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SIXTH REPORT

SUMMARY

The Committee'sinquiry and this Report

The Committee agrees with the Chancellor that the question whether to join theeurois
“perhaps the biggest peace time economic decision we as anation haveto make”. This
inquiry hasexamined the operation of theeuro, sinceitsbeginningin 1999, and thebasis
for the assessment of the Government’s ‘five economic tests' for deciding whether
Britain should join.

Political issues will form a mgor part of any referendum debate, but the role of this
Report is to examine the economic implications of any decision to join. If the
Government’s imminent announcement leads to a referendum, then the Report will
inform the referendum discussion. If the assessment is against joining, then it should
nevertheless assist the debate for as long as the euro remains an issue.

The workings of the euro so far

The European Central Bank: In the eurozone, interest rates are set by the European
Central Bank, with agood record of successin controlling inflation. The ECB’s control
of monetary policy would be better with |ess apparent emphasison monetary growth and
witha‘symmetrical’ inflationtarget. Thereshould be changesto increaseaccountability.
In preparation for enlargement, further consideration could be given to setting up a
smaller committee—more separate from the national bank governorsthan thecommittee
currently envisaged—for setting interest rates.

The Sability and Growth Pact: To support eurozone economic stability, limits are
placed under the European Treaties on national governments freedoms to incur
budgetary deficits. The Committee supports the need for medium term fiscal
sustainability but emphasises the need for a flexible interpretation that allows an
appropriate government responseindownturns. It wel comesthereformsininterpretation
adopted by the EU so far as a step in the right direction, for example in recognising
greater leeway for individual countries to spend on investment and in making more
reference to the economic cycle. But the Committee also notesthat it isimportant that
thediscipline of overall fiscal policy expressed in the Pact remainsfirm so that breaches
of it do not become a way of avoiding the structura reform needed for long term
sustainable growth. The Government should make clear how far the reforms meet its
own requirements for the Pact.

Performance of the eurozone economies. The eurozone economy has performed
sluggishly in the difficult economic environment in 2001 and 2002, after two better
initial years 1999 and 2000. Thereis need for increased structural reform (in particular
thereformsset out by EU leadersinthe Lisbon objectivesin 2000). Germany’ sproblems
are considered partly to be related to the euro and partly to other issues.




The five economic tests

The assessment process. There is aneed for a serious and in-depth analysis which will
allow the Government to take a properly considered and researched decision on the
economic consequences of joining the euro. But an economic anaysis is not a
mechanistic exercise and there will inevitably be an element of judgement involved. It
will be difficult for the results of the assessment to be totally unambiguous.
Non-publication of the supporting studies will have reduced the opportunity for
informed public debate before the Government becomes committed to a particular
judgement.

The 5 testsand supporting studies: The assessment must examine not just the economic
effects of joining but also what the effects would be of not joining. The assessment,
unlike the previous examination in 1997, will have evidence of the track records both
of the euro itself, and of the post-1997 arrangements for control of monetary and fiscal
policy in the UK.

Theindividual tests: The Committee does not form aview asto whether individual tests
have been passed (though it notes a greater degree of convergence than in 1997), but
identifies a number of issues the tests should be seen to have examined. These include:
the implications of the recent imbalances in the economy for achieving convergence;
how the UK would react to changes in eurozone interest rates, the effects of any
increased volatility versus the dollar; the response to pressures for tax harmonisation;
the real significance of current inward investment statistics; the impact of the SGP on
public investment; UK influence on EU financia regulation; and the impact of the
current ECB reforms. The Committeewel comestheforthcoming examination of thetake
up in the UK of fixed rate mortgages (which are more common in the eurozone).

Timing and negotiation of entry

The Committee notes anumber of issues relating to the process of entry including: the
Government's current policy towards keeping within the 3% Treaty limit for the budget
deficit; the setting of the entry level for the exchange rate (the Committee notes that a
number of witnesses regard the present level as close to what is appropriate); and
whether the UK needs to rejoin aform of the Exchange Rate Mechanism. There may
currently bea*window of opportunity’ for influencing debate on reformswithintheeuro
system, which may close if the UK decides not to join.

The Committee summarisesarange of policy optionsnow facingthe Government. There
are political implications to each option, but the economic case should be made before
any decision to enter is taken.

Engaging the public in the debate

The Committee has examined how the public is to be informed about the issues and
encouraged to participate in any referendum. All concerned should be seeking to
promote asfull adebate as possible. Thereisa shortage of objective information on the
economic issues. the Committee suggests that the Government and the Electora
Commission should address this. The Commission could be given power to provide
objective information to each household in the form of a leaflet addressing the main
issues of public concern.




The Treasury Committee has agreed to the following Report:

THE UK AND THE EURO

1. INTRODUCTION
Theintroduction of the Euro

1. The euro was created on 1 January 1999, when the 11 participating EU countries
commenced Stage Three of European Economic and Monetary Union. These countries
were joined by Greece on the 1 January 2001. This formed the present ‘eurozone’, a
common currency areaencompassing over 300 million people. The processwas completed
with the introduction of euro notes and coins, which became lega tender across the
eurozone on 1 January 2002. There was a period of dual circulation of the euro alongside
the ‘legacy’ currencies, which in most cases lasted for two months, before the legacy
currencies were withdrawn.

2. Theintroduction of the euro came about after many years of debate, culminatinginthe
Treaty on European Union, signed at Maastricht in 1991, where EU |eaders agreed firm
plansto introduce asingle currency by 1 January 1999 at the latest. It was at this point that
the UK and also Denmark secured opt-outs from participation.

UK Government policy since 1997

3. United Kingdom membership of the euro has been described by the Chancellor of the
Exchequer as “ perhaps the biggest peacetime economic decision we as a nation have to
make”.! The Government’s policy was set out by the Chancellor in a statement to the
House on 27 October 1997, in which he announced that the UK would not be seeking to
jointheeuro at that time?. It has been restated by the Chancellor and the Prime Minister on
many other occasions, and was summarised by the Chancellor in his June 2001 Mansion
House speech as* oneof pro-eurorealism”: thereare no overriding constitutional obstacles
to joining, and membership of the euro is seen as having potential benefits in terms of
trade, currency stability and reduced transaction costs, which if realised could increasethe
level of economic prosperity in the UK and Europe. The position is stated by the
Government as follows:

“In principle, the Government isin favour of UK membership of EMU; in practice, the
economic conditions must be right. The determining factor underpinning any
Government decision on membership of the single currency is the national economic
interest and whether the economic case for joining is clear and unambiguous. If it is,
thereis no congtitutional bar to joining.” 3

4. The basis as to whether there is a “clear and unambiguous’ economic case is the
Treasury’ s assessment of five economic tests. Should the assessment recommend joining,
the process will go through a ‘triple lock’: it would first be subject to approval by the
Cabinet, then put to avote in Parliament and finally to areferendum of the British people.
Thefive economic testswere set out in the Chancellor’ s October 1997 statement and in the
accompanying Treasury document. The PrimeMinister hasstated that an assessment of the
tests would be delivered within the first two years of the current Parliament, or by June

! Mansion House Speech June 2002
% HC Deb, 27 October 1997, col 583
3hm Treasury website March 2003
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2003. The Chancellor announced during his Budget statement that he would be presenting
the Government’ s assessment by the first week in June.*

Thisinquiry

5. We agree with the Chancellor’s assessment of the importance of the decision on
whether to join the euro. Wetherefore decided at an early stagein our work® that wewould
conduct an inquiry into the “UK and the Euro”, ahead of the announcement of the
Government’s decision on the assessment of the five economic tests. The Committee
agreed that the terms of reference for itsinquiry should be:

“To:

(1) review the workings of the Economic and Monetary Union since January 1999 with

particul ar referenceto the Stability and Growth Pact and the European Central Bank, and

examinethe implications for United Kingdom membership of the Single Currency; and

(i) examinethebasisfor the Chancellor’ s current assessment of thefive economic tests;

with aview to informing the House on these matters.”

We agreed also that it should be an important part of the inquiry to examine how debate
on the economicissues could be encouraged so asto maximise public understanding of the
issues and thus to increase voter interest and informed participation in any referendum.

6. Webegan taking oral evidencein December 2002, and have held altogether 15 formal
evidence sessionswith 25 different groups of witnesses. These haveincluded political and
economic commentators, academic and other professional economists, business
representatives, and representative organisations such as the Institute of Directors, the
Trades Union Congress and the No Campaign,® as well as key meetings with the
Chancellor of the Exchequer (Rt Hon Gordon Brown MP), the Governor of the Bank of
England (Rt Hon Sir Edward George), and the Director General, Economic and Financial
Affairs, European Commission (Mr Klaus Regling). A number of British and overseas
economists and experts kindly responded to invitations to submit written evidence, and a
widerange of other paperswere submitted. All this evidenceislisted at pages 64—68. We
receivedin addition alarge number of submissionsfrominterested membersof the public.’

7. We a so conducted a number of visits within the UK and Europe to discuss attitudes
towards the euro and towards the operation—and potentia reform—of the Stability and
Growth Pact (SGP) and the European Central Bank (ECB), in the light of their operation
so far. In November 2002 we went to Frankfurt and Paris, holding meetings with the ECB,
the German and French centra banks and with the French Finance Minister, as well as
other political and economic experts. In February 2003 we visited Edinburgh, Belfast,
Newry and Dublin to discuss the views of Scottish and Northern Irish interests on joining
the Euro, and the experience of the Irish Republic within the eurozone. In March 2003 four
members of the Committee went to Warsaw and Budapest to discuss the perspectives of
Poland and Hungary (astwo of thelargest economies set to accedeto the Union-and in due
course the eurozone—in the next wave of enlargement) on the process of joining the euro
and on reform of the SGP and ECB.

4 HC Deb, 9 April 2003, col 284

5 our predecessor Committee had also looked at the euro in 1998 (Fifth Report of Session 1997-98, The UK and
Preparations for Stage Three of Economic and Monetary Union, HC 503) and 2000 (Eighth Report of Session
19992000, Economic and Monetary Union, HC 573)

® The pro-euro Britain in Europe organisation was invited to attend but declined to do so.

" This followed the inclusion on the e-politix website of a statement from the Chairman of the Committee outlining the
scope and purpose of the inquiry, with alink inviting the submission of views (which e-politix then forwarded to the
Committee). Wearegrateful to e-politix for thisassistance. A number of submissionswere received also following the
inclusion of the Committee’'s e-mail addressin an article by Mr William Keegan of The Observer, following his oral
evidence to the Committee, to whom also we are grateful.



9

8. Weareextremely grateful to all thosewho have helped during thisinquiry, bothinthe
UK and overseas. We are grateful also to the specialist advisers who have helped us. 8

ThisReport

9. In this Report we discuss first of al the operation of the euro, and of its institutions
and structures (the European Central Bank and the Stability and Growth Pact) sinceitsstart
at the beginning of 1999. We then look at the Government’s five economic tests, before
considering a range of particular factors relating to a decision which are specific to the
present time and which must therefore be taken into account in the decision. Finaly, we
turn to the question of how to engage the public in the debate in any referendum.

10. Asour terms of reference indicate, the report looks at the economic issuesinvolved
in the decision whether to join the euro. But, as many witnesses accepted or emphasi sed,
the issue is by no means a purely economic one. It is also a highly political one, at
two-closely interlinked-levels:

C Britain’s place within Europe and the future development of the EU: many
participants in the debate emphasise the extent to which joining the euro would both
symbolise and further Britain’s commitment to the EU, and thus increase the UK’s
general political influence within it, while others argue that joining would represent a
further loss of independence and a further step towards statehood for the EU and the
effective disappearance of the constituent nation states.

C Economic sovereignty: the debate is not just atechnical one about how the economy is
best managed but about who holds the economic power; as the Chancellor said in his
statement to the House in October 1997 “it must be clearly recognised that to share a
common monetary policy with other states represents a major pooling of economic
sovereignty”®. Given that a government tends to be judged by the electorate on its
management of the economy above almost all other issues, theissue of who controlsthe
economy is a highly political one.

In this Report, we do not examinethefirst of thesetwo issuesat all. Wetry to examinethe
second only from the point of view of the economic—rather than the
political—consequences of the change in the way the levers of economic and monetary
policy would be controlled.

11. Many of our witnesses emphasised the extent to which the public’ s approach to the
question would be apolitical approach rather than an economic one'. The Prime Minister
has said that “the political casefor entry is overwhelming”*!. Many have argued that there
is scope for more debate about this. We fully recognise that the political issues will
clearly form a major part—perhaps even a dominant part—of any referendum
debate. But the political issuesin themselves are not the subject of this Report.

12. It must be emphasised also that it is not the purpose of this Report to come to a
considered conclusion about whether the five economic tests have been met, or indeed
whether the UK should join the euro. Rather, our intention has been to offer a
significant, and balanced, contribution to the debate—so far aspossiblein relatively
simpleter ms—about theeconomicimplicationsof adecisiontojoin, or nottojoin, the

8 Mr Graham Bishop, Professor Tim Congdon, Professor Paul Ormerod and Professor Richard Portes were appointed
by the Committee as advisers for the inquiry as a whole on 3 December 2002, and on 10 December Professor Robert
Worcester was appointed as an adviser in relation to the aspects of the inquiry dealing with public understanding of the
gssues ahead in any referendum.

HC Deb, 27 October 1997, col 583
10 see for example Q 55 [Dr Diane Coyle, Mr Philip Stephens]

L New Year Message, 1 January 2003
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euro. It follows that the value of the Report should not be seen as being timed solely to
influence the imminent assessment by the Government or to influence debate in a
referendum this year should there be one. We hope it will assist the debate for so long
asjoining the euro remains an issue.
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2. WORKINGSOF THE EURO
The changeover process

13. Eighteen months after their launch, Euro notes and coins have become an integral
part of daily life in the eurozone. The completion of the changeover was accomplished at
atimeof considerableglobal uncertainty, inthe aftermath of the events of September 11th.
The Bank of England described the changeover asa“technical successgreater than anyone
could have anticipated”*2. Mr Mike Rake of KPMG International told usthat “ contrary to
all expectationsit was introduced very efficiently and in avery smooth way” 3. It isclear
that the introduction of euro notes and coins across the eurozone was a logistical
success.

14. There was some concern in the eurozone that traders would exploit the confusion
of the changeover to increase prices. Indeed, a public opinion survey conducted by the
Commission at the end of January 2003 found that 67% of the public felt that more often
than not prices had been rounded upwards. Research by Eurostat™ found that the
contribution to inflation from the changeover process was a maximum of 0.2%". One
possible explanation suggested was that “shoppers take note mainly of the prices of
frequently bought goods; atrain ticket, a newspaper, a haircut. It was exactly these small
ticket items that became more expensive’*®. The Consumers Association told us that
“anecdotal evidence collected by consumer organisations in the first wave countries
suggested that there have been somesignificant increasesin prices, particul arly for personal
and leisure services. EU average figures do not of course show sector problems or
individual abuses’.'” The Association also recognised that in the longer term “the greater
ability of consumers to make price comparisons may force manufacturers and retailers,
over time, to lower prices’. While rounding up of prices was found to have no
significant statistical effect on overall inflation, in a small minority of sectorsthere
was some evidence of retailer staking advantage of the changeover to push up prices.

The European Central Bank
Strategy and objectives

15. Monetary policy in the eurozone is the responsibility of the European System of
Central Banks(ESCB). Thisconsistsof the European Central Bank (ECB) and the National
Central Banks of each of Member States of the European Union. The ECB isindependent
of national Governments and the European Commission. The responsibilities of the ECB
areto set interest ratesfor the eurozone, and also to intervene in foreign exchange markets
if required. Its primary objective, as defined under the Maastricht Treaty, isto “maintain
pricestability” intheeurozone.® The ECB isableto definewhat ismeant by pricestability,
which has led the Bank to set its own objective for inflation in the eurozone. Without
prejudice to the primary objective, the ECB shall also “support the general economic
policiesinthe Community with aview to contributing to the achievement of the objectives
of the Community”.*

16. The objectives of the Community are specified in Article 2 of the European
Community treaty and include “a high level of employment” and “sustainable

1 12 Bank of England, Practical issues arising from the euro, May 2002, p6
Q114

14 Eurostat iis the statistical office of the European Commission

5 Eurostat pressrelease, 16 July

1 Centre for European Reform, The euro and prices, January 2003, p 3
Appendix 6

18 Treaty on European Union: Protocol on the Statute of the ESCB and of the ECB Article 2
Treaty establishing the European Communities (TEC), Article 105
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non-inflationary growth”. Britain in Europe told usthat the ECB’ s mandate was “broadly
similar to the UK system introduced in 1997, where the [Bank of England’s] mandate is
to meet itsinflation target and ‘ subject to that’ to support the policies of HM Government
for growth and employment”.® A recent paper from the Centre for Economic Policy
Research (CEPR) pointed out that, while the Treaty gave the ECB adouble mandate, “the
ECB fulfils its double mandate by reducing it to a single responsibility, a focus on price
stability”?'. Mr Wim Duisenberg, President of the ECB, has said in testimony to the
European Parliament that “ strictly following this mandate [of maintaining price stability]
is the best contribution the ECB can make to supporting sustainable non-inflationary
growth and a high level of employment in the euro area’*. The CEPR paper considered
that “thisview isnot just narrow, but mistaken” and that “the practical issueiswhether the
ECB cannot engage in a more active policy of output stabilisation without endangering
price stability” .»

17. The ECB has chosen to define its mandate of price stability as being “year-on-year
increases in the Harmonised Index of Consumer Prices (HICP) for the eurozone of below
2%" over the medium term. This objective was criticised by some witnesses as being
unhelpfully low and *asymmetrical’ because the ECB attemptsto keep inflation under 2%,
whereasthe Bank of England hasa‘symmetrical’ inflation target in that “ deviations below
the target are treated in the same way as deviations above the target”#. In regarding an
undershooting of the target as being as important as an overshooting, the symmetrical
approach guards against deflation as well as inflation, while also helping to “ensure that
monetary policy not only delivers price stability but supports growth and employment” .
The TUC believed that the ECB’ s inflation objective should be “kept at 2% on HICP but
set symmetrically with a range above and below the target. So for example a range of
1%-3% might be set”?. The ECB President has, however, countered accusations of a
deflationary bias by stating that the ECB’s overriding objective is maintaining price
stability, “avoiding both inflation and deflation”;?” and the actions of the ECB in cutting
rates while inflation is above 2% lend some support to this statement (see paragraph 19
below). The UK rate of inflation targeted by the Bank of England is measured by the retail
priceindex RPIX. HICPinflation isaround one percentage point lower than an equivalent
measurement on RPIX, caused in part by major differences in coverage and in part by
technical measurement issues.® In his Budget 2003 the Chancellor of the Exchequer
announced an examination of the implications of adopting the Harmonised Index of
Consumer Prices. Thiswould bring the UK into line with all eurozone countries.

18. In order to achieve price stability, the ECB has adopted a ‘two-pillar’ strategy to
inform its decisions on setting interest rates for the eurozone. The first pillar refers to
money supply growth (M3), for which the ECB has set areferencevaluefor annual growth
of 4.5%. The second pillar consists of a broadly based assessment of the outlook for price
development and the risks to price stability in the eurozone, which has been likened to an
‘inflationforecast’. Therewas somecriticismfromwitnessesof the ECB’ smonetary pillar.
The National Institute of Economic and Social Research told us that “monetary growth
continues to exceed the ECB’ starget, risking bringing it into disrepute in much the same
way as happened to UK monetary targets in the 1980s’%. The CEPR believed that “the

;(1) Appendix 4
CEPR Surviving the Sowdown: Monitoring the ECB 4 2002 p12
03 Testimony to the European Parliament Committee on Economic and Monetary Affairs, 8 October 2002
CEPR Surviging the Sowdown: Monitoring the ECB 4 2002 p 12
4 UM Treasury Reforming Britain's Economic and Financial policy 2002 page 47
22 HM Treasury Reforming Britain’s Economic and Financial policy 2002 page 47
Ev 55
27 Testimony to European Parliament Committee on Economic and Monetary Affairs, 17 February 2003
8 The main differences are that HICPis calcul ated usi ng ageometric rather than arithmetic mean and excludes housing
ggsts. For March 2003, inflation measured on RPIX was 3%, compared to 1.6% on HICP.
Ev 137, para 27
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problemwith thefirst pillar was not that it had greatly contaminated interest rate decisions,
but rather that it had clouded the ECB’s communication strategy” *. The money growth
pillar has an unwarranted prominence in the ECB’s monetary framework, though
in practice it appears to be disregarded in setting interest rates. This tends to
undermine the overall credibility of its monetary framework.

19. The charts below show money growth, inflation and interest rates in the eurozone:

Chart 1: M3 annual growth rate
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Chart 2: Eurozoneinflation (HICP)
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Chart 3: Key ECB (refinancing) interest rates
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20. The ECB hasso far changed itskey refinancing interest rate fourteen times, asshown
in the above graph. Rates were initially cut in the autumn of 1999 in reaction to the East
Asian crisis, and they were then raised during the first half of 2000 as oil and food price
rises combined with the depreciation of the euro to push up inflation. Assignsof theworld
economic slowdown began to materialise the ECB cut rates by 0.25% in May and August
2001, followed by afurther 0.5% cut after the events of September 11th. Therate wasthen
kept at thislevel for over ayear before afurther 0.5% cut in December 2002, and afurther
0.25% cut in March 2003. Our witnesses thought that overall the ECB had done an
adequate job in controlling inflation although cuts in interest rates in 2001/2 may have
came too late in the face of deteriorating economic conditions. Mr Alan Wood, Chief
Executive of Siemensin the UK, thought that the ECB had done a “good job of meeting
theremit that they were given” . Dr Diane Coyletold usthat whilethe ECB “woul d almost
certainly have done better to cut [rates] faster during 2002, thisis ajudgement made with
the benefit of hindsight. And the core measure of inflation ... averaged 2.6% during the
first haf of 2002, which aso helps explain the slow policy reaction”®. The ECB has
continued to cut interest rates athough inflation stubbornly remains above 2%, indicating
to some that they do take growth into account and that the target is more symmetrical than
it appears. There has been some divergence in inflation rates of the individual countries
since 1999 and this was seen as making the ECB’s job more difficult. Miss Ruth Lea, of
the Institute of Directors, thought the ECB had “done a reasonable job”, but the fact
that—on her analysis—there was not proper convergence within the eurozone was making
their task “impossible’.

21. The President of the ECB has announced “a serious assessment and evaluation of
our monetary strategy” in the course of thefirst half of 2003. In testimony to the European
Parliament he added that “ after four years of practice with our monetary policy strategy [...
we consider] that it is the appropriate time to take stock of our experience so far and to
reflect on the various elements of our strategy”*. We welcome the ECB’sreview of its
monetary policy framework. The framework should be strengthened by the
introduction of a symmetrical inflation target. Thiswould not requireagreat policy
change on the part of the ECB, but would provide a better match between its
announced strategy and its actions. The ECB would benefit from a less prominent
rolefor themonetary growth pillar, although it should still monitor developmentsin
order toinform itsdecision making.

Transparency, openness and accountability

22. Sinceitsinception, the ECB haspresented annual reportsto the European Parliament,
the European Council and the Commission. A monthly report is published and, from
December 2000, this has included twice yearly projections of inflation and economic
growth in the eurozone. The President of the ECB appears four times a year before the
Committee on Economic and Monetary Affairsof the European Parliament. Witnessesfelt
that the ECB had made some improvements in the area of openness. The Chancellor told
us that the ECB was a “far more transparent organisation now than it was a few years
ago”.** Sir Edward George and the Chancellor both contrasted favourably the procedure of
the ECB of explaining each decision at apress conference on the same day, with that of the
Bank of England, whereit is explained two weeks later with the publication of minutes of
the MPC’ s mesting.

23. One important difference identified by Sir Edward is that the Bank of England
publishes the results of the votes aa MPC meetings, whereas the ECB “operate by
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consensus and do not publish votes”*. Publication of the voting record of individual MPC
membersimprovesaccountability, and individual membershaveto beready tojustify their
position (for instancein evidence to this Committee at our regular hearings on the Bank’s
Inflation Reports). Members of the ECB Governing Council are mandated to consider the
performance of the eurozone as a whole and not national situations when making their
interest rate decisions. Some witnesses argued that publication of the votes could invite
political pressure on the individual National Central Bankers to vote along national lines
rather than considering the appropriate rate for the eurozone as a whole, aview to which
Sir Edward George gave some support®*. We welcome the publication of economic
projectionsby theECB, but believethey should increasethefrequency of publication
to4timesper year, astherecan besignificant changein the outlook over six months.
More frequent publication would help the Bank to provide a clearer and more
transparent explanation for their decisions.

24. Whileit appear sthat to dateformal voteshave not been necessary, thismay not
be possible as the eurozone expands. The ECB should start publishing the voting
figures(keepingthevotesof individualsconfidential), sincethefigureswould indicate
changesin policy stance, thereby improving transparency.

25. The TUC also suggested that the interest rate setting process would be improved if
the inflation target was set not by the ECB itself but by the European Council.*” Such a
move could help to address perceptionsthat the processlacks any political accountability.
Thereis a clear opportunity for introducing a mechanism for greater democratic
political accountability totheprocessby which theinflation target isset. Weconsider
that this decision properly restswith ECOFIN.

| nterest rate decision making body

26. Monetary policy decisions are the responsibility of the ECB’s Governing Council,
which currently consists of the governors of the 12 eurozone National Central Banks and
also the six members of the executive board of the ECB. In our predecessor Committee's
last report on the euro it was noted that reform of the Governing Council could be an
“important issue”® before enlargement of the eurozone took place. Two arguments were
put forward in evidence as to why reform was necessary prior to enlargement. First, a
decision-making body which, following enlargement, could include up to 30 memberswas
seen asbeing “too many for efficient decision making” *. Secondly, an enlarged Governing
Council run on the principle of ‘one member one vote' could result in asituation where a
coalition of smaller countriescould effectively control the monetary policy decisionsof the
ECB, despite only accounting for little more than 20% of eurozone GDP. The need for
reform of the Governing Council was recognised in the Nice Treaty (which paved the way
for enlargement of the EU). The Treaty allowed reform of the voting procedures of the
ECB to be approved by the European Council on a proposal from either the Commission
or the ECB itself.”

27. The ECB put forward arecommendation for reform of the voting proceduresin the
Governing Council on 20th December 2002. In essence, the proposal envisaged that the
voting numbers on the Governing Council would not rise above 21, which (with 6 seats
taken by the members of the Executive Board) meant that the number of national central
bank representatives should not rise above 15. The 15 places would be allotted on a
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rotation system based on three groups of countries ranked according to size. The five
largest countries (France, Germany, Italy, Spain United Kingdom) would form the first
group and would have 4 seats, meaning that each country’ s central bank would have avote
for four out of five rotation periods (the length of which has not been decided); the smaller
countriesin the second and third groups would have correspondingly shorter periodswith
a vote. Professor Francesco Giavazzi believed that the national central bankers were
“simply the wrong group of individualsto propose new voting rulesfor the ECB” and that
it “was inevitable that they would come up with a set of rulesthat preserves their current
rights, rather than proposing the most efficient mechanism for setting interest rates in the
eurozone”. He went on to say “One of the problems with the current council—which
includes 18 members, 12 NCB governors plus the six Executive Board members—is
aready its size. This has sometimes already produced a status quo bias, that is in the
decision to keep interest rates unchanged simply becauseit proved too difficult to agree on
the change”.* He also identified anumber of drawbacks with the schemein that it capped
the number of voting Council members at alevel that was far too high, and also violated
the principle of ECB statutes, which prescribe that the National Central Bank Governors
sit on the Governing Council as individual experts, not as representatives of their own
countries. Professor David Begg agreed with this, stating that “one of the good things the
ECB has done has been to downplay the nation state, they have mainly focussed on
eurozone aggregates in forming their decisions’ and that it was “unhelpful” that the
rotation system emphasized the nationality as the basisfor who had avote at any onetime.
Mr Daniel Gros, Director of the Centre for European Policy Studies (CEPS), also pointed
out in arecent CEPS paper that “all members of the Governing Council (with and without
voting power) will continue to sit at the table and have the right to participate in the
discussion. ;Iz'he ECB’s proposal thus does not solve the problem of the excessive size of
the forum”.

28. Sir Edward George told us that there may be pressure for the ECB to “move to
something which is perhaps more efficient over time” but that “ The issue is whether now
isthe right stage at which to exclude national representation on the policy making body”.
Professor Giavazzi put forward asolution wherethe* Executive Board should bejoined by
five independent experts to form the Monetary Committee that makes interest rate
decisions, with the Governors bringing important information of local conditions but not
making decisions’*. The solution of a small committee was also endorsed by Professor
Begg. In its opinion on reform of the voting procedures the European Commission drew
attention to the fact that the Nice Treaty “imposes important constraints and limitations
which prevented the ECB from considering more comprehensive reform of its Governing
structure” . Mr Regling told us that “they were only asked to change Article 10.2 of the
ECB protocol which talks about voting procedures’ and that the ECB therefore “did not
have the mandate” to put forward amore radical proposal. However, the ECB’ s proposals
for reform of its structure on enlargement have now been agreed. We agree with the
Commission that the ECB was prevented from considering alter native proposalsfor
reform of itsvoting procedures(for example, theintroduction of aseparatecommittee
based on the Executive Board for setting rates) dueto thelimitations of the enabling
clauseintheNiceTreaty. Wedo not think that the proposalsput forward by theECB
aretheoptimal solution to the problemsposed by enlargement. It isregrettablethat
such an important decision on reform wastaken so quickly and with limited debate.
Werecommend that reform of the Gover ning Council prior to enlargement needsto
bere-considered urgently, under a broader remit allowing changesto the structure
of the ECB. We consider such reform important for the credibility and operational
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effectivenessof any enlarged ECB. Wethink the prospect of UK exclusion from 20%
of ECB interest rate votes could prove to be an obstacleto entry.

Stability and Growth Pact

29. Members of the euro have an interest in a stable and orderly monetary union. One
possible source of instability is excessive government borrowing by one of the individual
countrieswithin the eurozone. Excessive government borrowing in one country could lead
toincreasing inflation and interest rates, thereby imposing costson all countrieswithin the
zone. In an extreme case a heavily indebted country might default on its debt and impose
costson all eurozonemembers. It isal so argued that reducing government debt and deficits
will help member states prepare for the future budgetary costs of aging populations. The
Stability and Growth Pact (SGP)* establishes a framework within which members of the
European Union have agreed to coordinate their fiscal policies. The Pact requires member
states to keep budgets “close to balance or in surplus’ over the medium term. Under the
Pact countries are aso required to observe the two reference values laid down in the
Maastricht treaty; these are that government deficits should not exceed 3% of GDP and
public debt should not exceed 60% of GDP. The Pact is complemented by the Broad
Economic Policy Guidelines (BEPG), which are general guidelines for the conduct of
economic policy within the Union, agreed annually by the European Council on the basis
of a report from ECOFIN (which acts on the basis of a recommendation from the
Commission).*

30. The UK Government has also recognised the importance of medium-term fiscal
sustainability. It has set two fiscal rules that it will endeavour to meet to ensure that it
accomplishesthis primary objective. The golden rule statesthat ‘ over the economic cycle,
the government will borrow only to invest and not to fund current spending’; the
sustai nableinvestment rule statesthat ‘ over theeconomic cycle, public debt asaproportion
of GDPwill beheld at astable and prudent level’, which has been defined asalevel of net
debt below 40% of GDP. The TGWU believed that “the UK’ s self imposed ‘ golden rule’
isafar moreflexible and investment focused fiscal framework” .*” Mr lan Brinkley, of the
TUC, pointed out that in some areas the UK’ sfiscal framework imposes atighter regime
than the SGP, noting that “the rule on public debt applied by the Chancellor is more
rigorous than the one ... applied under the Pact” and that the UK rule implies “roughly
45% on European definitions and the Pact says 60%” .

I mplementation of the Pact

31. If a country has a deficit that exceeds the 3% of GDP threshold then the *excess
deficit procedure is launched. The Commission prepares a report. Acting on the
Commission’ s report the Council decides by qualified majority voting whether an excess
deficit exists. If it does then it can recommend that the country take corrective action to
bring the situation to an end within a specified period of time. If the Member State
concerned persistently fails to put in place the Council’s recommendations, then the
Council may decide to apply one of a number of sanctions, ultimately leading to fines for
non-compliance lasting at |east two years. Thereis provision under the Treaty for adeficit
over 3% not to beregarded asexcessiveif the deficitisonly “ exceptional andtemporary”.*
Countrieslikethe UK that remain outside the eurozone are al so subject to the SGP but only
‘endeavour’ to avoid excess deficits and are not subject to sanctionsiif they fail to do so.

* The Stability and Growth Pact is contained in a European Council Resolution of 17 June 1997 and in Council
Baegulations 1466/97 and 1467/97: see paper by HM Treasury (Appendix 3).
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32. Many witnesses referred to the importance of ‘automatic stabilisers'. This is the
process through which, during an economic expansion, higher incomes lead to increased
income and corporation tax receipts and at the same time lower unemployment leads to
reduced socia security payments. During an economic slowdown or recession the opposite
happens: government tax revenue is reduced and more has to be spent on social security
payments. Theoverall effect reducesthe government deficit during aperiod of high growth
and raises the deficit during an economic slowdown. Automatic stabilisers help to reduce
the volatility of the economy over the cycle by boosting demand when growth is slow and
reducing aggregate demand when the economy is growing quickly.

33. Eight of the twelve eurozone countries achieved the objective of a budget * close to
balanceor insurplus’ by theyear 2001. Germany, France, Italy and Portugal failed to reach
this objective and have continued to have difficulties since then. To some extent, as some
witnesses® and people to whom we spoke during our visit to Frankfurt suggested,
countries' current difficultiesin complying with the requirementsof the Pact stemmed from
a falure to strengthen their fiscal position in earlier years when the economy was
performing better. Following the announcement that the budget deficit in Portugal had
increased to 4.1% of GDP in 2001, the ECOFIN Council on 5 November 2002 declared
that an excess deficit existed in Portugal. The Portuguese Government declared its firm
commitment to reducing their deficit below the 3% target in 2002, reducing the deficit to
2.7%. At the ECOFIN Council of 21 January 2003, it was decided that an excessive deficit
existed in Germany in 2002, following an outturn figure of 3.6%. An early warning was
also sent to France with aview to preventing an excessive deficit occurring in 2003. The
Council concluded that the French projection of growth was optimistic and that there was
adanger that the deficit would breach the reference valuein 2003. The French Government
has shown little desire to reduce the deficit for 2003 in the face of weak economic
conditions: the Prime Minister, Mr Jean-Pierre Raffarin, was quoted as saying “When
growth is uncertain you do not lower spending more than necessary—that would depress
the economic climate even further”.>* Goldman Sachs recently contrasted the fortunes of
the three countries that had been subject to the excess deficit procedure: “Germany and
France allowed their budget deficitsto breach the 3% limit [in 2002]. Portugal by contrast
embarked on a hefty fiscal contraction to reduce its deficit below 3%. During the second
half of 2002, French and German GDP grew at an annualised rate of 1.25%, Portuguese
GDP declined at an annualised rate of 4.5%” . All three countriesillustrate the possible
consequences of failure to address significant deficits in good time. However, Portugal,
which adhered to the stability and growth pact, suffered more severe economic penalties
than Germany and France which did not adhereto it.

34. The TUC believed “that the Pact has put too much emphasis on stability and not
enough on growth” and that more flexibility should be allowed in the event of growth of
less than 1%, Professor Begg suggested in respect of reform of the Pact that thereis“a
need for medium-term fiscal rectitude ... The question is whether there is any way to
combine the reaffirmation of that with some operational structure which provides more
short-term flexibility”>*. The Governor of the Bank of England took asimilar line, saying
that “ you obviously haveto accept acommitment to fiscal sustainability inthe medium and
long term but ..., in an environment of weak demand, you must let the fiscal stabilisers
operate and not have an artificia cut-off point” and that “applying 3 percent absolutely
rigidly would be unwise”.> Wer ecognisethefact that the countriesnow exceeding the
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3% deficit limit of the Stability and Growth Pact would not now be doing so if they
had addressed structural fiscal weaknesses befor e the present downturn. However,
tightening fiscal policy at this stage in the cycle could further exacerbate the
downturn in the eurozone. We conclude that a Treaty interpretation allowing
countries with relatively low overall debt levels to exceed the 3% limit during a
cyclical downturn isessential. Gover nments should, however, take advantage of any
increasein economic growth toreducestructural deficits. Asgrowth in the eurozone
recovers it is important for those countries with significant structural deficits to
achieve an enduring strengthening in the fiscal position. Medium term fiscal
sustainability should remain the goal, but if it does not allow flexibility the SGP will
lose credibility and jeopardise the ultimate objective. It is important that the
discipline of overall fiscal policy expressed in the Stability and Growth Pact remains
firm so that breaches of it do not become a way of avoiding the structural reform
needed for long term sustainable growth.

Reform of the Pact

35. There have been calls for reform of the Pact from many quarters. We have noted
some suggestions in the previous paragraph. Professor Michael Moore, of Queen's
University, Belfast, advocated scrapping the Pact with the exception of the target of
medium term fiscal sustainability.® Professor Anton Muscatelli, of the University of
Glasgow, recognised one criticism of the Pact in that “it gives too much emphasis to
deficits and too little emphasis to debt sustainability”.>” Some have commented that the
Pact is asymmetrical in not establishing any mechanism to encourage governments to
improve underlying structural deficits when their cyclical fiscal position is healthy.

36. Recognising some of the growing criticism of the Pact, the Commission put forward
a number of proposals to improve its implementation.® Mr Regling described the
proposals as intended to make the Pact “a little more sophisticated and more country
specific”, by allowing small temporary deviationsfrom the ' close to balance or in surplus
rule over the cycle where the deviation is to finance a particular policy initiative with a
long-term benefit for the economy, and allowing more permanent deviationsfrom therule
whereacountry had along-term healthy financial situation. Hethought it possiblethat “the
UK might fall into this category wherewewould consider more permanent small deviation
asappropriate” .* The proposal sinclude measurement of thefiscal balance, for the purpose
of assessing adherence to the *close to balance or in surplus’ rule, in cyclically adjusted
terms. The proposals have no direct effect on the basic 3% limit, because that is set in the
Treaty (rather than the Pact) and any change to it would require a Treaty amendment.
ECOFIN, in its broad endorsement of the Commission proposals, noted “areas where
further improvementscould bemadeor clarification wasneeded with regard to an effective
application of the Stability and Growth Pact. A pragmatic approach seems appropriate
which, while abiding by the Pact’s rules, could take reasonable account of specific
situations.” The ECOFIN proposals were adopted by the European Council on 20-21
March. It remains to be seen how far the reformsin the interpretation of the Pact
agreed at the March European Council will work in practice, and we believe the
promised reforms must be closely monitored to seeif they do indeed deliver greater
flexibility. We note the principle that there should be more flexibility to take into
account the specific situation of individual countries. Thiscould allow higher levels
of spending where debt sustainability was not a problem. We note that the Treaty
requires classifications to meet the definitions of European integrated economic
accounts and that these are monitored by an independent committee convened by
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Eurostat. It isequally important, however, that individual countriesarenot allowed
to escapetherulesof the Pact by artificial reclassification of their accountsor other
adjusted accounting.

37. Reforms could go further, for example in the treatment of investment spending.
Professor Francesco Giavazzi noted that “ Thereisno attempt [or only @] very mild attempt
in the Commission proposa to make the point that current expenditure is very different
from investment expenditure and should be treated very differently inthe ... accounts”;®
he noted also that in the “second part of the 90s, public investment in the euro area has
fallen (as a share of GDP)”.®* The ability to provide for appropriate levels of public
investment isimportant for the UK and other euro countries, and itisparticularly important
alsofor theaccession countrieswhich need toimprovetheir infrastructureto EU standards.
Mr Reglingtold usthat “investment can al so befinanced through normal tax revenues’ and
that this does not necessarily “mean higher taxation—it could also mean arestructuring of
the budget on the expenditure side; less current expenditure and more investment
expenditure”. Though true that must not mean a bias against borrowing for investment if
resulting debt levels are sustainable.

38. The UK Government agrees with the principle of astrong SGP founded on sensible
fiscal policy coordination. The Government supports a “prudent interpretation of the
disciplines of the stability and growth pact [that takes] into account the economic cycle,
sustainability of debt and the important role of public investment”.®? The Government has
al so stated that the proposal s made by the Commission and adopted at the Council meeting
of 21-22 March are “in line with key aspects of the UK’s prudent interpretation of the
Stability and Growth Pact”.®®* We support the Government’s view of the need for a
prudent interpretation of the Stability and Growth Pact taking account of the
economiccycle, sustainability of debt and theimportant roleof publicinvestment. We
recommend that the Government should set out at the time of its euro decision its
views on exactly how this interpretation could be achieved within the existing
framework and how far the Council’s recent reforms are from meeting these
requirements.
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Perfor mance of the eur ozone economy

39. Thefollowing graph showsthe outturn and forecastsfor economic growthinthe UK
and the eurozone for 1997-2004:

Chart 4 : Economic growth in UK and Eurozone
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Sources. HM Treasury, Budget 2003, chart B5, p226, 2003/2004 midpoint of forecast range; European
Commission, Spring Economic Forecasts April 2003, table 0.1, p3

40. In the four years since the introduction of the euro, the annual rate of growth of the
eurozone economy hasaveraged 2.2%. Thiscompareswith annual growth averaging 2.4%
for the UK over the same period. Within the eurozone there were significant divergences
ingrowth rates between countries, with averageannua growth performanceover the period
ranging from 8.8%in Ireland to 1.4%in Germany. Mr Regling told usthat “when you look
at the period 1999-2002, there were two good years and two bad years but this was also
true for many other countries around the world.” However, the downturn of eurozone
economic growth during the world slowdown in 2001 and in the aftermath of September
11th was significantly more pronounced than that in the UK. European growth wasled by
exports, while domestic demand remained weak in the larger countries. In contrast in the
UK domestic demand has been the driver of economic growth. Unemployment in the
eurozone has fallen from 10.2% in 1998 to 8.5% at the beginning of 2003. The record on
employment growth for the eurozone as a whole has been good, particularly amongst the
smaller eurozone members.

41. Mr Regling identified one of the benefits of the euro as removing the currency
fluctuations between the participating members, thus contributing to stability. He
contrasted the experiences sincetheintroduction of theeurowith those of 1995, whenthere
were “tremendous intra-European exchange rate variations’ and noted that “independent
estimates done afterwards that the German economy was affected by about 1% less real
growth in the year 1995".* The TUC drew attention to the higher levels of workplace
productivity in the eurozone than in the UK and stated that if “the UK was part of the
eurozone it would rank 10th out of 13 in terms of overall economic prosperity (GDP per
capita) and workplace productivity levels’®. MissLeaand Mr Martin Tayl or suggested that
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UK productivity on an output per head basiswas|ower primarily because thelower labour
costs compared to continental economies made it sensible for businesses to opt for more
labour intensity rather than capital intensity,®® though clearly greater capital investment
would indeed be a boost to productivity.

42. As for the effect on trade between countries, Mr Rake took the view that, by
removing the national currency barriersto trade, “the creation of the euro hasled to arapid
increase in cross-border trade in the eurozone, while Britain's trade with Europe has
stagnated.” He cited Eurostat figures indicating a 3% average rise in trade within euro
countriesand a0.4% fall in UK trade with the EU,*" though the No Campaign argued that
thesefigureswere misleading since they were based on trade as apercentage of GDP rather
than measured by volume.®®

Structural reform

43. With the advent of the euro structural reform has assumed a greater importance for
eurozone membersfor encouraging economic growth. Withinternal exchangerateswithin
the eurozoneabolished, agreater burden of adjustment fallson product and |abour markets,
which need to beflexibleto facilitatethisadjustment. TheMF hasnoted that “to maximise
the benefits from the introduction of the euro, it will be important to move forward with
structural reforms’.® At the Lisbon meeting of the European Council in March 2000
Europe’ sleaders set out aten year strategy to makethe EU “theworld’ s most dynamic and
competitive economy”. As part of the Lisbon strategy a number of targets and objectives
were set covering areas such as labour markets and employment, research and innovation,
and further liberalisation of product and financial markets. Mr Regling told us that it is
important to recognise that “there had been some progress’ towards these targets “ but not
enough”. He acknowledged that “there is less progress on labour market deregulation,
making the labour markets moreflexible, particularly in some countries.”® He also stated
that the Commission takes the view that “the low growth environment that we have at the
moment should not be an excuse not to do the reforms that we consider necessary”.”

44. The Chancellor regarded the economic reform agenda as “ absolutely critical to the
future of European Union""2. The Government recently published a White Paper on
economic reform in Europe and the progress that was being made towards the Lisbon
Objectives”. Thisidentified that of thedifferent areas of the Lisbon strategy there had been
clear progress in six areas including employment, research and innovation and energy
markets, 12 otherswere listed aswork in progress, and there was limited progressin three
areas. Inaforeword to the paper the Prime Minister wrotethat “ Many countries have made
impressive progress in cutting unemployment. But the EU’s Member States are still not
doing enough to tackle the fundamental barriers to job creation”.” We agree that
insufficient progresshasbeen madein the eur ozonein making labour marketsmore
flexible.

45. Miss Lea told us that “it is not just the national governments of the eurozone
countries that have to address this problem. | would like to see the Commission itself
addressthe problems of labour market inflexibility”.” Mr Philip Stephenstold usthat the
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ECB also hasaroleto play in encouraging structural reform and that the key thing is that
“the bargainis struck between the ECB and Governments that trades flexibility in labour,
product and capital marketsoffered by the Governmentsinreturnfor lower interest rates” ™.
The Centre for European Reform, which issues a ‘scorecard’ for progress against the
Lisbon objectives, suggested in its most recent report that, while Denmark, Sweden and
Finland already met most of the Lisbon targets and a second tier of countries (which
included the UK) were making “good progress’, the “eurozone’s three largest
economies—France, Germany and Italy—have so far made little attempt to fulfil their
Lisbon promises, particularly labour market and pension reforms’ and that these three
countries risked “becoming a drag on the entire EU”.”” Structural reform isvital if the
eurozoneisto gain thefull benefits of the single currency. With the loss of monetary
policy independence, reform in individual countries must play an increasing rolein
stimulating growth and reducing unemployment. We acknowledge that there has
been progressin somear eas, but ar e concer ned that progressappearstobeslow. The
current weak economic conditions should not be an excuse for the pace of reform
remaining slow. We welcome the contribution of the UK Government towards
encouraging structural reform. The ECB, the Commission and the Gover nments of
the Member States should work together to ensure that the promised reforms are
actually delivered as quickly as possible.

Germany

46. The growth and unemployment performance of the German economy has been
significantly worse than the eurozone averages. The average growth rate over the years
1999-2002 was 1.4%, compared to a eurozone average of 2.2%. There was some debate
asto thereasonsfor this underperformance. Several withesses commented on the fact that
interest ratesweretoo high for the German economy asaconsegquence of the‘ one-sizefits-
al’ monetary policy of the ECB. Mr Geoffrey Dicks, of the Royal Bank of Scotland,
recogni sed that Germany was* going to suffer intermsof growth and rising unemployment
from the strictures of the Stability and Growth Pact” asthey areforced at atime of cyclical
weakness and rising unemployment into a fiscal tightening, while acknowledging along
with many other witnesses that Germany would not be facing this problem if it had taken
advantage of better times to reduce its budget deficit. Mr William Keegan, of The
Observer, regarded “a reduction in government spending in Germany ...at atimelikethis
[as] the ‘economics of the madhouse’.””® The TUC believed that “Much of the
under-performance of the German economy can be traced back to the economic
after-shocks of reunification.” Reunification brought an extra 16 million people, with a
highly inadequate economic infrastructure, into a country with a population of around 63
million. Mr Regling quoted an EC report which concluded that of Germany’'s
underperformance “half the problem comes from reunification and the other half comes
from the lack of structural reforms”.”

47. Many witnesses thought that Germany had locked itself to the euro at an overvalued
exchange rate, which meant that manufacturing costs in Germany were much higher than
elsewhere in the European Union. Mr Anatole Kaletsky, of The Times, drew attention to
figuresfromthe USBureau for Labour Stati sticsthat manufacturing labour costsin France
were" about 30% cheaper” than Germany. Lower inflation was seen asanatural adjustment
process. Mr Roger Bootle, of Capital Economics, argued that while“it is by no meansthe
ultimate root of Germany’s problems” thereis a sense in which being in the euro “blocks
off some of the more comfortable exits’®. Many witnessesreferred to structural problems
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with the German economy, particularly with regard to the flexibility of labour markets,
which acted as a barrier to job creation. There was some disagreement as to the effect
which the euro would have on solving these problems. Mr Rake of KPMG believed that
over timethe euro would help “ correct theseissues’® whereas Mr Hamish McRag, of The
Independent, believed that it “it will be hard for other structural reformsto be put in place
in such a tight fiscal and monetary regime’®. Mr Keegan drew attention to the higher
productivity of the German economy relative to Britain and stated that “ In the short run |
would not be putting my money on the German economy but in the medium to long run |
would not be pessimistic” .® Witnesses put forward a number of explanationsfor the
recent under -per for mance of the Ger man economy and theextent towhich they were
caused or made wor se by the euro. Many stated that the problems of the German
economy were long term in nature and related to the after effects of reunification.
There was a broad consensus that Germany entered the euro at an overvalued
exchangerate—though the current account isnow returning to substantial surplus.
All witnessesquestioned on thesubject referred tothefact that structural reformsare
necessary if Germany isto correct its under perfor mance.

Ireland

48. The smaller eurozone countries have typically outperformed the central countries.
This has particularly been true in the case of the Republic of Ireland which has grown at
an average annua rate of nearly 9% over the years 1999-2002—over four times the
eurozone average. Irish unemployment is now at 4.4%, at alower level than in the UK,
having fallen from 12% in 1995. The lower interest rates available to Ireland as a member
of the eurozone were partly responsiblefor the elimination of this spare capacity withinthe
Irish economy. The economy began to overheat in 1999, which led to increased inflation,
initially exacerbated by thefall in the value of the euro, which pushed up import prices due
directly to the large proportion of Irish imports that come from outside the eurozone (in
particular, around 37% from the UK). Many of those to whom we spoke referred to the
potential benefit to the Republic of British membership of the euro, in terms of reduced
exchangeratevolatility. Inflation hasnow moderated slightly, falling from 6% in late 2000
to 4.9% in March 2003, athough it is still the highest in the eurozone.

49. As part of thisinguiry the Committee visited Dublin to examine the performance of
the Irish economy. Wewere particularly interested in the performance of the Irish housing
market since thisis similar in structure to that of the UK, with asignificant proportion of
debt at avariable rate. The reduction in interest rates led to rapid growth in house prices
in the years leading up to the introduction of the euro, with annual increases peaking at
30% in 1998. However in the years following the introduction of the euro the rate of
growth moderated, without leading to substantial falls. This moderation was partly due to
the increased supply of housing, with housebuilding activity rising by 50% over the past
fiveyears. Thelrish economy hasbenefited from being part of the eurozonein terms
of gaining a credible monetary policy and the elimination of exchange rate
fluctuationsagainst other eurozonemembers. However, excessiveinflation could lead
to a loss of competitiveness in the longer run if not matched by productivity
improvements. There may be a particular danger of thisfollowing the appreciation
in the value of the eur o against sterling and the dollar, especially if the UK remains
outside the eurozone.
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Experience of UK companies so far

50. Whilethe UK remains outside the eurozone, many British firmstrading with Europe
deal with the single currency on aregular basis. ALSTOM already saw one benefit of the
single currency as “reducing the complexity and financial costs ... of transactions
throughout the eurozone”.®. The Engineering Employers’ Federation told us that of
respondents to their survey “over six in ten companies’ were conducting some of their
invoicing or purchasing in euros.®

51. The Committee visited Northern Ireland to examine the UK’ s land border with the
eurozone. Ms Gault of the Northern Ireland Hotels Federation told us that her members
would be “dealing with dua currency all along the border” athough she highlighted the
problem for marketing hotelsin Northern Ireland. The Committee aso visited the border
town of Newry and witnessed the arrangementsfor dual circulation of sterling andtheeuro.
The euro was increasingly in use as acurrency of invoicing in Newry, arole that the punt
did not have previously. Many retailers used the euros they accepted to pay suppliers
throughout the eurozone, not only in the Republic but also further afield in Germany and
Italy. Some employees were paid in euros.

52. Extensive use is of course aso being made of the euro by individuals travelling to
eurozone countries. It isclear that, both at thelevel of international businesses and at
local level, UK businesses and citizens ar e adjusting comfortably to use of the euro.
WhileUK firmsarefindingit relatively easy toadopt operational strategiesfor living
with the euro while the UK remains outside the zone, longer term issues affecting
location and investment may well becontingent on knowingwher egover nment policy
is headed. UK companies need to see the analysis of the five tests to provide such
clarification.

8 Ev 154, para 10
Engineering Employers’ Federation: Manufacturing and the euro—any change? 2002
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3. THE FIVE ECONOMIC TESTS
The assessment process

53. The Government has stated that, even leaving aside the political and constitutional
issuesinvolved inthedecision, it would recommend joining only if the economic casewas
“clear and unambiguous’. The assessment of the five economic tests laid down is the
process by which the Government will cometo aview about whether such a case hasbeen
made.

54. As announced in a paper submitted to this Committee in September 2002,
examination of thetestsisbeing underpinned by anumber of supporting studies (discussed
further bel ow—see paragraphs 60-61).2° The Chief Economic Adviser tothe Treasury, Mr
Ed Balls, emphasised the importance of this supporting analytical work in a speech in
December 2002, stating that the five tests enabled the decision to be made “on a proper
economic assessment of the long run economic case” and the economic conseguences to
be“fully understood” ; he suggested that, arguably, other important economic decisions of
the last century had not been made on the basis of a similarly thorough exercise.®”

55. Some commentators have expressed some scepticism as to how far, in practice, the
five tests can be decided along economic rather than political lines, given the political
issues involved in, for example, the interaction between the SGP and national fiscal
policies and the accountability of the ECB. But several witnesses emphasised the
thoroughness of the analysis being attempted®. The Governor of the Bank of England told
us that he was “absolutely convinced that [the assessment] will be a balanced assessment
looking at the potential benefits and the potential disadvantagesand it would go across all
of [the] issues.” ® It will be for political and other observers alike to judge, when the
assessment is announced, whether they are satisfied that the assessment has indeed been
made on economic grounds. There will also be aquestion, as many have pointed out, asto
whether the economic case for entry can ever betruly “clear and unambiguous’®. But we
accept the need for a seriousand in-depth analysiswhich will allow the Gover nment
totakeaproperly consider ed and resear ched decision on the economic consequences
of joining the euro. At the same time, we recognise that an economic analysisis not
a mechanistic exercise and that there will inevitably be an element of judgement
involved in assessing the economic casefor entry. It will bedifficult for theresults of
the assessment to be totally unambiguous.

56. We discussed with the Chancellor the process by which the decision on whether to
proceed to a referendum will be taken.® It will be for the Chancellor in the first instance
to make the assessment of the five tests, once the supporting studies have been completed.
The Cabinet will then make its decision. The assessment will be announced, and the
supporting studies will be published at the time of the assessment, but not before. If the
assessment isin favour of joining, abill will be brought in to provide for areferendum; if
the decision is not in favour of joining then an indication will be given as to the
Government’s policy in the new situation®’. The Chancellor told us that in practice the
decision rested with the Treasury, rather than the Cabinet or the Prime Minister:

“...the Prime Minister has aready said that the economic assessment made by the

Treasury will be decisive. In other words, while in constitutional theory the Treasury

makes the assessment and the Cabinet will make the decision, the Prime Minister said

8 Appendix 1: The Treasury' s approach to the preliminary and technical work 6 September 2002
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that in his view the decision should be made on the basis of whether the assessment
recommendsyesor no... In practicethe PrimeMinister hasalready madeit clear that the
economic assessment and the Treasury’ s recommendation will be decisive.”*
He added that while the supporting studies were in preparation “Obviously the Prime
Minister isinvolved in this process’® and that “we are drawing on alarge range of expert
advice an%sthere will be occasions when members of the Number 10 staff have been
involved”.

57. The decision that the supporting studies should not be published before the

assessment is announced has been controversial. The Chancellor told us:
“Thestudiesareintrinsic to the assessment; in other words, they are the technical work
that backs up the assessment. Therefore the appropriate time to publish them is on the
day and at the time of the assessment, not in advance of the assessment. It would be a
mistake to believe that, either for reasons of market sensitivity or for reasons of
completeness, we would be adding to the debate by publishing these individua studies
in advance of assessment. They are intrinsic to the assessment and will be published at
the time of the assessment.”*

58. Mr Peter Riddell, of The Times, argued that thiswas bringing “ both the analysisand
the conclusionsunder the same umbrellaof secrecy” and that there was no reason why “the
analysis should not be rel eased and discussed at an earlier date... We need an open debate
now, before the assessment, not afterwards’;*” other witnesses took a similar line®. Mr
John Monks, for the TUC, while not allowing himself to be pinned down specifically to
calling for advance publication of the studies, said that the TUC would “ certainly be asking
for a more open process than the one that there is at the moment”®. The Chancellor’s
suggestion that the studies are market sensitive may not apply, for example, to academic
and comparative work on other currency areas. |t ssemsto usthat non-publication of the
supporting studiesahead of theannouncement will havereduced the opportunity for
informed public debate befor e the Gover nment becomes committed to a particular
judgement. It isnow too latefor the studiesto be published before the assessment is
made and announced, and we regret this.

Thefivetests and the supporting studies

59. The five economic tests which “must be met before any decision to join can be
made”'® are:
i) Convergence: are business cycles and economic structures compatible so that we and
others could live comfortably with euro interest rates on a permanent basis?
ii) Flexibility: if problems emergeis there sufficient flexibility to deal with them?
iii) Investment: would joining EMU create better conditions for firms making long-term
decisonsto invest in Britain?
iv) Financial services and the City: what impact would entry into EMU have on the
competitive position of the UK’s financia services industry, particularly the City’'s
wholesale markets?
V) Insummary, will joining EMU promote higher growth, stability and alasting increase
in jobs?
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60. As part of the preliminary and technical work underpinning the assessment, a total
of 18 supporting studies examining key issuesrelating to the tests are being undertaken by
the Treasury. 14 studies were announced in the paper sent by the Chancellor to this
Committee in September 2002:'%

C The monetary transmission mechanism
C Thehousing market
C National business cycles
C Theexchangerate
C Labour markets
C Adjustment mechanisms and how the UK economy responds to shocks
C Usingfiscal policy as astabiliser
C Thecost of capital
C Impact of joining the euro on businessin the manufacturing and service sectors of
the economy
C Financial services and the City
C Trade
C The experience of the US as a monetary union
C Fiscal and monetary policy intheeurozone, including the Stability and Growth Pact
C Pricedifferentias
61. Four additiona studies were announced later:**

The exchange rate and macroeconomic adjustment
A selection of specially commissioned papersby international academicson aspects
of British membership of the euro

C Theoveral framework for the assessment of the five economic tests.

1
C Thetransition to the euro
C
C

62. The tests seek to determine whether UK membership of the euro is in the national
economic interest. The fifth test indicates that the Treasury will define this as whether
joining the euro will “promote higher growth, stability and alasting increasein jobs’. The
Treasury memorandum indicated that the five tests will judge the decision on UK
membership of theeuro* against the Government’ scentral objectiveto raisetheeconomy’s
sustainable rate of growth, and achieve rising prosperity through creating economic and
employment opportunities for all”.*®

63. Joining the euro would have both advantages and di sadvantagesfor the UK economy
and the tests seek to examine these. The potential benefits have been described by the
Chancellor as being “in terms of trade, transparency, costs and currency stability—and
could help us create the conditions for higher and more productive investment and greater
tradeand businessin Europe”.’* The 1997 assessment describes potential benefitsinterms
of reducing the structural level of unemployment, through increased competition, reduced
volatility and increased market reform, and of increasing growth and investment, through
increased intra-European trade, increased stability and greater price transparency.'® The
tests covering the effect on investment and on growth and jobs will seek to estimate the
extent to which these benefits could be realised.

64. Balanced against these potential benefits is the fact that the single interest rate
(referred to by some commentators as the ‘one-size-fits-all’ interest rate) set by the ECB
might not be appropriate for the UK economy at all times. The first two tests, covering
convergence and flexibility, examine whether this could pose problems for the UK
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economy. Countries adopting a common currency require a single interest rate, and the
European Central Bank sets the interest rate for the eurozone on the basis of the overall
performance of the economiesin the eurozone. Without proper convergence and sufficient
flexibility, inappropriate interest rates set by the ECB could increase the instability of the
UK economy and outweigh any benefitsto investment and growth from currency stability
with the eurozone. A single interest rate is not always appropriate for each individual
economy withintheeurozoneat all times. In someeconomiesinterest ratesmay betoo low,
leading to excesses of inflation, whereasin other economiesinterest rates may betoo high
leading to increased unemployment. However, somewitnesses referred to the fact that the
interest rates set by the MPC for the UK economy did not suit all sectorsand regionswithin
the UK.

The ‘counterfactual’ question - the consequences of remaining outside

65. The purpose of the five tests is to compare two different futures for the UK
economy, one within and one outside the euro. Many witnesses stressed the importance of
the assessment being forward-looking. Dr Diane Coyle told usthat “there is an important
omission from the framework. The tests ook at the possible effects of euro entry. Yet
there’ sno explicit recognitioninthe Treasury’ sstatement that therewill beaneed to assess
the counterfactual: what will happen if Britain stays out?’*® Possible consequences from
staying out include loss of foreign direct investment (FDI) and increased currency
instability'® and also lossof influencein design of the eurozonerules. The status quo may
alter substantially. Many witnesses referred to the importance of assessing thetestsin this
way. The Chancellor confirmed that the consequences of not joining the euro would be
taken into account in the assessment.® We note the importance of assessing the
consequences of not joining the euro. One set of issuesarisesif the decision istaken
to join. A different set of issues arises if the decision is taken not to join in the
foreseeable future. Both scenarios bring new challenges to the UK economy. We
ther efor ewelcomethe confirmation that thispoint isbeing taken into account in the
Treasury’s assessment.

Two routesto stability

66. In one respect there has been a change of emphasis since the Treasury’s 1997
assessment, reflecting the fact that the UK now has anumber of years of experience of the
post-1997 arrangements for setting monetary policy. The Chancellor observed that “there
are two routes to stability, one from domestic monetary and fiscal arrangement and one
fromjoiningthe ECB”.*® TheNo Campaign believed that, insof ar asthe new arrangements
had already delivered (since 1997) lower long-term interest rates, this undermined the
arguments that the UK still suffered from an inflation premium and that the increased
credibility of the ECB could potentially allow lower interest rateswithout |eading to higher
inflation.**® Professor Begg told usthat he would never advocate “joining monetary union
to get a better monetary policy” but that people making the case for entry considered that
therewere other benefitsthat could be obtai ned to of fset the sharing of sovereignty and that
the UK “might also be able to throw our weight behind improving the arrangements that
currently exist” in the eurozone."* Some witnesses also cautioned that it would be wrong
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to be complacent about the superior performance of the UK’s economic policy
frameworks. ™2

67. Just as there is now evidence which was not available in 1997 about the domestic
“route to stability”, so also there is now evidence about the ECB “route”. When the
Treasury undertook its first assessment of the five economic tests in October 1997, there
wastill considerabl e specul ation asto whether the euro would actually beintroduced. The
European Central Bank had yet to be established and the Stability and Growth Pact had
only been introduced several months previously. The euro has now been in existence for
over four years and the body of evidence of the effect of its introduction, while not yet
substantial, isincreasing. Many of the issues covered under the five tests can and should
be supplemented by examining the experience of the eurozone so far. For example, to what
extent isthe euro promoting trade and investment amongst the countriesin the eurozone?
How are adjustment mechanisms operating in the eurozone in the face of asingle interest
rate set by the ECB? Are they allowing economies to regain their competitiveness and
avoid sustained periods of low growth or high inflation? The extent to which convergence
can occur between economies after joining the eurozone should also be examined. The
Chancellor told us that “part of our assessment will include aview of what has happened
since 1997” and that “thereis quite adebate taking place in the EU about why theinflation
ratesin different countries have been diverging [and about] thelevel of growth overall” **
Severa witnesses thought that the assessment should also examine the reasons for the
eurozone' s recent poor performance in the face of the global slowdown and the extent to
which the euro had contributed to these problems.

68. When the tests wer e constructed in 1997 evidence concer ning the present UK
monetary arrangements and the eurozone (as a monetary union) was not available.
Wewelcomethe Treasury’s examination of the experience of the eurozone so far as
part of a number of the supporting studies. The eurozone countries now provide 12
case studiesastotheeffectsof entering monetary union and we believethese provide
important lessons for the UK. Equally, given six successful years of the new UK
monetary framewor k, supporter sof entry will haveto demonstratethat enteringthe
monetary union will be at least as beneficial as the UK framework that is to be
abandoned.

Convergence test

“ Are business cycles and economic structures compatibl e so that we and others could live
comfortably with euro interest rates on a permanent basis?”

69. Convergenceisone of the most significant of the five tests. The Treasury stated, at
the time of the first assessment, that “we need to demonstrate sustainable and durable
convergence, before we can be sure that British membership of EMU would be good for
growth and jobs’.*** As already stated, if the UK joins the euro, responsibility for fixing
interest ratesfor the UK economy will passto the European Central Bank, which setsrates
according to the economic conditionsin the eurozone asawhole. Although the UK would
account for around 20% of the eurozone economy and would have some input into the
determination of theratethrough aseat on the Governing Council of the ECB,™ if the UK
economy has not converged with the economies of the eurozone then the interest rates set
might beinappropriatefor the UK. Thiscould lead toinstability in the economy, and in the

Y2 1 our Report on the 2002 Pre-Budget Report we noted that while the Monetary Policy Committee’s record of
achievingitsinflation targets since 1997 was good, it was possiblethat this could be associated with continuing sectoral
imbalances, and we recommended that the Treasury and the Bank of England should undertake a joint review of the
?{gcess (Second Report of Session 2002-03, The 2002 Pre-Budget Report, HC 159, para 30)
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short term to excessiveinflation if interest rates were too low or increased unemployment
if interest rates were too high, threatening a return to ‘boom and bust’. What does
convergence mean in practice? The test divides convergence into two main issues which
seek to determine both whether the UK is currently converged with the eurozone and also
whether the convergence is capable of being sustained. The first issue is whether the UK
isat asimilar point in the economic business cycle to the eurozone economies—thisis
known as‘cyclical’ convergence. The second issue iswhether the convergenceis capable
of being sustained, which will involve analysing whether there is ‘structural
convergence —i.e. whether the structures of the UK and eurozone economies are similar.
Thiswill establish if there are particular features of the UK economy that could lead it to
react differently to changesin eurozone interest rates or to other types of economic shock.

70. In arecent paper, HSBC examined the extent of convergence between the UK and
the eurozone economies. They concluded that since the Treasury’s 1997 assessment “the
UK has become more convergent” but that “part of this convergence results from the
pursuit of independent policies’ .*** Goldman Sachsin recent research pointed out that “the
key test iswhether the cycleswould have been sowell correlated if interest rates[inthe UK
and the eurozone] had been held at the samelevel and the exchange rate had been fixed” .**
HSBC also compared the performance of the UK economy with that of the 11 eurozone
countries if Germany is removed from the figures: they concluded that “the UK is
convergent not so much with the eurozone as a whole but with the eurozone excluding
Germany” .18

71. The recent imbal ances that have developed in the UK economy were seen as having
implications for the convergence test. UBS Warburg recently pointed out that while “the
growth rate of the UK economy has on average been similar” to that of the eurozone
“growth in UK consumer spending has remained well above that” in the eurozone.*
Goldman Sachs, in arecent paper, made a comparison with the ERM period, suggesting
that “declining imbalances and a depreciation in the real exchange rate go hand-in hand.
Inside the euro, the real exchange rate could only fall if pricesin the UK rise lessrapidly
than the eurozone—thisis only likely if the UK grows more slowly than other eurozone
countries for a prolonged period”.**> Mr Bootle told us that that he would be much more
convinced that convergence had been achieved if it wasstill in placefollowing acorrection
of the imbalances.***

72. Therewasbroad agreement amongst witnessesthat there had been some convergence
betweenthe UK and eurozone sincethe Treasury’ spreviousassessmentin 1997. Mr Weale
told usthat the economieswere “ much more converged thanin 1997 .*#2 At the time of the
previous assessment there was a difference of around 4 percentage points in UK and
eurozone interest rates and the difference is currently 1.25 percentage points. Mr Taylor
believed that “we are more convergent, the question is whether we are convergent
enough”.*® Structural obstacles to sustainable convergence such as labour markets, the
housing sector, and trade linkages were identified, although the importance of these was
disputed by Britain in Europe. Some witnesses believed that the act of joining the euro
could increase convergence. Professor Moore believed that “convergence is a feature of
countries that are aready in monetary union, it is not something that takes place
beforehand”.*** There has been substantial convergence between the UK and the
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eur ozone economies since 1997. In some respects the level of convergenceis greater
than that between some of the eur ozone member sthemselves before 1999. However,
the Treasury assessment must include examination of whether convergence to date
is cyclical or structural. It must also examine the implications of the recent
imbalancesin the economy for achieving sustainable and durable conver gence and
whether theseimbalanceswould have arisen had the UK been in the eur ozone from
the outset.

The monetary transmission mechanism

73. The monetary transmission mechanism—the means through which changes in
interest rates affect the wider economy—is the subject of one of the supporting studies.
Oxford Economic Forecasting submitted a study concluding that “the UK is four times
more sensitive to interest rate changes than the Eurozone and the different structure of its
housing market and mortgage markets are an important component in that sensitivity” .**
In contrast, arecent study by the NIESR found that “the eurozone countriesand the UK are
similar to each other in terms of their overall interest rate sensitivity”.**® The European
Commission economic paper found that following changesin interest rates “consumption
inthe UK was more affected than el sewhere but theimpact on investment was smaller” .*
How the UK reactsto changesin eurozoneinterest ratesisan important areafor the
Treasury to haveexamined during theassessment; thisshould include an assessment
of theeffect of interest ratechangeson investment and consumption in the UK aswell
asin aggregate.

The exchangerate

74. The Treasury’s 1997 assessment made little reference to the importance of the
exchangerate. As part of the technical work for the forthcoming assessment a supporting
study will be completed “ Analysing different approaches to the sustainable real exchange
rate—asthisisakey indicator of convergence and of obviousimportanceto thisand all of
the tests’.'® The exchange rate is of critical importance for convergence: even if thereis
currently cyclical convergence, entering at an inappropriate exchange rate could cause
economic performance to diverge. Locking in at an overvalued rate could create along
process of adjustment by low wage and price growth and higher unemployment. Similarly,
going in a an undervalued level could lead to a period of above average inflation, which
could damage competitivenessinthemediumterm. Theessential question iswhether the
recent fall in the value of sterling against the euro provides an exchange rate that
would avoid these difficulties if it were the basis of the UK joining the euro. The
Treasury assessment must spell out how a sustainablereal exchangeratefor entry is
to be determined.

The housing market

75. The housing market is the subject of one of the Treasury’s supporting studies,
informing the assessment of the convergence test. The Council of Mortgage Lenders
(CML) told usthat “the UK housing market is quite different from therest of the eurozone
because it combines a high level of owner occupancy, a high level of debt and a high

proportion of variable rate mortgage finance”.’® UK mortgage rates and the level of
mortgage paymentsthereforerespond quickly to changesininterest rates, in contrast to the

2No Campaign Press Rel ease 2 March 2003, reporting on paper by Oxford Economic Forecasting The housing mar ket
and the monetary transmission mechanismin the UK, in and out of EMU, February 2003.

NIESR: Designing and choosing macroeconomic frameworks: the position of the UK after 4 years of the Euro (Ray
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eurozonewhereahigher proportion of loansaretaken out at fixed rates. Changesininterest
rates affect both the disposable incomes of the homeowner (through a change in mortgage
payments) and also the price of housing by making it more or less affordable. Miss Lea
explained that changesin the eurozoneinterest rate would therefore have a“big impact on
the housing market in this country and on personal consumption ... whereasthiswould not
be the case in Germany” .*** The CML told us that “a switch from variable to fixed rates
could protect borrowers against changes in interest rates” and “the take-up of fixed-rate
mortgages can change quite dramatically over relatively short periods of time” . Figures
supplied by the CML show the proportion of new loans at fixed rateshasfallen from ahigh
of around 50% in 1998 to 24% in 2002; this compares with around 57% in the EU in 1999.
The Chancellor announced in the 2003 Budget areview of the factors underlying the low
take-up of fixed rate mortgagesin the UK.*** An interim report is due by autumn 2003, and
a comprehensive report with recommendations due by the time of Budget 2004.

76. Thehousing market in the UK has recently been through a period of high growthin
prices. The Permanent Secretary to the Treasury haspreviously described therate of growth
in house prices as “unsustainable” ,** although the Treasury have argued that “there may
well be structural reasons why house prices have increased permanently” meaning that
actual pricelevels may be sustainable™*. The Treasury have al so previously acknowledged
with regard to house priceinflation that “ although a slowing must come at some point, the
longer it is delayed the greater the risk of asharp correction”.** The CML cautioned that
lower interest rates stemming from euro entry could lead to further unsustainable risesin
house prices, “thismay increasethe chances of an asset bubble devel oping and the potential
for a sharp correction”. However, the risk of a bubble developing and being followed by
a sharp fall in house prices will depend, in part, on the economic outlook at the time that
interest rates converge with lower European levels. Mr Weale drew attention to how
different the situation in the housing market isfrom the 1980s when the large fall in house
prices was caused by very high interest rates for a very long time and suggested that “no
oneisexpecting that at the moment either inside or outside the eurozone” .*** The Republic
of Ireland’ s housing market experienced similar buoyant conditionsin the run up to their
entrance to the euro but so far had managed to avoid a subsequent crash. Part of the reason
for thisisthat price rises were moderated in the medium term due to alarge rise in house
building. Thereis a question as to whether the planning system could accommodate such
an increase in housebuilding in the UK.

77.Wewelcometheresear ch announced in the Budget into factor sinfluencing the
take up of fixed rate mortgages, but regret that it will be too late to inform the
assessment of thetestsdueto take place by June 2003.

The degree of convergence required for entry

78. Present members of EMU joined on the basis of satisfying broad convergence
parameters set out in the Maastricht Treaty covering price stability; sustainability of
government finances; long terminterest ratesand exchangerate stability (discussed further
at paragraphs 97-98 below). For some years the UK has satisfied the Maastricht criteria,
except membership of the ERM. The question now ishow much further convergencethere
needsto be before normal economic forces, by a process of adaptation and adjustment, can
berelied onto bring about sufficient convergence without jeopardy to growth and stability.
To demand total convergence beforejoining EMU islikely to be an impossible condition
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to fulfil and indeed not all present EMU members fulfil it. The judgement of whether the
present degree of convergence is enough for any adverse consequences of post entry
adjustment to be outweighed by the benefits of membership is more political than
economic.

Flexibility test
“If problems emerge is there sufficient flexibility to deal with them?”

79. Even if there is a high degree of convergence between the UK and eurozone
economies, they may still react differently to future economic events. This test examines
the mechanisms by which individual economies can adjust to mitigate the effects of an
economic shock in the absence of changesin interest and exchange rates. The Chancellor
drew attention to the experience of the United States where there are three mechanisms
through which individual states adjust to shocks. These were “avery big central budget”
which adjusts expenditure towards poorly performing regions; labour mobility where
“people will move from one part of the single currency areato another, so if there areless
jobsin Massachusettsthey may moveto Californiaand the other way round” ; and “theway
labour markets work, particularly in terms of wages, and it is undoubtedly the case that in
asingle currency areayou need greater flexibility for that single currency to work” **” The
Chancellor told us that the adjustment mechanism of a central budget was “not available
for the European Union” and that US-type labour mobility did not happen in the EU.**®

80. In practice labour market flexibility covers a range of questions. How rapidly do
prices and wages adjust to a shock to demand? Can firms respond to changes in demand
for their products by recruiting workers or making cutbacks? Are workers' skillsflexible
enough to enable them to change jobs and move to new industries? Also, are workers able
to accesstraining opportunitiesto improve their skills and productivity? Isthere sufficient
labour mobility—are peopleableto travel or movehouseto find jobs? Arethereincentives
that make work more attractive than remaining on benefits? Capital market flexibility is
also important—can firms invest in areas of high unemployment, and are the workers
productive and skilled enough to make such investment worthwhile?

81. We asked our witnesseswhat types of flexibility it wasimportant for the UK to have
if it was to join the euro. Mr Bootle interpreted the test as being “mainly about |abour
market flexibility” and “the ability of [the] wage and price structure to adjust”.** To the
TUC flexibility meant workers “being agile, ...capable of change, ...well rewarded, well
trained and well educated and ...able to adjust without their wages being adjusted
downwardsrapidly or their hoursbeing chopped and cut around”.**° Mr Dicksregarded this
as a symmetrical test requiring flexibility both for the UK and the eurozone.** The
Chancellor confirmed this saying that the “test looks at whether there is sufficient
flexibility to enable us to withstand shocks. In other words, it is movement in achieving
greater flexibility that we have been looking for both in the UK economy and in the euro
area.” 2 L abour market flexibility isimportant for the UK economy, if it istorespond
efficiently to shocks. We ask the Treasury to clarify and define the ways in which
there hasto beflexibility amongst the eur ozone countriesand the UK for thistest to
bepassed. Wenotethe Chancellor’ sstatement in Budget 2003 in respect of achieving
greater labour cost flexibility in the regions of the UK. We hope the Treasury
assessment will say mor e about the context for thisreform.

1837 5q 1136-1137

138 5q 1136-1137
1395317

140 3 18

141 5317
14201139



35

82. With the loss of an independent monetary policy, agreater burden will be placed on
fiscal policy to stabilise the economy and prevent swingsin output in response to a shock.
The No Campaign identified a number of drawbacks to using fiscal policy to stabilise
output, including the speed with which discretionary fiscal policy can be used and whether
theuse of fiscal policy could interferewith long term prioritiesin promoting efficiency and
welfare; Ms Janet Bush believed that there would be pressure for the EU to enlarge the
central budget and to maketransfersthrough thetax system between Member States.™* Mr
Taylor also thought that the eurozone might increasethe pressuresfor tax harmoni sation.**
The Chancellor told us that he disagreed with those who said “that a successful single
currency requirestax harmonisation or federal tax and spending arrangements” ** and stated
that the government opposed “tax harmonisation and ... qualified majority voting on
taxes” . We note that taxes remain unharmonised in the highly integrated federal United
Stateseconomy.’ The Treasury assessment needsto set out clearly the Government’s
thinking on therelationship between monetary union and member statefiscal policy
regimes and how it will deal with the extra pressure in a single currency for tax
harmonisation and for an enlarged EU budget.

| nvestment test

“Would joining EMU create better conditions for firms making long-term decisions to
invest in Britain?”

83. Encouraging investment to rai sethelong-term growth and productivity performance
of the UK is akey part of the Government’s objectives. Thistest examines “how EMU
membership will affect public and private investment in general and foreign direct
investment in particular”.*® If the UK joins the eurozone then some firms may be
encouraged to increase their investment because they want to sell into the European
markets and the absence of exchangeraterisk enhancesthe attractiveness of locating inthe
UK. The degree of convergence and flexibility assessed in the UK will have abearing on
whether the overall effect on investment is positive.

84. ALSTOM told us about a number of possible benefits of eurozone membership
including greater price and cost transparency and a removal of currency risk. Mr Paul
Barron, Alstom’s UK President, stated that for the UK part of the business “ unlike all our
European partners selling into the eurozone, we still have the currency fluctuation to deal
with” . Unilever told usthat “ someinvestment decisions had already been influenced by
the euro—and while it remains one factor among several, the uncertainty of the currency
value equation will undoubtedly be a mgjor influence in the future. In the long term, the
continuing UK position outside the euro is likely to have a negative effect on Unilever's
investment and employment levelsin the UK” . *°

85. Whilethefact that reduced currency volatility with the eurozone would benefit trade
and investment was not disputed, Miss Lea claimed that if the UK joined the euro our
currency would be “more volatile” against the dollar than if we kept sterling,** although
the significance of this effect was disputed by Britain in Europe.*™ Professor Rowthorn
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told usthat “in terms of exchange rate stability ... the balance of advantage would depend
in large measure on the relative importance of our trade with eurozone and non eurozone
countries” >

86. The Treasury has said that “ Evidence suggeststhat foreign direct investment into the
UK can raise the productivity of UK firms through technology and skills spillovers. The
preliminary and technical work is considering how EMU would affect FDI inflowsto the
UK”."* The UK has awell established track record of attracting much higher levels of
foreign direct investment than other countries in the EU. Several different sources of
statisticswere presented to usincluding thosefrom Eurostat, Ernst & Y oung andthe UN.**
Dr Coyle told usthat “it isimpossible to draw strong conclusions about FDI flows given
that they have suffered globally and that much UK inward investment has come from the
USin the past. Nevertheless the UK’ s share of EU inward FDI has fallen” > Mr Bootle
cautioned that that FDI is “imagined as being some foreign company moving to a
greenfield site and building a car factory” whereasit is sometimes “essentially afinancia
transaction whereacompany istaking over another company’ sshares’.*>’ MsLeabelieved
that swingsin FDI had alot to do with mergers and acquisitions and that figures could be
distorted by big takeovers such as Vodafone’ stakeover of Mannesman®*® (which waswas
afactor in the large increase in Germany’s share of intra European FDI to over 30% in
2000, from 10% in 1999). Dr Coyle believed that therewill be aclearer picture of whether
the UK’ s share of FDI has declined as aresult of being outside the eurozone when global
investment flows start to increase.

87. Member ship of thesinglecurrency islikely to providethe conditionsfor more
and better investment if there has been sufficient conver gence between the UK and
theeurozoneand sufficient flexibility exists. I n thisway thethird test isto someextent
aconsequenceof whether thefirst twotestshavebeen satisfied. Wereceived evidence
fromanumber of firmsthat over timeinvestment decisionswould increasingly favour
theeur ozoneat theexpense of the UK. Theassessment must cover theextent towhich
volatility against thedollar could beincreased if the UK joined theeur ozoneand what
effect this could have on inward investment to the eurozone from the US. The
accuracy and significance of the large volume of inward investment statistics needs
to be assessed, if possible with the effects of mergersand acquisitionsidentified and
separ ated out.

Public | nvestment

88. The Treasury’s paper to the Committee indicated that, under the heading of the
investment test, the assessment will be examining the*“ potential impact ... on public sector
investment” of the UK joining the euro.™ As discussed in paragraph 30, the UK governs
public expenditure through the Chancellor’s fiscal rules, while al'so being subject to the
Stability and Growth Pact (but not to its penalties). The No Campaign told us that “The
golden rule distinguishes between capital (investment) and current (short-term) spending.
It ... lets the Government borrow to invest”.*®® The TGWU were concerned that “the
imposition of therigid Pact on the UK economy during this Parliament would place severe
downward pressure on the promised investment in public services’.*®* The Chancellor
referred to the ongoing debate over reform of the Pact and told usthat people were coming
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to accept the importance of debt levels being taken into account and of investment being
distinct from consumption.'®> We welcome the examination within the assessment of
whether the Stability and Growth Pact would place any constraints on the level of
publicinvestment in excessof those of the Gover nment’ sfiscal rules. Whiletherecent
proposals allow a temporary deviation in the short term from the close to balance
requirement tofund publicinvestment, itisimportant to estimatewhether investment
projectionsin Budget 2003 could beconstrained becauseover all deficitswould breach
the 3% limit of the Stability and Growth Pact.

City and financial servicestest

“What impact would entry into EMU have on the competitive position of the UK’ sfinancial
services industry, particularly the City' s wholesale markets?”

89. The Treasury has stated that “ given the importance of the financial sector to the UK
both in terms of employment and indivisible earnings, it is vital that the decision on
whether to join the single currency does not damage the sector’ s competitiveness’.'* The
assessment of the five tests in 1997 concluded that “EMU offers benefits to the UK
financial sector whether the UK isin or out. But the benefits and the opportunitiesfrom the
single currency will probably be easier to tap from within the eurozone” .*** Mr Lascelles
of the Centre for the Study of Financial Innovation told us that “non-membership of the
eurozone has not damaged the City in any way” and that “fears at the time of the euro
launch that the City would lose out to continental centres, particularly Frankfurt, ... have
not materialised.”*® Mr Rake believed that the threat to the City from the UK being
outside the eurozone was “long-term rather than short-term” but that in the “increasingly
competitive environment, remaining outside the euro risks putting the City at a unique
disadvantage to its European competitors’.*®

90. Sir Martin Jacomb stated that “ whether wejoin theeuro or not isnot the major threat
to the City of London” and that more important wasthe threat of “over-regulation ... [and]
over-taxation”.**” A recent survey commissioned by the Corporation of London was
surprised to find the “low ranking of the euro-membership issue as afactor affecting the
potential location of banking activity in London. There are several strategic concerns
relating to London as a centre of financial activity, but UK Eurozone membership isway
down the list”.’® Mr Rake believed that outside the eurozone the City could face a
disadvantage from a lack of influence over financial regulation. However, Mr Lascelles
believed that it was unlikely that eurozone memberswould pass any regulation that would
discriminate against the City as thiswould violate the principles of the single market. The
London Stock Exchange told us that “Stamp duty levied on UK equities harms the
competitive position of the City of London. A combination of euro entry together with
stamp duty would further disadvantage London...” and that “the Government needs to
begin the process of phasing out the tax... before possible euro entry” .**°* Many witnesses
stated that the financial services sector had not yet been adver sely affected by being
outsidetheeurozone, but that it would wrong to be complacent about the position of
the City as Europe sdominant financial centre. We believe that aswell as assessing
therecent performance of thefinancial servicesindustry thetest also needsto reflect
a forward looking approach examining both potential opportunities and threats. It
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isalso important to examine any possible effect on the UK’ sinfluence on European
financial regulation from being outside the eur ozone.

91. The National Changeover Plan envisaged 4 months between a Government decision
tojoin and areferendum, and then afurther transition period of 24 to 30 monthsfollowing
thereferendum. The Governor of the Bank of England felt that the City and the Bank “were
as well prepared as we can be at this point”.*® Standard Life’'s experience of the euro
conversion in Ireland led them to believe that they would “ need three yearsto prepare for
converting our UK data’.** Mr Paul Richards from the Bank stated that most banks
“would start toimplement their preparationson agovernment decision to recommend entry
and not wait until areferendum”.*"#Witnessesfrom thefinancial servicessector told us
that they needed at least three years to prepare their UK operations for any
changeover to the euro. We note that under the current National Changeover Plan
this would mean they would have to begin preparations immediately following a
Government decision to recommend entry and not wait until the result of any
referendum.

Growth, stability and jobs test

“Insummary, will joining EMU promote higher growth, stability and alastingincreasein
jobs?”

92. This, thefinal and most fundamental test, will draw on all the preceding analysisto
assess whether joining the euro would overall be good for growth and jobs. The technical
analysis “is—as in 1997—analysing the potential benefits of EMU for the longer term
performance of theeconomy. Theassessment will comparethese against the potential costs
of joining”.'”® As noted above, we believe it is important to recognise that remaining
outside the euro has costs as well as benefits and that this test should be assessed against
ascenario of the possible future performance of the UK economy outside the eurozone.

93. Britain in Europetold us that “the creation of the euro hasled to arapid increasein
cross-border trade in the eurozone, while Britain’ strade with Europe has stagnated” ; they
drew attention to figures from Eurostat, showing that between 1998 and 2001 EU trade as
aproportion of GDP increased for France and Germany, whileit declined for the UK. The
No Campaign preferred measures looking at the volume of trade, which they claimed
showed “ British exportsto the eurozone have grown faster than the euro members’ exports
to each other”.*™ The relative merits of empirical studies covering the effect of monetary
unions on trade between member countries were discussed.'” Britain in Europe referred
to a recent paper from the Inter-American Development Bank which estimated that the
impact on trade amongst eurozone member countrieswas 5%-10%.""° Mr Bootle believed
that while “there was no doubt that being in a monetary union should boost trade” there
remain questions about the magnitude of these effects.!”” As part of the assessment the
Treasury plans to undertake a supporting study assessing the likely impact of UK
membership of theeuro on“ UK external trade with the euro areaand therest of theworld”
and to “consider the range of estimates for the influence of monetary union on trade and
assess the econometric studies that suggest the effects on trade could be very large”. As
the Treasury itself admits, thiscrucial fifth test restson judgementsabout long term
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effects. They cannot beknown with certainty in advance. Theassessment istherefore
ajudgement and the balance of evidencewhich informsit needsto beclearly set out.

The experience of the US & Canada

94. The US economy is of a similar size to the eurozone economy and has long been
operating asamonetary union. The Treasury plansto examine*“what |essonscan belearned
from the experience of the US as a monetary union”, including “how different regions
respond to asymmetric shocks with the same interest rate and the role of relative price
changes, factor mobility and fiscal policy in resolving regional divergences’.*”® Sir Martin
Jacomb suggested that there may also be a parallel between the positions of the UK and
Canada, both existing on the edge of large monetary unions.*” Professor Begg made
reference to a study examining the effect on trade of the Canadian border,*®*® and the
relative merits and demerits of this study were discussed in submissions from Britain in
Europe and the No Campaign. Professor Laidler from the University of Toronto submitted
two papers on the subject of Canadajoining in amonetary union with the US. Both papers
stressed the importance of the political element in any decision about international
monetary integration, particularly those appertaining to the political accountability of the
monetary authoritiesincluding the capacity to influence “the goals of monetary policy and
the means whereby the relevant authorities pursue those goals’. We welcome the
examination of theexperience of the USasamonetary union. There may also be something
to be learned from the experience of Canada.

The Stability and Growth Pact and the European Central Bank

95. If the UK joins the eurozone then, as previously discussed, the European Central
Bank will beresponsiblefor setting theinterest ratesapplicablefor the UK. Similarly fiscal
policy will become subject to the Stability and Growth Pact. An important part of the
assessment of the effect of euro entry on the UK economy will be how these frameworks
operate and comparing them with the monetary and fiscal frameworks currently in place
in the UK. One of the Treasury’'s supporting studies will examine “the current
arrangementsfor fiscal policy, monetary policy, and policy coordination in eurozone- how
they deal with shocks, and how they contribute to the credibility and conduct of economic
policy” '8! Since the Treasury announced this study, there have been changes to the
Stability and Growth Pact, and the announcement of a review by the European Central
Bank of itsmonetary policy framework. The Chancellor, during his appearance before the
Committee on 27 February, told us that he expected to be clear “about the next steps that
the ECB are taking in the conduct of monetary policy and what they are proposing as a
result of the review in the next few weeks’.’® We recognise that, while much of the
current round of reformsislargely agreed, thereisa need for continuing evolution
in the reform process and any assessment of the European Central Bank and the
Stability and Growth Pact will be in essence ‘aiming at a moving target’. If the
assessment of the five economic tests is announced prior to the completion of the
review of its monetary policy framework by the ECB, then the Treasury should
publish a supplementary study examining any significant changes made.
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4. TIMING AND NEGOTIATION OF ENTRY

96. The possible transition to membership of the euro was not analysed in the 1997
assessment of the economic tests. In arecent lecture'® the Chief Economic Adviser to the
Treasury highlighted previous decisions on exchange rate policy, including the return to
the Gold Standard in 1925 and the deval uations of 1947 and 1964 aswell asthe experience
of sterlinginthe ERM in 1990. One of hislessonsfrom the 1925 decisionin particular was
that the then Government “did not undertake a full economic analysis of the economic
consequences including any short-term transitional issues so that the economic
consequences were fully understood”. He went on to say that the opinion at the time was
that “the actual exchange rate chosen did not matter, for in the long run the system would
adjust and adjust successfully. No onereally attempted to point out how long and difficult
the short run might be”. The Chancellor announced in February the addition of a further
supporting study covering “the transition to the euro”.*® In his evidence to the Committee
he gave further details, saying there was a “need to understand what might be the
implications of atransition to EMU as part of the requirements of sustainable and durable
convergence” . We examine below some of the possibleimplications of how the transition
might be accomplished.

Maastricht criteria

97. The process of joining monetary union isthat the Commission and the ECB prepare
a report to ECOFIN on whether the Member State has achieved the “high degree of
sustainable convergence’ necessary to join the eurozone. Taking account of thisreport the
Council then makes the decision asto whether the country can join.*® The criteriaused to
judge convergence were established inthe Treaty of the European Union, and have become
commonly known as the Maastricht criteria. These criteria are:
- Price stability: an average inflation rate within 1.5% of the three EU countries with the
lowest inflation
- Sustainability of the government financial position: measured as the planned or actual
government deficit being less than 3% of GDP and government debt being |ess than 60%
of GDP, unless these figures are exceeded for temporary and exceptional reasons or the
deficit has declined continuously and substantially and comes close to 3% of GDP.
- Long-terminterest rates: the durability of convergence, measured by an averagenominal
long-term interest rate not more than 2% above that of the three eurozone members with
the lowest inflation rate.
- Exchange rate stability: the observance of the normal fluctuation margins provided for
by the Exchange Rate M echanism (ERM) for at | east two years, without devaluations at the
candidate’ s own initiative.

98. Whether these criteria are till in every respect appropriate, for the UK or other
applicants, as a means of assessing fitness for membership, is now a subject of some
debate. The UK easily meetsthe criteriaon interest and inflation rates. On the Harmonised
Index of Consumer Prices measure, which allows cross-country comparisons, the UK has
one of the lowest inflation rates in the EU and has had so for severa years. Long term
interest rates are also close to those in the eurozone. The Budget 2003 projections of the
public finances comfortably meet the criteria for debt, with debt forecast to remain close
to 40% up to 2007/8, and the fiscal deficit projected to be 2.3% of GDP in 2002/03, rising
dlightly in 2003/04 to 2.4% of GDP and 2.1% in 2004/05, before falling below 2% for the
remainder of theforecast period. Mr Regling told usthat “if acountry hasadeficit of above
3% and appliesfor [euro] membership, that would not make sensereally becauseitisone
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of the convergencecriteriathat istaken very seriously and wastaken very seriously in 1998
when it was decided which countrieswould join”; he aso believed that today’ s“euro area
members would not be willing to accept a country that, at the time when the country
applies’ for membership hasadeficit above 3%.'* Werecommend that the Gover nment
should clarify whether they regard it astheir policy to keep the deficit within the 3%
limit required by theMaastricht treaty. Wenotethat any deficit exceeding 3% on the
treaty definition may precludethe UK from applyingfor member ship of theeuro. The
relevant UK financial year would be 2003-04, for an application during the latter part of
2004.

Exchangerate

99. The exchange rate is of critical importance to the assessment of the five tests. This
has been recogni sed by the Treasury, which has commissioned astudy to analyse“ different
approaches to the sustainable real exchange rate”. As the Chief Economic Adviser
acknowledged, entering at an inappropriate rate imposes short term costs on the economy
as prices and wages adjust to regain competitiveness.’®’ The entry rate isimportant for all
the tests-for example entering at an exchange rate that is too far away from the current
value could cause divergence between the UK and eurozone economies (although thiswill
depend on economic conditions at the time of entry). Entering at an overvalued ratewould
cause aloss of competitivenessfor UK industry and could jeopardise investment and lead
to aperiod of slower growth and fewer jobs. We asked our withesses what methods were
availableto estimate the sustai nablereal exchangerate. V arious methodswere put forward
including purchasing power parity (PPP), which provides an estimate of the exchangerate
that equalises the prices of a similar basket of goods. Other withesses advocated an
exchange rate that would lead to equilibrium on the balance of payments. The Governor
told usthat estimating the rate would be “areal art” and that you have “to get the views of
people who are actually exposed to the euro exchange rate” and “do an awful lot of
academic work”."® Several employers organisations, including the Engineering
Empl oyerlsg’9 Federation and the British Chambers of Commerce, also submitted survey
evidence.
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Chart 5: Sterling/Euro Exchangerate
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100. We asked anumber of our witnesses how far they thought the current exchangerate
was from a sustainable rate. As shown in the graph above, since we started our inquiry in
August and during our evidence sessionsin January and February sterling hasfallen against
the euro by around 10%. Mr Weale thought that afeasible entry rate was*1.48to 1.50...s0
now we are pretty close”.*® Mr Bootle believed that “we are pretty closeto afeasiblerate,
but ... some way away from adesirablerate”, referring to the imbalances in the economy.
“We are going to need the external part of our economy to be pretty competitive”.*** The
Governor told us that “ayear or so ago the sterling/euro exchange rate was an immediate
obstacle to entry”*** but following the recent fall in the exchange rate that obstacle is
certainly reduced. Mr Stephensdrew attention to thefact that “the glide path towardswhat
the Treasury regards as asustainablerateis probably the most awkward thingin all this’ .*3
The Chancellor told usthat as part of the assessment the Treasury were undertaking “two
very detailed studies, one on the approaches to the sustainabl e real exchangerate, and one
looking at the exchange rate in its macroeconomic context” but would not speculate on
what kind of conclusions they would reach and if they would indicate the Government’s
view of what was asustainablerate.’® It isof fundamental importancethat entry tothe
euro, should thistake place, is at a viable and appropriate exchangerate. Although
thereisno unanimity on what the precise appropriate rate would be, we notethat a
number of expert witnessesarenow of theview that theexchangerateiscloseto such
arate.
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101. The process by which the UK would fix the entry rate against the euro provoked
some discussions amongst witnesses, both on when the rate should be determined and the
processfor doing so. Mr Regling, referring to the Maastricht criteria, told usthat “ thetreaty
isvery clear in thisrespect. One of thefive criteriarelates to the exchange rate and it says
very clearly...that a country that wants to join the euro area has to be a member for two
years in the Exchange Rate Mechanism” .** The Chancellor disagreed with this, telling us
that “the ERM...described in the Maastricht treaty no longer exists’ and stating that “we
would not rejoin the ERM and have no intention of doing so”. He also drew attention to
the fact that if the UK were to apply to join the euro it would “ be a matter for the Council
to decide”.'* Professor Giavazzi told us that “asking a country to be in a system for two
yearsthat has proved very unstable would be very dangerous...not only thinking about the
UK ...but also the countries of central and Eastern Europe that are thinking of joining”.*’
The Governor drew attention to the wider 15% bands of ERM2 compared to the earlier
years of the ERM, noting “That is a pretty wide margin for error”.*® We recognise the
potential drawbacksof aprocessof entry involvingatwo year member ship of ERM 2.
Thereis potential for the UK to provide leader ship on this issue and to set out its
preferred method of joining. Whatever the exact process wereto be, it isimportant
that the electorate knows, at least in approximate terms, the Gover nment’s view of
an appropriate exchangeraterange beforethey are asked to votein areferendum.

I nfluence of UK on reform

102. Theinfluence that the UK would have on the process of reform of the Stability and
Growth Pact and the announced review of the European Central Bank’s monetary policy
framework and the voting procedures was discussed by a number of witnesses. Professor
Giavazzi believed that “an important window for reform—in monetary policy, financial
regulation and fiscal design—is now opening” and “it will be of finite duration” .**°

103. Opinion was divided on this point. Some withesses suggested that the UK would
in asense gain by waiting to seeif the reforms change in an optimal manner. On the other
hand, Dr Coyle cautioned that if the UK saysthat it is* going to wait to join” until reforms
have been resolved satisfactorily then the UK may be less likely to secure a satisfactory
outcome.?® The example of the Common Agricultural Policy was put forward by both
sides: asademonstration of doubts about the grounds for assuming the UK would be able
to secure reform from the inside, and as a demonstration of the fact that a country outside
when something was originally negotiated would find it being structured in a
disadvantageous and inferior way. John Monks of the TUC believed that there was the
opportunity for the UK to“providethe catalyst...for somenecessary changesinthe Stability
and Growth Pact” .** The Chancellor told us, regarding the Pact, that “there is a growing
recognition that you cannot simply look at fiscal policy on an annual basis, but you have
tolook at it over the economic cycle’ and that “ people are coming to accept...the view that
we have consistently put forward about theimportance of debt being taken into account and
the importance of investment being distinct from consumption” .?>> The Governor told us
that the Bank had atechnical relationship with the ECB which hethought likely to continue
regardless of the near-term decision, although he confirmed to us that there had been no
Bank of England input into the review of the ECB’s monetary policy strategy.?®
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104. In this period, when the eurozone's monetary policy and institutions are
beddingin, thereisclearly agreater ‘window of opportunity’ for British influencein
negotiating reforms within the system, than would be the case later if thereis a
decision not to join the euro in the foreseeable future. The Government should
continuetoplay an activerolein thedebateover reform of monetary and fiscal policy
and structural reform. Theanalysisof thefivetestsand theaccompanying studieswill
beof valuetotheeurozonestatesin thisrespect. Encouraging reformwhich improves
the performance of the eur ozone economy will also help to improvethe performance
of the UK’smain export markets, whether or not the UK joinsthe euro.

The present options

105. This section of the Report has shown that the issue of timing—Ilike so much in the
debate over the euro—is not just an economic issue about whether or not there has been
sufficient convergence. There are also politico-economic issues relating to whether the
current moment is particularly opportune in relation to possible reform of the supporting
institutions and structures of the single currency, not to mention the political impact that
seeking to join might have on Britain’ sinfluence in the discussionsinside and outside the
Convention on the future structure and treaty base for the EU.

106. Gover nment (and then Parliament) now face a range of options. These might
be summarised asfollows:

- To conclude that the time is right to apply now to join the euro
- To concludethat the economic caseis madefor joining, not immediately but at somefixed
date in the near future

107. Theimplication of these optionsisthat the economy would have been judged to be
ready to move into the euro in the near future. For those convinced by the economic case
for joining, the envisaged economic benefits of membership of the eurozone would then
flow, but if the judgement proved premature there would be adverse economic
consequences. Thefocuswould moveto thereferendum campaign. The benefitsof joining
in terms of taking advantage of the ‘window of opportunity’ discussed above would be
maximised by thefirst option rather than the second, but any wider political benefits could
result from either option. A ‘delayed’ entry option would presumably involve a delayed
referendum (leading in practice to alonger campaign), rather than the holding of an early
referendum on the principle but delaying the actual projected timefor entry; in such acase
there would be an onus on the Government to explain why the delay was appropriate.

- To conclude that the economic case has been made for joining provided certain
conditions are met

- To conclude that the economic case for joining has not yet been established but that it
would be right to re-examine the issue within a certain timeframe

108. These two options would both involve a judgement that there were circumstances
in which the economic case had been made. Future freedom of action would be
maximised, but whether any hoped-for political benefits in terms of British influence
within the Union would be realised could depend on the way in which the decision was
presented—i.e. whether the Government gave positive or negative signals about the
likelihood of alater decision to seek to join, and whether any ‘ conditions’ set down or the
timescal efor future re-consideration appeared reasonable. On the basisthat thereisindeed
a ‘window of opportunity’ for maximising the benefits of joining in the near future, this
might be lost. Thereisalso the possibility that the Government might want to preservefor
itself maximum flexibility and announce, in the event of a negative assessment by this
June, that it reserves the right to re-run the assessment of the five tests at some
indeterminate time or times in the future. For understandable reasons the Chancellor
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declined to speculate on this point when asked, but such arolling re-run of the five tests
could lead to uncertainty in the British economy.

- To conclude that thereisno prospect of it being appropriate for the UK to join the euro,
and to make no plansfor revisiting the decision at a later date.

109. Thisoption would promote certainty in policy making by ruling out one option and,
in the opinion of those who are not convinced by the economic case for joining, would
bring with it long term economic benefits. However, it would represent adramatic change
in declared government policy and could thus create considerable uncertainty. It might al'so
carry some of the most immediate risks, in respect of a loss of confidence (more
specifically apossible loss of enthusiasm for investment) in the British economy amongst
thosewho consider Britain’ seconomic futureto liewithin the euro. It would of course also
have significant political implications in respect of Britain's influence both within
economic policy making in Europe and more generally over the future direction of the EU.

110. Wedo not judge between these options, but we have sought in this Report to
provide additional analysisand information on theimplications of each option. The
point wewould emphasiseisthat whilethereareindeed political implicationsto each
option (to which we have referred throughout this Report) it is of fundamental
importancethat the economic casefor entry ismet first of all if the UK isto enter the
euro.
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5. ENGAGING THE PUBLIC IN THE DEBATE
The challenge

111. Asaready stated, we agree with the Chancellor that the question of whether to join
the Euro is one of the most significant issues faced by Parliament and the nation. If the
Government and Parliament decidein favour of moving forward towards membership, then
itisthe people—in theform of the el ectorate—who will befaced with thefinal choice. But
how will the public respond to being asked to make such a choice? Will people be
sufficiently interested to participate in the debate and the referendum process? Or does
recent evidence of voter disengagement mean that there will be only a low turnout?
Alternatively, even if sufficiently interested, how confident will individual voters be in
making a choice of such importance? Will they feel they understand enough about the
issuesto makethe choice? And will they feel ableto balancethe political and the economic
issues?

112. These questions are important. It should be the objective of the
Government—and of other organisations and institutions involved, including the
political parties and Parliament itself—to promote as full and as well informed a
debate as possible ahead of any referendum. We should be seeking to maximisethe
level of participation in areferendum and to maximisethe extent to which voter sfeel
they have been given the information necessary to cast their vote, based on their
knowledge of the issuesinvolved.

113. In order to examine this issue, we included in our programme of oral evidence a
range of journalists and commentators, together with witnesses from the BBC and from
the Electoral Commission. We also had the benefit, as outlined earlier, of electronic
submissions from members of the public,®* which— although self-selecting—hel ped to
supplement our own experience from constituents and others as to the issues which were
of principal concern to the public.

Public interest and increasing public under standing

114. The baseline for current views on whether the UK should join the Euro appearsto
be that—of those already fairly decided in their view—there is amagjority against joining
over those in favour. However thereisalarge proportion who are either undecided or who
professthemsel ves capabl e of being persuaded either way. These results appear to befairly
consistent across different polls using different ways of putting the question.”>

115. Wenote evidence givento usby MORI: “ But from the outset, the British public has
been opposed to British membership of the European single currency. Tracking the level
of support and opposition to Britain’s membership...bi-monthly over the past five years
shows that while early on there was about a near 20 point gap between opponents and
supporters, that gap has widened to asteady two to one opposition.”*® That trend has been
consolidated since the introduction of the euro at the start of 2002.

116. Witnesses were reasonably bullish about likely levels of interest and participation
in areferendum. Although the low turnout (59%) at the 2001 General Election waswidely
acknowledged to be a matter of concern and to indicate at |east in part some disaffection
with the political process, it was felt that the circumstances of a referendum on the Euro

204 gee footnote 7 above; about 90 e-mails were received
205 £, 395 and 345

206 £ 323
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would be different®®’. For example, Mr Kaletsky, of The Times, told us“I think when the
referendum comes there will be far more interest and the public will be pretty fully
engaged, or more engaged and involved than they have been in any of the other European
countries.”?® |t was noted, however, that political circles, opinion formers and the media
had an important role to play. Dr Coyle, of Enlightenment Economics, suggested It does
depend on the rhetoric... If everyone who is talking about it says that this is the most
important decision our nation has ever taken, then the public is more likely to pay
attention.”?® Mr Kavanagh, of The Sun, took the view that in the lead up to areferendum
“there will be no shortage of coverage for and against the argument” . #°

117. The Electoral Commission noted that recent opinion polls suggested that people’s
propensity to vote in a euro referendum was similar to that for a general election®!. Mr
Sam Y ounger, the Chairman of the Commission, indicated that if thetrials of initiativesto
increase electoral turnout generally went favourably then they could in principle be
applicable for a euro referendum, though in respect of all-postal voting he said that “My
own gut feeling would bethat it would be astep too far to go into that for amajor UK-wide
vote at the moment”#2. The Commission also noted “that there would appear to be
significant gaps in public knowledge and understanding” of the issue”,* adding that its
existing research and experience suggested that “...information provision is a key factor
influencing electors’ decisions about whether to ‘turn out’. Information provision (and
especially the absence of information) appearsto be especially important to non-voters.” %4
Existing legislation does not give the Electoral Commission a power to promote
participation in areferendum; specific provision is however being included for thisin the
enabling legislation for the referendums for English regional assemblies and the
Commission stated that it “woul d expect the Government to make similar provisionin any
future referendum legislation” .?** We recommend that, werethereto be areferendum
ontheeuro, provision for theElectoral Commission to encouragevoter participation,
and—as we discuss below—to provide objective information, should beincluded in
the enabling legidation.

118. Other witnesses made a range of comments on the extent of knowledge and
understanding of voters about the issues involved. In some ways, it was thought that the
UK electorate was reasonably well placed. Mr McRae, of The Independent, told usthat “|
am not too worried about the level of debate and the level of understanding in this country
about the issues... if you look at the overal level of economic competence we are
remarkably high.”?** Mr Kavanagh thought that “at the end of a referendum campaign
[people’ s] knowledge about theissueswill have grown enormously”?. For the BBC, Mr
Damazer suggested that surveys “indicate that the level of understanding of the British
public about the mechanics and simple issues surrounding the euro is not as high as we

207 The fact that the vote would come at the end of ahi gh profile campaign could also mean that— unlike in an opinion
poll —theexact wording of the question may makerelatively littledifferenceto theoutcome. Professor Worcester argued
that “ At the end of athree- or four- week campaign peopleknow what is at issue, and the peoplewho cast their vote have
thought something about it. It isnot sprung onthem.” (Ev 322; Q1228) Nonetheless, the Electoral Commission, who
are required by statute to consider the wording of referendum questions, told us it regarded “the intelligibility of a
referendum question as critical to engaging voters’; it has issued a number of guidelines designed to ensure that the
wording of the question (on any referendum) is as clear and as neutral aspossible. (Ev 361 paral7 and Annex B). We
note the Commission’s evidence that it isimportant that the question be short and clear; if thereisaneed to place other
information before the voter on the face of the voting paper then this should be in a preamble to the question (though
|2'38 such a case extreme care would have to be taken that the preambular material was impartial) (Q 1313 ff.).

Q3
2(1’2 Q108

Q1254
2L By 360 (para 11); see also Q 1330
ig Qq 1331, 1334 ff.
14 Ev 360 (para11)

15 Ev 360 (para12)

Ev 360 (paras 9-10)
ijQ 3; seedlso Mr Kalestky (Q 3)

Q1278
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would likeitto be”, but that “during the course of any referendum campaign, that level of
understanding would dramatically increase’#®. At the same time, it was suggested that
there was awide desire for greater knowledge. Mr Riddell, of The Times, told us*“...the
most striking thing of al the focus groups and polling evidence | have seen is the degree
of “We want to know more about the issue’. That is absolutely clear cut.”#*

119. Mr Sparrow, of ICM Research, was more cautious however. He suggested that:
“...youonly haveto scratchthesurfacetorealisethat peopl € sactual understanding
of what it means to change our currency is very shallow indeed.. | think that isa
real problem with engaging the public, abroad mass of people, in thisissue about
the euro; it is simply too difficult a subject for them to understand.” #°

Healso thought that “ It would bewrong... to take at face value the demand by most voters
to be informed and imagine they are likely to engage in areal debate in advance of areal
campaign” because in many cases such aresponse will have been made to excuse current
ignorance?. It must also be recognised, as we have stated throughout this Report, that
people’'s response in a referendum will be as much a response to the politics as to the
economics of the debate and that thisis likely to be the case however well informed they
are about the economic issues.

120. Nonetheless, while we fully accept that a real readiness to learn more about the
issueswill be far from universal, we conclude overall that thereisaneed and adesire
among the public for a balanced source of information on the economic issues
involved in a decision on whether to join the euro, ahead of any referendum. We
recommend that the Government and the Electoral Commission give specific
attention to examining ways of providing such information.

121. How isthisto be achieved? Obvioudly, the lead rolein the debate will be taken by
thepolitical partiesand the other protagonistsfor each side. The Electoral Commissionwill
have the duty of registering as ‘ permitted participants’ (these are any bodies, including
political parties, intending to spend over £10,000) and for selecting ‘designated
organisations (these are existing or specially established organisations, one for each side
of the debate, who will be eligible for assistance such as free mailings and referendum
broadcasts, and higher spending limits, under the provisions of Part VIl of the Political
Parties, Elections and Referendums Act 2000). Their campaigns will be widely reported
through the media as for any other issue, and the press will be pushing their own views at
the same time. Professor Worcester argued that “an important factor in any referendum
campaign will be press coverage of the issue”,?*> because such coverage was the more
significant the lower the salience of an issue in the public mind*®. Asked whether The
un’ scoveragewould be“ educative or campaigning”, Mr Kavanagh replied “ | hopeit will
be both”, though he was unsure “how much one newspaper can affect the settled view of
the public” .

122. But whilethese campaignswill servetoincrease public awarenessof theimportance
of theissue at stake (and thus promote turnout), the public may find them unconvincing as
ameans of promoting understanding of the issues, since these sources are not those from
which they seek reliable, balanced information. Professor Worcester noted that:

218

- o Q1349; see a0 Qq 1359-1360

o Q 107; we note aso that the motion on the euro passed by the TUC on 15 September 2002 called for factual
izgformati on on arange of issuesrelating to the euro and eurozone be put before each Congress prior to any referendum.
Q1228
22; Ev 344: Q1228
See Ev 359-361 and Q 1343 ff; the issue of spending limits for the various organisations and campaigns has itself
been an issue of controversy, but is not a matter for this Report
223
Ev 329
224 5q 1255, 1276

22
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“Thereislittle systematic and objectiveinformationinany structured way available
to policy makers and the citizenry. Nor isthere any real forum for peopl€e’' s views
to be ared, and little open debate not led by either the protagonists or the
antagonists, no objective and trusted ‘ middleman’ |eading the debate.” %
Mr Sparrow was sceptical, however, asto whether it would be possibleto find independent
figures who could significantly influence the public’s understanding of the issues,
suggesting that “...there will be avery limited number of facts, impressions and attitudes
that will, in the end, determine it. It comes out of that political debate with the two sides
willing to argue either case passionately on both sides...” #

123. Among those cited as sources in which the public would place more trust-perhaps
because they are seen, in the words of Mr Whittam-Smith, as “not particularly typecast as
having one view or another” —were broadcasters, business|eaders and economists™. Itis
possible that distrust of Government announcements might be ameliorated by the
knowledge that their arguments for joining had been buttressed by a serious in-depth
analysis (ie the 5 tests and the supporting studies); however, witnesses thought this was
unlikely, partly because the tests did not really mean much to the wider public in the first
place’. Dr Coyle suggested that the contribution of economists (and economic issues) to
the debate might in practice be weakened by the fact that opinion amongst economists on
the issue was so divided.?

124. An extra premium is thus placed on the role played by the broadcast media in
promoting objectivedebatein aninformativeway. The Deputy Head of Newsfor theBBC,
Mr Mark Damazer, suggested that, while it was not the BBC’ srole to increase turnout as
such, their hope was that their coverage would encourage people to exercise their civic
responsibility and would increase knowledge of the issues™. He recognised the potential
importance of the BBC' srole, accepting that “were there to be areferendum, it would be
one of the supreme challengesfor public service broadcasting, indeed for any broadcaster”
and that it would:

“take a great deal of imagination, air time and resource during the course of the
referendum campaign to ensure that all the BBC's many audiences are as well
informzeg as they would hope to be from the BBC about the issues that are at
stake.”
He observed that “we have to place and schedul e these programmes across all our various
networks in a way that gives the audience a chance to find them”#*%. Economists and
leading figures from business, to whose explanations and expertise people may be more
responsive than to those of politiciansand political commentators, might have aparticular
role to play”®. The BBC aready had webpages dedicated to the euro debate®. An
overriding issue for the BBC was that their coverage should be impartial .>°

125. Weconsider that therole of the broadcast media in promoting informed and
educative debate on theissuesrelating to the euro will be of particular importance
during a referendum campaign. We have every confidence that broadcasters will

225
226

Ev 320
Qq 1240-1241 and 1248; see also Q 1242 [Mr Kellner]
227 See for example Q 6 [Mr Whittam-Smith], Q 107 [Mr Riddell]
228 51251 and Ev 344 [Nick Sparrow, ICM]
229 Q55
220 Qq 1353-1356
Q1349
232 Q 1387; one witness suggested that including references to the issuesin non-factual programmes, such as soaps and
game shg)ws might increase awareness (Q 1252), though another thought that thiswould “simply turn people right off”
1282
g% Q 1388
a5 Q 1389 ff.
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recognise the significance of their treatment of the issue and will live up to their
responsibilities. The BBC and other websites could play an invaluable role.**

126. We considered whether there were further specific measures which might be taken
to promote knowledge and understanding. There may be acasefor taking moredirect steps
to promote the distribution of information, perhaps through the preparation, and
distribution to each household, of a public information document setting out some basic
information on the key issues on which the public wanted to know more. Dr Coyletold us
that she “would like to see aleaflet sent to each household listing awide range of sources
of information” .

127. One possibility for preparing such a leaflet might be the Electoral Commission
itself. The Chairman of the Commission, Mr Y ounger, told usthat whiletherewas“arole
for an organisation such asours... | think | need to be very careful about what it iswe do.
What we would hope to do in the context of areferendum on the euro is be able to leave
the substance of the arguments ... to those designated organisations and others, to those
who are particularly engaged in theissue.”?*®* However, the Commission explained that,
in connection with the English regional assembly referendums, legidlative provision was
being made for allowing the Commission to provide voter information itself in the event
that no designated organisations had been selected. Although the situation we
envisage—where any such information would be in addition to information provided by
campaigning bodies—would be different, it does suggest that the principle of a neutral
body supplyinginformation might beworkabl €. Another possi bility might beadocument
based on this Report®.

128. We are under no illusions about the difficulty of finding a means by which an
information document could be prepared which would command universal (or
near-universal) consent as to content which would not at the same time be so bland as to
be almost worthless. It might not be necessary to satisfy absolutely everyone that the
document is sufficiently neutral to justify its distribution at public expense, but it would
ideally haveto satisfy both designated groups and the main political parties, and the process
must be safe against legal challenge. Specific provision for such an exercise would have
to be made in the legidation establishing the referendum.

129. We accordingly recommend that, as part of their response to the
recommendation in paragraph 120 above, the Government and the Electoral
Commission, in consultation with the British political parties represented at
Westminster and in the Eur opean Par liament, should examinewaysin which apublic
information leaflet could be prepared and distributed to each household ahead of a
referendum. The leaflet should include summary information on the key issues. It
should also include website addresses for a range of other documentation and
organisations. We note that, as the legislation currently stands, the issuing of any such
document by a public body in the last 28 days of a campaign would be unlawful,/** and
that accordingly the enabling legislation for the referendum would have to remove this
obstacle.

zzg Mr Riddell drew particular attention to the potential value of the internet in informing the euro debate (Q 108).
Ev 17
zzg Q1340
Ev 362 Annex A
240 M r AndreasWhittam-Smith, former Editor of TheIndependent, noted that * Parliament itself might bethe body which
would publish something that would be something people would trust as being a fair analysis of the two sides of the
g{@ument” Q2
Political Parties, Elections and Referendums Act 2000 section 125.
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130. In making this recommendation, we are under no illusion either that it will
necessarily have a dramatic effect. We recognise that-as Mr Sparrow suggested to us?*?
-many people would not read any document, however simply it set the issues out.
Nevertheless, if it reached and was found useful by only arelatively small proportion of
those genuinely seeking extra information, it would have had some value. Professor
Worcester noted evidence from polls that there was a group of very nearly 20% of the
el ectorate who were both opento persuasion by either side on theissue of euro membership
and who read no newspaper regularly®?.

I ssues of concern to the public

131. What isit that the public might want or need to know more about? It would clearly
be naiveto imaginethat thereisagreat demand for the kind of detailed economic anaysis
of the kind we have received in the written and oral evidence in thisinquiry. Nor would
there be great purpose in attempting to supply such analyses. But there are certain core
issues which feature again and again in the wider submissions we have received®”,

132. For those broadly in favour of the euro, the principal concerns were:

Palitical: the need for the UK to show more commitment to the whole EU processif it
was not to lose influence

Economic:
C theability to influence the development of the eurozone institutions and policies
C theadvantages for business of reduced foreign exchange risks/costs, and hence
C the prospect of greater foreign investment and better prospects for jobs, in
particular manufacturing jobs

133. For those broadly against joining the euro, the principal concerns were:

Political: fears that entry involved a significant diminution in political autonomy and
was another step towards a single European state

Economic:
C theimpositionof inappropriate monetary and economic policy onthe UK: concerns
about the ‘one-size-fits-al’ interest rate and lack of convergence
C the extent to which the current problems facing Germany are attributable to the
euro
C the abandonment of the current successful UK model for monetary/economic
governance in favour of less successful and less accountable ones.

134. Most (though not all) responses expressed concerns only from their own side of the
argument. Some issues did however receive frequent mentions from both camps (as well
as from the uncommitted):

C the extent to which the decision is as much (or even more) a political decision as
an economic one

242
Q1249
Mgy 330; BBC research also pointed to asignificant group who neither voted nor watched BBC political programmes

(01350)

Overall, the e-mail responses received broke down roughly 35% in favour of the euro, 45% against and 20% not
clearly decided.
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C theimportance of the level at which sterling would enter the euro: opinion on all
sides of the debate noted the significance of getting the entry rateright, with almost
all seeking alowering of the current sterling rate®®

C aneedfor more, or morebalanced, information to be made availableto help voters
to decide: in making this point, anumber of responses suggested that currently the
debate was in effect a dialogue of the deaf conducted in superficial terms.

Issues which were mentioned but not with great frequency included whether joining was
insomesenseinevitable,?*® andissuesto do with changeover (such as possibleinflationary
effects). There wasrelatively little awareness in the responses about what has been called
(asdiscussed earlier inthisReport) the* counterfactual’ issuein the event of not joining-i.e.
theneedto consider, in assessing the UK’ seconomic prospects, not theeconomy’ sposition
compared to the eurozone now but what the situation would be after afew yearsonceit had
been decided that the UK was not to join.

135. These concernstally very closely with those suggested by our withesses as being
thosein which the public werelikely to be most interested. These included: suspicion that
continental Europeans are in some way taking over®’ or that joining the Euro means
entering aUnited Europe, essentially asingle state;?* not joining the Euro meansbeing | eft
out of something it is worth being in;** the long-term interaction between politics and
economics and the losing of control over interest rates and monetary policy;*° economic
policy—who is going to decide our taxes?;”* jobs;?? foreign investment;®* how well the
eurozone is performing relative to the UK **and the current problem being faced by some
eurozone economies, particularly Germany;”* benefits for business, especially
multinationals;** use of the changeover as an excuse or opportunity for price rises.®’

136. Astheearlier discussioninthisreport hasshown, these areindeed important i ssues.
On some of them, it may be that some of the fears-on either side of the debate-can be
shown to be largely misplaced. On others, there is clearly room for differing views. It is
worth noting that these concerns straddl e the political and economic anglesto theissue.®®

137. The public information leaflet we have proposed will need to include
information addressing the issues listed in paragraphs 132—134 above, if it isto be
effectivein responding to voters concernsfor information.

245 Though it should be noted that many of these responses were submitted at a time when the pound stood at a higher

rate than the current rate (see Chart p 5, page 42 above, for change in rate over recent months); we note aso the
observation by Mr Sparrow that the general public’sresponseto seeing the pound rise against foreign currenciesisthat
“means something good” Q 1244

Mr Sparrow suggested that if there were a deep sense of “inevitability” about the euro then this might have been
%Pected to show through in opinion poll results and there was no evidence that it was doing so (Q 1238)
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LIST OF RECOMMENDATIONS AND CONCLUSIONS

This Report

@

(b)

We fully recognise that the political issues will clearly form a major
part—perhaps even a dominant part—of any referendum debate. But the
political issuesin themselvesarenot the subject of thisreport (paragraph 11).

Our intention hasbeen to offer asignificant, and balanced, contributiontothe
debate—so far as possible in relatively simple terms—about the economic
implications of a decision to join, or not to join, the euro... We hope it will
assist the debate for so long asjoining the euro remains an issue (paragraph
12).

The changeover process

(©

(d)

It isclear that the introduction of euro notes and coins acr oss the eur ozone
was a logistical success (paragraph 13).

Whilerounding up of priceswasfound to have no significant statistical effect
on overall inflation, in a small minority of sector stherewas some evidence of
retailer staking advantage of the changeover to push up prices. (paragraph
14).

European Central Bank

(€)

(f)

(9)

(h)

(i)

@)

The money growth pillar has an unwarranted prominence in the ECB’s
monetary framework, though in practice it appears to be disregarded in
setting interest rates. This tends to undermine the overall credibility of its
monetary framework (paragraph 18).

We welcome the ECB’s review of its monetary policy framework. The
framework should be strengthened by the introduction of a symmetrical
inflation target. Thiswould not require a great policy change on the part of
the ECB, but would provide a better match between its announced strategy
and its actions. The ECB would benefit from a less prominent role for the
monetary growth pillar, although it should still monitor developmentsin order
to inform its decision making (paragraph 21).

Wewelcomethe publication of economic projectionsby the ECB, but believe
they should increasethefrequency of publication to 4 timesper year, asthere
can be significant change in the outlook over six months. More frequent
publication would help the Bank to provide a clearer and more transparent
explanation for their decisions. (paragraph 23).

While it appearsthat to date formal votes have not been necessary, this may
not be possibleastheeurozoneexpands. The ECB should start publishingthe
voting figures (keeping thevotesof individualsconfidential), sincethefigures
would indicate changes in policy stance, thereby improving transparency

(paragraph 24).

There is a clear opportunity for introducing a mechanism for greater
demaocr atic political accountability totheprocessby which theinflation tar get
isset. Weconsider that thisdecision properly restswith ECOFIN (par agraph
25).

Weagreewith the Commission that the ECB was prevented from considering
alternative proposals for reform of its voting procedures (for example, the
introduction of a separ ate committee based on the ExecutiveBoard for setting



rates) dueto thelimitations of the enabling clause in the Nice Treaty. We do
not think that the proposals put forward by the ECB arethe optimal solution
totheproblemsposed by enlargement. It isregrettablethat such animportant
decision on reform was taken so quickly and with limited debate. We
recommend that refor m of the Gover ning Council prior toenlargement needs
to bere-considered urgently, under a broader remit allowing changesto the
structure of the ECB. We consider such reform important for the credibility
and operational effectiveness of any enlarged ECB. Wethink the prospect of
UK exclusion from 20% of ECB interest rate votes could prove to be an
obstacleto entry. (paragraph 28).

Sability and Growth Pact

(k)

0]

(m)

Werecognisethefact that the countriesnow exceeding the 3% deficit limit of
the Stability and Growth Pact would not now be doing so if they had
addressed structural fiscal weaknessesbefor ethepresent downturn. However,
tightening fiscal policy at thisstagein the cycle could further exacerbate the
downturn in theeurozone. Weconcludethat a Treaty inter pretation allowing
countrieswith relatively low overall debt levelsto exceed the 3% limit during
a cyclical downturn is essential. Governments should, however, take
advantageof any increasein economicgrowth toreducestructural deficits. As
growth in the eurozone recovers it is important for those countries with
significant structural deficitstoachievean enduringstrengtheningin thefiscal
position. Medium term fiscal sustainability should remain the goal, but if it
does not allow flexibility the SGP will lose credibility and jeopardise the
ultimate objective. It isimportant that the discipline of overall fiscal policy
expressed in the Stability and Growth Pact remains firm so that breaches of
it donot becomeaway of avoiding thestructural reform needed for longterm
sustainable growth (paragraph 34).

It remains to be seen how far the reformsin the interpretation of the Pact
agreed at the March European Council will work in practice, and we believe
the promised reforms must be closely monitored to see if they do indeed
deliver greater flexibility. We note the principle that there should be more
flexibility to take into account the specific situation of individual countries.
This could allow higher levels of spending wher e debt sustainability was not
a problem. We note that the Treaty requires classifications to meet the
definitions of European integrated economic accounts and that these are
monitored by an independent committee convened by Eurostat. It isequally
important, however, that individual countries are not allowed to escape the
rules of the Pact by artificial reclassification of their accounts or other
adjusted accounting (paragraph 36).

We support the Government’s view of the need for a prudent interpretation
of the Stability and Growth Pact taking account of the economic cycle,
sustainability of debt and the important role of public investment. We
recommend that the Gover nment should set out at thetimeof itseur odecision
its views on exactly how this interpretation could be achieved within the
existing framework and how far the Council’s recent reforms are from
meeting these requirements (paragraph 38).

Performance of the eurozone economy

(n)

(0)

Weagreethat insufficient progresshasbeen madein the eurozonein making
labour markets more flexible (paragraph 44).

Structural reform is vital if the eurozone is to gain the full benefits of the
single currency. With the loss of monetary policy independence, reform in
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individual countries must play an increasing rolein stimulating growth and
reducing unemployment. We acknowledge that there has been progress in
some ar eas, but are concerned that progress appearsto beslow. Thecurrent
weak economic conditions should not be an excuse for the pace of reform
remaining slow. Wewelcomethecontribution of the UK Gover nment towar ds
encouraging structural reform. The ECB, the Commission and the
Governments of the Member States should work together to ensurethat the
promised reforms are actually delivered as quickly as possible. (paragraph
45).

Witnesses put forward a number of explanations for the recent
under -performanceof the Ger man economy and theextent towhich they were
caused or made worse by the euro. Many stated that the problems of the
German economy werelong-term in natureand related to the after effects of
reunification. Therewasabroad consensusthat Ger many entered theeuroat
an overvalued exchange rate—though the current account is now returning
to substantial surplus. All witnesses questioned on the subject referred tothe
fact that structural reforms are necessary if Germany is to correct its
under per for mance (par agraph 47).

Thelrish economy has benefited from being part of the eurozone in terms of
gaining a credible monetary policy and the elimination of exchange rate
fluctuations against other eurozone members. However, excessive inflation
could lead to a loss of competitiveness in the longer run if not matched by
productivity improvements. There may be a particular danger of this
following the appreciation in the value of the euro against sterling and the
dollar, especially if the UK remains outside the eur ozone (par agraph 49).

Experiences of UK companies so far

(r

It isclear that, both at thelevel of international businessesand at local level,
UK businessesand citizensar eadjusting comfortably touseof theeuro. While
UK firmsarefindingit relatively easy toadopt oper ational strategiesfor living
with the euro while the UK remains outside the zone, longer term issues
affecting location and investment may well be contingent on knowing where
gover nment policy isheaded. UK companiesneed to seetheanalysisof thefive
teststo provide such clarification (paragraph 52).

The assessment process

(9

(t)

We accept the need for a serious and in-depth analysis which will allow the
Government to take a properly considered and researched decision on the
economic consequences of joining the euro. At the same time, we recognise
that an economic analysis is not a mechanistic exercise and that there will
inevitably bean element of judgement involved in assessing the economic case
for entry. It will be difficult for the results of the assessment to be totally
unambiguous (par agr aph 55).

It seems to us that non-publication of the supporting studies ahead of the
announcement will havereduced the opportunity for informed public debate
before the Gover nment becomes committed to a particular judgement. It is
now too latefor the studiesto be published beforethe assessment ismadeand
announced, and we regret this (paragraph 58).

The five tests and the supporting studies

(u)

Wenotetheimportance of assessing the consequences of not joiningtheeuro.
Oneset of issuesarisesif thedecision istaken tojoin. A different set of issues
arises if the decision is taken not to join in the foreseeable future. Both
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v)

scenariosbring new challengestothe UK economy. Wether eforewelcomethe
confirmation that this point is being taken into account in the Treasury’s
assessment (paragraph 65).

When thetestswer e constructed in 1997 evidence concer ning the present UK
monetary arrangements and the eurozone (as a monetary union) was not
available. We welcome the Treasury’s examination of the experience of the
eurozone so far aspart of a number of the supporting studies. The eurozone
countries now provide 12 case studies asto the effects of entering monetary
union and we believe these provide important lessons for the UK. Equally,
given six successful years of the new UK monetary framework, supporters of
entry will have to demonstrate that entering the monetary union will be at
least as beneficial asthe UK framework that isto be abandoned (paragraph
68).

Convergence test

(w)

(x)

v)

(2)

There has been substantial conver gence between the UK and the eurozone
economiessince1997. In somer espectsthelevel of conver genceisgreater than
that between someof theeur ozonemember sthemselvesbefor e1999. However,
theTreasury assessment must includeexamination of whether convergenceto
date is cyclical or structural. It must also examine the implications of the
recent imbalances in the economy for achieving sustainable and durable
conver gence and whether these imbalances would have arisen had the UK
been in the eur ozone from the outset (paragraph 72).

How the UK reactsto changesin eurozoneinterest ratesisan important area
for the Treasury to haveexamined during the assessment; thisshould include
an assessment of the effect of interest rate changes on investment and
consumption in the UK aswell asin aggregate (paragraph 73).

Theessential question iswhether therecent fall in thevalueof sterling against
theeuroprovidesan exchangeratethat would avoid thesedifficultiesif it were
the basisof the UK joining the euro. The Treasury assessment must spell out
how asustainablereal exchangeratefor entryistobedeter mined (paragraph
74).

Wewelcometheresear ch announced in theBudget intofactor sinfluencingthe
takeup of fixed rate mortgages, but regret that it will betoolatetoinform the
assessment of thetestsdueto take place by June 2003 (par agraph 77).

Flexibility test

(2a)

(bb)

Labour market flexibility isimportant for the UK economy, if it istorespond
efficiently to shocks. We ask the Treasury to clarify and define the waysin
which there hasto be flexibility amongst the eur ozone countries and the UK
for thistest to be passed. We notethe Chancellor’ s statement in Budget 2003
in respect of achieving greater labour cost flexibility in theregionsof the UK.
We hope the Treasury assessment will say more about the context for this
reform (paragraph 81).

The Treasury assessment needsto set out clearly the Gover nment’sthinking
on the relationship between monetary union and member state fiscal policy
regimes and how it will deal with the extra pressurein a single currency for
tax harmonisation and for an enlarged EU budget (paragraph 82).
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Investment test

(co)

(dd)

Member ship of thesinglecurrency islikely to providetheconditionsfor more
and better investment if ther ehasbeen sufficient conver gencebetween the UK
and the eurozone and sufficient flexibility exists. In thisway thethird test is
to someextent aconsequenceof whether thefirst twotestshavebeen satisfied.
We received evidence from a number of firms that over time investment
decisions would increasingly favour the eurozone at the expense of the UK.
The assessment must cover the extent to which volatility against the dollar
could beincreased if the UK joined the eurozone and what effect this could
have on inward investment to the eurozone from the US. The accuracy and
significance of the large volume of inward investment statistics needs to be
assessed, if possiblewith theeffectsof mer ger sand acquisitionsidentified and
separ ated out (paragraph 87).

We welcome the examination within the assessment of whether the Stability
and Growth Pact would placeany constraintson thelevel of publicinvestment
in excess of those of the Gover nment’ sfiscal rules. Whiletherecent proposals
allow a temporary deviation in the short term from the close to balance
requirement to fund public investment, it is important to estimate whether
investment projectionsin Budget 2003 could be constrained because overall
deficits would breach the 3% limit of the Stability and Growth Pact

(paragraph 88).

City and financial services test

(ee)

(ff)

Many witnesses stated that the financial services sector had not yet been
adver sely affected by being outside the eur ozone, but that it would wrong to
be complacent about the position of the City as Europe’ s dominant financial
centre. We believe that as well as assessing the recent performance of the
financial services industry the test also needs to reflect a forward looking
approach examining both potential opportunities and threats. It is also
important to examine any possible effect on the UK’ sinfluence on Eur opean
financial regulation from being outside the eur ozone (par agraph 90).

Witnesses from the financial services sector told usthat they needed at least
threeyearstopreparetheir UK operationsfor any changeover totheeuro.We
notethat under the current National Changeover Plan thiswould mean they
would have to begin preparations immediately following a Gover nment
decision to recommend entry and not wait until theresult of any referendum.

(paragraph 91).

Growth, stability and jobs test

(99)

(hh)

AstheTreasury itself admits, thiscrucial fifth test restson judgements about
long term effects. They cannot be known with certainty in advance. The
assessment is therefore a judgement and the balance of evidence which
informsit needsto be clearly set out (paragraph 93).

We recognise that, while much of the current round of reforms is largely
agreed, thereisaneed for continuing evolution in thereform processand any
assessment of the European Central Bank and the Stability and Growth Pact
will bein essence ‘aiming at a moving target’. If the assessment of the five
economic tests is announced prior to the completion of the review of its
monetary policy framework by the ECB, then the Treasury should publish a
supplementary study examining any significant changesmade(par agraph 95).
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Maastricht criteria for entry

(i)  Werecommend that the Gover nment should clarify whether they regard it as
their policy to keep thedeficit within the 3% limit required by the Maastricht
treaty. We note that any deficit exceeding 3% on the treaty definition may
preclude the UK from applying for membership of the euro (paragraph 98).

Exchange rate on entry

3N It isof fundamental importancethat entry totheeuro, should thistake place,
isat aviableand appropriate exchangerate. Although thereisno unanimity
on what the precise appropriate rate would be, we note that a number of
expert witnesses are now of the view that the exchangerateiscloseto such a
rate (paragraph 100).

(kk)  Werecognise the potential drawbacks of a process of entry involving a two
year membership of ERM2. There is potential for the UK to provide
leadership on this issue and to set out its preferred method of joining.
Whatever the exact process were to be, it is important that the electorate
knows, at least in approximate terms, the Government’s view of an
appropriateexchangeraterangebeforethey areasked tovotein areferendum
(paragraph 101).

Influence of UK on reform

() In this period, when the eurozone's monetary policy and institutions are
bedding in, there is clearly a greater ‘window of opportunity’ for British
influence in negotiating reforms within the system, than would be the case
later if thereisadecision not tojoin the euro in the foreseeable future. The
Government should continueto play an activerolein thedebate over reform
of monetary and fiscal policy and structural reform. The analysis of thefive
tests and the accompanying studies will be of valueto the eurozone statesin
this respect. Encouraging reform which improves the performance of the
eur ozoneeconomy will also help toimprovetheperfor manceof theUK’smain
export markets, whether or not the UK joinsthe euro (paragraph 104).

The present options

(mm) Government (and then Parliament) now face arange of options[indicated in
paragraphs 107-109]...We do not judge between these options, but we have
sought in this Report to provide additional analysis and information on the
implications of each option. The point wewould emphasiseisthat whilethere
are indeed political implications to each option (to which we have referred
throughout this Report) it is of fundamental importance that the economic
casefor entry ismet first of all if the UK isto enter the euro (paragraph 106
and 110).

Engaging the public: the challenge

(nn) It should betheobjective of the Gover nment—and of other or ganisationsand
institutionsinvolved, including the political partiesand Parliament itself—to
promote as full and as well informed a debate as possible ahead of any
referendum. We should be seeking to maximisethelevel of participationin a
referendum and to maximise the extent to which voters feel they have been
given the information necessary to cast their vote, based on their knowledge
of theissuesinvolved (paragraph 112).

Public interest and increasing public understanding
(oo) Werecommend that, weretheretobeareferendum ontheeuro, provision for
the Electoral Commission to encourage voter participation, and—as we
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discuss below—to provide objective information, should be included in the
enabling legislation (paragraph 117).

We conclude overall that thereisaneed and a desire among the public for a
balanced sour ce of information on the economic issuesinvolved in a decision
on whether tojoin the euro, ahead of any referendum. We recommend that
the Government and the Electoral Commission give specific attention to
examining ways of providing such information (paragraph 120).

We consider that therole of the broadcast mediain promoting informed and
educative debate on the issues relating to the euro will be of particular
importance during a referendum campaign. We have every confidence that
broadcaster swill recognisethesignificance of their treatment of theissueand
will live up to their responsibilities. The BBC and other websites could play
an invaluablerole (paragraph 125).

We accordingly recommend that, as part of their response to the
recommendation in paragraph 120 above, the Gover nment and the Electoral
Commission, in consultation with the British political partiesrepresented at
Westminster and in the Eur opean Par liament, should examinewaysin which
a public information leaflet could be prepared and distributed to each
household ahead of a referendum. The leaflet should include summary
information on the key issues. It should also include website addresses for a
range of other documentation and organisations (par agraph 129).

Issues of concern to the public

(ss)

The public information leaflet we have proposed will need to include
information addressing theissueslisted in paragraphs 132-134 above, if it is
to be effectivein responding to voters concernsfor information (paragraph
137).
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MINUTES OF PROCEEDINGS OF THE COMMITTEE RELATING TO THE
REPORT

THURSDAY 24 APRIL 2003
Members present:

Mr John McFall, in the Chair

Mr Nigel Beard Mr George Mudie
AngelaEagle Dr Nick Palmer

Mr Michael Fallon Mr James Plaskitt
Norman Lamb Mr David Ruffley

Draft Report [ The UK and the Euro] proposed by the Chairman, brought up and read.
Ordered, That the draft Report be read a second time, paragraph by paragraph.

Ordered, That consideration of thedraft Report beginwith paragraphs 106 to 132.—(The
Chairman.)

Paragraph 106 to 109 read and agreed to (now paragraphs 111 to 114).

A paragraph—(Mr David Ruffley)—brought up, read the first and second time, and
inserted (now paragraph 115).

Paragraphs 110 to 118 read and agreed to (now paragraphs 116 to 124).
Paragraph 119 read, amended and agreed to (now paragraph 125).
Paragraphs 120 to 131 read and agreed to (now paragraphs 126 to 137).
Paragraph 132 read and postponed.

Paragraph 1 read and agreed to.

Paragraph 2 read, amended and agreed to.

Paragraphs 3 to 8 read and agreed to.

Paragraphs 9 and 10 read, amended and agreed to.

Paragraphs 11 to 13 read and agreed to.

Paragraphs 14 to 18 read, amended and agreed to.

Paragraphs 19 and 20 read and agreed to.

Paragraphs 21 and 22 read, amended and agreed to.

Paragraph 23 read, amended, divided and agreed to (now paragraphs 23 to 25).
Paragraph 24 read and agreed to (now paragraph 26).

Paragraphs 25 to 27 read, amended and agreed to (now paragraphs 27 to 29).
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Paragraphs 28 to 30 read and agreed to (now paragraphs 30 to 32).
Paragraphs 31 and 32 read, amended and agreed to (now paragraphs 33 and 34).
Paragraph 33 read and agreed to (now paragraph 35).
Paragraphs 34 to 36 read, amended and agreed to (now paragraphs 36 to 38).
Paragraph 37 read and agreed to (now paragraph 39).
Paragraph 38 read, amended and agreed to (now paragraph 40).
Paragraphs 39 and 40 read and agreed to (now paragraphs 41 and 42).
Paragraphs 41 to 43 read, amended and agreed to (now paragraphs 43 to 45).
Paragraph 44 read and agreed to (now paragraph 46).
Paragraphs 45 to 47 read, amended and agreed to (now paragraphs 47 to 49).
Paragraph 48 read, amended, divided and agreed to (now paragraphs 50 and 51).

A paragraph—(The Chairman)—brought up, read the first and second time, amended
and inserted (now paragraph 52).

Paragraphs 49 and 50 read and agreed to (now paragraphs 53 and 54).
Paragraph 51 read, amended and agreed to (now paragraph 55).

Paragraph 52 and 53 read and agreed to (now paragraphs 56 and 57).
Paragraph 54 read, amended and agreed to (now paragraph 58).

Paragraphs 55 to 59 read and agreed to (now paragraphs 59 to 63).
Paragraphs 60 to 65 read, amended and agreed to (now paragraphs 64 to 69).
Paragraphs 66 to 69 read and agreed to (now paragraphs 70 to 73).
Paragraph 70 read, amended and agreed to (now paragraph 74).

Paragraphs 71 and 72 read and agreed to (now paragraphs 75 and 76).
Paragraph 73 read, amended and agreed to (now paragraph 77).

A paragraph—(Mr Nigel Beard)—brought up, read the first and second time, and
inserted (now paragraph 78).

Paragraphs 74 and 75 read and agreed to (now paragraphs 79 and 80).
Paragraphs 76 to 78 read, amended and agreed to (now paragraphs 81 to 83).
Paragraph 79 read and agreed to (now paragraph 84).

Paragraphs 80 to 93 read, amended and agreed to (now paragraphs 85 to 98).
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Paragraph 94 read and agreed to (now paragraph 99).
Paragraphs 95 and 96 read, amended and agreed to (now paragraphs 100 and 101).
Paragraph 97 read and agreed to (now paragraph 102).
Paragraph 98 read, amended and agreed to (now paragraph 103).
Paragraphs 99 to 102 read and agreed to (now paragraphs 104 to 107).
Paragraphs 103 and 104 read, amended and agreed to (now paragraphs 108 and 109).
Paragraph 105 read and agreed to (now paragraph 110).
Postponed paragraph 132 again read, and disagreed to.
Summary read, amended, and agreed to.
Resolved, That the Report be the Sixth Report of the Committee to the House.
Ordered, That the Chairman do make the Report to the House.

Ordered, That the provisions of Standing Order No. 134 (Select committees (reports))
be applied to the Report.

Severa papers were ordered to be appended to the Minutes of Evidence.

Ordered, That the Appendices to the Minutes of Evidence be reported to the
House.—(The Chairman.)

Severa Memoranda were ordered to be reported to the House.

[Adjourned till Wednesday 30 April at Nine o’ clock.
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