if the ECB will conduct
a tighter monetary policy than the Fed, but with the need to
reconcile the different monetary-policy requirements of the vari-
ous Euro Area members, this may not be possible.

There are also other reasons that it is unlikely that the euro
can soon displace the dollar as the most important international
currency. These are: (1) most primary commodities are priced in
dollars, and this is likely to remain the case for some time to
come; (2) non-Euro Area countries are likely to continue to use
the dollar for most of their international transactions for the fore-
seeable future, with the exception of the former communist nations
in central and eastern Europe and the former French colonies in
Africa, which will, in all likelihood, shift from using the Deutsche
mark or the French franc, respectively, to using the euro, 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 percent in euros, and the re-
maining 10 percent in yens and other smaller currencies (see,
McCauley, 1997). That is, the euro will very likely have more
weight than the mark had before the creation of the euro, but
somewhat less than the relative weight that the Euro Area has in
international 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 vis-à-vis the euro. But
because this is likely to occur gradually over time, it may not put
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undue pressure on the dollar. Furthermore, the increased financial
integration resulting from the replacement of many currencies by
one will also expand the supply of euro-denominated assets as
foreign borrowers tap into the expanded European Area financial
system and thus dampen 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 countries 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 be the primary determi-
nant of the euro/dollar exchange rate in the future.

4. THE EXCHANGE RATE BETWEEN THE EURO,
THE DOLLAR, AND THE YEN

As pointed out by Michael Mussa in his contribution to this
Special Issue, the volatility of the exchange rate of the euro with
respect to the dollar and the yen was almost exactly what would
be predicted from a “random walk,” rather than being larger
(as many anticipated based on the relatively low trade linkages
between the Euro Area and the United States and Japan, com-
pared with intra-Euro Area trade). In any event, firms have
learned how to deal with exchange rate volatility by pursuing
hedging and diversification strategies quickly and at little cost
since the advent of the present managed exchange rate system in
1973, so that even greater volatility of the euro exchange rate
would probably not create a serious problem for the smooth opera-
tion of the international monetary system.

Potentially more damaging to the flow of international trade
and investments than excessive exchange rate volatility are the
wide and persistent exchange rate misalignments between the euro
and the dollar and the euro and the yen that might arise. An
overvalued currency has the effect of an export tax and an import
subsidy on the nation and, as such, it reduces the international
competitiveness of the nation or trading block and distorts the
pattern of specialization, trade, and payments. A significant ex-
change rate misalignment that persists for years cannot possibly
be hedged away, and can impose significant real costs on the
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economy in the form of a higher rate of unemployment, idle
capacity, bankruptcy, and protectionism, and these may lead to
serious trade disputes. This was, in fact, what occurred during the
first half of the 1980s when the dollar became grossly overvalued.

Two possible ways of avoiding or limiting damaging exchange
rate misalignment among the euro, the dollar, and the yen are
(1) the establishment a system of target zones for these currencies,
and (2) greater macroeconomic policy coordination among the
three major trading blocks than has hereto been possible. But a
system of target zones has not worked in the past, and is not
likely to work today, and the much greater macroeconomic policy
coordination required to avoid excessive exchange rate misalign-
ments among the euro, the dollar, and the yen is difficult (but not
impossible) to achieve.

A system of implicit target zones was established in February
1987 (the Louvre Accord) for the dollar, the mark, and the yen
to prevent major misalignments among these currencies, but it
was soon abandoned under the pressure of market forces pushing
these currencies out of alignment. Other attempts to establish
system of target zones for the world’s leading currencies also
failed. On the other hand, we have witnessed some degree of
macroeconomic policy coordination among the leading nations
on various occasions. One episode of successful macroeconomic
policy coordination was the Plaza Accord of September l985,
under which the G-5 countries (United States, Japan, Germany,
United Kingdom, and France) intervened in foreign exchange
markets to induce a gradual depreciation or soft landing of the
dollar from its highly overvalued level. Successful international
policy coordination also prevented emerging market financial cri-
ses (Mexico in 1994–95, East Asia in 1997–99, Russia in summer
1998, and Brazil in early 1999) from spreading to or having a
lasting damaging effect on other emerging markets and on ad-
vanced market economies.

What is needed to avoid damaging exchange rate misalignments
between the euro, the dollar, and the yen is much greater, system-
atic, and continuous macroeconomic policy coordination among
the Euro Area, the United States, and Japan. If this is not done,
there is likely to be frequent and serious trade disputes among
the three major trading blocks, which might be very disruptive to
the smooth functioning of the present international trading and
financial system. In addition, the further development and crystal-
lization of a tripolar (New York, London–Frankfurt, and Tokyo)
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world financial system is likely to lead to huge and rapid destabiliz-
ing international capital flows among the major financial centers,
reminiscent of the interwar period, in the absence of much greater
and systematic international macroeocnomic policy.

It is also crucial to establish as soon as possible a more effective
dispute-settlement mechanism for dealing with the many and
growing number of disagreements among the European Union,
the United States, Japan, and the leading developing countries in
the conduct of trade and financial relations. These must deal with
labor and environmental standards, strategic industrial and trade
policies, direct and financial investments regulation, agricultural
production subsidies and trade policies, and health and safety
standards. In its absence, we are likely to witness very serious and
disruptive trade disputes among the major trading blocks in the
future. A new attempt to start a new multilateral trade negotiation
conference similar to the Uruguay Round (after the failure in
Seattle) to deal will these issues must be made before they become
more serious and unmanageable. Experience has shown that trade
disputes are less likely to arise or get out of control when the
leading nations or economic blocks are formally engaged in multi-
lateral trade negotiations than when they are not.

5. THE EURO SINCE ITS INTRODUCTION

The euro was introduced on January 1, 1999, at the value of
$1.17, it rose to a maximum of $1.1877 on January 4th, but it has
fallen in value almost continuously since then, reaching a low of
$0.90 in April 2000. Thus, the euro depreciated by more than 25
percent since its creation.

A great deal has been written and said about the euro before
and after its creation—much of it wrong. For example, until a
year before its creation, most of the leading American economists
expressed doubts that the euro would be created and when it was
created that it would work well. In Europe, many economists (e.g,
Portes and Ray, 1998) predicted that the euro would be very
strong from its very beginning, and that it would soon challenge
the dollar as the most important international currency. Obviously,
both positions were wrong. The euro was indeed introduced as
scheduled and worked well, but it depreciated and has not chal-
lenged the dollar.
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The falling value of the euro during the first 6 months of its
introduction caused great concern to Wim Duisenberg (the Gover-
nor of the ECB), Hans Tietmayer, and Ernest Welteke (respec-
tively, the retiring and the incoming president of the Bundesbank
or German Central Bank), Dominique Strauss-Khan (the French
finance minister), and many others about the falling value of the
euro vis-à-vis the dollar. Some, such as Tietmeyer, suggested offi-
cial interventions in the foreign exchange market to strengthen
the euro, while Strauss-Khan favored the setting up of bands of
allowed fluctuations for the euro-dollar exchange rate. Neither of
these policies would probably have achieved their desired results.

What can be said about the euro-dollar exchange rate? (1) The
euro depreciated during the first part of its first year because its
value with respect to the dollar was set too high in fall 1998 (when
the growth rate and the interest rate were believed to fall in the
United States and rise in Europe). Because the opposite occurred
from the fall of 1998 to the spring of 1999, it was only normal
that the euro would depreciate with respect to the dollar. (2) The
depreciation of the euro was very advantageous to Europe because
it stimulated exports from a situation of anemic growth and very
low inflation in spring 1999, without creating an inflationary prob-
lem for the Euro Area. (3) Official interventions in the foreign
exchange market to strengthen the euro would probably be inef-
fective (official interventions can only temporarily reinforce mar-
ket trends and not reverse them). (4) Target zones have never
been successful and there is no reason that they would work well
with the euro. (5) The euro will probably appreciate with respect
to the dollar when the growth rate and the interest rate will fall
in the United States and increase in Europe. (6) The exchange
rate is a price, and as such, it is probably better to leave it alone
to be determined in the market. Only if the euro becomes clearly
misaligned and highly undervalued with respect to the dollar (say
if its value fell below $0.90 and stayed at that level for an extended
period of time) would justify concern and official intervention in
the form of greater macroeconomic policy coordination between
the United States, Europe, and Japan.

It is clear that the single most important relationship in interna-
tional finance is the euro-dollar exchange rate. Although some
Americans may fear the competition that the euro will provide
for the U.S. dollar as an international or vehicle currency, this
competition will be beneficial, not harmful, to the United States
in the long run because it will impose more discipline in the
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conduct of economic policies in the United States—and this is
good, not bad for the nation.
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