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Thank you, Herr Muller. | am grateful to be here. | am especially grateful to see Graf
Lambsdorf sitting up there in the balcony. | have known and admired Graf Lambsdorf since
1978. He is an icon in postwar German economic history. Otto, with you looking now over
my right shoulder, | will have to be especially measured in what | say. And, before | begin, let
me point out that | am not speaking on behalf of the Federal Reserve or the Federal Open
Market Committee. Today, as always, | speak only for myself.

The question posed by Herr Muller was: “Traditionally the U.S. dollar has been the major
reserve currency and the first choice when it comes to issue bonds. Is this strong position of
the dollar at risk due to the euro?”

The U.S. dollar has long played the role of the world’s premier international currency. It
replaced the British pound in this role and has enjoyed a near monopoly for several decades.
The creation of the euro fundamentally changed things. The question is: will the euro
eventually match or surpass the dollar as an international currency?

To start answering that question we need to consider the factors that determine whether a
currency is used extensively beyond the borders of the country—or, in the case of the euro,
the group of countries that issue it.

Probably the single most important factor determining whether a currency will play an
important international role is the extent to which private agents perceive the currency as
being a stable abode of purchasing power. That is, are investors and other market
participants confident that the currency will retain its value over time so that it can serve as a
store of value?

The ultimate determinant of the long-run value of a currency is the monetary policy pursued
by the central bank that issues it—the Federal Reserve System in the case of the dollar and
the European Central Bank in the case of the euro. In the postwar period, the Fed has done a
good job as guardian of the value of the dollar, though perhaps we could have done a better
job during the 1970s.

The dollar is viewed as a “hard currency,” as was the Deutsche mark during its lifetime, due
to the policies of the Bundesbank. From its creation on June 21, 1948, until its retirement on
December 31, 1998, the DM retained its value better than any other major currency.

Over the lifetime of the DM, consumer prices in Germany increased fourfold. Over the same
period, U.S. consumer prices increased about sevenfold! Most of the difference stems from
the different performance of the Fed and the Bundesbank during the Great Inflation of



the1970s. Yet both currencies are viewed as strong currencies because the performance of
other central banks was so much worse.

Writing more than two and a half centuries ago, one of our nation’s founding fathers,
Benjamin Franklin, noted, “He that kills a breeding sow destroys all her offspring to the
thousandth generation. He that murders a crown” —a dollar—“destroys all that it might have
produced.” The pernicious effect of inflation on economic activity was well understood by
the Bundesbank when it dominated the European monetary landscape, and it is well
understood by the Fed and the European Central Bank (ECB) today. Indeed, the experience
of the 1970s has taught many central banks the importance of remaining focused on long-
term price stability.

The extent to which a country is actively engaged in international trade and finance is of
comparable importance in determining whether the country’s currency is used
internationally. Specifically, open, deep, broad and dynamic financial markets are key to
ensuring that the currency can be used to engage in financial transactions at low cost. Open
financial markets usually go hand in hand with active involvement in world trade. Students of
history know that both the Dutch guilder and the British pound have played an important
role as international currencies at times in the past when these countries were major trading
nations with global reach comparable to that of the United States today.

And finally, the economic size of a country will also be important. A country that is
economically large will have a large natural constituency for its currency and will find it easier
to shift currency risk to its trading partners by requiring that trade be denominated in its
own currency. It is not just the current economic size of a country that matters—the
country’s long-term growth prospects will also play an important role in determining the
international use of its currency.

Germany possessed many of the characteristics needed to make the DM an international
currency, and the DM was second only to the dollar in international importance before being
replaced by the euro in 1999. We have already noted the remarkable job the Bundesbank
did at preserving the purchasing power of the DM during its lifetime. By the 1960s, Germany
was the third largest economy in the world and, for much of the postwar period, one of the
most dynamic. German capital markets were relatively open and liquid, and Germany’s
exporters had a global presence.

But the DM was never likely to displace the dollar in international transactions. Germany was
never more than one quarter the economic size of the U.S., measured in terms of GDP in
constant purchasing power parity (PPP) dollars, even after reunification. And this factor was
probably key to limiting the role of the DM in international transactions. The DM was widely
used within Europe and in neighboring countries and played a pivotal role in anchoring the
monetary policies of other central banks prior to economic and monetary union (EMU). A
significant proportion of the stock of DM banknotes circulated outside of Germany, by some
estimates as much as 30 to 40 percent. But this was limited to countries adjacent to the DM



area. Despite the global reach of German exporters, the DM never attained the same
standing as an international currency as the dollar.

The creation of EMU in 1999 and the launch of the euro fundamentally changed things.

In economic size, the euro area and the U.S. are quite similar. In terms of population, the
euro area is larger than the U.S., which just recently passed the 300 million mark. The U.S.
accounts for about 20 percent of global output, while the euro area accounts for about 15
percent. The euro area is more engaged in world trade than the U.S., according to
conventional measures, exporting about twice as much as a share of GDP as does the U.S.,
while the U.S. is a bigger recipient of international flows of labor and capital.

The guardian of the euro’s value, the ECB, has been given a strong mandate to pursue price
stability. The ECB has defined price stability in the euro area as an annual rate of increase in
the Harmonised Index of Consumer Prices (HICP) “below, but close to, 2 percent over the
medium term.” And in the short history of the euro, it has done a good job controlling
inflation.

Since the launch of the euro in January 1999, the average annual rate of inflation in the euro
area has been just a bit above the 2 percent limit—2.1 percent, to be precise. Measured on a
comparable basis, i.e., using the experimental HICP published by the Bureau of Labor
Statistics (BLS), inflation in the U.S. over the same period has been somewhat higher, at 2.6
percent.

Of course, the FOMC tends to focus on a different price index in its deliberations, namely the
so-called core PCE, which excludes food and energy but includes the cost of owner-occupied
housing, an item that is conspicuously absent from the HICP. Measured on this basis, our
performance looks a lot more like that of the ECB.

But rather than dwell on the arcana of price indices, let me just note that by any standard,
the ECB has done a good job at safeguarding the value of the currency in its care, and in this
sense has made the euro an attractive international currency. During its short life, the euro
has retained its value just as well as the DM did over the half century of its existence.

While the ECB has delivered a currency that retains its purchasing power at least as well as
the dollar, there are at least three reasons why the euro is unlikely to displace the dollar as
the dominant international currency in the near term.

First, the growth prospects of the euro area.
Second, the uniqueness of EMU.

Third, the benefits of incumbency.

Let’s consider each of these in turn.

Growth Prospects



Although the euro area and the U.S. are currently about the same size economically, the
differential growth prospects of the two raise the possibility that this might not persist.

Both the U.S. and the euro area have experienced the same 1.2 percent average annual
growth in employment since 1999, but real GDP has grown more rapidly in the U.S., due in
part to more rapid productivity growth. Over the past decade, a significant productivity
growth gap has emerged between the U.S. and the euro area. The gap has proved
remarkably persistent and has led to calls for more deregulation of labor and product
markets within the euro area. Hardly a month goes by without the ECB calling for structural
reforms to raise the euro area’s structural growth rate. In 2000, the leaders of the European
Union (EU) embraced the Lisbon Agenda with the objective of making the EU “the most
competitive and dynamic knowledge-driven economy by 2010.” | think it is fair to say that
progress to date has been disappointing, and there continues to be remarkably little appetite
for tackling the obvious problems, despite increased pressures from globalization.

Recently, Consensus Economics polled private forecasters for their long-term projections of
GDP growth and inflation over the next decade. The forecast was that U.S. real GDP would
increase at an average annual rate of about 3.0 percent between now and 2016. The
forecast for the euro area was about a percentage point less, reflecting both slower
population growth and slower productivity growth. The projected decline in the working-age
population of the euro area, and the repercussions this will have for the sustainability of
public finances in many member countries, must surely be a source of concern.

Uniqueness of EMU

The second factor that may limit the speed of the euro’s adoption as an international
currency has to do with the uniqueness of the monetary union. EMU is without doubt a truly
unique undertaking. It is unprecedented for a group of nation states of such size to agree to
share monetary sovereignty. There is no historical playbook that can be referred to when
problems arise.

The institutional framework of monetary union—the European System of Central Banks—is
modeled after the Bundesbank, which was, in turn, modeled after the Federal Reserve
System, so in a sense the ESCB is a grandchild of the Fed! As | mentioned earlier, the
Bundesbank did a remarkable job of preserving the purchasing power of the DM, and the
structure of the ESCB along with its mandate for price stability and independence will help
ensure that the euro is a strong currency.

| have already noted that during its short life to date the euro has retained its purchasing
power about as well as the DM did during its existence. Looking forward, the same
forecasters who are so pessimistic about the euro area’s growth prospects over the next
decade are relatively optimistic about its inflation prospects. They think that inflation in the
U.S. will average 2.3 percent or so over the next decade, but only 1.9 percent in the euro
area. Of course, some—or perhaps all—of this may simply reflect differences in the way we
measure prices. The relevant point is that the forecasting community seems to believe the



ECB’s commitment to price stability, and other measures of inflation expectations seem to
bear this out.

Many economists who have followed the process of European monetary integration have
expressed concern that the euro is “a currency without a government,” and that there is no
precedent for a monetary union that was not based on a political union. At one level, the less
government involvement in money, the better. History has shown that countries with central
banks that are independent of politics tend to deliver lower inflation with little or no cost in
terms of output growth.

Of course, this is not the sense in which some worry about the euro. While it is now generally
accepted that central bank independence is the surest path to long-run price stability, this
independence must be accompanied by central bank accountability. In the United States, the
Federal Reserve enjoys considerable operational independence but is held accountable to
the democratically elected representatives of the American people through regular reports
to Congress. The ECB is likewise accountable to the European Parliament, but the perceived
“democratic deficit” in European Union institutions raises questions in the minds of some
whether this is enough. The European Parliament is viewed as subordinate to national
parliaments. Not even a Texan would argue that U.S. state legislative bodies are superior to
the U.S. Congress or the president!

The recent rejection of the constitutional treaty leaves one wondering what sort of political
relationship will exist between the countries of the EU and the euro area in the future. Can a
monetary union succeed and prosper without a full blown political union, or will the EU
create a new model that will serve as a template for the 21st century, just as Europe gave
the world the idea of the nation state with the Treaty of Westphalia in 16487

Benefits of Incumbency

Even if the euro area was as politically integrated as the United States, and was not
confronted with the prospects of low productivity growth and an increased dependency
ratio, the euro might still take some time to match or displace the dollar as the world’s
primary international currency. The reason has to do with the benefits of incumbency in
currency use.

In a world of fiat currencies, my willingness to accept a currency depends on my belief that
others will accept it in turn. The dollar is widely used as an international medium of exchange
because people know that if they accept dollars in exchange for goods or services, they will
find it relatively easy to spend these dollars on other goods or services or invest them in
dollar-denominated assets. A currency that is widely used will be more liquid than one that is
not, and this liquidity will serve to enhance the attractiveness of the currency.

Dislodging an international currency from its preeminent role is difficult, but it has
happened. The dollar displaced sterling as the world’s leading international currency during
the interwar period. But economic theory and historical experience suggest that large shocks
are required for such transitions to occur. In the case of the dollar and sterling, the large



shocks were the two world wars and the Great Depression, along with the shift in the
relative size of the economies of the U.S. and the UK.

The dollar is widely used as a transactions medium, as an invoicing currency and as a
currency of issuance for international bonds. The euro has made some inroads in all of these
areas—not least as a transactions medium, where the existence of €500 notes has enhanced
the currency’s attractiveness relative to the dollar in the cash economy—but at nowhere
near the pace that some analysts had predicted prior to the currency’s launch. | would
expect the euro to continue to grow in importance as an international currency in coming
years.

The benefits of incumbency in currency use are much like those in language use. English has
now become the lingua franca of international business. English is widely used in European
institutions, including the ECB, despite the fact that native English speakers are a small share
of Europe’s population. It has become the second language of choice for non-native speakers
and will likely remain so for some time to come.

One final observation on incumbency. Offsetting to some extent the benefits that come with
incumbency is the desire for portfolio diversification. As the euro becomes established as a
credible store of value, it will become increasingly attractive for international investors who
want to diversify their portfolios and limit their exposure to dollars. Such diversification
seems likely to occur gradually, and the option to diversify is surely a benefit to the world as
a whole.

In conclusion, when commenting on the likely fates of two faith-based, or fiat, currencies, it
seems appropriate to quote from the Bible:

“What has been is what will be,

and what has been done is what will be done;
there is nothing new under the sun.”
—Ecclesiastes 1:9

Well, it turns out that there is something new under the sun: the euro.

Many decades ago, a prominent international economist noted that the ability to create its
own domestic money is the key financial distinction of a sovereign state. Some authors have
termed this the “One Nation/One Money” myth. The creation of the euro and its spread
beyond the borders of the euro area is but the most dramatic example of the so-called
deterritorialization of money; the currency counterpart of the ongoing process of
globalization that is fundamentally changing the economic landscape.

In a recent interview with the Financial Times, one of the pivotal figures in the early years of
EMU, Otmar Issing, noted that the creation of the euro was “an extremely good thing” but

that the new currency is “not yet on absolutely safe foundations.” There is no doubt that the
creation of the euro has helped strengthen the single market within the EU, increasing price



transparency and boosting trade. Many of the participating countries enjoy a degree of
monetary stability that previously eluded them.

But challenges remain. The euro area countries are still separate political entities. Never
before have several sovereign nations of such economic size surrendered their monetary
independence to a supra-national institution and agreed to share sovereignty in such an
important area. The euro is sailing into the future through uncharted waters, without the
usual rudder of political unity.

In addition, the euro area faces significant structural and demographic impediments to long-
term growth. While there is widespread recognition in policymaking circles that there are
major problems, there has been remarkably little enthusiasm for fundamental reforms.

An eclipse of the dollar is very unlikely in the near term. Even so, the Fed must be ever
vigilant in preserving the value of the dollar. As Keynes noted, building on Lenin’s famous
remark about how best to destroy capitalism: “There is no subtler, no surer means of
overturning the existing basis of society than to debauch the currency. The process engages
all the hidden forces of economic law on the side of destruction, and it does it in a manner
which not one man in a million is able to diagnose.”

The members of the FOMC understand this and are committed to price stability. Our
counterparts at the ECB are equally committed to price stability. Two strong currencies with
global reach are an unambiguous good for the world and make us all better off in the long
run.

Thank you.
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