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The UK and the Euro

On 9 June 2003 Chancellor Gordon Brown announced the results of the ‘Five Tests’ he had set out in 1997 which must be passed if the UK is to join the euroarea. Only one of the tests was passed, although there is considerable debate among economists as to whether the results of the tests were sufficiently clear to warrant any firm conclusions. 

Test 1:
This test related to Convergence with the euroarea. This was the most important of the five tests. The question was whether economic structures and business cycles in Britain were sufficiently close to those of the euroarea to permit the UK to adopt euroarea interest rates. The Treasury concluded that “We cannot yet be confident that the UK business cycles are sufficiently compatible with those of the euroarea … While the extent of convergence with the euroarea has significantly increased, the convergence test is not met.”

Test 2:
This test related to Market Flexibility. The question was whether markets in the UK were flexible enough to allow the UK to absorb any economic shocks associated with joining the euroarea. The conclusion was that, although flexibility had increased in some aspects since 1997, overall there was insufficient flexibility. The Treasury concluded that the UK had failed the flexibility test and called for faster market reform.

Test 3:
This test concerned Investment. Would joining the euroarea attract more long-term inward investment to the UK? The Treasury concluded that there could be gains in the long run if Britain joined the euroarea. However, until the first two tests had been passed, inward investment would not be boosted.

Test 4:
This test related to the impact of the euroarea on the Financial Services Sector. This was the only test that was clearly passed. The Treasury concluded that there would be many benefits associated with joining the euroarea for City of London financial services. Deregulation of financial services in the EU was also likely to increase cross-border financial transactions significantly.

Test 5:
Growth Stability and Employment. This test asked the question whether joining the euroarea would promote an increase in jobs, output and the rate of growth in the UK. The test failed. Treasury experts concluded that these benefits could not be realised at the present time because the UK economy was insufficiently aligned with the economies of the euroarea. However, the Treasury did predict that membership of the euroarea would significantly boost Britain’s trade with Europe.

