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Preface 1

Preface

It is a great honour for me to write a preface for this book by
Dr. Wu Wenxu. I have been in contact with Dr. Wu for many
years, including a longer period which he spent studying in Berlin,
Germany. He has always proved to be an eager researcher.

The topic of the book-the monetary integration in Europe-is
an important topic not only for Europe but also for China. The
creation of the euro means that the dollar is confronted with a po-
tentially equally strong and important international reserve curren-
cy. During the next decade, the international monetary system
will be dominated by the interaction between the euro, the dollar
and, to a lesser extent, the yen. The more China becomes inte-
grated into the world economy, the more it will be affected by the
stability or-more likely-the instability between the key reserve cur-
rencies. Especially when China opens its capital account and intro-
duces full currency convertibility, the interaction between the euro
and the other currencies will become of paramount importance.

But, even today, China has to make up its mind how to evaluate



the euro and the general economic and political development in Eu-
rope. How much of the huge Chinese foreign currency reserves
should be kept in euro denominated assets How close should
trade relations be between Europe and China Can Europe be a
strong economic and effective political partner for China All these
questions have to be answered. The book by Mr. Wu Wenxu is an
important contribution to finding answers.

In the book it is stressed that the process of European integra-
tion has many problems and that the first years of the euro were
characterised by a weak European currency and a general interna-
tional dominance, both economic and political, on the part of the
United States. So far Europe has built only one part of the
planned European house. The European Monetary Union has crea-
ted a kind of European state in the field of money. But many other
areas are still regulated on an national level. There is no European
fiscal policy; there is no wage-bargaining mechanism on a Europe-
an level; the European parliament is still not very strong; the Eu-
ropean Commission has nothing to do with a European govern-
ment, The following study by Dr. Wu provides a valuable insight
into the current stage of European integration and the problems
which it faces.

1 wish this book a great success. 1 am sure that this will stim-
ulate Dr. Wu Wenxu to carry out further research and continue to
develop his promising career.

Prof. Dr. Hansjoerg Herr
Berlin School of Economics
University of Applied Sciences
Berlin, 28 August 2002
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THE EMU AND THE EURO

1. The Issue and the Background

After Maastricht Treaty was signed in 1991, all the member
states achieved the same target, i. e. the monetary union, and the
single currency; at the same time, they have been doing a lot of
work to realize this target. On 2—3 May 1998, Brusel attracted
worldwide attention; the EU Council — meeting in the composi-
tion of the Heads of State or Government — met in Brusel. In this
meeting, the EU Council unanimously decided that 11 member
states fulfill the necessary conditions for the adoption of the single
currency on 1 January 1999. One month later European Central
Bank (ECB) was established, which took over the tasks of the Eu-
ropean Monetary Institute (EMI). Thereafter, preparations for
the start of Stage Three of Economic and Monetary Union (EMU)

intensified and were finalized®,

® Greece became the formal member state on 1 January

2001. There are twelve members in the EMU.



The introduction of the euro in 11 member states of European
Union (EU) and the creation of the euro currency area, or “Euro-
land”, fundamentally changed the weight of the world's economies
overnight. Having 290 million citizens, the Euroland has become
the world’'s leading trader; the share of world exports accounted
for by Euroland was 18. 6% in 1998 excluding intra-EMU commu-
nity trade, while the share of the United States was 16. 3% and
that of Japan was 7. 5%. With a share of 15. 5% of the world's
GDP (aggregate purchasing power parity-valued GDP), the Euro-
land has become the second largest economic region in the world
— following the United States. In 1998, the USA produced 20.
8% of the world's GDP; Japan accounted for 7. 4%. With Greece
entering the Euroland and the other three countries (Britain, Den-
mark and Sweden) being so sooner or later, the EMU will be more
powerful in the future. With all fifteen member states and a popu-
lation of more than 370 million — compared with 270 million in
the USA — the GDP virtually matches that of the USA (EU
1998. 7458 billion; USA 1998. 7592 billion). In the mean time,
the Euroland is now the world’s second largest capital market.
Considering the market for bank deposited alone, the Euroland is
actually the world leader, followed by the USA and Japan. In
terms of the share and bond markets, the Euroland is the second
largest regipon. If not the Euroland but the whole EU is take ,
they will become Top One in the world. The old philosophical say-
ing that union is strength has already been impressively con-
firmed: the economic and political weight of the euro currency are-
as as a whole is clearly greater than the sum of the individual eco-

nomic weights of its 11 members.
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In the future, the euro will rival the dollar's hegemony. From
the historical viewpoint, the internationalization of a currency is
not merely a status symbol. It has significant economic and politi-
cal implications. There is positive correlation between the status
of a currency and the economic power in its home country. For ex-
ample, because of the powerful economy, the U. S. dollar has
been an anchor of the international financial system after the col-
lapse of Bretton Wood System. Before the launch of the euro,
there were three key currencies in the world, i. e. the dollar; the
Deutschmark and the Japanese Yen. Obviously. the dollar has
dominant power in the world. After the creation of the eur , there
will be a new story. Backed by the powerful economy, the euro
will have huge positive impact on trade, capital markets and the
international monetary system. In the medium to long term, the
dollar and the euro will leave the Japanese Yen behind far away.
At that time, there will be two poles in the international monetary
system. One is the dollar; the other is the euro.

The launch of the euro will also impact on China’s economy.
In recent years, the relationship between China and Europe has
been improved rapidly. Now, the EU is the fourth biggest trade
partner with China. From 1990, the amount of trade between the
two parts has increased more than 15% per year. At the same
time, more and more European companies began to invest in Chi-
na. The share of Foreign Direct Investment (FDI) from Europe is
about 6% in the whole FDI in China. So we shall research into the
EMU. We must learn the development of the EMU, qualify the
impact of the euro on the economy and trade in China, and learn

something from them. This is the main target in this paper.



II. The Focal Points

Both European monetary integration and the reform of World
Monetary System are the hot issues in the internationally academic
circles. There are numerous researches on these topics, but large
part of them is only about the advantages and disadvantages of the
EMU, the comparison between the euro and the dollar, and the
impact of the euro on World Monetary System, etc. Many of them
talk in generalities about the exchange rate of the euro, the labor
market in the Euroland, and the reform of World Monetary Sys-
tem after the launch of the euro. But, few researches systemically
focus on the relationship between the euro and the reform of
World Monetary System. In this dissertation, the author focuses
on the following topics: the volatility of the exchange rate of the
euro, the impact of the euro on labor market in the Euroland, and
the relationship between the euro and the reconstruction of World
Monetary System.

III. The Research Methods

% The comparative study. In Chapter Four, I use the com-
parative study to research into the differences between the func-
tions of the ECB and those of Federal Reserve System. In Chapter
Six, comparing the euro with the dollar, I study the possibility of
the euro being an international key currency.

%* The combination of qualitative analysis and quantitative a-
nalysis. In Chapter Three, I firstly analyze the exchange rate of
the euro qualitatively, and then use Purchasing Power Parity
(PPP) theory to analyze its exchange rate in the medium to long
term. In Chapter Four, I use Taylor Rule (TR) to forecast the
monetary policy of the ECB.
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% The combination of theory and practice. In this disserta-
tion, I use many economic theories to analyze the practice. For ex-
ample, during researching in the reconstruction of World Monetar-
y System, I use the game theory and institutional economics to an-
alyze the operations in real life.

1V. The Main Contents

This paper consists of six chapters. The structure is as fol-
lows.

Chapter One: The Evolution of the EMU

Chapter Two:The EMU and OCA Theory

Chapter Three: The Stability of the Euro and Its Exchange
Rate

Chapter Four: The ESCB and the ECB

Chapter Five: The Labor Market in the EMU

Chapter Six: The Euro's Place in World Monetary System

Chapter One introduces the evolution of the EMU. From Eu-
ropean Unit of Account to European Currency Unit and to the eu-
ro, European monetary integration has passed more than half a
century. In this chapter, the author firstly provides a brief over-
view of previous monetary unions in Europe. It covers three survi-
ving monetary unions (the German Zollverein, Switzerland, Bel-
gium-Luxembourg currency union) and two that failed (Latin Mo-
netary Union, Scandinavian Monetary Union). After analyzing
those, the author concludes the prerequisites for a monetary union
to succeed. Secondly, the author introduces the uneven path of the
EMU. After World War 11, European Union members established
the first regional organization — European Coal and Steel Commu-

nity (ECSC). This was the first step in the evolution of integra-



tion. After that, the EU members were staggering along towards
the monetary union. In brief, from Werner Plan to Delor's Report,
from Maastricht Treaty to Amsterdam Treaty, European monetar-
y integration has gone through all kinds of hardships and difficul-
ties. In the last section, this paper researches into the impact of
the EMU on the development of economic globalization. The
EMU is a successful model of regional integration; it is the highest
achievement of economic globalization in the 20th century. The
launch of the euro promotes the development of regional integra-
tion, especially two leading trade blocs in South America — the
Southern Cone Market and the Andean Community. Encouraged
by the EU’s determination to achieve monetary union by 2002, the
two trade blocs are exploring the possibility of emulating the EU
by having their own monetary unions. After discussing this phe-
nomenon, the author points out that because of the large gaps a-
mong the interests of each country, it is impossible in the short
term to create the currency area. But, the economic regionalization
will be a main feature in the 21st century.

As to the creation of the EMU, some economists are for it;
some are against it. Their bases are the same one — optimum cur-
rency areas (OCA) theory. Chapter Two is just intended to talk a-
bout this theory. After the pioneering work of Robert Mundell,
Ronald McKinnon and James C. Ingram, the OCA theory has
lately enjoyed something of a revival as a result of developments in
Europe and elsewhere. The OCA theory becomes more and more
important. In the first section, the author introduces the OCA
theory and the latest development of the theory. There are numer-

ous articles about the OCA theory. After reviewing some famous



