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History of the Euro 

“The introduction of the euro will represent the most dramatic change in the international monetary system since President Nixon took the dollar off gold in 1971 [and when] the era of flexible exchange rates began…the euro is likely to challenge the position of the dollar [and hence] this may be the most important event in the history of the international monetary system since the dollar took over from the pound the role of dominant currency in World War I” (Mussa 2002).

The Euro evolved over a period of forty years.  The European Economic Committee was established in 1958 with the intent to allow for free movement of labor and capital, abolition of trusts and cartels, development of joint and reciprocal policies on labor, and social welfare. The development of a common price level for agricultural products was accomplished along with the elimination of internal tariffs among member countries.
  The European Free Trade Association was a customs union and trading block formed in 1960.  The goals of the EFTA were to establish free trade among members while seeking a broader economic union.
  In 1993 the European Union was formed.  The European Union is responsible for cooperation on justice, and affairs dealing with home and abroad.

In 1967 there were three main treaty organizations: the European Coal and Steel Community, the European Economic Community and the European Atomic Energy Community, which formed one comprehensive governing body. This was then divided into four main branches: The European Commission, the Council of the European Union, the European Parliament and the Court of Auditors.

The evolution of the Euro came into being under the Marshall Plan.  The ideology of a united Europe was basis for European strength and security while trying to prevent another European war.  The Single European Act amended the European Committee’s treaties to strengthen them into a single internal market.  The Treaty of the European Union, also known as the Maastricht Treaty, provided a central banking system.  The treaty also provided a common currency to replace the national currencies, legal definition of the EU and framework for the political role.

In 1979 the European Monetary System was organized to stabilize foreign exchange and counter inflation among the European Union members.  By the early 1990’s the system was strained by the differing economic policies and conditions of members.  Britain also permanently withdrew from the system during this time.

The European Monetary Institute was created in 1994.  The Institute created a stepping stone for the creation of the European Central Bank and a common currency. The European Central Bank is responsible for setting a single monetary policy and interest rates for adopting nations.  The European Union member nations hope to curtail excessive public spending, reduce debt and make a strong attempt at taming inflation.

Adoption of the Euro began in 1999 by European Union members.
 The European Union’s Currency is now known as the “Euro.”  The Euro went into circulation in 2002, ending the individuality of each member country and forming one identity.

Euro versus the Dollar

The euro has already been a huge success internationally as well as within Europe. It already became the most widely used currency for international bond flotation during its first year of existence. From the start of 1999 through September 2001, euro-denominated bond issues exceeded dollar denominated bond issues. During 1990-98, the predecessor currencies accounted for 10 percent of all corporate bonds issued by euro-area borrowers and only 2 percent of those issued by companies outside the area; those ratios have risen to 75 percent and 20 percent since EMU. The world already enjoys a bipolar international financial market if not yet a bipolar international monetary system. 

Why has Dollar been the dominant currency?


The basic reason for the supremacy of the dollar over the past half-century or more is that it has had no competition. No other economy has even come close to the size of the United States. Hence no currency could acquire the network externalities, economies of scale and scope, and public goods benefits necessary to rival the dollar at the global level (Mussa 2002). A largely similar situation during most of the nineteenth century explains sterling’s dominance in that period. The clearest evidence for this conclusion is the fact that the dollar has reigned supreme despite prolonged periods of very poor economic performance by the United States:

· Its economy grew very slowly for two full decades, from the early 1970s    through the early 1990s, and productivity growth was especially mediocre.

· It experienced high inflation for almost a decade, from 1973 through 1981, including three years of double-digit price increases.

· It has run large external deficits for most of the past 20 years, including two periods when those deficits were rising at clearly unsustainable rates (1982-87 and 1998-2000), and has become by far the world’s largest debtor country (with a negative net international investment position of $2 trillion at the end of 2000).

The dollar did experience significant erosion of its global market share in the late 1970s and early 1980s. However, the dollar’s share of global finance stabilized again in the 1990s and has remained far above that of any other national money. The overwhelming reason is that the United States has remained far larger, especially in terms of GDP and also trade and other size variables, than any other currency-issuing economy.

Why could Euro take over?
 The present EU is 20 to 30 percent smaller than the United States in terms of total output and about 25 percent higher in its share of world trade. For all practical purposes, the two are close enough to be regarded as rough equivalents. Expansion of the EU to include all 15 members of the current European Union would take the numbers modestly (10 to 20 percent) above the United States in output terms. Eventual inclusion of the additional dozen applicants for EU membership would add another 10 percent or so to EU’s output superiority (as well as bringing its population to about two-thirds greater than that of the United States). In short, it is clear that the euro will provide the first real competition for the dollar since the latter’s ascent to global currency dominance.

Now that we see that the Euro does pose a threat to the dominance of dollar in the world financial market, we need to examine how this could be achieved by the EU. The main thing that the EU would have to do is integrate its money and capital markets to realize the full potential of its new currency. The superiority of the American financial markets, and those of the United Kingdom during the period of sterling’s dominance, was key elements in those monetary regimes. The negative case of Japan is also instructive: its failure to modernize its financial markets, despite repeated calls for such reform and even announcements of programs to do so, undercut any possibility that the yen might have come to play a major international role.

Conclusion

We have already seen that on the monetary and macroeconomic front, Europe already equals the United States. Hence, in this new world of international monetary structure U.S. needs to be very careful about its economic policies or it may lose its dominance over the monetary markets internationally. However, in examining the U.S. economy in the recent past we realize that the trouble has already begun for e.g. The current account deficit jumped by about $100 billion annually during the three-year period 1998-2000, nearing $450 billion or about 4.5 percent of GDP in 2000. The net international investment position of the United States reached a negative $2 trillion at the end of 2000. Hence it is quite possible that in near future the dollar may experience some sharp depreciation, the evidence of which is reflected in the excel sheet attached.


Hence, in conclusion we can safely say that Euro does indeed pose a significant threat to the U.S. dollar.
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