BCC Economic Briefing (2) - 17 February 2002

From: David Kern, BCC Economic Adviser 
The Five Economic Tests for the UK Joining the Euro:

What is their importance and are they being met?

The background: The Government set out in October 1997 its policy on membership of the single currency. In a politically ingenious statement to the House of Commons, the Chancellor of the Exchequer stated that, in principle, the Government is in favour of UK membership of EMU. He stressed, however, that in practice the economic conditions must be right. Gordon Brown set very demanding conditions when he stated that the determining factor underpinning any decision on adopting the euro is ‘the national economic interest’, as defined by his Five Tests, and that the economic case for joining must be ‘clear and unambiguous’. If such a case can be made, there is no overriding political objection, and no constitutional bar, to joining. 

The 5 Tests: In his October 1997 statement, the Chancellor said that the following Five Economic Tests will determine whether a ‘clear and unambiguous’ case for joining can be made: 

· Sustainable convergence between Britain and Euroland

· Whether there is sufficient flexibility to cope with economic change

· The effect on investment 

· The impact on our financial services industry 

· Whether it is good for growth and employment
Convergence: This is clearly the most important of the Five Tests, and the one that will determine to a large degree whether the other tests will be met. This test must establish if Britain’s economy is sufficiently compatible with Euroland, to enable us to live permanently with a fixed exchange rate vs. the euro and with interest rates set by the ECB. The assessment focuses not only on cyclical convergence (e.g. the timing & strength of the business cycle, and differences in interest rates) but also on structural differences (e.g. the housing market, oil, financial structures, trade patterns). In 1997, there were sharp cyclical divergences between the UK and Euroland. Our growth was accelerating, and UK short-term interest rates were some 400 basis points higher than in Germany and France. 

Since 1997, the interest rate gap between the UK and Euroland has narrowed sharply and business cycles are more similar. But our jobless rate is set to remain much lower; and the interest gap, although much narrower than in 1997, may widen. The structural differences are still large, as the UK is still relatively more dependent than Euroland on oil, on the housing market, on short-term rates and on dollar-denominated trade. On balance, there is now much more cyclical convergence than in 1997, but many differences persist. It is difficult to conclude that we have achieved sustainable convergence; but, if there is a strong political will to join, the Government may be prepared to argue that this test has been passed.

Flexibility: This test is almost as important as convergence, but its assessment involves more subjective judgement. Since adopting the euro means that the UK loses the ability to set interest rates according to its own needs, while changes in sterling cease to be a key mechanism of adjustment, it is critically important to examine whether there is sufficient flexibility to respond to economic shocks and changes. Unless there are other means of adjustment, the loss of the interest rate and exchange rate weapons could have devastating consequences for the economy. In 1997, the Treasury concluded that, particularly in labour markets, the UK is not yet sufficiently flexible to meet the challenges of adopting the euro. 

Although the UK economy has enjoyed satisfactory growth since 1997, and our relatively low unemployment indicates that we are more flexible than Euroland, there are some disturbing trends. Various policy measures introduced in recent years (e.g. minimum wage, working hours directive, social chapter) will make the labour market more rigid. The recent signs of labour militancy, albeit modest, are also worrying. Euroland, with its inadequate reforms, is in a worse position than the UK. But this will reduce overall growth; while the deflationary bias, of both the ECB and the ‘growth and stability pact’, will make our adjustment problems worse. The counter-argument is that the euro will unleash greater competition and dynamism, and will facilitate convergence and flexibility; but, so far, there is no evidence that these benefits are materialising. 

It is thus difficult to conclude that the UK has enough flexibility to cope with shocks and changes, once we lose our monetary independence inside the euro. However, a high degree of subjective judgement is involved and we remain a relatively flexible economy. If the political will to join is sufficiently strong, the Government may argue that the flexibility test has also been passed.

Investment: To boost UK investment, both domestic and foreign, joining the euro must secure macro-economic stability and encourage structural change. This should happen if the euro encourages integration and specialisation, and complements the Single Market. However, the euro can deliver these benefits only if the previous two tests, convergence and flexibility, are satisfied. In its 1997 assessment, the Treasury stressed that, without sustainable convergence, entering the euro would discourage investment. With regard to overseas investment, although Britain retains its above-average performance outside the euro, there is a risk that, if we stay outside permanently, our attraction to foreign capital will gradually diminish. The evaluation of this test involves a lot of subjective judgement. If the Government is able to argue that the convergence and flexibility tests have been passed, they will easily conclude that the investment test has also been passed.
Financial services: This is the only test that relates to a specific sector of the economy, highlighting the importance of financial services to the UK. London is already significantly affected by the euro. Over the next few years, its strengths should enable it to remain the dominant centre in which the euro is traded, thriving whether the UK joins or not. But there are longer-term concerns. If we join, the City may be forced to import from the continent more oppressive regulatory and tax arrangements. However, the more serious danger is that, outside the euro, London’s position could be gradually weakened by discriminatory rules favouring banks operating within Euroland. The evaluation of this test also involves some subjective judgement. But, on balance, the Government will almost certainly conclude that the financial services test has been passed.
Growth and employment: This is a very general, all-embracing, test and many people will rightly regard it as all-important. However, this is not an independent test, since it is entirely dependent on whether the first two tests, relating to convergence and flexibility, have been met. If the Government is prepared to argue that the convergence and flexibility tests are satisfied, they will also have to conclude that adopting the euro will benefit growth and jobs.
Conclusions: The Five Tests have made it possible for the Government to signal a more positive approach to Europe, while providing it with respectable reasons for delaying the decision. However, the tests also create major problems. Firstly, the Five Tests give the artificial impression that what is fundamentally a political decision, can be made purely on economic grounds. Secondly, they give the misleading impression that the Government’s assessment can be entirely rigorous and objective, while in reality a high degree of subjective judgement will be needed. Thirdly, by insisting that the economic case for joining must be ‘clear and unambiguous’, the Government makes it necessary for the meaning of these words to be stretched, or one has to acknowledge that the Five Tests can never be satisfied in practice.

If one focuses on the two most important tests, convergence and flexibility, it is difficult to argue that the tests have been passed. However, only some aspects can be subjected to a rigorous and objective assessment, and there is considerable scope for subjective judgement. There is no sustainable convergence between the UK and Euroland, but much progress has been made since 1997. As for flexibility, the sharp fall in UK unemployment, and the improvement in public finances in recent years, can be described as positive developments. If the Government is prepared to argue that the ‘clear and unambiguous’ benefits are a matter of subjective judgement, and the convergence and flexibility tests are satisfied, they will have no difficulty in arguing that the other three tests have also been passed. 

If the Prime Minister and the Chancellor are in agreement, and if public opinion continues its recent swing towards accepting the euro (a trend apparent since the recent introduction of euro notes and coins) one cannot exclude an early referendum in 2003. However, on balance, this seems unlikely. Unless the pro-euro shift in public opinion accelerates, the risks of economic instability and sterling volatility, coupled with the political risks for the Government of losing a referendum, will probably lead to a decision to postpone until at least after the 2005 election.  
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