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ABSTRACT

The Euro as an International Currency:
Explaining Puzzling First Evidence*

This Paper presents evidence that the bid-ask spreads in euro rates increased
relative to the corresponding bid-ask spreads in the German mark (DM) prior
to the currency union. This comes with a decrease in transaction volume in
the euro rates relative to the previous DM rates. The starkest example is the
DM(euro)/yen rate in which the spread has risen by almost two-thirds while
the volume has almost halved. We propose a microstructure theory for a
system of multiple exchange rates in which spreads are endogenously
determined. It is argued that the elimination of cross rates due to the
introduction of the euro reduced the intra-temporal risk-sharing capacity of the
multicurrency dealership market. A second explanation for the increase in the
euro bid-ask spreads and the relative euro volume loss is based on an
increase in the information content of order flow in euro rates relative to
previous DM rates.
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NON-TECHNICAL SUMMARY

This Paper asks whether there is any evidence that the euro is about to
challenge the dollar’s position as an international currency. It might be
expected that the consolidation of liquidity into the euro would make the
trading volume of the new external euro currency pairs at least as important
as the legacy German mark (DM) pairs. We might also expect that the
increased liquidity of the euro means that its bid-ask spreads would have
narrowed relative to those of the DM. Lower transaction costs would make the
euro attractive as a vehicle currency.

Two data sets are used to examine early trends in euro spreads and trading
volume. Spread data is presented from the Reuters indicative quotes system
for euro spreads during 1999 against the dollar, sterling and yen. These are
compared to the corresponding spreads in the legacy DM rates for 1998. The
euro is characterized by higher transaction costs in these three markets.
Indicative spreads increased by 40%, 62% and 195% against the dollar, yen
and sterling respectively. As a control, spreads are also presented for two
non-euro pairs: dollar/yen and dollar/sterling. Spreads have marginally
declined in these two pairs. Trading volume data is presented from Electronic
Broking Services which brokes up to 20% of the world foreign exchange
market. Average daily volumes for the euro for 1999 are lower in its dollar, yen
and swiss franc pairs by comparison with the volumes for the corresponding
legacy DM rates for 1998. Euro/dollar volume is 9% below DM/dollar
business. This is particularly surprising in view of the fact that trading volume
between the dollar and legacy currencies other than the DM was almost as
large as DM/dollar volume in 1998. The volume of yen/euro trade is 44%
lower than yen/DM business while Swiss franc/euro volume is 25% down on
Swiss franc/DM trading volume. Again as a control, trading volume data is
also presented for two non-euro pairs: dollar/yen and dollar/Swiss franc.
These show stable and increasing trading volumes, respectively.

The stylized facts on spreads and volumes are contrary to expectations. A
number of simple explanations are examined. The volatility hypothesis
suggests that the rise in euro spreads and associated decline in euro volumes
comes from increased volatility. However there is no evidence of a sustained
volatility increase, which is peculiar to the euro. The competition hypothesis
attributes the rise in spreads to reduced competition among market makers.
This is implausible because any decline in competition would affect all
spreads and not just euro spreads. Finally, the tick-size hypothesis interprets
the spread increase as arising from a new institutional feature of the foreign
exchange market. The legacy dollar/DM rate was quoted in DMs while the
euro/dollar rate is quoted in dollars. The unit of measurement of the former
method of quotation meant that the common quote tick size (pip) amounted to
a smaller percentage value than under the new system. This argument relies



on a value illusion since traders are free to change quote tick size. In any
event, it cannot be applied to DM/yen and euro/yen where there has been no
change in the quoting convention.

Two new explanations are offered which are consistent with the stylized facts.
First, inventory-holding costs may have increased because the currency union
is characterized by less efficient intra-temporal risk sharing than the system of
multiple cross rates which it replaced. This explanation for the increase in the
euro spreads is based on the idea that a competitive inter-dealer market with
many cross rates provides better opportunities for a diffusion of excess
balances among foreign exchange market makers. A dealer who is for
example hit by partially informative excess supply in the DM/dollar rate might
offset these imbalances by hedging positions in the DM/French franc rate and
the dollar/French franc rate. Such cross-currency hedging depends of course
on the existence of these multiple cross rates. Cross-hedging opportunities in
various bilateral dollar markets with legacy currencies other than the DM
appear to have been an important element of the pre-euro market structure. A
notable feature of these markets was the very high proportion (86%) of the
trading volume that took the form of outright forwards and swaps. The loss of
this hedging opportunity implies increased inventory risk in euro pairs vis a vis
the external pairs of the legacy currencies such as the DM. This implies higher
spreads and consequently lower volume for euro pairs.

A second explanation for the euro spread increase focuses on information
costs. We argue that the dollar/DM, DM/yen and other external spreads of the
DM were particularly low because liquidity providers in these rates profited
from the absorption of relatively less informative imbalances in other intra-
European cross rates. The external rates of the euro no longer benefit from
the spillover from uninformed intra-European order flow. This again implies
lower volume and higher spreads for euro pairs.

The advent of the euro raised the expectation that this new currency would
establish itself as a vehicle currency of greater global importance than its
predecessor, the DM. Such beliefs were grounded in the belief that a currency
union is a simple consolidation of the financial liquidity of the members.
Spreads in the euro rates could therefore be expected to decrease and
volume to increase. Our evidence suggests that the contrary took place. The
existence of many currencies helped traders to diffuse undesired excess
balances. This allowed for better risk sharing and required lower equilibrium
spreads. We also suggest that the pre-eminent role of the DM as Europe’s
vehicle currency may have been partly induced by relatively uninformative
order flow spillovers from other intra-European currency rates.
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frpshwlwru lq wkh eurnhuhg lqwhughdohu pdunhw/ Uhxwhuv Ghdolqj 5333051 Jrrgkduw hw do1 kdyh ghwdlohg lqirupdwlrq iurp
wkdw vrxufh rq mxvw rqh gd|*v wudglqj1 Sd|qh kdv vlplodu lqirupdwlrq iru d �yh gd| shulrg1 Jrrgkduw hw do1 vxjjhvw
wkdw eurnhuhg lqwhughdohu pdunhw vhjphqw lv d uhdvrqdeoh sur{| iru wrwdo vsrw yroxph1 Wkh prvw uholdeoh vrxufh rq
wudqvdfwlrqv yroxph lv wkh vxuyh| fduulhg rxw e| wkh Edqn iru Lqwhuqdwlrqdo Vhwwohphqwv1 Krzhyhu/ wklv gdwd lv rqo|
dydlodeoh iru d vlqjoh prqwk rq d wulhqqldo edvlv1 Lq frqfoxvlrq wkh HEV gdwd lv dv jrrg d slfwxuh ri iruh{ yroxphv dv
zh duh olnho| wr rewdlq iru wkh 4<<;0<< shulrg wkdw zh duh h{dplqlqj1
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Vwhuolqj2Groodu/ MS\2GHP0HXU iru \hq2GP dqg \hq2Hxur/ JES2GHP0HXU iru Vwhuolqj2GP dqg Vwhuolqj2Hxur dqg
FKI2GHP0HXU iru Vzlvv Iudqf2GP dqg Vzlvv Iudqf2Hxur1

<Vsuhdg gdwd glvsod|v qrwlfhdeoh lqwud0gd| dqg gd| ri wkh zhhn vhdvrqdolw| dv srlqwhg rxw e| Kxdqj dqg Pdvfxolv
+4<<<,1 Ehiruh whvwlqj/ wkh gdwd zdv �uvw �owhuhg wr uhpryh wkh vhdvrqdolwlhv1

43Kduwpdqq dqg Ghwnhq +5333, dovr uhsruw uhvxowv rq suh dqg srvw Hxur vsuhdgv1 Wkhlu hylghqfh iurp Uhxwhuv lv
txdolwdwlyho| vlplodu wr rxuv1 Wkh| dovr uhsruw gdwd iurp Eorrpehuj1 Erwk dsshdu wr eh gudzq rqo| iurp hqg ri wkh
gd| txrwhv1 Ehfdxvh ri lqwud0gd| vhdvrqdolw|/ zh glvfdug wklv gdwd ehfdxvh ri lwv orzhu vdpsolqj iuhtxhqf|1 Dovr/ zh duh
xqdeoh wr �qg dq| hydoxdwlrq ri wkh Eorrpehuj gdwd lq wkh olwhudwxuh1
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53Wudghuv jhqhudoo| kdyh dq lqfhqwlyh wr khgjh pruh wkdq 83 shufhqw ri wkhlu lqirupdwlyh h{fhvv edodqfhv dv orqj

dv wkh vsuhdgv r�� dqg r�� gr qrw dgmxvw/ zklfk wkh| zrxog ri frxuvh dv wudghu �� ryhuh{sorlwv wkh lqirupdwlrq
vljqdo lq klv h{fhvv ghpdqg1 Zh devwudfw iurp wklv glphqvlrq ri vsuhdg dgmxvwphqw surfhvv e| olplwlqj wkh khgjlqj
srvvlelolwlhv wr 83 shufhqw ri wkh h{fhvv edodqfhv1 Wklv kdsshqv wr frlqflgh zlwk wkh rswlpdo ohyho ri lqwhuwudghu ulvn
vkdulqj1 Exw rwkhu vxerswlpdo lqwhuwudghu ulvn vkdulqj rxwfrphv vwloo vxssruw rxu frqfoxvlrqv dv orqj dv dw ohdvw vrph
pdujlqdo lpsuryhphqw lq lqwhuwudghu ulvn vkdulqj lv dfklhyhg wkurxjk wkh h{lvwdqfh +ru rqo| lpsuryhphqw, ri wkh furvv
khgjlqj rssruwxqlw|1 Iru d pruh hoderudwh wkhruhwlfdo dqdo|vlv vhh Ylvzdqdwkdq dqg Zdqj +5333,1

54Wkh xwlolw| ixqfwlrq ri wkh pdunhw pdnhuv lv d �Vhowhq xwlolw|� gh�qhg lq wkh �uvw dqg vhfrqg prphqw ri sur�wv1
Vlqfh wkh rughu0 rz vkrfnv lq wkh prgho duh wkh surgxfw ri d elqrpldo dqg qrupdo udqgrp yduldeoh/ wkh irupxodwlrq
grhv qrw uhgxfh wr FDUD suhihuhqfhv1
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55Zh frxog dovr dvvxph wkdw wkh wzr wudghuv lq �� fdq vwloo vkduh wkhlu lqyhqwru| ulvn1 Exw vlqfh wkh| duh rqo| wzr
wudghuv +lqvwhdg ri wkuhh dv ehiruh, vsuhdgv zrxog vwloo eh kljkhu1 Lq wklv fdvh wkh vsuhdg lqfuhdvh zrxog qrw eh h{sodlqhg
e| lqfuhdvhg pdunhw wudqvsduhqf|/ exw e| d ghfuhdvh lq wkh ulvn vkdulqj fdsdflw| ri wkh pdunhw1
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Figure 1. USD/JPY Monthly Average Bid-Ask Spread and EBS US$ Volume

Figure 2. GBP/USD Monthly Average Bid-Ask Spread
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Figure 3. USD/DEM-EUR Monthly Average Bid-Ask Spread and EBS US$ Volume

Figure 4. JPY/DEM-EUR Monthly Average Bid-Ask Spread and EBS US$ Volume
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Figure 5. DEM-EUR/GBP Monthly Average Bid-Ask Spread

Figure 6. USD/CHF Average Daily EBS US$ Volume Each Month
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Figure 7. CHF/DEM-EUR Average Daily EBS US$ Volume Each Month

Figure 8. Volatility of DEM (EUR) Currencies against USD, JPY and GBP
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Figure 9. External Equilibrium Currency Spread for a Currency Union
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