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From: David Kern, BCC Economic Adviser 
The Pros and Cons of the UK Adopting the Euro

The decision whether to join the euro is one of the most important economic and political issues likely to confront the UK over the next few years. The debate has become highly emotional, raising deeply felt questions of sovereignty and even nationhood. It is not surprising that both sides tend to exaggerate their case. This note examines, as dispassionately as possible, the benefits and drawbacks of joining. 

Arguments for joining monetary union:
· Adopting the euro eliminates exchange rate risks between the UK and Euroland. For UK businesses this removes an important obstacle to trading with, producing in, and investing in, Euroland - a market of 300 million and our largest trading partner. Joining the euro also provides a more reliable basis for business planning and, in effect, increases the size of the market for all UK businesses dealing with Euroland. The euro enhances the benefits of the Single European Market, by facilitating the free movement of goods, services, capital and people.

· Monetary union adds to competitiveness, transparency and dynamism. By increasing the size of the market, the single currency encourages specialisation, making it easier for businesses to exploit economies of scale and operate at lower unit costs. Increased pressures for specialisation and price equalization will unleash greater competition and dynamism. Being able to compare prices across the huge Euroland economy will benefit both consumers and efficient businesses, but will worsen pressures on the less efficient ones. 

· Joining the euro eliminates currency-related transaction and hedging costs between Euroland members. This will bring important net savings to many UK businesses and individuals, but will remove a source of income for banks and others involved in changing money. Tourism, which in spite of recent upsets is a growth industry and a major source of new jobs, will be an important beneficiary.

· A single currency integrates the national financial markets and creates a large and liquid financial market. This leads to improved efficiency in the allocation of capital. The euro also offers a wider range of financing instruments, as well as greater opportunities to diversify for savers and investors. The UK, with its particular strengths in the financial sector, should be a major beneficiary.
· Conversely, not joining could damage the UK financial sector. Although the UK’s dominance in Europe will not be challenged in the near term, there are long-term concerns if we remain outside. 
· As the euro consolidates its status as Europe’s largest currency, London’s premier position may be threatened, if Frankfurt or Paris can get cheaper or preferential access to euros. In particular, the UK’s ability to compete in huge financial markets, e.g. euro-dominated bonds, could be weakened by regulations favouring banks and other institutions operating within Euroland. However, joining may force the UK to accept more oppressive tax and regulatory arrangements. 
· Staying out could damage UK foreign direct investment. Sterling potential instability (and perhaps its overvaluation) vs. the euro, coupled with perceptions that, by not joining, we distance ourselves from Europe, could diminish the UK’s attraction to foreign investment. While many regard these fears as groundless, it is unwise to disregard warnings from international investors. Our continued success in attracting investment may partly reflect expectations that we will join in 2-3 years. But Britain’s position may worsen if it becomes clear that our absence from the euro is permanent.
· Outside the euro, EU rules governing 
trade & finance may be changed in a         harmful way. While outright discrimination is illegal, the EU’s bureaucratic system of regulations will make it easier for our continental competitors to change the rules in a way that damages us. As long as we remain outside, we will be excluded from Euroland discussions on critical issues affecting us, and our interests will not be effectively represented. 

· Outside EMU, UK short-term interest and mortgages rates will be lower. This argument, although still valid, has become less important. UK short-term rates are now only slightly higher, while UK long rates (10 years or more) are either equal or lower than in Euroland. Even so, lower short rates reduce business costs, stimulate investment and tend to produce a more competitive sterling exchange rate. However, lower UK short-term rates could also have undesirable effects, because they would boost further excessive consumer spending and accentuate the imbalances in the economy.
· Joining could produce a more competitive sterling exchange rate. There are widespread expectations that an early referendum on joining the euro will weaken sterling to a more competitive level, thus helping to alleviate the pressures facing manufacturing and other internationally exposed sectors. While the pound has occasionally fallen when there were reports that a decision on joining the euro is imminent, this will not necessarily happen in the future. Many economists believe that sterling is grossly overvalued, but the market does not share this view. If the UK decides to join, fixing sterling’s entry rate will require hard bargaining with the existing members, and they will not easily agree to give us a competitive advantage. 
· Remaining outside the euro means loss of UK political influence and credibility. If the euro consolidates its position, more countries are likely to join – Sweden and Denmark amongst existing EU members, as well as some of the new entrants to the EU. Our absence from important decision-making bodies will make it more difficult for us to protect our interests. Our position within the EU will be weakened and marginalized, as euro members will increasingly be seen as the ‘inner core’. If tensions between the UK and its EU partners increase, internal political pressures within the UK for leaving the EU altogether may intensify, and this could create many difficulties.
Arguments against adopting the euro

· The erosion of national economic sovereignty is the overriding argument against the euro. Once we join, we will no longer set our interest rates, in line with the needs of the national economy, and sterling will no longer be a key adjustment mechanism. The consequences could be very damaging: instability, lower growth, higher unemployment and economic decline.
· Euroland is not an ‘optimal currency area’.  For a monetary union to be successful, the following key conditions must be satisfied: wage flexibility, labour mobility, and a sufficiently large central budget to compensate countries and regions that are disadvantaged. Unless these conditions are broadly met, the costs and drawbacks of a single currency could greatly exceed the benefits. When one examine these conditions, it is clear that Euroland is not an ‘optimal currency area’. The labour markets are fairly rigid, labour mobility is limited, and the central EU budget is less than 1.3% of GDP.
· If the UK joins the euro, failure to adjust may have adverse consequences. If, once inside the euro, the UK experiences a shock, or underperforms the others in term of productivity or unit labour costs, the economy may suffer reduced growth and higher unemployment.
· Joining the euro will be costly for many businesses. If we join, the physical conversion from sterling to euros will involve sizable costs, particularly for banks and retailers. The Government is unlikely to cover most of these costs. In many cases the businesses affected will be SMEs, which will not derive direct benefits from the adoption of the euro.  
· A one-size-fits-all monetary policy is harmful. Given the lack of real convergence in Euroland, it is highly likely that cyclical trends and pressures will often vary considerably as between different members. Therefore, a common interest rate that may be appropriate for Euroland as a whole will be the wrong rate for some individual members. This fact partly accounts for Euroland’s poor growth performance since 1999, particularly that of Germany.
· Short-term interest rates, home ownership, and mortgage lending are relatively more important in the UK than in Euroland. Although more UK lending is now longer term and at fixed rates, a large proportion of lending (both to individuals and businesses) is still based on short-term, floating, interest rates. Consequently, changes in monetary policy could have a more unsettling and destabilising effect on the UK; and, because UK home ownership is relatively large, interest rate rises could generate adverse political reactions.

· Inside the euro, structural rigidities are more likely to spread to the UK. The euro will undoubtedly encourage greater tax coordination and more centralisation in various policy areas. However, the main reason why the UK has accepted measures such as the social chapter or the working time directive has been our membership of the EU, rather than of the euro. If we remain more flexible and competitive than our trading partners, the euro may benefit us and the UK could be a successful member.

· If we join, the UK may be affected by Euroland’s huge pension liabilities. Though UK pension liabilities are fairly modest, Euroland’s huge liabilities may have adverse long-term effects on the UK. While the UK cannot be forced to finance German or Italian pensions, we may suffer through higher interest rates.

· Inside the euro, the ‘growth and stability pact’ will hamper the UK. This pact, which constrains the euro’s members’ fiscal freedom, will be particularly harmful for the UK. The Government’s fiscal plans, to finance much of its ambitious increases in public investment through borrowing, will conflict with the pact; but these plans are justified, given the UK’s low public debt.

· Joining will create serious risks for sterling.  One major risk is that we may lock ourselves into the euro with a grossly over-valued exchange rate, thus exposing the British economy to a competitive disadvantage. Alternatively, in order to avoid this risk, the authorities may try to weaken sterling deliberately and, in doing so, cause inflation and economic instability.
· The Bank of England’s MPC is better structured, more effective and more transparent than Euroland’s ECB. The record of the ECB has been poor. It has shown a deflationary bias and, in the face of a major global downturn, it has eased policy too little and too late. If we join the euro, the UK will have to accept an inferior monetary framework.
Conclusions: The issues involved are clearly very complex. Joining the euro entails massive risks. Equally, staying outside the euro permanently also involves serious dangers. The immediate risks, resulting from losing the ability to set our interest rates in line with our own needs and locking sterling permanently, must be weighed against the more long-term benefits produced by greater exchange rate stability and increased competition and dynamism unleashed by the euro. 

However, the Government’s insistence that the decision will be determined only by economic considerations lacks credibility. For some people, the most powerful argument against joining is the fear that it may lead to political union. For those supporting entry, many of the economic risks of staying out (e.g. discriminatory rules and adverse effects on foreign investment) are equally driven by politics. Ultimately, only wider political considerations, including a ‘vision’ of our long-term role in Europe and an assessment of the implications of staying outside permanently, may eventually persuade the British people to join. 
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