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Chapter One

Currency

Learning objective )

By the end of this chapter and the relevant reading you should be able to:

v Explain why some_European countries chose to use the euro as their common
currency.

v’ Describe the present problems that euro-zone countries face.

v Discuss possible measures to resolve the euro crisis.

v’ Discuss how the value of a currency, monetary policy and fiscal policy interact with
one another.

'Lead-in,questions)

1. The birth of the euro is one of the most important historic events of the late 20" century.
Doyouknow which ofthe following countries does NOT belongto the block of countries
that use the euro as their common currency?

A.Luxembourg

B. Germany
C.Greece
D.Switzerland

E. Spain

F. the Netherlands
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2. Which one of the following statements about the euro is true?

A.All the current members of the euro zone adopted the euro in 1999.

B. Euro banknotes and coins were introduced when the euro was launched on 1
January 1999.

C.The euro is not the currency of all EU Member States.

D.When the euro came into being, monetary policy became the responsibility of the
independent Eurosystem, which consists of the national central banks of the
Member States having adopted the euro.

Fixing Europe’s Single Currency

Making the euro area work requires reforms in all its countries, including those
with stronger public finances and current-account surpluses.

Historians may look back on 2010 as the year when time sped up in continental
Europe. Aregion that has been habitually slow to tackle its economic problems and that
puts greater emphasis on reaching “consensus” than on reform has packed a decade’s
worth of change into a few short months.

First Greece, the euro zone’s most fiscally incontinent country, was spared from
default by a €110 billion ($145 billion) bail-out, mainly from other euro-zone countries,
partly fromthe IMF. As the sovereign-debt crisis threatened Ireland, Portugal, Spainand
perhaps others, a €440 billion fund, the European Financial Stability Facility (EFSF)', was
conjured up inaweekend (with promises of €250 billion more fromthe IMF) as a backstop
for countries should they be shut out of bond markets. The three big ratings agencies
gave the EFSF a AAA grade on September 20th 2010.2

The European Central Bank (ECB)’ has since spent more than €60 billion buying the
government bonds of troubled euro-area countries to help put a cap on yields and keep
markets inthese bonds functioning. Countries fromtroubled Portugal to well-off Germany
have set out plans for cutting their budget deficits. Spain has embarked on reforms to
free its notoriously rigid jobs market that would have seemed unthinkable a year earlier.

These efforts have staved off the sense of emergency, but the euro zone’s
underlying problems are not easily fixed. Investors are again demanding much higher
interest rates for holding the debt of the most troubled sovereign borrowers than for
GermanBunds.* Growing awareness of the likely costof Ireland’s bank rescuesis adding
to market nerves. Ireland had hoped to limit its budget deficit to around 12% of GDP this
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year. But the European Union’s statisticians are likely to insist that an injection of capital
into state-owned Anglo-Irish Bank should be included in the budget figures. That will
increase the ratio to around 20%, maybe more.

Then there are concerns about the unevenness of economic recovery in the
currency block.® lts GDP grew more than twice as fastas America’s inthe second quarter,
but that was mostly because of Germany’s best figures since reunification. Austria and
the Netherlands, closely tied to the German export machine, also grew strongly. But in
Spain and Portugal growth was feeble and GDP in Greece fell sharply. Because central
banks elsewhere are more committed to keeping monetary policy lax (or are intervening
directly in foreign-exchange markets), the euro has strengthened against the world’s
other main currencies, making it harder for the region’s exporters to compete.

Against this background, Eurocrats are about to set out detailed plans to fix the
euro.® On September 29th the European Commission will make recommendations for
legislation on the “economic governance” of the euro area. These will inform a
subsequent report from a task force led by Herman Van Rompuy, the president of the
European Council. Both are likely to concentrate on new strictures to limit government
deficits and debts, and to say rather less about tackling the region’s growing imbalances.
A focus on fiscal discipline seems appropriate given the panic over sovereign debt. But
without additional measures to revive the sluggish economies on the periphery of the
euro zone, investors will continue to fret about these countries’ growing debt
burdens—and about the euro itself.

One Money, Several Problems

Why should euro-zone countries agree on fiscal rules, or worry if fellow members’
economies are too rigid to foster much growth? After all, it was fear of the bond markets,
not strictures from Brussels, that spurred Ireland to slash its budget, Spain to cut
civil-service pay and Portugal to raise taxes. “Ministers now look anxiously at their
country’s bond-market spread against Germany just as their predecessors used to
monitor their currency’s exchange rate against the D-mark’,” says Jean Pisani-Ferry of
Bruegel, a Brussels think-tank.

The answer is that bond-market vigilantes have not always been this vigilant. They
have woken up to the varying risk of sovereign default across the euro zone. But had they
stirred sooner, Greece might not have got into such a pickle. And they might one day go
back to sleep.
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When the euro was being designed, its creators decided, in effect, not to rely on
market discipline alone. They assumed that without rules fiscal laxity by one member
would impose costs on all. One concern was that deficits would boost spending and so
put upward pressure on inflation, and thus on the zone’s interest rates. Another, chiefly
German, worry was that unchecked deficits would build pressure on the ECB to monetise
public debts.® Arelated German nightmare, that countries with sound finances would be
forced to bail out the profligate, came true.

The architects of the euro at least predicted such problems, even if they could not
solve them. The “stability and growth pact® was supposed to limit each country’s budget
deficit to 3% of GDP and public debt to 60% of GDP. It failed, in part because France
and Germany refused to abide by it—and even rewrote the rules when they breached
the deficit limit.

In contrast, the problems that arose because different economies responded
differently to the zone’s common monetary policy were underestimated. The sudden
drop in real interest rates on joining the euro in Greece, Ireland and Spain fuelled huge
spending booms. (Portugal had enjoyed its growth spurt in the late 1990s in anticipation
of euro membership.) Rampant domestic demand pushed up unit-wage costs relative
to those in the rest of the euro area, notably in Germany, hurting export competitiveness
and producing big current-account deficits.

The euro allowed these internal imbalances to grow unchecked and now stands in
the way of a speedy adjustment, because euro-area countries whose wages are out of
whack with their peers’ cannot devalue. For critics of the euro this only points up how far
the zone is from being an “optimal currency area”™. America’s regional economies may
often diverge: a drop in oil prices might prompt a consumer boom in California while
leaving Texas depressed. But wages and prices are far more flexible in America and
workers have generally been more inclined to move from state to state to find work. By
contrast, say the sceptics, the economies of the euro area are too diverse to live with the
same money and too inflexible to adjust to imbalances when they arise.

That is too pessimistic. The euro’s weaknesses can, with difficulty, be addressed
and measures can be put in place that should at least mitigate the build-up of similar
problems in future. The zone’s woes are not unique. Few single countries would meet
the academic criteria for optimal currency areas. America has its share of depressed
spots—and since almost a quarter of those with mortgages owe more than their houses
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are worth, America’s workers are less mobile than they were. Nor is the euro wholly to
blame for the credit booms in parts of the zone. Low interest rates and an underpricing
of risk were widespread: credit boomed in many countries—America, Britain,
Iceland—uwith floating exchange rates.

The Fiscal Fix Is In

New rules to encourage fiscal discipline should help the euro area. They will
reassure the bond-market vigilantes—and should come in handy if the vigilantes drop
off again. Now would be a good time for national governments to adopt home-grown
fiscal rules, as Germany already has. And as euro members are to underwrite each
other’s debts through the EFSF, it is natural that they should demand more say in each
other’s budgets. European reviews of national budgets for the coming years have
already been brought forward by six months. Firmer sanctions, such as withholding of
EU funds or suspending members’ voting rights in the euro group, may be considered,
but they would be politically fraught.

Ifthe collective is the ultimate paymaster, should more fiscal power be held centrally,
as euro-federalists hope? The vast bulk of taxation and public spending is carried out
by individual euro-area countries, and the EU’s budget is a tiny 1% of GDP. In America,
the federal government collects around two-thirds of all taxes.

Intheory, there are good arguments for greater centralisation. Itis cheaper and more
efficient to raise taxes centrally. And it is also cheaper to borrow that way: no American
state on its own could rival the liquidity in the market for Treasuries'". A big central budget
means that borrowing risks are pooled, too, rather than falling on small, troubled
countries such as Greece. ?

Butthere are also good arguments against. A country with high unemployment, say,
would have less incentive to make its labour market more supple if jobless benefits were
financed federally. Anyway, European countries are nowhere near ready to cede so
much fiscal autonomy.

Euro-zone countries could try to build their own version of the Treasury market
through a common bond issue. Analysts at Bruegel have proposed such a scheme,
which might also be used to impose fiscal discipline. Countries would be allowed to issue
jointly guaranteed (“blue”) bonds but only up to a limit of 60% of their GDP. Additional
“red” bonds would be backed only by the standing of the sovereign issuer. Blue bonds
would be senior to red ones, which would be subject to an “orderly” restructuring in
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default.”

Such a scheme would be tricky to implement swiftly. Most euro-zone countries’
debts are way above the 60% limit and rising each year. So withdrawing the implicit
guarantee on the rest of their bonds would be likely to cause tremors in financial markets.
Inits favour, the Bruegel idea may be a way to set long-term limits on each country’s debt
levels. The requirement to meet the terms of a blue bond issue is likely to be a more
powerful disciplinary device than penalties from Brussels for missing a fiscal target.

Atthe height of the sovereign-debt crisis in May, bond markets penalised euro-zone
countries, like Greece, whose large budget deficits were adding to an already high stock
of public debt. Now investors may have started to worry more about prospects for GDP
growth. Sluggish economies cannot sustain a heavy debt burden forever, and for many
countries improving export competitiveness is a harder task than repairing their
budgets."

Broadly, there are three ways for a country to restore competitiveness: devaluation
(whichreduces wages relative to those in other exporting countries), wage cuts or higher
productivity. In the euro area, the first option is out. The other two rely on easing
job-market rules so that pay matches workers’ efficiency more closely, and workers can
move freely from dying industries and firms to growing ones. Governments also have to
tackle the lack of competition in markets for goods and services, notably in non-tradables
(e.g., utilities), whose prices affect the costs of other firms, including exporters. A bigger
push from Brussels to open services to greater cross-border competition might do far
more good than more prescriptions about debts and deficits.

Adjustment by cutting wages is quite brutal, especially without the support of an
expansionary fiscal policy.” An alternative would be for competitive, trade-surplus
countries, such as Germany and the Netherlands, to spend more: the combined deficits
ofthe euro zone’s “periphery” are more or less offset by surpluses at the zone’s “core”.'

It is possible to come up with other heretical answers to the euro area’s
imbalances—for instance, tolerating a higher inflation rate, at least temporarily. Workers
are usually reluctant to accept the pay cuts required to regain competitiveness. A higher
inflation rate would make it easier for relative wages in different countries to adjust, -
because a cut in real wages would be easier to disguise with inflation of, say, 4% or 5%
thanthe 2% that the ECB now aims for. But that may embed expectations of permanently
higher inflation, which would have to be squeezed out later. And it would be anathema
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to the ECB, Germany and others. Even in this year of upheaval, it would be an upheaval
too far.
(From The Economist, September 23", 2010)
http://www.economist.com/node/17093339

[. New Words
surplus 7. &4, iz pickle n. Ab-FHBE, 183IERG
consensus 7. iR profligate adj EEK], HEHK
incontinent  aaj. ANGE B HIK spurt 7. SEARTI SUARIE 1R &
default n. 4y, HERGSE rampant aqj. &I
conjure vt FBERAEH diverge vi 4, 28, HHR
backstop 7. 4% mitigate vt W, ZEF
embark vi HF, JFEMEEH underpricing . MR
underlying aaj 84y, ALK underwrite vt &R, A BT
unevenness . AN, AR scheme n. %l
feeble aqg) K9, FTLHHK tremor n. Bizh, EH)
lax aaj. wFAHT, KA prescription n. ¥4, N
sluggish  adj A&, JRAKIK heretical aaj. F¥#
periphery n. 4hEl, 1% embed vt FEAHIERA
stricture  n. #5351, AWK anathema . 284, A%
vigilant  agj. 4511, K upheaval n. R EZH Y
Il. Phrases

1. embarkon EF, FHRMHES
#it]): He has already embarked on his new dictionary.
fths 35 TSt 147 1 L
The government is set to embark on a fresh round of public service reforms,
radically changing the way services for children and the elderly are delivered.
BORHE SR B — R B A SRS B0, ZEARKTERE o3 LB A2 A SRR 45
77 2
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stave off BFF, 4F, IR

#14]: The central bank lowered interest rates to boost the economy and stave off
a recession,
AT RMATFRKAPT ERR, RATREK TR,
The company has managed to stave off the threat of bankruptcy for the time
being.
B B H AT T R R B

task force $¥3)1Tah/\EH, TIE/R

#l4]: Atask force (TF)is a unit or formation established to work on a single defined
task or activity.
7 A /NG R R 1 s 1R 45 B0 B T 4L R A B A
A World Economic Forum task force presented world leaders with proposals
to accelerate private sector investment and innovation in the fight against
climate change.
L RIRI — A AR & B AANE T W0 (R FA S 3175 Rt
SBT3 TH FRI B B8 R

fret about Xi------3B:0>, #BIE

#if]: You had better not fret about your mistakes.
PRI I ANk R PR 3R T 510
Investors fret about Europe debt crisis.
BEBEEATXF BRI S5 SRR B LS

bail out  X------ R (25 BRiEm

Bif): The citizens of this island country refused the government’s proposal to bail
out the country’s banks.
B E A RIEL T BUF RRAT IR ML B SR BRI
Many people raised the question: should the Big Three car manufacturers be
bailed out by the US government?
R NER BRI . 35 EBUR AR iZ42 B B4 = KBk 2

abide by 2§, #5F

#%]): She will abide by her promise.
s T E M,
China has always maintained that WTO members should conscientiously
abide by WTO rules and fight trade protectionism.
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out of whack FEiEl, AEE, F—H

f514):  Australian house prices are massively out of whack and will be brought back
to earth, an expert says.
—LEFKRIN, KRR A ™ B s 2 Bk B BB SE — RUKIK
You’re acting out of whack!
PREAT A EAIEH !

come up with #8H, #EH; BEL

#i15]: He could not come up with a proper answer.
AR H— B E B .
We shall have to work hard to come up with the other firm.
TAVFH S T A B LA K A F] .

aim for LL----- A B%R

#l%]: We aim for a quick turnover of stock in our stores.
AR B 2N | B AR R
The Tokyo Stock Exchange and the Osaka Securities Exchange will aim for
a merger deal by autumn.
REUESRAL 5 BT 5 R BRUESRAT 5 BT vt RITERK R Z BT S & 2 5 -

pointup 32if; EHERMA

#lt]: The report of the discussions points up the responsibility of teachers.
WSS R E R 3 T BUT ) BT4E .
The recent disagreement points up the differences between the two sides.
B Al ) G T R R BT Z (B AR AE ) 70 B

comein handy TRFEH, kLA

f51%]: | bought a new pen today and it will come in handy for work.
BAERFET—HE%E, TEEEFREAY.
Don’t throw it away, it might come in handy some day.
AT T B L — RS E R .

drop off &T; BEZHE; mL

#l%): The old man has dropped off by the fire.
EANZBNLEW K FLMEE T .

Bottled water sales drop off.
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lll. Special Terms ﬁ

current account [ il 3 H L% 55 H
sovereign debt FHU# %

rating agency YEZMLH4

budget deficit i 7+

think-tank %4 /%4 % [

floating exchange rate Z#hj %

fiscal discipline I B4 4

treasury market BUNfii %5 i 3/ E 5 111 3%

borrowing risks {& 2k X &

labour market %55 1111

jobless benefits sl kB

IMF (International Monetary Fund) [# fx
B EHR

V. Notes

. the European Financial Stability Facility ~ BX il 4-mfa = 54
The European Financial Stability Facility (EFSF) is a special purpose vehicle agreed
by the 27 member states of the European Union on 9 May 2010, aiming at preserving
financial stability in Europe by providing financial assistance to eurozone states in
economic difficulty.

. The three big ratings agencies gave the EFSF a AAA grade on September 20th.
ERWENAMAE A 20 B 4 F RN bR TS BATEL.
A 4R 2] B = KIF RAVH 38 09 R A BB A7 oA = 45 B IR A, B ARR A
2+ (Standard & Poor’s). Bl % # K% & (Moody’s Investors Service ) #u
EAE R E FIFRARAE (Fitch)., XZRAT L RHE H O oA Ry R AHE%
KAT ARG RIHATS 40T 2. MNARBELELRBH SATLAL LI BB W
HIFER.

. the European Central Bank(ECB)  BX M o S48 47
The European Central Bank (ECB) is the monetary authority of the European Union
(EU). It administers the monetary policy of eurozone member states. It is thus one of
the world’s most important central banks. The bank was established by the Treaty of
Amsterdam in 1998, and is headquartered in Frankfurt, Germany.

. Investors are again demanding much higher interest rates for holding the debt of the
most troubled sovereign borrowers than for German Bunds.



