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DOES THE EURO HAVE A CHANCE TO CHALLENGE THE
DOLLAR?

1. Introduction

The creation of the single European currency, theo,eis the most important
development in the evolution of the internationaln@atary system since the adoption of
flexible exchange rates in the early 1970s. It enparable to the Bretton Woods
conference of 1944, the dollar replacing the posteding as the leading currency in the
interwar period, and even the consolidation ofgbkl standard in the nineteenth century.
It is obvious that the monetary union has fundamigntchanged the structure of

international relations.

A successful euro will be the first real rival fhre dollar since the latter surpassed
sterling as the world’s dominant money during theenwar period. Europe is
approximately the equal of the United States imeaaic output and trade, so why should
it not be a competitor to the US in also monetaagters? Does the euro have a chance to
challenge the dollar? The purpose of this papép explore prospects for the euro as an

international currency.

When the euro was introduced on January 1, 1999niediately became the world’s
second leading currency. In terms of economic andntial importance it has been
behind only the US dollar and well ahead of theadase yen. The euro took its
importance mainly from its role as the domestic gtary unit of the twelve countries that
form the European Monetary Union (EMU). The GDPEMU was equal to nearly 80
percent of that of the United States and more ttlanble that of Japan. From an
international perspective, the advent of the euas & very important development for the

economy and financial system of the rest of thelavor

In this paper | try to discuss this very importdatelopment and see whether the euro
has a chance to become an international currefi¢g.are looking for an answer to the

question “Does the euro have a chance to challémgelollar?” Comparisons are made



between the euro and the dollar in two respectsr tiole in the international financial

markets and in the world trade.

2. The Euro vs the Dollar

The main reason for the supremacy of the doNar the past half-century or more is
that it has no competition. Although there werdquis when the US economy performed
very poorly, the dollar stayed as the supreme paasgeit has no competitor. From the
early 1970s through the early 1990s the US econgmey very slowly and productivity
growth was especially ordinary. From 1973 to 198#&, US economy experienced high
inflation including three years of double-digit ggiincreases. In the last 20 years the US
economy has run large external deficits, especialthe periods 1982-87 and 1998-2003
those deficits rose at clearly unsustainable r@@esgsten 2002). The US has become the
world’s largest debtor country with a negative mgernational investment position of
approximately $2.6 trillion at the end of 2002.

In the late 1970s and early 1980s the dollar eepegd an important erosion of its
market share. Also its weakness and instabilityiplexd an important motive for the first
efforts to create the European Monetary Systen®if@1Mc Kinnon (2002) believes that
if a full fledged and stable valued euro had bedroduced during this weak time of the
dollar, the displacement of the dollar would haeerb substantial. In 1990s the dollar’s

global finance share stabilized again and has dtageve of any other national currency.

Tavlas (1997) states “In general, the dollar act®ior between 40 and 80 percent of
the various categories of international currenay, wgth the categories at the high end of
this range (for example foreign exchange markenhawer and trade invoicing)
representing mainly the unit of account and mediamexchange functions of an

international currency”.

The main reason for that is the fact that the US reanained far larger, especially in
terms of GDP and also trade and other size vasabidan any other country. By the help
of its incumbency advantages, the dollar has reeshdominant and generated a share of
currency markets about four times as great ahésesof world output and trade. After the

war second key currency of the world was deutscaeknbut it never attained a market



share greater than the one-fourth that of the dollhis was logical as the former West
Germany’s economy was about one-fourth the sizBefJS. Japan’s economy was more
than half as large as America’s but it never reaithat portion of world finance, as its

financial markets were not developed (Bergsten 2002

There are several factors that contributed to thidance of the dollar as a stabilizer.
The first one is the fact that the strong US ecaogperformance and weak European
economy encouraged international capital to stayhen US capital market. The stock
value of the assets did not change although 5CGepenf newly issued international bonds
were denominated in euro. As there were not angkdglows of capital, instability did not
occur. Secondly, Europe became a less attractace b invest because of the uncertainty
of the political situation that was caused by the w the former Yugoslavia. The third
factor was the slow economic recovery in Asia, Wwhatso prevents capital from flowing
back at a quick pace. This increased the comparatability of international financial
markets and the US dollar exchange rate stayetivediastable. Japan is still in recession
and the yen is losing its attractiveness. As alréise yen will probably lose its important
position in the international monetary system. Edyy the US dollar was not affected by
the Brazil crisis and the instability in Latin Anneat did not spill over to the rest of the

world.

According to Bergsten (2002) it is clear that theoewill provide the first real
competition for the dollar since the latter's asdenglobal currency dominance. Bergsten
(2002) states that observing the impact of thesttemal effects, which have influenced
the international role of the euro negatively, wile interesting. These caused the
movement into dollars first, as investors demanterkbalance their portfolios to offset
the loss of the diversification benefits of muléphational currencies in Europe and
secondly as Eastern and black money balances &skptbtecting against the unfamiliar

new asset (Sinn and Westermann, 2001).

These transitional considerations explain a comalde part of the lag in the euro’s
acquiring its inevitably large international rotyt there are also four additional factors,
which affect the ultimate timing. Three of these aithin the control of the European

entities themselves while one is completely exoger@ergsten, 2002).



The first one is the fact that Euroland would nézdurther integrate its money and
capital markets to realize the full internationakenmtial of its new currency (Portes and
Rey, 1998). Euro activated the European financekets both directly and indirectly and
they have already taken impressive steps forwaehifiine, Giavazzi, and von Thadden,
2000). There has been no single benchmark secarityield curve that has developed to
rival the US Treasury bill and other US governmeasgets. Euroland’s speed to overcome
these shortcomings will play a great role in thming of euro’s having a share in

international asset allocation (Bergsten 2002).

The second important factor is Europe’s need toitgeact together institutionally.
Europe was successful to challenge the previousrégome of the US in trading system
because of two reasons. The first one is the Feattit had roughly the equal trade volume
as the US had. Secondly and more importantly itdeéeicto centralize virtually all trade
policy decisions and negotiations in a single gniim order to have a full equivalence
with the US a la trade Euroland must have somenizgtonal reforms that enable it to

act together and speak with a single voice.

Thirdly, if the economic performance of Europe wbirhprove, the international role
of the euro would surely strengthen. In order talleimge the dollar effectively, the
achievement of dynamic growth is also necessarthioeuro, which has already achieved

convincing price stability (Kawai, 1997).

According to Bergsten (2002) the fourth and perhthpsmost important factor is that
the US probability to foul up for the euro to realiits potential to achieve rough parity

with the dollar at the core of international momgtsystem.

If the euro (or any other competitor to dollar) headsted in the late 1970s and 1980s
what would have happened to the international afléhe dollar? In those years the
inflation rate of the US was in double digits, @sonomic performance was mediocre and
the US started to run huge external deficits andthfbeing the world’s largest creditor
shifted to its largest debtor. Even though theres wat such a competitor; the global
market share of the dollar fell substantially (Betem, 2002).



Since the advent of generalized currency convétiyitain the postwar period the major
dollar depreciations have occurred about once peade: in 1971-1973, 1978-79, 1985-
87 and 1994-95. A future fall of the dollar couldnlg important, historic, and systemic as
well as market and macroeconomic effects. Any paldr trade-weighted decrease of the
dollar would produce a much greater increase inelln®, as America’s major trading
partners (like Mexico and perhaps Canada) couldacoept substantial appreciation of
their currencies against the dollar. Another m#éjading partner, Japan might also be too

weak to accept any significant appreciation.

In this paper a comparison between the internatimas of the euro and the dollar
will be made in order to understand the chancénefeuro of becoming an international
currency. The main constraints will be the two eomies’ main macroeconomic
indicators, supply elasticities, roles in financrabrkets, historical inflation rates, the

relation between their current account and tradienoas, and the roles in global trade.

3. Comparison of the Main Indicators of the Euro Zoné and USA

There are many factors that determine whether gercy plays a global role as we
discussed in the earlier chapters. By looking dild#&.1 the main indicators of the two
areas may be compared roughly. The area of thes@ignificantly larger than the area of
the Euro Zone, almost four times larger. On thesotand, the population of the Euro
Zone is slightly higher than that of the US. Siffea is an important issue in determining
the international role of a currency, but by size do not mean just the geographical size
but also the number of people that use the curtdncthis aspect the euro and the dollar
have more or less the same sizes. The size effectantains the size of the economies of
the countries that can be measured by their grossestic product (GDP). By this
criterion, the US has an advantage over the Ewa.dn all GDP measures the US is
superior to Euroland and the real GDP growth rétin® US is modestly higher than that
of the Euro Zone in 2003. Also when we look at tiwe year average real GDP growth
rates we observe the same result (Table 3.2).

The strength, stability and credibility of the eoary are other important issues in
becoming an international currency. Although the hdS a slightly higher inflation rate,

the difference between the inflation rates of th&oEzone and the US is not very

* 12 countries that are members of the EMU are takeraccount in all the comparisons



significant in 2003. The same can be said alsctiferten year average inflation rates
(Table 3.2). Interest rates are also importantcaudirs that show the credibility of the

country. The long-term interest rates of the US #ma Euro zone are more or less the
same, although the Euro zone has a slightly higherin 2003. In the ten year averages
this difference is even as small as 0.1 (Table. 32) the other hand even the short-term
interest rates of the Euro zone is more than ongepehigher than that of the US in 2003,
when the ten year averages is concerned thereasyamall difference between the short
term interest rates of the Euro zone and the U&niioyment rate is another factor that
determines the stability of an economy. In thisteghthe US seems to be in a better
position. While the five years’ average of the uptyment rate is 8.6% in the Euro

zone, itis 4.9% in the US (Table 3.2). It may baeduded that the US has slightly higher
credibility than the Euro land in economical terrbsit in the following sections the

financial terms will be taken separately and theults of those studies are also important
in determining the credibility of the two currengidNow it is early to arrive at a definite

decision.

Table 3.1 Main Indicators of the Euro Zone and USA

USA Euro Zone
Area (approximately) 9.4 million knf| 2.5 million knt
Population (2001) 278,058,900 303,909,700
GDP at market prices (at current
prices) 9,713,490 7,254,036

- Millions of euro (2003) 9,309,696 7,552,315

- Millions of PPS (2002) 32,560 23,010

- PPS per inhabitant (2001)

GDP per capita PP$" (2001) 139.5 98.6
Real GDP growth raté? (2003) 3.1% 0.4%
Inflation rate ©® (2003) 2.3% 2.1%
Interest rates (Annual Average)

(2003)

" Long term™ 4.0% 4.2%
Short term:3-month 1.2% 2.3%
interbank
Short term: Day to day 1.1% 2.3%
money

Seasonally adjusted unemployment 5.6% 8.8%
rate

Exports (2003) =724 billions § =1,305 billions €
Imports (2003) =1,035 billions § = 968 billions €
Trade Balance (2003) = -546 billions § = 125 billions §
Current Account (2002) = -481billions § =61 billions §




Current Account (% of GDP) -4.6 0.9
(2002)

GDP Share (2002Y (%) 21.1 15.7
Share of Export of Goods and 12.4 31.2
Services (20029 (%)

Share of Population® (%) 47 5.0

Sources: IMF Annual Report 2003, Eurostat, IFS anthor's own calculations
(1) The volume index of GDP per capita in Purchg$tower Standards (PPS) is expressed in relatitireto
European Union. The index is calculated from Pg8rés and expressed with respect to EU=15
(2) Growth rate of GDP at constant prices (1995310@ercentage change on previous year
(3) Annual average rate of change in Harmonizeitesdof Consumer Prices (HICPS)
(4) 10 year government bond yields, secondary nharke
(5) Share of total for world

Besides the above factors the issuer country aftannational currency should have a
production variety. This brings the fact of climatariety. When the geographical
positions of the Europe and the US are observedritbe concluded that both have the
needed climate variety, being located between ampiadely 20 to 30 parallels. Both have
the parts that have sea effects and both haveiaite terrestrial influences. Of course
there are differences in the products producechénUS and the Euro zone but in my

opinion they have approximately the same diversitygroducts.

Political power brings economical power, which isvery important issue for an
international currency. There are many ideas on thdne political power brings
economical power or visa versa, but the idea thgenerally accepted is the fact that they
are closely interrelated. In my opinion, economjmalver brings political power. | will try
to explain the reasons of my thought by using tiseddse. | think no one can deny that
currently the US is the super power in both ecowairand political aspect. Also UK was
the political power having a number of coloniedifferent parts of the world when her
currency was an international currency. In the WSecas the dollar is international
money, it is also demanded by the other countiédsat could the US do to feed the other
countries with dollar? The US started to give aotrraccount deficits by increasing its
imports, but this also has a limit. No country wbwiant to import things over the
necessary amount that it needed. But although Shevlk forcing its limits, the rest of the
world continued to demand more and more dollargnTime US started to ask for other
things rather than goods and services like militaase in another country or some
political decisions in favor of the US to be takés.a result the dollar being the dominant
currency brought the US political power. May therd&czone do the same? That is an
important question to be answered, but it's beyiredscope of this thesis. The important



thing to be noted here is the fact that if the esrto be an international currency, the

European Monetary Union has to go further and becalso a political union.

After the end of the Bretton Woods all currenciesdme fiat monies, meaning that
they do not have any back up value any more. Thewrcy of a country will not have any
value other than a paper in case that countrymsdie. This brings out the fact that there
should be trust that the country will live forevar,order to trust its currency. This brings
out another political issue, the strength of thétamy force. If a country has a strong army
that means it can resist its enemies and surviveage a war breaks out. A war resulting
with a collapse of a nation is not a likely casén&mpen in the contemporary world, but
being an international currency is not an easygthiteople should believe in your country
in order to believe in your currency. It is knowondwide that the US has the one of the
most powerful armies in the world. On the otherch#mre European Union has also some
attempts about this issue. The member countriéiseofinion are trying to form a common
military force for the union. Besides, the Europé&hmon is a member of NATO, which is
an important factor for the security. These mayguthe union from the outside effects
but are not enough for a complete trust, as therutself may give harm to its identity. If
not because of the war but because of some otHiéicgloor economical reasons the
union collapses, then the euro will have no valneorder to rub out these kinds of
thoughts from the people’s minds a political unghrould also be established between the
member countries.

Table 3.2 10 Year and 5 Year Averages of the Maind®nomic Indicators

USA Euro Zone

Real GDP Growth Rate” 3.28% 2.04%

Inflation Rate” 2.46% 1.99%
Interest rates (Annual Average)

Long term® 5.8% 5.9%

Short term:3-month 4.6% 4.3%

interbank ¥
- Short term: Day to day monéey 3.6% 3.4%
Seasonally adjusted unemployment rate 4.94% 8.6%

Source: Eurostat, IFS

(1) Growth rate of GDP at constant prices (1995=10pgreentage change on previous year (10 years’
average)

(2) Annual average rate of change in Harmonized Indimke£onsumer Prices (HICPs) (10 years’
average)

(3) 10 year government bond yields, secondary markey¢ars’ average)

(4) 10 years’ average

(5) 5 years’ average



Now it is time to go back to our economical anayskFive indicators of an
international currency will be taken separately distussed in a detailed way. The issuer
country of an international currency should havghhshare in global trade and in
international financial markets. In the followingcsions the Euro zone and the US will be

compared according to their strength in these gssue

4. Euro vs Dollar in Global Trade

Trade is a very crucial factor in determining th&ernational role of a currency. In this
part first the supply elasticities of the Euro zamal the US will be compared in order to
understand their adoptability to the changes inpifiee levels. Afterwards the trends and
the relationship between the current account aadetbalance of the two parts will be
examined. High fluctuations are not acceptable hes¢ accounts of an international
currency. Besides, there should be a close rekdtiprbetween the current account and
trade balance of an international currency in otdeable the issuer country to feed the
world with its own currency. Lastly, the sharestlod euro and the dollar in global trade
are compared. Having a share in the world tradeusial as it is one of the indicators that

shows the fact that the currency is used as andimgpcurrency.

4.1.Supply Elasticity

Between the features of international money thatliseussed above perhaps the most
important and measurable characteristic is havimglastic supply curve. Elasticity shows
how responsive supply is to the changes in theepiewel. A country that issues an
international currency should have an elastic supptve in order to respond quickly to
the changes in its prices and continue to prodacerdingly the demanded amounts. If a
country is late to adopt to the price changes utsenicy will not have much chance to
become an international currency because it witl m® able to increase its production
level as the price increases, so will not be ablesupply the demands of the other
countries as fast as needed. As a result the demamintries will go and buy the
products from another country that can supply theeds. Considering the fact that in
transactions usually the currency of the exporbeintry is used as a medium of exchange,

the importance of supply elasticity may be underdtoetter.



From theory it is known that that the long run aggte supply curve is perfectly
inelastic and may be drawn as a vertical line asvehn the Figure 4.1. In our context the
important thing is the elasticities of the shom supply curves as we are trying to figure
out the immediate responses to price level changés.are trying to find out which
country is allocating its resources better and ngjvfast responses to the price level
changes by increasing or decreasing its produdéieel. Accordingly we are concerned
with the elasticities of the short run supply cureé the Euro zone and the US.

Now it is time to find out the elasticities of tiskort run supply curves of the Euro
zone and the US. The data is selected for foursyear we are concerned with the short-
run. While selecting the period for the US, bustneycles are observed and a period with
good economic performance is chosen. For Euro asreiro is a very new currency there
was no chance other than choosing the time perbdden 2000 and 2003. Although it
would be more convenient if the same time period @resen for both of the countries we
didn’t do so, as 1999-2003 period, especially aBeptember 2001, is an era somehow
stagnant for the United States. As a result itrefgured to take the time period of 1997-
2000. For the analysis quarterly data of GDP andP@eflator for the US and the Euro

zone are used that is obtained from IFS.

First the scatter diagrams of the data are dravehtla@ correlation and the standard
deviations of the data are observed. As a residtdéecided that there is not a significantly
high standard deviation and the analysis may béraged using this database. There is an
important fact that we should be careful about khecking the scatter diagrams. As we
are trying to form a supply curve, price level ig pn the vertical axis and real GDP is
shown on the horizontal axis, although in mathecsatve do the reverse by putting the

dependent variable on the horizontal axis and ieddent variable on the vertical axis.

We know that GDP is a function of price. In the lgss two different types of
functions are used.
GDP=a+bP 1)

GDP=ax P (2)



Equation (1) is a linear function and each priceeléhas its own elasticity. On the

other hand in equation (2) we have a constantieiyst

The regression results of equation (1) for US dnews in Table 4.1. From

microeconomics theory we know that the supply elégtis equals to:

o - GDP, P,

3
dP GDF 3)

Elasticity of supply is a function of price, so pytting different prices elasticities may
be found. From the data the minimum price, the maxn price is taken and also the
average mean of the prices is found. These pricesnaerted in the estimated equation
and three different supply elasticities are foud.it may be seen in Table 4.2 the three

numbers are very close to each other and the seafgyicity of US is around 2.9.

The same process is applied also to the Euro zatee Brom Table 4.1 the regression
results of the Euro zone area may be observedCPialata of Euro Zone is searched for
its minimum, maximum and average mean values. Thmdings are applied to the

estimated equation and the results in Table 4.2laserved.

Table 4.1 Regression Results

Sample: 1997:1 2000:4 (US)
Sample: 2000:1 2003:4 (Euro Zone)
a b R | AdjR? | DW F

us

linear -16698.49 261.3630 0.9685| 0.9662| 0.6009| 430.60
(1227.40)] (12.5952)

log -1.851374 2.913354 0.9646| 0.9621| 0.5453| 381.21
(0.29674)] (0.14921)

Euro

Zone

linear 9225.318 52.51202} 0.8717| 0.8626| 0.9743| 95.149
(613.802)] (5.38339)

log 3.371620, 0.394084) 0.8727| 0.8636| 0.9822] 95.975
(0.08273)] (0.04002)

All coefficients are significant at 1% level. Weeaaware of the fact that Durbin Watson statistiestelow
the critical value but when we applied the AR (1¢thbd the result was not significant. As the numdfer
observations is small it is decided to leave # thay.



Secondly, the logarithmic functions of the datataken for each country and they are
regressed. This is done in order to solve for eqnaf2) and the results are shown in
Table 4.1 under the column constant elasticity. Xheariable of the regression results

gives directly the elasticity of the supply curve

When we take the logarithmic function of equatighwe get:
log GDP =a + b logP (4)

The b coefficient in equation (4) gives directle thupply elasticity (See Appendix A).

The regression results of the US case are showirale 4.1.As expressed before,
from this equation we can directly say that thepdypelasticity of US is equals to
2.913354.

For the Euro area the regression results at Tablaré found. It can be concluded that
the supply elasticity of the Euro zone is 0,394084e elasticities found in each equation
of the GDP are very close to each other for eacimity and all may be followed in Table
4.2.

When Table 4.2 is observed carefully, it may bectwted that the dollar has a huge
advantage against the euro in terms of supplyieiystThe US has a more elastic supply
curve than the Euro zone and even the term mogtieldoes not describe the situation
well, as there is a huge difference between thene US have a supply elasticity of
almost six times that of the Euro zone and accgrtbnmicroeconomics theory US has an
elastic supply curve, as its supply elasticity isager than one. On the other hand this
cannot be said for the supply elasticity of the &mone. The Euro zone has a rather
inelastic supply curve, having supply elasticityadler than one. The time period chosen
for the US is the boom period of the country. Oe thither hand we had no other
alternative for the Euro zone. As we took the défe time periods for the two parts we
cannot make strong comments. For example the U bawe experienced technological
growth in that period. Besides, by just lookindleg supply elasticities we cannot say that
the euro has no chance to become an internatiomancy, but it may be concluded that

other than the advantages we counted before fdd8)¢he US also have an advantage of

* The explanation to this issue may be found in Aplre A



supply elasticity. This is an advantage to the mixtkat the strength of the international
currency is trade balanced. It may be concluded tthe& Euro Zone must improve its
production techniques, check over its economiessa#le and try to become more
adaptive. In current circumstances if a price iaseeoccurs it is likely that the Euro zone

will lose most off its competitiveness against e in the international trade arena.

Table 4.2 Supply Elasticities of the US and the EorZone

Elasticity for Elasticity for | Elasticity for | Constant

Min P, Mean P, Max P, Elasticity
USA 3.05012649 2.90465946| 2.73727777 2.913354
Euro Zone 0.38340787 0.39348768]  0.40268855 0.394084

4.2. Current Account and Trade Balance of the Eur@Zone and the US

Current account balance and trade balance are iatportant issues for an
international currency. Many things may affect #amount of the trade and current
account deficit or surplus. In this research wd feitus on two things. First one is the
trend of the current account and trade accourhh@®etro zone and the US, whether there
is a time effect on the deficits or surpluses. &dbg the relation between the trade

balance and the current account balance will bestigated.

The quarterly data of the Euro zone and the USdorent account and trade balance
is used. The time period after the advent of the eichosen (1999-2003), so there are 20
observations. Firstly a trend equation is formedtoth the current account and trade

balance of the Euro zone as follows:

CAe=Bo + Bt )

TBe=0g + at (6)

where CA and TR denote the current account balance and the trald@ede of the Euro

zone respectively, and t is the time.

The adjusted Rof the regression for the equation (5) is 0.39amiey that the time

factor describes approximately 39% of the changeke current account. Likewise, for



the equation (6) we have an adjustédoR0.40. It may be concluded that the 40% of the
changes in the trade balance may be describedeltyntle factor. Of course this is just the

time period of five years and five years is a venprt time for a country. As there has

been just five years since the advent of the emeohad to choose this time period. We
are aware of the fact that we cannot forecast uhad conditions of the current account

and trade balance with this limited data, but #nslysis shows us the situation since the
advent of the euro.

The same procedure is applied also for the U8.d&gain the same time period is
chosen for the sake of completeness and in ordéetable to compare the two. The
following two equations are estimated for the cotr@ccount and trade balance of the US

respectively.

CAy = + &t (7)

TBy =ty + oyt (8)

Here the notation is same as before. The adjuste@fRequation (7) and equation (8) are
0.76 and 0.69. It may be concluded that time igygortant determinant of both the trade

and the current account balance of the US in thesegears.

Secondly, we are interested in the relationsleffpvben the current account and trade
balance. In order to investigate this issue thieviong equations are estimated for the

Euro zone and the US.

CA.=a+bTR 9

CAy=c+d TR, (10)

The notation is as follows: GAand CA, denote the current account balance of the Euro
zone and the US respectively. Jig@present the trade balance of the Euro zone &yd T

denote the trade balance of the US.



Table 4.3Regression Results

Sample: 1999:1 2003:4

a b R Adj. R° | DW F
-2.32E+10] 1.0859| 0.74505| 0.73088| 1.9639 52.6
US | (3.58E+09) (0.1497)
2.78E+10] 1.1927| 0.95522| 0.95273| 1.3581| 383.9

Euro | (6.93E+09)| (0.0608)
Zone

All coefficients are significant at 1% level.

The regression results for the Euro zone is shavthe Table 4.3. From the estimated
equation it may concluded that an increase of dde # trade balance of the Euro zone
will cause approximately an increase of 1.09 SDRsiigcurrent account balance. It may be
said that trade balance is the most important fatiiat affects the current account
balance. The changes in other items that form agtiirent account as current transfers,
income, etc. do not have a significant effect oa thagnitude of the current account

surplus or deficit.

As it may be observed in the Figure 4.2, the Eamoe had not given any trade deficit
in the chosen period. On the other hand betweeméehied of the third quarter of 1999
and second quarter of 2001 and in the second quar902 it had given current account
deficits. It may be concluded that in these perith@sother factors had more effect on the

current account than did the trade balance.
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Figure 4.2 Trade and Current Account Balance oftie Euro Zone



Furthermore, the Z formulas used to express the data of the current accanmht
trade balance as standard deviations from the nidas.procedure reduces the two data
series to the same scale. The Figure 4.3 showsah&formed form of the current account

and trade balance of the Euro Zone.
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Figure 4.3 Trade and Current Account Balance of theEuro Zone expressed as
standard deviations from the mean

From Figure 4.3, it may be concluded that thera igry close relationship between
the trade and current account balance. Since tlggnrbag of 2000 current account

balance follows the trade balance with one periddg

In Table 4.3 the regression results for the equdtl®) may be observed. Here we can
say that an increase of one SDR in trade balantecauise an increase of 1.19 SDR in
current account balance. The same result as ircdbe of the Euro zone may be also
concluded for the US case. The changes in the rduascount balance may be mostly

described by the changes in the trade balancerridutue the other items current account.

Unlike the euro case, the US had always given tratke and current account deficits
between the years 1999 and 2003 (Figure 4.4). Shedeginning of 1999, the current
account and trade deficit of the US has more thatetl. The close relationship between

- X
g

X

'z = where X denotes the mean of the data set, whighows the standard deviation.




the trade and current account of the US may berebden both Figure 4.4 and Figure

4.5. The same procedure as in the case of theZzbm®is used to draw Figure 4.5.
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Figure 4.4 The Trade and Current AccounBalance of the US
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Figure 4.5 Trade and Current Account Balance othe US expressed as standard
deviations from the mean

Giving trade deficits is a way to be an internagilocurrency. This does not mean that
they should always give trade deficits and no cgucdén have trade deficits for decades,
but giving trade deficits is a way to be used wsgecad. But while giving trade deficits if
a country has a current account surplus that mgenmoney that it sends out by giving
trade deficits turns back to the country in meainstler factors. We did this analysis in
order to see if there is such a situation in theoEaone and the US. The results show us

that there is a very close and positive relatigndi@tween the current account and trade



balance of both. An export that has a value of 8B® has a reflection of 1.09 SDR on
the current account of Euro zone. The Euro zonelin&sto feed the world with its
currency. It is also true for the US. Both the U®l dhe Euro zone have developed a
penetration to make their currency international Hawing trade and current account
deficits. Although the Euro zone has never haddetideficit in the chosen period and has
a current account surplus recently, if it startgitee trade deficit, it will also have current
account deficit. Our analysis shows that the ligktween the trade and current account
deficit of the US is higher than that of the Euame, although the difference between
them is very small. Both parts have a potentiafeted the world with their currency

although the Euro zone do not use it at the moment.

Table 4.4 Regression Results for the Euro Zone aride US (Trend)

R® Adjusted R*
CA: 0.424852 0.392900
TBe 0.430885 0.399267
CAy 0.772402 0.759758
TBy 0.708254 0.692046

The world’s reserve volume is increasing. There imaywo reasons for that. The first
one is the growth in the trade volume of the woNdle will discuss the recent
developments in world trade in the next sectione Tbcond one is the decrease in the
purchasing power parity of the currencies. If wmkhof the dollar case there is also a
dilemma here. As the trade volume increases thatageed more dollars, but on the
other hand as purchasing power parity of the dal&reases they also want to substitute
it with another currency. Here the euro comes thscene. As the reserve need of the
world is growing too fast, | think the dollar witlot be able supply it alone. How much the

euro take part will also depend on the amounte®bipposite effects discussed above.

4.3. Global Trade

In this section firstly the current situation iretiwvorld trade is analyzed and then the

shares of the US and the Euro zone in the worttkteaie discussed.



4.3.1. World Trade in 2003

According to World Trade Organization (WTQO) econstsia 2.5 percent increase in
global output in 2003 spurred world trade to recdwe4.5 percent. Although this growth
was stronger than expected a year ago, trade apdtaexpansion in real terms in 2003
remained below the average rates recorded since. 9% expectations for 2003 were
low because of the outbreak of severe acute régpirayndrome (SARS) and the build-
up of tensions in the Middle East.

In 2003, the regions that recorded the most dynarade performance were Asia and
the transition economies. They increased their hardise exports and imports between
10 percent and 12 percent, more than twice asafastorld merchandise trade. China’s
imports increased by 40 per cent in nominal da#ams while its exports expanded by 35

per cent.

On the other hand Western Europe and Latin Amesitaved a weak real import
growth. They were the ones that recorded the weakgsort growth among all the

regions, having a growth rate of less than 2 pet.ce

The import growth of the United States exceededwbed average for the third
successive year. Its import growth continues toeedcits export growth and its trade
deficit continues to widen. Merchandise importdJoiited States went up by 5.7 per cent
while its exports rose less than 3 per cent after years of contracting export volumes.
The merchandise trade deficit of United Stateshred&549 billion dollars, corresponding

to 7.6 per cent of world merchandise exports in200

In 2003, West European currencies appreciated giroris-a-vis the dollar. As a
result the dollar merchandise export value of thementries expanded faster than world
trade, but in volume terms there had been a negnation. Merchandise exports of

Western Europe increased by less than 1 perceilg intports rose by nearly 2 per cent.

There had been a 16 percent increase in world raedibe exports and they rose to
$7.3 trillion. Commercial services exports roselByper cent to $1.8 trillion. This was the

strongest annual increase in nominal terms for bot¢hchandise and services trade since



1995. In 2003, developing countries’ merchandispoes expanded by 17 percent and
this increase had been slightly faster than timgjrarts and the world average.

China recorded an extraordinary expansion in meisa trade in 2003 and became

the third in the ranking of the world’s leading roleaindise importers.

Many oil exporting countries (such as Russia anadBArabia) and the countries with
appreciating currencies like Western Europe hadimainexport growth more than 20 per
cent. Germany’s merchandise exports again excetbhdse of the United States because

of the appreciation of the euro.

According to WTO report gains in the ranking of tleading commercial services
traders in 2003 were principally recorded by Westeuropean countries at the expense
of American and Asian countries. This is true fathb export and import rankings.
Western Europe and transition economies recordediahngains in their exports and
imports of services ranging from 16 percent to dcent, while Asia and Latin America’s
export expansion was limited to 6 percent. The ingof North America continued to
expand much faster than exports in 2003, suchtthatirplus in services trade was further
reduced.

Dollar prices of internationally traded goods exg@eced their strongest increase since
1995 and increased by 10.5 percent. There had teesporary supply shortfalls of oil
because of the conflict in the Middle East andleiarest in Venezuela and this caused up
to 16 per cent increase in the prices of fueleRrbf non-fuel commodities rose by 7 per

cent on spot markets on average and there hadab&2iper cent increase in metal prices.

4.3.2. The Shares of the US and the EU in Global Trade

After a brief summary of the recent developmenttheaworld trade, now it is time to
compare the positions of the US and the EU in thbaj trade. Table 4.5 shows the trade
patterns of the US, the Eldnd Japan. It may be observed that all the ttoertdes make
the highest percentage of their trade with theighmgors. The EU makes the highest
percentage of its trade with non-EU European coestand Asian countries except Japan

* Intra EU trade between the 15 member countriestigaken into account.



and the US follow them. 28% of the total exportstleé US is with the continent of

America while Japan exports 25.3% of its total eigpto Asian countries.

In order to form the Table 4.5 Eurostat and Worntdde Organization data are used.
As Eurostat gave the percentages directly for El¢aloulations is made, but for the US
and Japan the first forty commodities that haveldingest share of the total exports and
the imports of the countries are found separataiym the World Trade Organization data
the rankings of the countries for these forty cordities are taken. For each commodity
the leading two markets, and their share in totpbet (or import) of the US or Japan are
found. The trade partner countries are groupechag/s in the table and the individual
countries’ shares are added up to find the totalestof the group. The chosen forty
commodities make up the 50 to 60% of the totaldrafl the US and Japan, so it is

assumed that the rest will also be distributedhénsdame way.

In order to be able to make some comments aboutdeef the euro, the dollar and
the yen in international trade invoicing we havemntake also some other assumptions.
Hartmann (1998) states these assumptions undeheabding “Stylized facts of trade
invoicing behavior”. He mentions that there areuanber of regularities observed in the
choice of currencies for the invoicing of interio@ial trade (Grassman, 1973; Page, 1981;
Black, 1990; Tavlas, 1991). First, for trade in mi@ctured goods between industrial
countries the major part of contracts are denoradhat the exporter’s currency and most
of the remaining contracts are denominated in thgorter’'s currency, while the third-
currency invoicing is relatively rare (Grassman’aw). Second, in most cases the
industrial country’s currency or a third currensyused for trade between industrial and
developing countries. Finally, inflationary currés are used less in their country’s
foreign trade than less inflationary currenciesrtidann’s fourth and fifth assumptions
are not taken as | have some doubts about thedityalor the current international trade

transactions and also they are not very importamthie analysis that | will make.

* Grassman'’s Law highlights the home-currency pegfee in international trade. However, there areesom
important exceptions like Japan (Hartmann, 1998)



Table 4.5 The Trade Composition of the Three MajolCountries

EU usS Japan

Exports to

us 9.3% - 31.2%
EU - 4.8% 4.8%
Japan 1.6% 2.0% -
America (Excluding US) 3.1% 28.0% 2.9%
Asia (Excluding Japan) 9.4% 5.0% 25.3%
Oceania 0.8% 0.7% 0.4%

Non EU European Countries 12.3% 0.5% na

Imports From

uS 6.8% - 13.0%
EU - 6.6% 2.9%
Japan 2.7% 9.1% -
America (Excluding US) 2.7% 23.3% 0.8%
Asia (Excluding Japan) 12% 12.8% 33.9%
Oceania 0.5% na 3.5%
Non EU European Countries 12.0% na na

n.a = not applicable
Source: WTO, Eurostat, author’'s own calculations

In order to find the invoicing shares for the mdjmee currencies first the Table 4.5 is
extended. The total amount of exports and impdrthe three countries are found from
IFS and all are converted into SDR in order to glate the exchange rate problems.
According to the shares found before, the total @m@f exports and imports that each
country makes with each group is calculated. Athat according to the assumptions that
are stated previously the total amount of trade ihalenominated by each currency is
found out and the shares of them are calculatad.dssumed that the exports of the EU,
the US and Japan are denominated in their ownmzigg And for imports it is assumed
that the EU imports from Asia, Oceania and non-ElgoBean countries in terms of euro,
while the trade within the continent of Americadenominated in the dollar. It is also
assumed that the imports of the US from Asia (ediolgi Japan) and continent of America
are denominated in dollars. For Japan the trade Asia is assumed to be in yen. As a
result, it is concluded that 49% of the trade i92@ denominated in dollars, while the
euro and the yen have shares of 28% and 23% resggct am aware of the fact that

with the assumptions above probably the share mig/everestimated. As Japan does not



want its currency to be a dominant one and alsedare other reasons it does not usually
use its currency as an invoicing currency for ixpats, but as it is not possible to
determine in what percent of its exports it usesitrrency as an invoicing currency and
for the sake of consistency with the assumptionsmamipulation is made. It may be
concluded that the dollar is the dominant monejnuoicing of the global trade but the
euro has also a potential and it is the second mesti currency. With the expansion
process the members of the EU will increase aralrasult the trade amount of the union
will increase. In the future this may bring the @tine chance to catch up with the dollar

as an invoice currency in the global trade.

There is also another important factor that magafthe invoicing patterns of the
global trade. We observe that crude petroleum aniés the one of the most important
import commodities for the US and Japan. In th&iranit is number one for Japan and
number two for the US. Approximately 11% of theatatnports of the Japan and 7% of
the total imports of the US is for the crude petuoh oils. The import share of the EU
from OPEC countries is 2.8%. When the shares detlountries in the world trade are
concerned it may be concluded that the decisiam@fOPEC countries for the invoicing
currency may have some effect on determining timeiant currency. The US imports of
crude petroleum oils has a share of 33.1% in the twude petroleum oils trade of the
world and the leading exporting countries to thedd& Saudi Arabia and Mexico with the
shares of 16% and 14% respectively. 14.6% of the te@orld crude petroleum trade is
made by Japan and Saudi Arabia is again the maarex country to Japan. Oil is not
only the most important commodity traded internagity, but also it is the lifeblood of all
the industrialized economies. If a country does mete oil, it has to buy it. Therefore
OPEC countries’ decision about the invoicing cuckefor oil is an important issue. Until
recently all OPEC countries agreed to sell thdifari dollars only. Let’s think about the
other extreme. If OPEC countries were to decidadcept only euros for its oil, then
firstly Europe would not need, as many dollars efte, besides Japan would think to
convert a large portion of its dollar assets tmeassets. On the other hand the US, being
the world’s largest oil importer would have to rtrade surplus to acquire euros. The
conversion from trade deficit to trade surplus vdolog very painful for the US. Of course
this is an extreme case, but it is important to ls@& decisions of OPEC countries may

change the flows in the world trade.



Until now only one OPEC country switched to thecedrag, in November 2000. Also
Iran and Venezuela has been talking publicly alpmssible conversion to the euro. Of
course switching to euro is not only an economial also a political decision, as it is
beyond my scope | do not want to comment about Tis point that | want take attention
is the fact that the invoice currency decision fEZ countries may have some effect on

determining the dominant invoice currency of theld.o

5. Euro vs Dollar in International Financial Markets

In this section firstly the current situation oketimternational financial markets will be

discussed and then an empirical case will be madeternational bonds market.

5.1. Current Situation in International Financial M arkets

The US economy is the world’s largest economy. G of the US accounts for
22% of the world’s total at purchasing power pabgsed exchange rates. The world’s
second largest economy is the euro land, accoufdm$6% of world GDP (on the same
basis); and this share is supposed expand to 2@b pfesent member of the European
Union started to use the euro, and would expand a&uther with new participants in the
EU and euro area. Japan’s GDP is slightly less ttahof the present euro area and
Japanese yen is the currency with the third largdestain of domestic use. It can be
concluded that the dollar and the euro are thenwst important currencies of the world.

Both the dollar and the euro are likely to play ortgant roles as international
currencies because both of them have very largeas@of domestic use and these
domains are highly open to international trade famehcial transactions. These currencies
are used as medium of transaction, stores of valnis of account, etc also by non-

residents.

The euro became undoubtedly more convenient forym@eigners after it replaced
the predecessor currencies. This situation als&sviar the US residents as well as other
foreigners. Before the euro US business with the ewmea were done in dollars rather

than the predecessor currencies of the euro. &feereplacement of these currencies by



euro some of these transactions will now be doneuro. It may be said that the
international role of the euro has increased atetkigense of the dollar. This does not
imply the US residents suffer from this situatios the US residents that are doing

business with the euro area; now find it more coresm to work in euro.

The advent of the euro has a created competitiothédollar as international money
by having a domestic base roughly the same sizegandral attractiveness. Before the
advent of the euro it was anticipated that it waude rapidly and would catch up with the
dollar. This paper is based on my thesis named “Hibauld reserve money be? Does the
euro have a chance?” Detailed information aboutpitbstion of the euro and the dollar
may be found in that thesis. In the thesis theatitns of the dollar and the euro in
different financial forms such as international retamy market instruments, international
bonds and notes, international debt securitiesyateres, official holdings of foreign
exchange, banks’ local positions in foreign curggnand international investment
positions. Briefly, in international financial mats, our findings in the thesis show us the
fact that the euro has already caught up with tBeddllar and even passed it except for
the reserves of the central banks. Also in theBeiafholdings the euro has an increasing
trend, but still far beyond the share of the USatdiGoksel, 2004).

5.2. Empirical Study on International Bonds and Noés

There are a number of reasons for choosing to nthke empirical study on
international bonds and notes. The idea is takem fthe paper of Frenkel and
Sgndergaard (1999), who gave three reasons, whechiso valid today, for this. The first
reason is the fact that these international assmtsunt for a high share in international
private portfolios. Secondly, for these assetstikely complete and consistent data are
available. Finally, virtually the same type of @ass&n be held in alternative currencies so
that the currency of denomination and the expeotdgrn on it is the most important
factor in the demand for these assets in a speaificency (Frenkel and Sgndergaard,
1999). Although the cases of both internationaldsoand international bank deposits are
taken in the work of Frenkel and Sgndergaard, iis tiesearch just the case of
international bonds and notes will be taken. Iragamal bond holdings are very
important in quantitative terms. According to thanR for International Settlements report
(March, 2004) at the end of 2003, they amounteabtmut 11.1 trillion US dollars.



Although the main idea is taken from the work oktrikel and Sgndergaard, the
reasons of doing this research is different froenthin some aspects. Their research is
done in order to project EMU effects on the curgesitares of the international bonds and
they investigated the results for EMU-11 and EMUds compared them. The shares
that they found for the dollar are very close te thurrent shares, but they underestimated
the euro shares while overestimating the yen sha@kesreason of this is probably the fact
that they used the share of Deutsche mark in dalestimate the demand function for
EMU. Currently we know the shares of the currenaiesiternational bond markets more
precisely, as five years have passed since thenad¥¢he euro, so demand functions for
international bonds are estimated using these #aémkel and Sondergaard used eight
years’ quarterly data (1990-1997) and in this regeagain eight years’ quarterly data is
used (1996-2003).

It is assumed that the width of a market represamtisnportant factor for the currency
structure of private bond portfolios. The highee thidth of a market, ceteris paribus the
more liquid are the assets. Therefore, the demandssets denominated in the currency
of this market will be more. The stability of theireency in which the bonds are
denominated is another factor in determining theericy structure of international bond
portfolios. Investors are likely to prefer bondshdmiinated in low inflation currencies
rather than in currencies with higher inflation.eTanalysis is restricted to the dollar, the
euro and the yen. As a proxy for the market witlle, GDP share of the United States,
Euro zone and Japan in the total GDP of these ttwoastries is used. The GDP amounts

of the countries are converted to SDR in ordefitoieate the exchange rate differences.

Based on these considerations the following egnasoestimated for the share of

bonds denominated in currency i, which is denote8&Mtare (i = dollar, euro or yen):

Share; = BoGDR;; + Balnfi; + & (11)

Here GDRrepresents the GDP share, Inf is the inflatioe,rahde is the error term.
As a proxy for the inflation rate the actual inittett rates of the three countries during the
two subsequent years are used and moving averdgbe oates are taken. Using the

qguarterly data published by the Bank for InternaioSettlements for the period 1996



through 2003, OLS estimates are performed. For 18@&igh 1998, all the international
bonds that are issued in preceding currencieseoétino are added up. In order to find the
GDP of the Euro zone for the period 1996-1998 wviddial GDP amounts of the EMU

countries are added up, after converted into SDR.

In this research, different from the analysis ofertkel and Segndergaard, the
Seemingly Unrelated Regression (SUR) Method wilubed. It is believed that the ideal
thing to do would be to estimate the shares ahadle currencies together, as they depend
on each other. In order to prevent autocorrelatiinst the equations are regressed

individually to see whether they have any signifioa problems.

Table 5.1 shows the results of the first OLSnestes of the euro. The value that
Durbin Watson statistics takes shows us that tisefiest order serial correlation. In order
to get rid off this correlation the AR (1) Methaglused. The result of it is shown in Table
5.1 and the estimated equation in this result b@lused in the system. Although we
couldn’'t find a significant coefficient for the iafion, the coefficient of AR(1) is
significant, which shows us the fact that using tinethod is a true decision. The same
procedure is applied also for the US. The regressssults of the share of the bonds
issued in US dollar is shown in Table 5.1.

In the US case, there seems to be no serial cboreland the results are significant.
As there is no serial correlation equation (11) iaé used in the system.

When we look at the regression results of JapahléTa 1), which is found by using
the same method, we again observe a first ordeal ssorrelation. As there is serial
correlation, again the AR (1) method is used aed#¢sults in Table 5.1 are found.

The comparison of the three equations gives us simes about the three currencies.
First, it has to be noted that to use the AR (1}hoe is not always a true decision,
because there may be some quarterly effects agevesang the quarterly data and also
we do not have an intercept term in our equation.ahé using a quarterly data, so there
may be some seasonal effects. But as we have adatelset, using AR (4) would not be

a realistic decision. We are aware of these sharitags, but as the coefficients of the



AR(1) are significant in both the Euro zone and dapan case, it is believed that using

this method is a true decision.

Table 5.1 Regression Results

Sample: 1996:1 2003:4
GDP Inf AR(1) R’ | Adj.R* | DW F
Euro
Zone
1 2.699 0.101 0.335| 0.313] 1.087| 15.131
(1.36) | (0.126)
2 7.061 -0.300| 0.676 | 0.522 0.488 15.271
(2.06) | (0.193)| (0.143)
us
1 2.709 | -1.072 0.287 0.263| 1.975| 12.064
(0.52) | (0.295)
Japan
1.503 | -0.329 0.406 0.386| 0.863| 20.491
1 (0.38) | (0.109)
1.373 | -0.292° 0.572 | 0.599 0.569 20.880
2 (0.49) | (0.141)| (0.156)

* Significant at 1% level

** Significant at 5% level

1- Normal regression

2- Regression with AR(1) Method

A system is formed and the SUR Method is applidt fiesults may be observed from
Table 5.2.

The results are in line with our assumptions. TPGhare of the issuer country of
the currency has a positive relationship with thare of the currency in international
bonds market, while the inflation rate has a negatine. The coefficient of the GDP
share of the Euro zone has the highest value; 8«bigh shows us that a unit increase in
the GDP share of the Euro area will cause 3.56sumtrease in its share in the
international bonds market at the expense of theaktbJapan. The US has a coefficient
of 2.42 for its GDP share, which is also a reldyivegh number, although not as high as
that of the Euro area. Japan has the lowest caefticbut still has a positive relationship

between its GDP share and the share of yen dentedirt®onds in the international



markets. As a result it may be said that the Eoreezhas a higher potential to increase its
share in international bonds market by increasia@sDP share than the US or Japan do
have.

Table 5.2 The Results of the SUR Method

Estimation Method: Iterative Seemingly UnrelatezfjRession
Sample: 1996:1 — 2003:4
Coefficient Std Error Prob (t-stat)

Bo 3.563512 1.267546 0.0061
B1 9.29E-05 0.000393 0.8137
Op 2.424483 0.315366 0.0000
(of1 -0.009122 0.001795 0.0000
ley 1.872307 0.427414 0.0000
01 -0.001856 0.000529 0.0007

Equation: Sharg (0,767113 Shate;) = Bo(GDP.0.676113 GDP,.)+ B;Inf;,

R Squared \ 0.268434 Adjusted R Squared|  0.243207

Equation: Sharg,= 0o GDPy + a1 Infy;

R Squared \ 0.278796 Adjusted R Squared| 0.254756

Equation: Shareg (0,571880 Shayg;) = d((GDR, -0.571880 GDP,.,)+ &,Inf,

R Squared \ 0.231292 Adjusted R Squared|  0.204785

The inflation coefficient that is found for the eurone is not significant. For the other
two countries it may be concluded that the inflatitas a higher negative effect on the

share of bonds in the US than in Japan.

With the above analysis we cannot make a predicts it has no restriction such as
the summation of the shares should give the valugsla result of this when we try to
predict the new share after one percent increa&DR we find values greater than one.
In order to be able to make predictions we will titee market share attraction model (Fok
et al, 2001).

In the spirit of attraction models:
Air =T (GDRy, Infiy) + & (12)

where Ai,t is the attraction of the counirgt timet,t = 1,......T. GDR; and Inf; denote

the GDP share and the inflation rate of the country



The market shares for the | brands follow from Warket Share Attraction Theorem
(Bell et al 1975). In this theorem the market share of brarglequal to its attraction
relative to the sum of all attractions.

Mi¢ = ' fori=1,...... | (13)

The model in (12) and (13) is usually called therkeashare attraction model. In our

analysis we will use the countries instead of bsand

In our research we took Japan as the base coammdryve tried the find out the market

shares of the Euro zone and the US relative tonJapiaternational bonds market.

Mio Ay GDR; Inf; ; .
t=_1l=p ~+ [, ~+u i = Euro Zone, the US  (14)
M Ay GDR Inf,

log

Here M; shows the market shares of country, whilg; enotes the market share of
Japan. A& and A; show the attraction models for the countries eghme manner. GRP

is the GDP shares of the countries and GD¥® the GDP share of the base country.
Likewise Inf; and Inf; denote the inflation rates of the countries amitfilation rate of
the base country respectively.

We form two equations; one for the Euro zone fimdthe US. As before, first the
individual equations are regressed in order tovdeether there is autocorrelation or not.
The Durbin-Watson statistic for the US case is abine critical values, so there is not an
autocorrelation, but we can not say the same ferBro zone. Its value for the Durbin
Watson statistic is far below the critical valuss,we apply AR (1) Method. As there is
no autocorrelation in the US case its equationsstg same as before. Using these two
equations we form a system and estimate it by tH& $ethod. The results may be

observed in Table 5.3.

As before the results support our assumptionsrél s a positive relationship between
the GDP share and market share and a negativéonslaip between the inflation share

and market share. According to these results we aoaglude that a one percent increase



in the GDP share of the Euro zone will cause 4.3%4.{ € %43 increase in the market
share of euro denominated bonds and a percentsetla the GDP share of the US will
cause 0.6% (= 1 -°8%°°%%% increase in the market share of dollar denoméhatnds. It

may be concluded that the Euro zone has a hightemi to increase its share by
increasing its GDP relative to the US. This ressiltonsistent with the one we found
before. As we couldn’t found a significant coeffiot for the inflation rate of the US we
cannot command on it, but we may say that one peioerease in the inflation rate of

Euro zone relative to Japan will cause its markates by 0.002% (1 =%°%%174%,
Table 5.3 The Results of SUR Method (Attraction Modl)
Estimation Method: Iterative Seemingly UnrelatezfjRession
Sample: 1996:1 — 2003:4
Std Error Prob (t-stat)
Coefficient
Bo 4.232949 0.956544 0.0000
B, -0.221742 0.085005 0.0115
Op 0.564803 0.144604 0.0002
(of} -0.466713 0.286838 0.1090
Equation: Shargy (0,741172Shatg +.1)=Bo(GDPey ¢0.741172GDB), )+ Bilnfes s
R Squared | 0.353844 Adjusted R Squared|  0.331562
Equation: Shargy = 0o GDPyy.t + a1 Infgyy
R Squared | 0.419951] Adjusted R Squared|  0.400616

6. Conclusion

Our findings in this research also make it cleat the euro is and will be a real rival
for the US dollar. The competition between the alodind the euro is investigated in many
phases. When we look at the main economic indisatoth parts have nearly the same
values, although in some issues the US has sligiglyer numbers. It is obvious that the
US is the dominant power in international politetthe moment, but the EU also tries to
take its role in the international scene nowadéyserms of supply elasticity the dollar
has an advantage over the euro, while the oppasiieie for the financial markets. In
international financial markets, our findings show the fact that the euro has already
caught up with the US dollar and even passed iegxtor the reserves of the central
banks. Also in these official holdings the euro Basncreasing trend, but still far beyond

the share of the US dollar. Nevertheless, the basoa high potential to increase its share



in international bond markets. The US dollar hasdwantage of being used more as an
invoicing currency in international trade, but thero is the second most used one and
shows an increasing trend. Furthermore, in bottspghe current account deficit or surplus
is mostly affected by the trade deficit or surpltkeither part faces with huge capital
inflows or outflows that will cause fluctuations their current account balance. The
analysis shows that their current account balahes® a trend and do not show high
fluctuations. It may be concluded that both pagsgehrather stable economies, which is a
very important factor in becoming an internatiooatrency. Being an invoicing currency
in the international trade is also an importantdathat determines the international role
of a currency. Now, the dollar is the most usedengy as an invoicing currency and the
euro follows it with a percentage of 28%. As oilas important commodity in global
trade, in terms of value, if the pricing of oil veeto shift to the euro, it could provide a
boost to the global acceptability of the singlerency. One of the arguments for keeping
oil pricing and payments in dollars has been thatWS remains a large importer of oil,
despite being a substantial crude oil producetfitswever, looking at the statistics of
crude oil exports, one notes that the Euro zonanisven larger importer of oil and

petroleum products than the US.

As soon as its advent, the euro became the secostiused currency in the world.
All of the analyses made in this research showhaspbtential of the euro to become an
international currency. Although the US dollar s&i8 some advantages over the euro, the
euro shows an increasing trend. Besides, the wamtthomy is growing day by day and
the burden of being a single international curremay be huge to the issuer of that
currency. In my opinion a bipolar currency reginmrmihated by Europe and the United
States, with perhaps Japan as a junior partndrreplace the dollar-centered system that
has continued for most of this century. | thinktthrathe near future no single economy
would be able to carry this huge burden, but ineortb have this bipolar stability a
transatlantic cooperation is required to handlé blo¢ transition to the new regime and its
longer term prospects. Otherwise the world will paésrough instability rather than a

bipolar stability.



APPENDIX A
The Coefficient “b” is Equal to the Supply Elastiaty
Our GDP function is:
GDP =a P] (A1)
When we take the logarithm of this function we: get
log GDP =loga + b log R (A2)
The formula for elasticity of supply is equal to:

_dGDP P,
dR.  GDF

(A3)

dGDP
dR

ab P'ﬁ'l and from equation B1 we know what GDP equals tothe equation

in equation B3 means the derivative of GDP acogydlb R and equals to:

becomes:
e=ab P,_b'1% (A4)
L
es= b H_b-l+l-b (A5)
es=bR° (A6)
e&=b1l (A7)

&=Db (A8)
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