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Abstract

As one of the dominant members in European Union (EU), the United Kingdom is different from most EU members. Instead of using euro, the single currency used by almost every EU member, the United Kingdom still keeps using its own currency: pound. It seems that it is due to some political reasons for the UK to separate from the euro zone. However, when observers look inside deeper they found all the reasons are related to the economy. This paper will use relative Purchasing Power Parity (PPP) to compare the national competitiveness among the UK and main euro land countries. Some other economic indexes, such as annual GDP growth rate, unemployment rate and interest rate, will be compared successively as well. In the end, this paper will give a comprehensive conclusion on the real reasons for the pound being outside euro zone.
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1. Introduction

Since euro initially launched in the year 1999, there was a new currency joining the global monetary market. What’s more, the impact of euro can’t be neglected at all. Now it is one of the main pillars to hold the world monetary market, together with dollar, pound, yen, etc. Surprisingly, as one of the dominant members in European Union (EU), the United Kingdom still keeps using its own pound instead of euro. More over, in Europe pound is considerable powerful to compete with euro all the same. Many economists and researchers are quite interested in the relationship between pound and euro now and in future. For example, in Buiter et al. (2000) authors are in favor of joining euro bloc, while in Lascelles et al. (2001) the main idea is against the UK using euro. Although the debate about whether pound should enter into euro zone has been discussed for a long time, the British government hasn’t taken any specific action till now. The government officials are very cautious and careful when talking about this issue. It seems that whether to join euro area is a decision on political grounds. However, many evidence show that it’s due to economic reasons rather than political reasons. From the data over years we can see this point more clearly. Compared with most euro zone countries, UK performs better at several aspects. As a result of government policies, the economic growth in UK is much higher than that in the euro area, in which the economic growth was quite low since 2001. Further more, in 2003 three euro zone countries suffered from recession, which made the economic growth of euro zone nearly fell to zero. On the contrary, UK remained a stable economic growth that was even higher than the year before. According to the data from OECD, the unemployment rates in Britain are almost the lowest among EU members during the last decade. Thus unemployment is not a big problem which may bother the British. In addition, the interest rates in UK have been higher than that in the euro zone for quite a few years. While European Central Bank is under pressure to cut the interest rate, the Bank of England is going to raise it. Along with the down slope interest rate in euro area there is the opposite trend for Pound/Euro exchange rate since 2001. It seems that the European Central Bank intended to use this trick to enhance the value of euro, in order to attract pound to enter. Yet, it’s no use to pound entry process.

To analyses completely, four typical euro zone countries will be chosen as the research objects to compare with the UK. They are France, Germany, Italy and the Netherlands. These countries are considerably representative, which may make the conclusion more convinced. Therefore, the structure of this thesis is as followed: section 2 is the background information of euro and some actual reality in the UK currently. The Purchasing Power Parity (PPP) approach will be illustrated as the methodology in section 3. The empirical works will be shown in section 4, as well as the interpretation and explanation of the regression outputs. What followed in section 5 are the comparisons on GDP annual growth rate, unemployment rate and interest rate among countries. In section 6 some other reasons that impede pound’s entry course will be detailed. The promising for the UK to enter into the euro bloc is going to present in section 7. At last, a comprehensive conclusion will be given in section 8.
2. Literature Review

From it’s born in January 1999 to December 2000, during which the original currencies of EU countries were still available, euro suffered from quite a long term decline. In October, 2000 it fell to its lowest value: $0.827 cents (Soper, 2001). At that time euro was questioned all over the world. Some economists even predicted that euro would not last for a long time, which absolutely influenced the decision made by the British government later. When we look back now, we can simply find two main reasons for euro’s decline during that period of time (Soper, 2001). In the first place, the economic growth rate in the United States was quicker than that in the euro zone at that moment. As a result of this, vast capital flowed out of euro area, most of which migrated to the US and Britain. The second reason was due to enforcing expansionary monetary policies made by European Central Bank (ECB). These two reasons led to euro’s decline for nearly 22 months. This slide of euro frightened the outsiders, including the UK. From 1998 to 2002, the polls in the UK showed that there are always above 50% British against pound accession to euro (Edmonds, 2002). It is understandable, because the British couldn’t bear giving up their royal pound then joining a new currency bloc, which might have an unpredictable future. 

However, euro passed this difficult stage. It didn’t break as some observers predicted (Soper, 2001). Further more, since January 2001 it oriented again euro got rid of all its downslide past. Till now, the entire tendency of the value of euro is increasing, though slowly. Recently the Dollar/Euro exchange rate is around 1.25 (see the European Central Bank website), which is quite attractive for investors and speculators. In addition, euro hasn’t been involved in any financial crisis. The Asian financial crisis in 1997 shocked the whole world. Nearly all the involved countries have spent quite a long time to recover from it. This event gives a lesson to every country, especially the neonatal euro bloc. It is easy to get this, for 12 of the 15 EU countries are using euro now. Once it is involved in a financial crisis the effected range will be very large. Therefore, the ECB is quite careful on the amount they issue annually. Though it is obvious that euro is becoming stronger and more powerful with all the positive signals above, the course of pound joining euro bloc isn’t accelerated a little. 

Because euro has opened a new playing field, a more open economic area even than the US, there are lots of opportunities for euro countries to make full use of this advantage. There is no more transaction cost among euro countries; and then the intra-trade increased rapidly (Mulhearn and Vane, 2005). These euro countries prefer to choose their trading partners from euro bloc, if there is no difference for them to trade with the US and the UK (Seyfang, 1999). Besides, using euro eliminates the risk of exchange rate they had among euro countries and now the prices within euro zone are labeled by the same standards (Mulhearn and Vane, 2005). All the benefits euro countries share with stimulate British enterprises, especially manufactories, since what UK trade with the euro area is largely based on manufactures. Producers in Britain have strongly realized that they should behave more positive and active to cooperate with companies in euro zone at current place (Burt and Owen, 2000). As a matter of fact, a number of companies in Britain have already made some changes. They provide dual pricing for their products, accept and give change in euro as well. A few British multinationals even pay their suppliers from euro bloc in euro, for reducing their own currency cost (Murray, 2004). This change makes companies in Britain keep in touch with their partners in euro area closely, since the businessmen clearly know that though the UK is still waiting outside the euro zone British economy can’t be influenced by this a bit. 

Unlike the other two non-euro EU members, Denmark and Sweden, what puzzled UK now is different voices within the government (Murray, 2004). In Labor Party, the difference between British Prime Minister Blair and Chancellor of the Exchequer Brown is the most highlighted. Blair is absolutely a supporter for joining euro bloc. In his point of view, Britain should join the euro zone as soon as possible, since the single currency is an inevitable result of the development of single market in Europe. If the United Kingdom keeps being out of the euro zone, it will lose lots of opportunities and benefits. Yet, till now the optimum timing for pound’s entry hasn’t come. Compared with Blair’s positive attitude and resolved confidence, Brown is more prudential. He insisted that whether to enter into euro bloc should be based to the actual situation in the UK. Therefore, Brown raised five economic tests to measure whether the UK is qualified to access to euro bloc. Once all the tests are met, Britain will enter into the euro zone with no doubt. But if one of the tests doesn’t pass, it won’t join. So, politically speaking, the five economic tests become the touchstones to decide the future of the UK.

As Brown said, Britain will join euro zone once five economic tests are all met (Edmonds, 2002). Here the famous five economic tests are briefly presented:

1. Convergence: Are business cycles and economic structures compatible so that we and others could live comfortably with euro interest rates on a permanent basis?

2. Flexibility: If problems emerge is there sufficient flexibility to deal with them?

3. Investment: Would joining European Monetary Union (EMU) create better conditions for firms making long-term decisions to invest in Britain?

4. Financial services: What impact would entry into EMU have on the competitive position of the UK’s financial services industry, particularly the City’s wholesale markets?

5. Growth, stability and employment: Will joining EMU promote higher growth, stability and a lasting increase in jobs?

In the last testing in 2003, except for the financial services, the other four tests didn’t reach their respective criteria ((Murray, 2004). This result encumbered pound entering into euro once again.

Different points of views not only exist in British government also come from the public. The slit in public opinion shows that there are over 50% British against joining the euro bloc (Edmonds, 2002). Most of them don’t believe euro will have a promising future. What’s more, as they used to be, the British are afraid of change. It is for sure that once pound enters into euro bloc, it will bring much more impact to people’s life than its own currency switchover (the decimalization of the pound) did in 1971 (Murray, 2004). The anti-euro party points out using single currency will definitely destroy the existing competitiveness in Britain and finally lead to the federal integration within Europe. If that happens, the British sovereignty may be menaced seriously. 

To all euro nations, the United Kingdom is always welcome to enter into the euro area, though each country has its own reasons for that. As the core country of euro land, Germany is especially eager to see pound accession. The officials of German government claim that they fully understand Britain hasn’t met its perfect timing to join. However, from OECD statistic we can see if the economy of euro zone is considered poor; it’s mainly due to the slow economic growth rate in Germany (Blanchard, 2004). As the largest economy in euro area, the performance of Germany is not as good as it is expected. Recent years, the annual GDP growth rates of Germany are below the average level of euro area (Garnier, 2004). It is indubitable that if the growth rates of main euro countries are low the whole euro bloc won’t have a high growth rate. Since during the last five years the economic growth rates in the UK are quite stable and usually higher than that in euro zone, these euro countries hope pound will join euro soon and then the UK will share the current burden with them, in order to enhance the whole economy in euro zone (Blanchard, 2004). Additionally, comparing with euro nations, the UK’s product and labor market are far more flexible. In some years, the condition in its labor market is even better than that in the US. Therefore, once UK joins euro bloc the higher unemployment situation will be improved with no doubt, but the opposite impact will occur in the UK. 
Although UK is still waiting for the political decision from government, the crucial elements for its accession euro are all based on economic reasons. In the following section the PPP approach will be detailed to establish a model, in order to compare the national competitiveness between UK and major euro countries. 
3. Methodology

As a methodology to measure the national competitiveness or GDP, the term “purchasing power parity” (PPP) is relatively a new one. During the past century many economists and organizations have used it as a tool to analyses exchange rates within international financial market, as well as among different countries. However, there are some debates on the reliability of this methodology in both theoretical and empirical literature. As Dornbusch and Krugman (1976) said, quite a lot macroeconomists hold the belief that a variant of PPP is justified, to some extent (Coakley and Snaith, 2004). Many macroeconomic models of trade and of exchange rate are determined based on this approach. The support for PPP has broadly spread during the post-Bretton Woods period, while in the followed floating exchange rate times it was found to be imperfect. Its failure is largely because of the excess volatility in the spot rate, comparing with the changes in internal and foreign markets. Soon this point of view was somehow revised by Dornbusch’s (1976) overshooting model. Yet, it was considered as a solution of this problem for merely a short time. Latterly, many economists, such as Papell (2003) and Taylor (2003), found there are some doubtful points about the strong support for PPP in the reference during the post-Bretton Woods period (Coakley and Snaith, 2004). They said the less reliable results are mainly due to the economic testing technique used at that time. In spite of its continuous arguments PPP’s importance and authority are not influenced much. 

Generally speaking, PPP is regarded as a standard to compare prices of commodities across countries for avoiding arbitrage (Lafrance and Schembri, 2002). Under its foundation, law of one price, in the absence of transaction cost the same commodities are forced to sell at the same price by using the same currency across countries. Some specific goods or services are chosen by economists to find whether there is any arbitrage. The most famous example is the comparison of prices of McDonald’s Big MacTM across countries, which will be detailed in next section. When extending this definition, economists find it can compare GDPs between two countries by price levels (OECD, 2005). In order to do this, the prices of a basket of products and services, which are representative and also can be compared, are collected from countries. Usually the basket may contain about 3000 items, including the whole range of final goods and services that compose GDP. The data collected from each country will be calculated and then get the price level of that country. In most cases, consumer price will be used instead of price level in calculation, since they are the same in value. Therefore, the most common PPP expression, which we call absolute PPP, is presented below. 
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In equation (3.1) or (3.2), 
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 denotes the nominal exchange rate, which means the price of a unit of foreign currency, measured in domestic currency (Copeland, 2005). And 
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 means foreign price level. As what mentioned before, the price level is computed by accumulating a weighted average of prices of select goods and services. The computation expression can be written like this:
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In (3.3) 
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 indicate the weights of good or service i in the collected basket in home and foreign countries. If absolute PPP holds, which means the nominal exchange rate is exactly the same as two countries’ PPP value. And both sides of equation (3.1) or (3.2) should be equivalent. However, in most cases we can’t educe such conclusion, because usually a PPP exchange rate is not the same as the nominal exchange rate (Lafrance and Schembri, 2002). 

Though the concept of absolute PPP is well used in calculating a PPP exchange rate, some empirical results show that absolute PPP is not a good theory of exchange rate determination, especially when a country is confronted by real shocks. Thus, using absolute PPP to test the economy of a country has quite a few disadvantages. Initially, the data of aggregate price level, or consumer price, was difficult to be gathered. The World Bank and other international organizations have realized this problem and they are very careful and cautious when choosing comparable samples. Now this problem has almost been solved. What’s more, if the two sides of absolute PPP expression are being equal, it means the nominal exchange rate is constant all the time. But it is not that case in the real world (Lafrance and Schembri, 2002). Besides, since the entire world is changing, it is less meaningful to calculate whether absolute PPP holds at a given point rather than between points. Therefore, in order to improve the deficiency of absolute PPP, nowadays more and more economists are willing to use relative PPP. Unlike absolute PPP, which can only show the situation at any given point in time series, relative PPP can present the changes between points. Below is one expression of relative PPP.
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In equation (3.4) 
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 means the change between two successive periods. Therefore,
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. By using this expression, economists are able to explain sustaining movements of nominal exchange rate between two countries.

Nevertheless, equation (3.4) is not wildly used in economic field, neither. On the other hand, another form of relative PPP expression, which can present the correlation between relative price levels and nominal exchange rate, is broadly put into application. This is the logarithmic form of absolute PPP expression. Usually economists use natural logarithmic for convenience. To differentiate from the absolute PPP expression, the letters in logarithmic form expression are all lower case letters. Here is the equation of logarithmic form PPP expression.
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In this way we can explain small inflation differences existing in exchange rate depreciation. But, if we want to take the national competitiveness into consideration, this simple relative PPP equation is not enough. Firstly we have to rewrite equation (3.1) like this.
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Here 
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 indicates the competitiveness of home country (Copeland, 2005). If 
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 is larger than one, it means the price level in home country is relatively low, compared with that in the foreign country. So the competitiveness of home country is more powerful. If the value of 
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 is considerably smaller, it implies the price level in home country is relatively high and its competitiveness is somewhat low. Since 
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 is a value which is calculated by the nominal exchange rate and price levels, in the regression equation it will be symbolized as a parameter. Therefore, in order to do the regression by using EViews, we put equation (3.7) into logarithmic form: 
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in which 
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 denotes the relative competitiveness of home country, and 
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 means an elastic coefficient which shows how much influence the distance between price levels may bring on the nominal exchange rate. Here t denotes different observation periods. 
The next section will mainly present the regression outputs of the long-term relative PPP between Britain and four euro countries (France, Germany, Italy and the Netherlands), starting from January, 1999 to December, 2005. The outputs will show the national competitiveness of each country and the distance of price levels influenced on the nominal exchange rate, in order to find out some evidence for the UK’s hesitating joining euro bloc.
4. Empirical Work

4.1 Data Sources
The data used in the regression will be divided into two parts: the nominal Pound/Euro exchange rate and the price level of each objective country. The consumer price will be used as the substitute of the price level since they are the same in value. Both nominal exchange rates and consumer prices are monthly data, starting from January, 1999 till December, 2005, collecting from http://ifs.apdi.net. In the course of calculation, the United Kingdom is treated as home country while the other four euro countries (France, Germany, Italy and the Netherlands) are foreign countries. 
4.2 Interpretation and Explanation

From the regression outputs we can find some very interesting phenomena. In all the regression outputs there are similar intercepts, 
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 values, which mean that the competitiveness of the four euro zone countries is almost the same. However, the different slopes obviously divide these four countries into two groups, France and Germany, the stronger one and the weaker group, Italy and the Netherlands. Therefore, we will analyses the outputs by groups. 
Table 4.1 Regression Output Computed by Using the Data of UK and France

	Dependent Variable: LEX

	Method: Least Squares

	Date: 06/12/06   Time: 02:54

	Sample: 1999:01 2005:12

	Included observations: 84

	LEX=C(1)+C(2)*(LUK-LFR)

	
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	C(1)
	-0.437239
	0.005341
	-81.86488
	0.0000

	C(2)
	2.071944
	0.413226
	5.014064
	0.0000

	R-squared
	0.234652
	    Mean dependent var
	-0.427099

	Adjusted R-squared
	0.225319
	    S.D. dependent var
	0.051475

	S.E. of regression
	0.045306
	    Akaike info criterion
	-3.327234

	Sum squared resid
	0.168316
	    Schwarz criterion
	-3.269358

	Log likelihood
	141.7438
	    Durbin-Watson stat
	0.122676


	Wald Test:

	Equation: UK_FR

	Null Hypothesis:
	C(2)=1

	F-statistic
	6.729271
	
	Probability
	0.011231

	Chi-square
	6.729271
	
	Probability
	0.009484


Table 4.2 Regression Output Computed by Using the Data of UK and Germany
	Dependent Variable: LEX

	Method: Least Squares

	Date: 06/12/06   Time: 03:01

	Sample: 1999:01 2005:12

	Included observations: 84

	LEX=C(1)+C(2)*(LUK-LGE)

	
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	C(1)
	-0.444836
	0.005128
	-86.75038
	0.0000

	C(2)
	1.610079
	0.229083
	7.028370
	0.0000

	R-squared
	0.375942
	    Mean dependent var
	-0.427099

	Adjusted R-squared
	0.368331
	    S.D. dependent var
	0.051475

	S.E. of regression
	0.040911
	    Akaike info criterion
	-3.531321

	Sum squared resid
	0.137243
	    Schwarz criterion
	-3.473444

	Log likelihood
	150.3155
	    Durbin-Watson stat
	0.176465


	Wald Test:

	Equation: UK_GE

	Null Hypothesis:
	C(2)=1

	F-statistic
	7.092300
	
	Probability
	0.009316

	Chi-square
	7.092300
	
	Probability
	0.007742


In above two regression outputs, the values of 
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 are -0.43 and -0.44 respectively. Since 
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 represents the competitiveness of home country in logarithmic form, we know that if its value is below zero, it means the price level in the home country (UK) is relatively higher. In other words, the competitiveness of France/Germany is more powerful. The values of slopes are both positive, indicating the distance of price levels between Britain and France/Germany has positive influence to the nominal exchange rate. The larger distance will lead to the higher nominal exchange rate, which is the fact in reality. So the regression outputs of France and Germany are quite consistent with the actual situation. What’s more, the probabilities of slopes are both zero, which imply it is impossible for the slopes to be zero. When doing the Wald Test, we find the probabilities of slopes being equal to zone are both around only 1%, which show that there are apparently different inflation rates existing in the UK and France/Germany. The annual inflation rates of countries are shown in Table 4.5, as well as Graph 4.1. 
The significant and positive regression outputs can be explained by several reasons. In the first place, as two core countries within euro zone, France and Germany are placed in crucial positions. Both of them are main trade countries of the UK within euro members. More over, due to the lower price level in Germany, it has already become the first import country of Britain. From the data presented here we can simply find out recent years inflation rates in France and Germany are lower than that in the UK. 
	Table 4.3 Annual Inflation Rates in Countries and Euro Area

　
	1999
	2000
	2001
	2002
	2003
	2004

	United Kingdom
	2.1
	1.2
	2.3
	3.1
	2.9
	2.0

	France
	-0.2
	1.4
	1.8
	2.2
	1.6
	1.6

	Germany
	0.4
	-0.7
	1.2
	1.5
	1.1
	0.8

	Italy
	1.6
	2.2
	2.7
	3.1
	2.9
	2.6

	Netherlands
	1.6
	3.9
	5.2
	3.1
	3.0
	1.2

	Euro Area
	0.9
	1.4
	2.4
	2.4
	2.0
	1.9


Data Sources: www.oecd.org. 
Graph 4.1 Annual Inflation Rates in Countries and Euro Area
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By studying the data we find out in the year 1999, 2002 and 2003 the inflation rates in UK are much higher than the average level in the euro area. The main reason is that in these three years there are higher inflation rates on housing and real estate industry in Britain (Burdman, 2005). In 2004 the inflation rate in the UK falls down, which is quite close to that in the euro area. This message can impel the course of pound access to euro positively. However, that is only a start. Entering into the euro zone means Britain has to lower its domestic inflation rate as well as depreciate its currency. However, any country is willing to do that, especially the British government. Further more, it is reported that goods and services in Britain are usually more expensive than those in the euro zone, but people live more comfortable, mainly due to their higher wage in unit time. The famous Big Mac example can support this point. The latest prices show that Big Mac in euro zone needs 3.51 US dollar while in Britain it costs 3.32 US dollar. From the prices we can not see obvious difference. But when we refer to the research paper of Pakko and Pollard (2003), the differentiation appears. The net hourly wages in the UK and euro bloc are 12.30 and 9.59 US dollar respectively. Therefore we can easily compute in Britain people can buy a Big Mac by 16-minute work; on the other hand in euro area people have to work 22 minutes for a Big Mac. It is not only a fast food example; it can also reflect the living conditions.
Though France and Germany are the so-called leaders within euro bloc, they can not represent the whole level of euro zone after all. We will also consider other euro countries, Italy and the Netherlands. By studying the regression outputs of Italy and the Netherlands, we find the results are not that significant. Almost the same 
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 value, -0.428, shows the competitiveness of Italy and the Netherlands is on the identical higher level, comparing with UK. However, both slopes are slightly below zero, which mean the distance of price levels between the UK and Italy/the Netherlands is negative to the nominal exchange rate. But that's not the fact in real economic activities. The probabilities of slopes are both above 0.8, which indicate there is huge probability for the slope to be zero. By doing Wald Test we get an above 13% F-statistic probability from Italy’s output. It means, to some extent, the economy in Italy is consistent with the economy in euro bloc. But this situation doesn't happen in the Netherlands, since the F-statistic probability we have from the Netherlands’ output is less than 1. Therefore, we can say the actual economic cycle in Italy is more convergent with the economic cycle in the whole euro zone than that in the Netherlands. Yet, the negative slopes presented in the regression outputs show something special. Fortunately, there are several reasons which may explain these phenomena. 
From Table 4.3 we find out the inflation rates in the Netherlands, especially from year 1999 to 2001, are somehow significantly higher than other countries. On the other hand, when comparing the inflation trends between Italy and the euro area showed in Graph 4.1, we notice that although the inflation rates in Italy are normally higher than the average level of euro zone, the long-term trend of these two curves are almost the same. This can be one of the reasons why Italy is more convergent with the euro zone. In addition, comparing with France and Germany, the trade volume between the United Kingdom and Italy/the Netherlands is comparatively small. If there is less trade, the price levels in Italy and the Netherlands are not the determinant elements to the pound/euro exchange rate. Because of this, the slopes in the regression outputs of Italy and the Netherlands may happen to be minus, with large probabilities to be zero. More over, the unstable exchange rate may also explain it somehow. From Graph 4.2 we find out during the second half of 2000 the pound/euro exchange rate values fluctuated sharply. The lowest value of euro was in that period as well. This kind of change in exchange rate may influence the regression outputs for sure, which might lead to negative slopes in regression outputs. 
Besides, if we study the pound/euro exchange rates carefully, it is naturally to get that euro has already overcome its recession period and kept being strong. During the last year the pound/euro exchange rates are always around 0.68, which is almost its initial value against pound. It seems that euro will be more valuable in the future. Supposing the exchange rate will surpass 0.7, given all the other conditions unchanged, the slopes in all the regression outputs will increase correspondingly. If this happens, the lower price levels and stronger euro will make euro zone more attractive to the Britain. But that’s just one probability. In case the pound/euro exchange rate keeps declining from now on, the status of euro will become worse. By then, it is meaningless for the United Kingdom to take such a risk to join the euro bloc. Therefore, to a large extent, the trend of pound/euro exchange rate also directs the way of Britain ahead. 
Table 4.4 Regression Output Computed by Using the Data of UK and Italy
	Dependent Variable: LEX

	Method: Least Squares

	Date: 06/12/06   Time: 03:07

	Sample: 1999:01 2005:12

	Included observations: 84

	LEX=C(1)+C(2)*(LUK-LIT)

	
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	C(1)
	-0.428351
	0.008145
	-52.58853
	0.0000

	C(2)
	-0.163730
	0.767183
	-0.213418
	0.8315

	R-squared
	0.000555
	    Mean dependent var
	-0.427099

	Adjusted R-squared
	-0.011633
	    S.D. dependent var
	0.051475

	S.E. of regression
	0.051773
	    Akaike info criterion
	-3.060365

	Sum squared resid
	0.219799
	    Schwarz criterion
	-3.002488

	Log likelihood
	130.5353
	    Durbin-Watson stat
	0.085641


	Wald Test:

	Equation: UK_IT

	Null Hypothesis:
	C(2)=1

	F-statistic
	2.300950
	
	Probability
	0.133141

	Chi-square
	2.300950
	
	Probability
	0.129295


Table 4.5 Regression Output Computed by Using Data of UK and Netherlands
	Dependent Variable: LEX

	Method: Least Squares

	Date: 06/12/06   Time: 03:09

	Sample: 1999:01 2005:12

	Included observations: 84

	LEX=C(1)+C(2)*(LUK-LNL)

	
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	C(1)
	-0.428290
	0.007584
	-56.47111
	0.0000

	C(2)
	-0.081440
	0.345894
	-0.235447
	0.8144

	R-squared
	0.000676
	    Mean dependent var
	-0.427099

	Adjusted R-squared
	-0.011511
	    S.D. dependent var
	0.051475

	S.E. of regression
	0.051770
	    Akaike info criterion
	-3.060485

	Sum squared resid
	0.219772
	    Schwarz criterion
	-3.002609

	Log likelihood
	130.5404
	    Durbin-Watson stat
	0.086379


	Wald Test:

	Equation: UK_NL

	Null Hypothesis:
	C(2)=1

	F-statistic
	9.775027
	
	Probability
	0.002448

	Chi-square
	9.775027
	
	Probability
	0.001769


Graph 4.2 the Trend of Monthly Pound/Euro Exchange Rates 
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5. Comparisons on Three Other Economic Indexes

Although the trend of exchange rate is very crucial for the UK entering into euro zone, there are some other economic indexes, such as annual GDP growth rate, unemployment rate and interest rate, which can be used to compare the national economies between the UK and euro countries as well. 

5.1 Comparison on Annual Real GDP Growth Rate
In the first place let’s have a look at the comparison on annual real GDP growth rates of between the United Kingdom and four euro countries. The data are presented in Table 5.1 and figured correspondingly in Graph 5.1. On the whole, the GDP growth rates in the UK can be considered to be convergent with the other four euro countries, which is absolutely a positive signal for UK’s entering into euro zone. However, it is apparent that trends of euro countries are considerably similar, which means these four countries almost have the same economic cycle. Among these four countries, the performance of France seems much better than the other three. Its GDP annual growth rates are nearly always the highest among its fellow nations, except 1999 the Netherlands has higher GDP growth rate than France. Affected by the naissance of euro in 1999, these four euro countries reached their peak GDP growth rate in the year 2000 respectively. This sort of situation is understandable, which probably due to the millennium effect functioned in the whole world economy. As the statistics show, the good performances in 2000 in the four euro zone countries are the best they had during the past decade (International Financial Statistics Yearbook, 2005). This economy climax in euro bloc also acts an optimistic influence on the entire world. However, nothing lasts forever. Since 2000 euro became weaker, the economic growth rates of euro countries went down as well. In the year 2003, Germany and the Netherlands even had minus GDP growth rates, which are the lowest points for them in the last ten years (International Financial Statistics Yearbook, 2005). As two representative euro countries, this kind of poor performance scared the United Kingdom and the rest of the world. The weak economies in euro area made the British government more cautious and hesitating, and also consciously slow down the course of pound entry into euro. In addition, because of successive bad performances of euro countries, some economists and experts doubt about whether using single currency will enhance euro countries’ economies. Nevertheless, after a short while of reforming, in 2004 the GDP growth rates of the four euro countries raised. This lightens the hope for pound joining euro zone again. But, whether the course of pound entering into euro will be accelerated also depends on these euro countries’ following performances. 

On the other hand, compared with France, Germany, Italy and Netherlands, the economy in Britain is much better. Though initially euro brought some effect to British economy more or less, we can not deny that pound is steadily rooted and the economy in Britain is also performing well as it used to be. The GDP growth rates of Britain over years are quite stable and its domestic market is fairly prosperous. Except for some slight better performances of France and the Netherlands in the initial years of euro era, since 2001 the GDP growth rates of the United Kingdom are higher than the other four euro countries. It is not exaggerating to say that the British economy is the best among western European countries recently. Due to continuous good performances, British government has full confidence in their royal pound and economy. This circumstance also speeds down the pace of pound joining euro. Though Britain is still keeping its edge, the euro countries are gradually shortening the distance with UK. After suffering from the recession in 2003, the four euro zone countries caught up obviously. In the year 2004 the GDP growth rate of Britain increased a little bit, while the other four euro zone countries all improved largely. According to some big events happened last year as well as the pound/euro exchange rate trend, we can believe euro zone is moving towards to a higher stage. This tempts British government to be less hesitated and become to prefer to join the euro bloc. 
Table 5.1 Comparison on Annual Real GDP Growth Rate
	
	1999
	2000
	2001
	2002
	2003
	2004

	United Kingdom
	3.0  
	4.0  
	2.2  
	2.0  
	2.5  
	3.2  

	France
	3.3  
	4.1  
	2.1  
	1.2  
	0.8  
	2.3  

	Germany
	2.0  
	3.2  
	1.2  
	0.1  
	-0.2  
	1.6  

	Italy
	1.7  
	3.0  
	1.8  
	0.4  
	0.3  
	1.2  

	Netherlands
	4.0  
	3.5  
	1.4  
	0.1  
	-0.1  
	1.7  


Data Sources: www.oecd.org. 
Graph 5.1 Comparison on Annual Real GDP Growth Rate
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5.2 Comparison on Annual Unemployment Rate
To the public, the most practical problem is whether a membership of single currency will bring Britain more employment chances. It is also the last test of Brown’s five tests, which is quite important and significant for pound accession to the euro zone. In Table 5.2 the annual unemployment rates of all the observation countries and the whole situation in euro 12 countries are presented, starting from 1999 to 2005. From the data we can easily find out that since euro launched the unemployment rates in Britain are quite low. Before 2001 the unemployment rates in Britain and the Netherlands are almost the same, however, since 2002 unemployment rates in Netherlands gradually increase and are higher than that in Britain. On the other hand, as two major countries in euro bloc, France and Germany are keeping high unemployment rates all the time. What’s more, from Graph 5.2 we can see some climbing trends of France and Germany’s unemployment rates. The long-time high unemployment rates in euro area, which are always above 8% since the year 1999, are becoming a problem. It seems that euro bloc has failed to reduce the high unemployment rates within its member states. Due to the obvious differences in unemployment rate with euro countries, British government believes its economic cycle is not that consistent with euro land. That also impedes the course of pound joining the euro. It is for sure that the British government can’t make a decision, which will bring more unemployment, nor abandon its advantage in this aspect. If entering into euro zone means there will be more unemployed people idling in its labor market, the British government will definitely stop its course of accession and keep outside.

Table 5.2 Comparison on Annual Unemployment Rate
	
	United Kingdom
	France
	Germany
	Italy
	Netherlands
	Euro Area

	1999
	4.200
	11.700
	11.675
	10.950
	3.117
	9.358

	2000
	3.642
	9.542
	10.650
	10.150
	3.800
	8.367

	2001
	3.217
	11.900
	10.358
	9.100
	3.400
	8.017

	2002
	3.092
	11.600
	10.858
	8.600
	4.100
	8.292

	2003
	3.050
	12.300
	11.675
	8.450
	5.383
	8.842

	2004
	2.792
	N/A
	11.708
	8.050
	6.492
	8.892

	2005
	2.800
	N/A
	12.900
	7.7

	6.517
	8.550


Data Sources: http://ifs.apdi.net. 
Graph 5.2 Comparison on Annual Unemployment Rate
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5.3 Comparison on Interest Rate
When comparing the official interest rates in the United Kingdom and the euro area, we can find quite large distinctions. In the initial years of euro’s birth, the annual average of interest rate published by the Bank of England was even high up to 6% (see the Bank of England website). But it dropped dramatically. In the year of 2003, the annual average of the official interest rate was lower less than 4% for quite a long time. Last year, the nominal interest rate in the UK increased again, and its annual average was above 4.5%, which enhanced the economy of Britain as well as the confidence of the British. On the other hand, we find comparatively low interest rate in euro area. From 1999 to 2001, the annual official rates are relatively higher than those in following years. In the year 2000 it once had its highest deposit interest rate, 3.75% (see the European Central Bank website). However, since then the interest rate in euro area was around a lower level. In the successive two years, 2003 and 2004, the annual deposit rates are both 1%. Till last year the official interest rates became increasing again.
It is obvious that higher interest rate will boost the national saving while decrease the investment activities. The intention of The United Kingdom is to advance its national income; while to euro, it is perfect timing to strengthen its value. Lower deposit rate will increase its value and make euro more stable than before. What’s more, low interest rate can stimulate the investment activities from its euro members and non-euro partners. The increasing investment activities will definitely bring euro zone more opportunities and profits. 
Under this circumstance, there is indeed some arbitrage with borrowing from the UK and the euro bloc. By using the simple principle of borrowing and lending in uncovered interest rate parity (UIRP) we can see this more clearly. The data used in Table 5.3 are quite authentic so it is easy to find out what the down-to-earth situation is in reality. 
In both strategies, the money available to invest is £1.00. Through a whole year (2005) the net profit of UK strategy is zero, however, it occurs somehow minus in the euro area strategy (all the transaction costs are ignored for convenience). This result is largely because the interest rate in the UK is significantly higher than that in the euro zone. What’s more, the slightly declined pound/euro exchange rate makes the minus of euro area strategy even larger. If the euro keeps strengthening, and the interest rate in Britain maintains at this level, the advantage of British national saving will be less. Meanwhile, as more and more investment projects favor euro area, the British government is getting anxious about that its decreasing share of investment within Europe may have obvious influence on its economy.

	Table 5.3 Uncovered interest rate arbitrage with borrowing

　
	UK strategy
	Euro area strategy

	　
	Action
	Yield
	Action
	Yield

	1 January, 2005
	
	
	
	

	12-month interest rate
	
	4.65%

	
	1.25%


	Position taken
	Borrow short sterling (£1.00)
	£1.00
	Borrow short

sterling (£1.00)
	£1.00

	　
	
	
	Buy € at £0.707
 each
	€1.414

	　
	Place on deposit, i.e. lend
	£1.00
	Place on deposit, i.e. lend
	€1.414

	Position taken
	long sterling 
(£1.00)
	
	long euros 

(€1.414)
	

	Net position during year
	nil
	
	(short £1.00)
	

	　
	(long-short=0)
	
	(long €1.414)
	

	31 December, 2005
	
	
	
	

	　
	Liquidate deposit
	£1.465
	Liquidate deposit
	€1.432

	　
	
	
	Convert back to £
	

	　
	
	
	Sell € At £0.689
 each
	€0.9867

	　
	Repay loan
	£1.465
	Repay loan
	£1.465

	Net profit
	
	£0.00
	
	- €0.478


6. Some Other Reasons Impeding Pound Entering into Euro

6.1 Economic Policy

After the World War II the economy in Britain suffered from a disastrous decline. UK even borrowed loan from the US to overcome some economic crises once. However, the large-scale privatizing national economy in 1980s was a miracle drug, which made British economy strengthen increasingly. Recent years, the economy tendency in Britain is quite enviable, proving the current free market economy mechanism fits the actual situation in Britain fairly well. 
Once UK joins the euro zone, it will follow the economic policies come form euro bloc for sure, including monetary policy. To any country, monetary policy is fundamental. Carrying out the same monetary policy in a union requires the convergent economic policy of each member country. Though most of the euro countries think Britain’s accession won’t affect the cohesion and coordination inside euro area, it is evident that the business cycle in Britain is not so consistent with other European continental countries’ (Garnier, 2004). What’s more, there are huge differences on economic policies between the UK and euro zone countries. If Britain enters untimely, there will be more volatility within the euro zone. Therefore, rather than taking some sudden action, the British government would like to keep a distance away from euro zone for now. 

6.2 Sovereignty of Currency

Usually Currency can represent the sovereignty of a nation. Strong payable capability shows the national power and the competitiveness of a country, as well as the high international prestige. As the currency of the Britain, pound has acted as a main payment instrument in international trade since modern capitalism civilization rose up. Before being taken from the dominant place by dollar in 1950s, pound had kept the unshakable position in the world financial market. This demonstrates mighty national power and the higher international prestige of the United Kingdom. Furthermore, the relationship between pound and the rise and fall of Britain is close. If the UK enters into euro zone, all the British have to use euro instead of their favorite royal pound. This kind of change not only implies that the United Kingdom will lose its monetary independence, also touches the long-term “Pound Love Knot” in Britain history. Some people even said abandoning pound is a sort of betrayal to their ancestors, who protected pound all their lives. Thus, this popular antipathy sentiment builds an invisible wall for Britain joining the euro land.

6.3 Integration

The United Kingdom hopes to seek an integration of cooperation within EU members, but not to build the super-national federal integration. However, euro is just the main representation of the latter one. The British value sovereignty and autocephaly very much. In their mind any international campaign should be based on protecting its own sovereignty. Thus the British worry EU may become a centralized “super federal nation”, or a “United States of Europe”. As two core members in EU, France and Germany play significant parts in driving various kinds of movements. If the euro bloc is going to be a “United States of Europe”, it challenges the hegemony of France and Germany in the first place (Garnier, 2004). These two countries took quite positive attitude when they joined the euro zone. Unlike French franc, British pound is always a powerful currency in the global financial market. On the other hand, being differed from Germany, Britain owns its sovereignty at all times. More over, Britain has got the world financial centre, London. It is apparent that the United Kingdom won’t be in a higher position than France and Germany, even if it joins now. So whether it is worthy of accession to the euro land needs the British think about carefully. 

6.4 Transferred Financial Centre

As one of the world’s financial centers, London is always the focus of capital. Such an important role has brought UK countless benefits. Further more, as the pound issuer country Britain also gains a lot from the balance of payments. By issuing pounds itself, Britain can import products freely, without worrying about the reduction of pound. 

But now, Britain has to face a serious problem: its proud financial center will be degraded. Except for the factor of self-esteem, the potential losses are the underlying reason for Britain to argue against European integration. The result of European integration must make the financial center transfer from London to European continent. In addition, the single currency plan in Europe is aiming at using the same currency in all the member countries. By doing this, not only can euro members eliminate the exchange rate risk in cross-border trade and investment forever, also the cost of conversion in transactions will be reduced to zero. But banks will lose a lot due to the reduction of exchange. It is well known that London is the largest exchange center in Europe. Using single currency will make London lose immeasurable billions of pounds income annually. Meanwhile, some investment funds will adjust the portfolios of stocks in British stock market, which will lead about two trillion euros capital flowing out. If all these things happen, both economic growth rate and employment situation in Britain would be severely influenced without any doubt. 
7. The Promising Future for Britain Entry Euro Zone

Although there are some obvious disadvantages for the UK entering into the euro zone, we can still find out several reasons for its entrance. In the first place, Britain is a European country, though not a European continental country. The famous England Channel separates Britain from European continent, which also shapes Britain its own unique culture. The British have always got a rooted mind that they estrange from European continent. It is not only because of the geographical separation. In fact, it is an emotional separation, which doesn't match what happens within the European continental countries. Politically, if Britain dissociates itself from euro zone for a long time, its international space will become smaller. What followed is its decreasing diplomacy position. It is indubitable that entering into euro area will upgrade its positions in political and economic fields in Europe. British Prime Minister Blair is eager to bring the leadership of Britain into play by joining the euro zone, as to fight against the US dollar.
On the other hand, countries inside euro zone are more determined to urge Britain joining them. First of all, those so-called powerful countries, such as Germany and France, have deeply realized there are some predicaments in euro zone. There is huge potential cost of fiscal harmonization within euro area; and the tax burden is heavy in euro countries (Garnier, 2004). The inside of euro bloc is not as glorious as its surface. Comparatively, recent years the economy in Britain is much steady and promising. Drawing pound into euro will definitely enhance the competitiveness of euro. Besides, compared with other euro countries, the United Kingdom relies less on the import of petroleum. Once Britain joins the euro zone the anti-risk capability of euro will be strengthened when facing oil crises. 
8. Conclusion

It is quite complicated to say whether the United Kingdom will join the euro zone. Once it happens, the accession of the UK will bring great impact to the current pattern within euro area. Therefore, before its required conditions become fully mature, it is better and wiser for Britain being outside the euro bloc. As the important subjective criteria, the five economic tests are considerably reasonable excuses for Britain standing outside the euro zone. 

But looking from long-range angle, Britain can’t dissociate from euro zone forever. Both politicians and the British believe that Britain will enter into euro zone eventually. The polls show that most residents think Britain should join the euro zone within ten years. They have several points to support this idea. First, in its long-term strategy, Britain is always seeking for its leadership in Europe. Dissociating from euro land will absolutely constraint its voice on some big events. Although the institutional and policy framework of euro zone is quite weak now, it will be completed and improved for sure. In addition, there are some other influences on Britain because it is outside of the euro zone. Since euro launched in 1999 the intra-trade in Germany and France was increasing annually. However, at the same time Britain was on its slide way. More over, many multinationals said if the UK couldn’t ensure its exact entry timing they would transfer their investments, which were in Britain, to the euro countries. 

From the analyses of this paper, we can see that although the competitiveness of Britain is weaker than some major euro countries, such as France and Germany, the living condition in UK is much better, which is guaranteed by its lower unemployment rate. What’s more, the accumulation of its national saving can boost the competitiveness of Britain as well. How to access to euro bloc while keep its current status may be the problem of Britain. If it is dealt inappropriately, UK will lose a lot, at the cost of losing the sovereignty of its currency, and the world financial centre being transferred, etc.
In sum, we can see a large probability for the United Kingdom to join the euro zone finally. However, before that there is a long way for Britain to go. Its perfect and optimum entry timing will be largely determined by the trend of pound/euro exchange rate, as well as the similar economic cycle with euro area.  
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� The data are officially named annual growth in percentage of GDP deflator, which are the same as annual inflation rates in values.


� The italic means this data is new or is changed since previous issue of publication; it does not indicate changes in dimension, unit, decimal, or the addition of countries to.


� Here we use annual average of official Bank of England rate instead of 12-month interest rate. Data sources: � HYPERLINK "http://www.bankofengland" ��www.bankofengland�.co.uk.


� Data sources: � HYPERLINK "http://europa.eu.int" ��http://europa.eu.int�.


� Due to the New Year the exchange rate used here is that on January 3, 2005. Data sources: � HYPERLINK "http://www.x-rates.com" ��http://www.x-rates.com�.


� The exchange rate used here is on the December 30, 2005. Data sources: http://www.x-rates.com.
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