Euro on the Slide

Since the euro’s launch on the 1 January 1999 it has fallen by over 30 per cent against the dollar. On the 22 September 2000 the European Central Bank (ECB), supported by the central banks of Japan, the United States and Britain, intervened heavily in the foreign exchange market to prevent it sliding any further. At a cost of over $9 billion, the euro rose from 86 to 90 cents. After that, the euro began to slip again. By 9 October 2000 it had returned to its 86 cents value, following remarks by the German finance minister Hans Eichel that, without closer policy co-ordination between euro members, the euro could fail. 

In addition to the ECB’s intervention on the market, it has, since November 1999, increased euro-zone interest rates seven times. In October 1999 the lending rate was 2.5 per cent. By October 2000 it was 4.75 per cent. What is interesting is that the increase in interest rates seems to have done little to bolster the falling euro. This was understandable at first, given that US rates were also rising, but since June 2000, US rates have been constant (as have UK rates), while euro-zone rates have risen from 3.75 per cent to 4.75 per cent. Traditional exchange rate theory would suggest that this should have caused the euro to rise. 

Why, then, has the rate continued to fall? Many analysts are arguing that investors are being swayed by Europe’s long-term growth prospects rather than simply price stability. Higher growth prospects encourage people to invest in the country. This inflow of finance (on the financial account) drives up the exchange rate. If this is so, then raising interest rates, however gradually, will fail to halt the euro’s slide and may in fact intensify it if Europe’s growth rate slows. 

The ECB is in a dilemma. With rising oil prices and the weak euro exchange rate, inflationary pressures within the euro-zone are building. The headline rate of inflation of 2.7 per cent in October 2000, was well above the ECB’s 2 per cent ceiling. As the ECB raises interest rates to squeeze this inflation, as it must, given its mandate, it will hamper growth – growth that would help to restore a measure of confidence to investors and the euro. 

This conflict between the objectives of growth and inflation would explain why the rise in euro-zone interest rates by 0.25 percentage points in both September and October failed to arrest the fall in the euro. During this period, evidence emerged that economic growth in the euro-zone was slowing. Such news was clearly more than sufficient to discourage investors in ‘euroland’, despite the temptation for depositors of higher euro-zone interest rates. 

Michael Lewis, senior economist at Deutsche Bank, argues that by having to focus solely on price stability, the ECB is ignoring the question of growth. This compares strikingly with the US Federal Reserve which can temper its objective of keeping inflation down because it is also charged with supporting economic growth. Unless the ECB is allowed to broaden its objectives, the recovery of the euro is likely to be very slow indeed. 

Want to find out more? 

For a fuller analysis of the reasons behind the euro’s fall, a new case study has been written The Euro, the US dollar and world currency markets. The case study provides not only an explanation for the euro’s recent poor performance, but also some suggestions as to how the global community might set about creating greater financial stability. It also looks at the implications for the global economy if stability is not achieved. 

Chapter 25 in Economics (4th edition) develops many of the issues raised in the case study above, especially those concerning the achievement of greater currency stability. The material in Chapter 25 is supported by Chapter 25 in the Economics: Student Workbook and Reader (4th edition). Here there is a wide range of short and long questions, as well as readings on global financial markets and the role of the IMF in managing financial crises. In Essentials of Economics, section 12.6 considers the role of the EMU and the euro, and in the new second edition (due out in February 2001), section 12.7 looks at Globalisation and the problem of instability. A fuller treatment of international economic policy can be found in Economics for Business, Chapter 31, which explores the means by which to achieve greater currency stability. 

For Web references, see sections F, G and H in the Hotlinks section of this Web site. 

