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Executive Summary 

This thesis provides an overview of the diversity-challenge the European Economic and Monetary Union 

(EMU) faces, as it illuminates how major sources of diversity create costs in the EMU. Thereby, the thesis 

consults different strands of literature and gathers the gained insights around the focal point of costly im-

pacts of diversity in the EMU. Specifically, the thesis does the following: 
 

- It summarises the European integration history in order to provide an overview of what the EMU is. 

Thereby, it is shown that the EMU wanted to prevent macroeconomic imbalances from its outset, but, as 

at the latest the current debt crisis has revealed, has failed in this undertaking so far. It is described that 

the EU and the EMU reacted to the disastrous situation and launched the Macroeconomic Imbalance 

Procedure (MIP), as a new and more comprehensive attempt to govern its members’ economic policy 

effectively. While the MIP’s set-up is promising, its enforcement remains the awkward part.  
 

- It reviews the Optimum Currency Area (OCA) literature, which examines the feasibility of a single cur-

rency. Thereby, diversity makes itself felt through asymmetric economic developments which need to be 

handled. The literature review is supplemented with current data allowing a judgement of the EMU and 

the EU’s current performance on major OCA criteria. This overview depicts a mixed picture. While EU 

economies have developed quite symmetrically, on average, redistributive forces as well as the adjust-

ment allowing labour market are not sufficiently developed.  
 

- It reveals that the analysis of diversity in the EMU often focuses on economics only, unjustifiably ne-

glecting social and political factors. The thesis then tables population diversity as another important 

facet of diversity shaping the EMU and develops an analytical approach to test and discuss its impacts 

on the EMU. Thereby, it merges two widely accepted points into one hypothesis. Specifically, the 

statement that the EMU requires popular support in order to survive and prosper is combined with the 

diversity-means-cost-paradigm, known from the economic analysis of the EMU. The resulting hypothe-

sis that population diversity impedes the formation of a cohesive and supportive population is tested and 

elaborated in turn. Thereby, population diversity is separated and discussed along the two well-

established strands of literature on economic inequality and ethnic heterogeneity. The analysis results in 

two main findings. First, ethnic diversity has an inherent risk to impact a society negatively, but it can be 

addressed and controlled with a mindset based on multiculturalism. One important step towards such a 

mindset in Europe is the creation of a shared European identity, which is necessarily based on a multi-

national understanding. Second, economic inequality matters. Consequently, the creation of equal op-

portunities for everybody should be on every politician’s agenda. With its regional policy the EU has 

chosen the right direction, but it needs more resources to pursue the chosen way with the necessary con-

viction. Finding the appropriate way to mange population diversity in Europe is concluded to be a cru-

cial future task of the EU, the EMU and of the academics. 
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Introduction 

“United in diversity” has been the European Union’s (EU) motto since 2000 (EU, 2012a). At the same 

time, Baldwin and Wyplosz (2012: chapter 15) state clearly that in a Common Currency Area (CCA) di-

versity means costs, a hurdle which needs to be overtaken to make the undertaking of a single currency to 

a success. Therefore, the question arises whether in terms of its Economic and Monetary Union (EMU) the 

EU’s motto is feasible or a contradiction in itself? 

 

It would be great, if a Master Thesis of about 80 pages were finally able to answer the question whether 

the EMU is too diverse too succeed or not. But, in which cases is a CCA too diverse? We have a common 

understanding of what is more similar or what is rather diverse, but we lack a scale which allows a judge-

ment whether the EMU is too diverse to succeed or not. This paper can neither provide such an ultimate 

judgment. It cannot answer the question whether in terms of the EMU the EU’s motto is a contradiction in 

itself or not – this is something that probably only the future can do. However, this thesis can provide an 

understanding for the diversity-challenge the EMU faces, as it illuminates how multilayered the impacts of 

diversity in the EMU are. Thereby, it is undisputed, and probably at the heart of the EU’s motto, that di-

versity has positive impacts on the EMU and the EU overall as well, but these aspects are out of the scope 

of this thesis. This thesis focuses on the costs of some facets of diversity in the EMU.  

 

So, the thesis is about the EMU and it is about to costs of diversity, but it does not examine the rampant 

debt crisis that occupies the EMU these days – or at least not directly. Obviously, the crisis is an issue, 

first, as an example of existing diversities within the EMU and second, since it affects the future function-

ing of the EMU and thus probably also the handling of diversity. However, it is too early to judge these 

effects. Instead, the thesis takes a step back and looks from different angles in how far diversity means 

costs to the EMU. 

 

The European debt crisis, however, plays another crucial role in this thesis, since it awakened my interest 

in the EMU and the European integration process in general and motivated me to devote my Master thesis 

to this field of study. I see it as a privilege to get the chance to spend about half a year with a matter I am 

highly interested in. Personally, I want to use this chance to get a better understanding of the EMU, its 

challenges and the European integration process overall. Thereby, I am convinced that diversity is one of 

the EMU’s main, if not its major, challenge. Regarding the thesis itself, I have the general ambition to 

produce a readable and accessible piece of paper for everybody who shares my interest in this field of 

study. Specifically, I want to provide an overview of how pronounced and multilayered the impacts of 

diversity in the EMU are and derive some implications to tackle them. 
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With this starting position, the thesis proceeds in the following way: first, the modern European integra-

tion history is reviewed in Part I in order to provide an understanding for what the EMU is. Chapter 5 

thereby reveals a first facet of diversity in the EMU, as it discusses the EMU's relation to macroeconomic 

imbalances. Afterwards, Part II is devoted to the Optimum Currency Area (OCA) literature, which is the 

well established theory balancing the cost and benefits of a single currency. The reasoning underlying the 

OCA-theory is explained and applied to the European case. It is shown that in the OCA-theory diversity 

makes itself felt in the form of asymmetric economic developments which need to be handled. Subse-

quently, it is realised in Part III that the assessment of diversity in the EMU often stops here and focuses 

solely on economics, neglecting social and political factors. Therefore, Part III first derives and then im-

plements an approach to examine population diversity and its impacts in the EMU. This analysis is fol-

lowed by a discussion of its implications for the future of the EMU and the EU overall as well as of the 

OCA-theory. Finally, the conclusion summarises.  
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Part I REVIEW OF THE PAST 

This thesis examines facets of the diversity-challenge the EMU faces nowadays, and derives possible im-

plications for its future in turn. In order to be able to do that, it is inevitable to have a sense of where the 

EMU comes from. Therefore, this part provides a condensed review of the history of European integration 

in which the EMU plays an important part. Having a clear understanding of the historical context of the 

EMU is also particularly important in these days, when much is written about the EMU, its current diffi-

culties and uncertain future. After all, it is vital to understand that the EMU is only one, though an impor-

tant, brick in the construction of European integration.  

 

The part proceeds by introducing some of the theory and vocabulary related to European integration be-

fore delineating its history subsequently. The theoretical part describes relevant terms and expressions and 

shall also provide a red line through the outline of the history that follows. After three chapters of pure 

history review, chapter 5 combines historical aspects with the depiction of a first facet of costly impacts of 

diversity in the EMU, as it discusses macroeconomic imbalances.  

1 The 1 x 1 of European Integration Theory 

The objective of this chapter is not a comprehensive overview of the theories on European integration, but 

to introduce the theoretical background to some focal points in its history. By doing so, the sub-chapter 

shall serve as a useful guidance through the historical review that follows. 

 

What is European integration? 

The Oxford dictionary of contemporary World History (2008) defines European integration as “the forma-

tion of European states into the world’s closest regional association, which has assumed many of the 

characteristics of statehood.” While formation implies a course of actions, Rosamond (2002: 37) adds that 

the term integration is used with different interpretations. Some see it as an outcome, an endpoint and 

others see it as a process with or without a clear final interest. In this paper European integration is seen as 

a multifaceted process of different steps with the final objective of a single European state. In a vivid in-

terpretation of this definition one can see European integration as a train on its way towards the final des-

tination of a single European state. As we shall see subsequently this journey has been earmarked by sev-

eral milestones, slow-downs, re-accelerations and much more. The train is still on its way and only the 

future will show whether it once reaches its final destination. This metaphor of a European Integration 

Train (EIT) will accompany and guide us through the review of European integration history that follows 

in the next chapters (cf. Box 2). 
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Asking more specifically what European integration concerns, it gets tricky, as the versatility of the term 

integration is so immense that it is hard to get a comprehensive and structured overview of its applications 

in the European context. At this point, an early contribution by Balassa (1961) is often used as guidance. 

Balassa (1961) separated different schemes of integration, based on the absence of discrimination in dif-

ferent areas. These different schemes and the features which differentiate them are depicted in Box 1. 

 

Box 1: A possible classification of integration schemes 

The term integration is multifaceted and can be applied in various contexts. This impedes a structured and compre-

hensive overview of what integration means in economic and political science. As a possible guidance, the follow-

ing table depicts the classification of integration schemes suggested by Balassa (1961).  

 

Balassa (1961) defined five schemes of integration, characterised by varying features. The more advanced integra-

tion is, the more features are present, the lower is the discrimination among the involved units. In a personal e-mail 

Ettore Dorrucci from the ECB (see Appendix I) describes very insightful that the first three stages of Balassa’s 

classification are well defined and stationary, while the separation between economic union and total economic 

integration is not straightforward and dynamic in nature. Another point Dorrucci raises is also highlighted by el-

Agraa (2007a). Both emphasise that the described stages do not need to follow one another in practice. Elements of 

each form can be and have been introduced in its own right.  

 

Instead of Balassa’s Complete Economic Integration, the term “Political Integration” is also often used (see for 

example el-Agraa, 2007a). As examples for further policies Balassa (1961: 6) names monetary, fiscal and social 

policies, among others.  

 

More elaborations on integration schemes in general and Balassa’s corresponding suggestion in particular can be 

found in Dorrucci’s e-Mail in Appendix I as well as in Mongelli (2008). 

 

Source: Own depiction, adopted from el-Agraa (2007a), based on classification by Balassa (1961) 

 



Stefan Urech  Costs of Diversity in the EMU 
 

  9 

A further important characteristic defining European integration is its intended, deliberated element (cf. 

Tinbergen, 1954: 95, cited in Balassa, 1961: 2). This element might be used to differentiate integration 

from globalisation, which describes the mere increasing economic interdependence between countries (el-

Agraa, 2007a: 2). In other, simple words, one needs to work on integration while globalisation just hap-

pens.  

 

While it is impossible to define European Integration in a few lines, these brief theoretical elaborations 

shall suffice as a rough guide for the much more complex European reality. 

 

Which factors shape European integration? 

In accordance with what has just been mentioned a few lines before, Blair (2005: 5) writes that integration 

is neither inevitable nor automatic, but the result of pragmatic decisions of countries. These decisions in 

turn are determined by a dynamic combination of changing external factors, such as economic conditions 

or the global political climate, and the national leaders who have internally the say at the point in time. 

Furthermore, once set up, the design of the institutions governing integration is equally vital for its 

evolvement (Rosamond, 2002: 45). Hence, the three main factors shaping European integration sum up to 

external factors, national leaders and institutions. In an analogy to the business world, one might see 

European integration as a company that depends on its environment and the strategic direction set by its 

board, i.e. the current national leaders, while the management, i.e. the institutions, is responsible for the 

implementation of the strategy. 

 

How does Europe integrate? 

Much of how Europe has integrated is reflected in the design of the institutions which have been set up. 

Meunier and McNamara (2007: 3) write that, unlike external factors and the composition of national lead-

ers, the institutional design is rather static and resistant to change. This lasting nature makes the construc-

tion and the amendments of the institutional design particularly important. 

 

The institutions’ design is mainly determined by the decision-making- and the legislative processes (cf. 

Blumer, 2007: 24ff). Thereby, the disputes about the configuration of these two crucial processes are as 

old as the European integration history. Since the very beginning and throughout the entire integration 

process federalists and intergovernmentalists have been arguing about the balance of power between na-

tion-states and supranational institutions. Most rudimentary, federalists aim at a supranational integration 

with a transfer of some part of national sovereignty to a supranational institution, while intergovernmen-

talists want to keep the sovereignty at the national level and aim at mere international cooperation. A more 
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thorough discussion of the ideological differences of the two approaches is, for instance, provided by 

Rosamond (2002). 

 

Why do countries integrate? 

A feature that links federalism and intergovernmentalism brings us to the last point of the 1 x 1 of the 

European integration theory and the basic question why countries pursue integration. Rosamond (2002: 

46) points out that both approaches share the assumption of rational, self-seeking actors. This assumption 

implies that countries do not integrate for the sake of integration, but because it is in their own interest. 

This is also the point of view that Milward (1992) established in his work. Moravcisk (2007: 26) puts it 

that way that countries only pursue integration when national alternatives are exhausted. In more general 

words one might state that countries only pursue integration if they are convinced that it provides a more 

favourable outcome than any national solution. While a final proof of this assumption will be hard to 

achieve, the history of European integration provides some episodes in which corresponding evidence can 

be found. The following chapters feature some of these examples.  

 

To make this point clear, federalists and intergovernmentalists agree on the questions if countries should 

and why countries do integrate but not on the question how this integration shall happen, i.e. through su-

pranational institutions or through inter-state coordination.  

 

After this brief theoretical chapter, the next chapters summarise the actual history of European integration 

since the end of the Second World War. Much has been written and inferred in this filed of study, so that 

the collected works can fill entire libraries. Due to this already extensive literature, and also due to the 

“only” foundation building function of the history part in this thesis, only a selection of milestones is pre-

sented in turn, while several also highly interesting and important parts of the story are left to be discussed 

in pertinent work. As mentioned already, this thesis uses the metaphor of a European Integration Train 

(EIT) to depict the European integration history. The journey of the EIT is shown in Box 2. It serves as a 

summary of and as a guide through the next chapters at the same time.  
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Box 2: The modern history of European integration 

 

This graphic depicts and summarises the modern history of European Integration in the form of a journey by the European 

Integration Train (EIT). 

 

The EIT started its journey at the end of the Second World War, has passed several milestones since then and is now ap-

proaching a switch, hoping to find the right way to go. The final destination of the EIT is a single European state, but no-

body knows yet whether it once reaches this station. 

 

The wagons symbolise the member states which have continually been attached to the composition through time, what has 

lead to an increasing load to be pulled by the EIT. Thereby the wagons show the ISO 3166, Alpha 2 country codes, which 

are used throughout the entire thesis. The iron curtain represents the division of Europe that characterised the second part 

of the 20
th

 century. Soon after the end of the Second World War the central and eastern European states started to travel on 

another track until 2004, when the tracks rejoined and another, massive, wagon was attached to the EIT. 

 

  

The different signs represent the milestones of the modern history of European integration. Their positions on the timeline 

specify when they were passed and their heights indicate the chapter in which they are discussed. Thereby, the European 

Coal and Steal Community (ECSC), the Treaty of Rome, the Luxembourg Compromise and the Single European Act 

(SEA) are summarised in chapter 2 on the way to a single market. The Werner Report, the European Monetary System 

(EMS) and the Maastricht Treaty are the milestones which were passed on the way to EMU and are discussed in chapter 

3. The story culminating in the enlargement unifying western and eastern Europe is the topic of chapter 4. Chapter 5, 

finally, completes the review of the past by a discussion of circumstances which indicate that the EIT has lost speed in 

recent past, i.e. that the integration process has stalled.  

 

Source: own depiction 
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2 The Way to the Single Market 

There have been thoughts and attempts to integrate Europe long and short before the end of the Second 

World War, but the story of European integration, as it is understood today, eventually begins in 1945 

(Unwin, 2002: 3). While initial attempts to organise Europe post-World War Two spanned the entire 

European map, the emerging cold war made soon clear that for more than the next four decades it would 

only be a story about Western European integration. (Blumer, 2007: 10). 

 

In the time after the Second World War several internal and external factors favoured integration efforts. 

Internally, it was widely believed that peace requires a European framework, since another war had made 

people to lose trust in nation states and in the prevailing system (Unwin, 2002: 3). Furthermore, the eco-

nomic situation was dire. These two factors fuelled communistic movements around Europe and made the 

USA to a powerful external power supporting European integration. The USA was convinced that only an 

economically stronger and more unified Europe was a useful bulwark against the threat of communism 

(Blumer, 2007: 8). The economic success of the resulting Marshall-Plan is well known. However, also in 

terms of integration the Marshall-Plan was successful, as the Organisation for European Economic Coop-

eration (OEEC),
 1

 which was created to coordinate the US-aid, can be seen as some kind of a first cross-

country promoter of economic integration in Western Europe (cf. Baldwin and Wyplosz, 2009: 10).  

 

Soon after the creation of the OEEC an internal integration initiative resulted in the creation of the Council 

of Europe in 1949, which should provide a discussion-platform for its member states.
2
 Its “extremely 

broad and vague remit of discussion”, however, made the Council of Europe to remain of minor relevance 

for the European integration process (Blair, 2005: 16). Unwin (2002: 4) points out that the OEEC as well 

as the Council of Europe represented a victory for those who favoured cooperation to supranationalism, as 

both were intergovernmentalistic (cf. Chapter 1) in nature. However, the first federalist coup was soon to 

follow. 

                                                      

1
 The OEEC is the forerunner of today’s Organisation for Economic Cooperation and Development (OECD). In 

1961, after having overseen the task of reconstruction, the OEEC was transformed in the OECD, an agency no longer 

confined to west-European countries (Blumer, 2007: 11). 

2
 The Council of Europe should not be confused with the European Council, i.e. the meeting of the heads of state or 

government (see later in the text). The Council of Europe still exists today, has 47 member countries and thus covers 

virtually the entire continent (Council of Europe, 2012). Its objectives have shifted in the meantime and are nowa-

days described as follows: “The Council of Europe seeks to develop throughout Europe common and democratic 

principles based on the European Convention on Human Rights and other reference texts on the protection of indi-

viduals.” (Council of Europe, 2012). 
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2.1 The European Coal and Steel Community (ECSC) 

After having experienced an earlier setback in an attempt of an overall integration, 

the federalists shifted to a less far-reaching approach and succeeded in integrating 

the probably most important industry at that point in time, i.e. the coal and steel in-

dustry, with a federal structure in the early 1950s (Blair, 2005: 17). The signing of 

the contract creating the European Coal and Steel Community (ECSC) in 1951 was the result of the 

Schuman plan, inspired by Jean Monnet and promoted by the French foreign Minister, Robert Schumann.
 3
 

The idea of Monnet and the other federalists was that once convinced from the advantages of integration, 

this one sector would be followed by others and eventually culminate in the achievement of the ultimate 

goal of a European political union (Unwin, 2002: 5).  

 

France and Germany launched the ECSC initiative and invited other nations to join. The plan was received 

favourably in four other countries making the ECSC to consist of six members: France, Germany, Bel-

gium, Italy, Luxembourg and the Netherlands. Coming back to one of the points of the 1 x 1 of European 

integration theory, there can be found arguments why it was in each of these countries own interest to join 

the ECSC. For France the ECSC offered a prospect of leadership in Europe and a method to control Ger-

many (Blair, 2005: 3), for Germany as well as Italy membership was a passport back to international re-

spectability (el-Agraa, 2007b: 28) and Belgium, Luxembourg and the Netherlands had already with the 

agreement on the Benelux customs union indicated that they are in favour of integration (Unwin, 2002: 5). 

 

Credit is due to the ECSC as ending one era and as creating the foundation for a new one. On the one 

hand, the ECSC marks a turning point in the Franco-German relationship – two countries, which had spent 

much of the previous century at war with each other (cf. Baldwin and Wyplosz, 2009: 3). While post-

World War One France tried to suppress Germany, the ECSC represented a shift to a tactic of control 

through collaboration (Blair, 2005: 3). On the other hand, the ECSC set up an organisational structure 

marked by a balance of supranational elements and elements accounting for the member countries’ inter-

ests that served as a model for all future developments (Unwin, 2002: 5).  

2.2 The Treaty of Rome 

After the successful implementation of the ECSC attempts to further supranational 

integration were undertaken. While the European Defence Community (EDC) and 

thus also the European Political Community (EPC) initiatives failed, efforts in the 

                                                      

3
 El-Agraa (2007b: 27) provides a one-page summary why Jean Monnet deserves to be referred to as the “father of 

European integration”. 
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economic field proved fruitful. In 1957 the six ECSC member states signed the Treaties of Rome, estab-

lishing the European Economic Community (EEC) as well as the far less important Euratom.
 4
 The centre-

piece of the EEC was the creation of a common market, promising free trade in goods and services, free 

labour mobility and capital market integration (Baldwin and Wyplosz, 2009: 16). Relying on the model of 

the ECSC, the Treaties of Rome established an institutional framework which still builds the core of the 

European Union (EU) nowadays: the European Parliament Assembly, which is the forerunner of the 

European Parliament, the European Court of Justice and the European Commission built the supranational 

components, which were balanced by the Council of Ministers, representing the member states (Baldwin 

and Wyplosz, 2009: 16 and Unwin, 2002: 6).  

 

According to Blair (2005: 25) the federalists hoped that the supranational Commission would act as a driv-

ing force behind European integration, free of the political squabbling of the member states. Despite their 

appointment by the member states, the Commissioners should not represent their national interests, but 

swear an oath of loyalty to the community as a whole. In fact, an active Commission under the lead of 

Walter Hallstein lived up to the federalists’ expectations and was able to complete the establishment of a 

customs union until 1968, one and a half years ahead of schedule (Blair, 2005: 28). Thus, the first decade 

of the EEC, also supported by the favourable economic conditions, proved to be highly successful.  

 

Baldwin and Wyplosz (2009: 16) highlight an interesting feature that has characterised the European eco-

nomic integration process since the creation of the EEC. While so far the OEEC had orchestrated trade 

liberalisation in Europe on a non-discriminatory basis, the EEC created a preferential scheme. Despite this 

discrimination, however, no additional country wanted to join the EEC when it was created, since the deep 

integration based on supranational elements envisaged by the EEC deterred them. Instead, they launched 

with the European Free Trade Area (EFTA) an alternative scheme, based on intergovernmentalist princi-

ples. However, these two schemes not only differed in terms of the type of collaboration but also in terms 

of their economic power, as the EEC was about twice as big as the EFTA at that point in time – in terms of 

size as well as in terms of growth rates (Baldwin and Wyplosz, 2009: 16). These divergences made the 

EEC to the far more attractive club and initiated what Baldwin (1994, 1995, cited in Baldwin and Wy-

plosz, 2009: 18) called the “Domino Theory” of regional integration and what nowadays might be called 

network effect. According to this theory, the mere size of the EEC puts pressure on outsiders to seek entry 

into the group in order to avoid the discrimination created by being an outsider. The entry of new mem-

bers in turn strengthens the club and also the pressure on other outsiders. The UK was the first to react to 

                                                      

4
 In the merger Treaty of 1965 the ECSC, Euratom and EEC were brought into a common institutional format. From 

now on and until the Treaty of Maastricht brought about the European Union, EU, one spoke about the EC, i.e. the 

European Communities (Blair, 2005). 
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the pressure and applied for membership in 1961 (Blair, 2005). However, on its way to EEC membership 

it first had to overcome a major obstacle called Charles de Gaulle.
5
 

2.3 The limping 1970s 

Charles de Gaulle is some kind of a symbol of resistance to federalism and one ma-

jor reason that the first fulminate decade of the EEC’s existence was followed by 

almost twenty rather uninspired years. However, it was not only de Gaulle who 

stood in the way of the federalist ideal of a shift of more and more competencies to a 

supranational level. Somehow, the EEC became a victim of its own success, as Milward (1984, cited in 

Baldwin and Wyplosz, 2009: 21) explains that the outstanding performance of the Western European 

economy in the 1950s and 1960s – to which the evolving economic integration agreed upon in the Treaty 

of Rome contributed its part – restored the confidence of many people in their national governance, thus 

impeding further integration. De Gaulle was at the head of this pro-national movement. His objection of 

supranationalism became most obvious in the mid 1960s when he rejected an extension of the qualified 

majority voting in the Council of Ministers, which was already scheduled in the Treaty of Rome (Unwin, 

2002: 7). De Gaulle’s rejection provoked a crisis which could only be resolved by the Luxembourg com-

promise of 1966, which left supranational majority voting in place, but introduced an intergovermentalist 

handbrake at the same time. Blumer (2007: 16) explains that the Luxembourg Compromise did not have 

the status of EU law, but nevertheless established a convention that on matters of “vital national interest” 

to one or more member states, discussions would continue until consensus was reached. As a result, inte-

gration was subsequently dictated by the most reluctant member state. 

 

In 1969 de Gaulle retired, but his legacy in terms of a weakened supranational movement remained for the 

next couple of years. In this respect, the institutionalisation of the European Council in 1974 provides 

another piece of evidence that the pendulum had swung back towards intergovernmentalism, as in the 

European Council country representatives discuss and decide about the future of Europe, what was previ-

ously a task of the supranational Commission (Blair, 2005: 42ff). The creation of the European Council, 

almost 40 years ago, earmarked the completion of the institutional framework as it is still in place today. 

From that point in time onwards the supranational European Commission and European parliament, which 

was directly elected for the first time in 1979, as well as the European Council and the Council of Europe, 

                                                      

5
 It might not be too bold to claim that some British people would be glad if never all the obstacles on the UK’s way 

towards EEC and EU membership were removed, as the UK is know to be Europe-critical. In these terms, it is an 

amusing anecdote that the British BBC’s (2012) timeline of the EMU crisis starts with the creation of the EMU. 
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representing the interests of the nation states, have governed the EEC and later the EU, assisted by the 

judicative European Court of Justice.  

 

The retirement of the opposing de Gaulle also made the way free for the UK-entry into the EEC. In 1973, 

the accession of Denmark, Ireland and the UK earmarked the first enlargement of the EEC. In the 1980s 

Greece, Portugal and Spain followed. Above that, the 1970s produced several interesting reports and lots 

of internal disputes, but not much that was used to advance European integration. This slow down of the 

EIT is also reflected in the Index of Institutional Integration depicted in Box 3. The next major leap ahead 

came only about in the mid 1980s and had to wait until the dynamic mixture of internal leaders and exter-

nal circumstances matched. 

 

Box 3: Depiction of the integration progress of the EU-6, 1957–2001 

Dorrucci et al. (2002) developed an Institutional Integration Index which allows tracking the development of the 

implementation of political integration decisions of a certain region. Thereby, they assess a region’s performance in 

Balassa’s (1961, see also Box 1) five integration schemes and calibrate an index ranging from 1 to 100 to summa-

rise the results in turn. In his e-mail Dorrucci (see Appendix I) emphasises that the weights assigned to the different 

schemes as well as the definition of what is 100 are dynamic and can be specified according to individual prefer-

ences. The graph below uses the specification defined by Dorrucci et al. (2002), and is reported not because of the 

specific index values, but because of the general pattern it illustrates. The graph depicts the development of Institu-

tional Integration for the original EU-6 between 1957 and 2001. At a glance one spots three phases in the develop-

ment: a first integration wave following the Treaties of Rome, the limping 1970s and a second integration wave 

resulting from the SEA and the TEU (cf. Dorrucci et al., 2002: 9f).  

 

More elaborations on the construction of the index and inferences can be found in Dorrucci et al. (2002). Further-

more, Mongelli, Dorruci and Agur (2005) and Mongelli (2008) provide applications and updates of the index. 
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2.4 The Single European Act (SEA) 

In the 1980s the cloudless sky of the European economy created by the splendid 

development in the 1950s and 1960s had blurred. Blair (2005: 55f) explains that he 

European competitiveness had decreased as a result of protectionist measures with 

which the national states tried to protect their domestic jobs in the economic diffi-

cult1ies of the 1970s – another piece of evidence that nation states pursue their own interests. Thus, while 

the tariff barriers were removed quickly and a customs union achieved before the end of the 1960s, these 

protectionist measures created a forest of non-tariff- or “administrative” barriers, as Mulhearn and Vane 

(2008: 54) call it, which hampered the creation of a common market, envisaged in the Treaty of Rome.  

 

In the mid 1980s the desire to address the issue of a decreasing competitiveness was joined by the resolu-

tion of a long lasting internal dispute about the Community’s budget and the arrival of the dynamic 

Jacques Delors as the new head of the European Commission (Blair, 2005: 50). This combination allowed 

the European integration train to regain speed. Within about two years the Single European Act (SEA) 

was discussed, signed and finally put into force in July 1987. The SEA was the first major revision of the 

Treaty of Rome and launched a vast six-year programme to sort out the obstacles that hindered the free 

movement of goods, services, capital and people (EU, 2012b). However, Baldwin and Wyplosz (2009: 26) 

point out that the SEA not only reinforced the four freedoms, but also implemented important institutional 

amendments. The decision-making logjam created by the Luxembourg Compromise was addressed as it 

was agreed that decisions regarding the SEA would be adopted on the basis of majority voting, what was 

highly important to implement the SEA effectively. Furthermore, the importance of the European Parlia-

ment was increased and the Community’s competence extended in a number of new areas (Blair, 2005: 

59ff). Unwin (2002: 10) concludes appropriately that the SEA brought about another shift in the balance 

of power, this time away from the member states towards the supranational institutions.  

 

The ability to agree on such a major step as the SEA, the framework the SEA was about to construct as 

well as the desire to create a truly single market were factors that encouraged the leaders of the European 

Community at that point in time to tackle another major step in the European integration process which 

had been on the agenda several years before already, i.e. the introduction of a single currency. The way to 

the Treaty of Maastricht, some of its features and a brief outline of the transition period that followed until 

the Euro eventually became reality are discussed in the next sub-chapter. 
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3 The Way to EMU 

As the influential report of the European Commission (1990) “One market, one money“ suggests, there is 

much of interaction between a single market and a single currency. Indeed, many perceived a single cur-

rency as an inevitable component of a truly unified European market.
6
 In this respect, the creation of the 

EMU can be seen as a logical consequence of the SEA and as a next step on the way to a single market. 

However, in the previous chapter we have got to know that a single market was already envisaged in the 

Treaty of Rome. Correspondingly, the political and economic ideas underlying a single European currency 

must also have come up much earlier than the SEA. The following paragraphs review some of the mile-

stones on the way leading to the EMU and what earmarked the transition period between the Maastricht 

Treaty and the effective introduction of the single currency.  

3.1 The Werner Report 

First, it is crucial to realise and to remember that it was the perceived need to stabi-

lise intra-European exchange rates that was at the heart of the long process leading 

to the adoption of one, single currency in a major part of Europe (Baldwin and Wy-

plosz, 2009: 266). Accordingly, Verdun (2007: 195f) states that a monetary union 

was not yet an issue at the time of the Treaty of Rome, since the Bretton Woods system already ensured 

stable exchange rates almost worldwide. However, she also adds that the early successes of the EEC, first 

signs of stress in the Bretton Woods agreement and an active time in the literature on monetary integration 

made a single European currency to a topic of discussions already in the 1960s. Towards the end of the 

decade, when the integration efforts regained speed after the retirement of Charles de Gaulle (cf. chapter 

2.3), these discussions eventually ended in the Werner Report. The Werner Report set out a plan to the 

“realisation by stages of economic and monetary union in the community” until the end of the 1970s 

(Council and Commission of the European Communities, 1970). Its implementation, however, was pre-

vented by the soon to follow complete collapse of the Bretten Woods system (European Commission, 

2006: 5). Subsequently, the EC tried to launch a less far-reaching European system providing stable ex-

change rates by pegging the community’s currency-pairs in close bands to each other and in a wider band 

to the dollar, often referred to as “snake in the tunnel” (Mayes and El-Agraa, 2007: 209). This time how-

ever, it was the first oil crisis and the related turbulences that hindered a truly effective operation as many 

countries left the system soon after its start (Bladen-Hovell, 2007: 250). 

                                                      

6
 In this respect, Niels Thygesen’s remark in an interview recorded in 2006 and published in Mulhearn and Vane 

(2008: 73ff) is highly interesting. Thygesen noted that Europe had one money by then, but he questioned whether it 

also had one, single market at the same time. According to Thygesen monetary integration had not only caught up, 

but also overtaken market integration significantly.  
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3.2 The European Monetary System (EMS) 

Despite the two undermined attempts of the early 1970s, the desire to achieve a con-

dition of more stable exchange rates remained high and was fuelled by the percep-

tion that the high exchange rate variability in the 1970s had had negative effects on 

trade, investment and internal cohesion (EU, 2012c). As a reaction, a second attempt 

to create a truly effective European system of monetary stability was launched in 1979 and the European 

Monetary System (EMS) established. On the one hand, the EMS initiated the European Currency Unit 

(ECU), which was defined as a basket of the currencies of the countries that were members of the EMS 

(de Grauwe, 2009: 118). On the other hand, the EMS launched a scheme, called Exchange Rate Mecha-

nism (ERM), which pegged the currency pairs of the participants in tight bands to each other (de Grauwe, 

2009: 118).  

 

Baldwin and Wyplosz (2009, Chapter 16) provide a really accessible depiction of the functioning and the 

development of the ERM. They explain the original design of the ERM as being characterised by the 

flexibility to renegotiate the pegged central rates, by the mutual support of the defined bands through na-

tional banks and by symmetry, what describes the fact that, other than the Bretton Woods system with the 

US-dollar, the ERM had no central or leading currency. These features also stamped the development of 

the ERM in the years until 1986 in which many realignments occurred in order to account for the inflation 

differences in the involved countries. Starting in 1986 however, things changed as no more realignment 

occurred and as Germany became the leader of the system, because the other EC members started to copy 

the monetary policy of the Bundesbank. By doing so the other ERM-members wanted to import the low 

inflation guaranteed by the impressive track record of the German Bundesbank. While this deviation from 

the initial set-up more than pleased the leader as well as the followers for about six years, it also accounted 

for the crisis that followed thereafter. In 1992 and 1993 the ERM was successfully attacked by specula-

tors. While Baldwin and Wyplosz (2009: 478ff) list many factors which coincided to make such a coup 

possible, it might be worth to highlight two crucial root causes. First, the German unification put a heavy 

financial burden on the back of West-Germany and thus completely changed the situation of the leader in 

the now asymmetric ERM. Second, the plans of a free capital market envisaged in the SEA developed 

well and changed the circumstances in which the ERM operated additionally. Somehow ignorant of these 

developments and blinded by the stability of the previous years, the ERM members did not adapt to these 

changes and hence made the system vulnerable. When the central banks were no longer able or willing to 

withstand the speculative attacks, the fluctuation bands were widened massively, so that the ERM resem-

bled rather a floating rate system than one guaranteeing stability subsequently. Thus, also the third attempt 

to create a European system of monetary stability finally collapsed in reaction to a crisis. This time, how-
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ever, the system lasted a dozen of years and the failure was partly self-inflicted.
7
 Nevertheless, the EMS 

had an important historical function as it served as some kind of a bridge between the US-dollar based 

Bretton Woods system and the EMU (Baldwin and Wyplosz, 2009: 471). Bladen-Hovell (2007: 253) 

agrees as he points out that the apparent stability of the ERM in the late 1980s fed the desire to make fur-

ther progress towards economic and monetary union and thus paved the way towards EMU. De Grauwe 

(1993: 654ff) makes another interesting argument related to the connection between EMS and EMU, as he 

adds that the idea of a collectively decided European monetary policy was attractive to the ERM members 

other than Germany, since they could regain some active influence on their monetary policy, while they 

only passively copied the German Bundesbank’s actions in the late 1980s.
8
 

3.3 The Maastricht Treaty 

By summing up what has been mentioned already, and by adding some additional 

points it becomes obvious that the late 1980s provided the “window of opportunity”, 

how Wyplosz (2006) called it, to re-launch the idea of a single currency. First, the 

composition of internal leaders at that point in time allowed agreements on far 

reaching integration actions – that was proved by the signing and the started implementation of the SEA. 

Second, the decreasing inflation rates in many ERM-countries which copied the monetary policy of the 

German Bundesbank indicated the benefits of a somehow coordinated monetary policy. Third, it prevailed 

the view that the full potential of a single market can only be exploited with a single currency (Mongelli, 

2008: 14). Fourth, it had also occurred a shift in thinking in the theory on monetary policy at that point in 

time. De Grauwe (2009: 75ff) writes in this respect that “Monetarist” views gained more and more support 

at the expense of Keynes’s way of thinking. Among others this implies that the belief started to outweigh 

that relinquishing the national monetary policy is not that costly, because it is ineffective anyway.
9
 In view 

of all these factors there established a growing consensus in the EC about the need to investigate the pos-

sibilities of EMU, what finally resulted in the Delors Report of 1989 (Blair, 2005: 63). The Delors report 

recommended a transition to monetary union in three stages: first, the single market should be completed; 

second, the national monetary policies should be coordinated by a European System of Central Banks and 

third, the exchange rates should be locked, the monetary policy transferred to a newly created European 

                                                      

7
 De Grauwe (2009: Chapter 6) devotes an entire chapter to “the fragility of incomplete monetary unions” and sum-

marises vividly why pegged exchange rate systems have much to do with credibility and are doomed to fail. 

8
 In his paper de Grauwe (1993) states that Germany aimed at a small monetary union at that point in time, in order 

to preserve a predominant position. Sandholtz (1993) further hypothesises that Germany used the approval of the 

creation of the EMU as a sign that it is also committed to the European project after its unification. 

9
 Matthes (2009: 14f) provides an accessible description of the rising belief in monetarist views and rational expecta-

tions as well as how this shift in thinking affected the evaluation of monetary policy as an effective stabilisation tool. 
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Central Bank and finally the single currency introduced (cf. Committee for the Study of Economic and 

Monetary Union, 1989). Not only with the transition in three stages, but in many more aspects the Delors 

Report relied heavily on the Werner Report of the early 1970s (Verdun, 2007: 203).  

 

The Delors report was received favourably and the ensuing discussion culminated in the Treaty of Euro-

pean Union (TEU) signed in Maastricht in December 1991 (Bladen-Howell, 2007: 253). Thereby, the 

agreement of the economically weaker countries needed to be bought by the creation of a Cohesion fund 

which transferred some resources to their economies (Blumer, 2007: 22). While its centrepiece was the 

creation of the EMU, the Treaty also allowed further constitutional adjustments. Among others, the TEU 

extended the application of qualified majority voting further and transformed the EC into the European 

Union, EU, as it is known today (see also footnote 4). Regarding its centrepiece the TEU laid down a 

timetable for the introduction of the Economic and Monetary Union, which was based on the three stages 

set up in the Delors Report. Furthermore, five conditions were defined that prospective members were 

required to satisfy before they could participate in the EMU (Bladen-Howell, 2007: 253). These famous 

Maastricht convergence criteria are listed in Box 4.  

 

Box 4: Maastricht convergence criteria 

When the plan to create an Economic and Monetary Union was designed in Maastricht, it was decided that pro-

spective members had to fulfil certain criteria in order to qualify for entry. The list below summarises these famous 

Maastricht convergence criteria: 

 

1. Inflation rate no more than 1.5 per cent above the average of the three best-performing EU countries. 

2. Long-term interest rates no more than 2 per cent points above the average of the three best-performing EU 

countries. 

3. Exchange rate maintained within the normal bands of the ERM for at least two years immediately prior to 

accession into the monetary union. 

4. Public debt of no more than 60 per cent of GDP. 

5. Budget deficit of no more than 3 per cent of GDP.  

 

Sources: Treaty on European Union, Protocol on excessive debt procedure and Protocol on the convergence crite-

ria referred to in Article 109j of the Treaty establishing the European Community. All documents are available at 

EUR-Lex (2012). 

 

The history of the Maastricht Convergence Criteria is remarkable on several accounts. First, their formula-

tion was criticised, as they focused on nominal, macroeconomic convergence rather than on real, micro-

economic variables suggested by the established and recognised Optimal Currency Area (OCA) theory (cf. 

de Grauwe, 1996 and Part II).
10

 Second, their lax implementation gave again rise to criticism, especially in 

                                                      

10
 On the contrary, the UK, which got an opt-out form the EMU (cf. chapter 5.1), assesses its suitability to join the 

EMU subject to five economic criteria which heavily rely on the OCA-theory (Baldwin and Wyplosz, 2009: 329). 
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retrospect (cf. Board 1 in Appendix II). In any case, eventually all EU members which really wanted to 

become part of the single European currency were waved through. De Grauwe (2009: 156) explains that 

this clearly indicates that the political will to move on at that point in time was that big that the Treaty 

provisions were simply construed as broad as necessary. That is how it came that against all odds, the 

EMU went active on 1999 with the introduction of the Euro as book money and finally at the beginning of 

2002 with the introduction of the Euro bills and coins. However, all the negative side noise shall not dis-

guise what was achieved with the creation of the EMU. The EMU set up the European Central Bank, 

ECB, an institution designed to centralise the monetary policy of all EMU member states. The transfer of 

such a vital part of policy to an independent, supranational institution implies a far-reaching sacrifice of 

national sovereignty. Furthermore, the EMU put in place a new currency for millions of people and 

achieved this historical change without major hiccups. Regarded from this angle, it is undisputable that the 

EMU represents one of the major achievements in the European integration history and is a reality which 

was unthinkable only about 50 years before, when the European countries were fighting against each other 

in the Second Wold War. 

 

Two other aspects related to the introduction of the EMU are interesting to notice. First, Baldwin’s “dom-

ino effect” (cf. chapter 2.2) struck again, as at the beginning of 1995 with Austria, Finland and Sweden 

three other countries joined the EU and completed what is often referred to as the EU-15. Second, the 

world in which the plans for the EMU – and by the way also the ones for the SEA – were set, completely 

differed from the one in which the plans have been implemented (Baldwin and Wyplosz, 2009: 27). The 

fall of the iron curtain and the breakdown of the Soviet system changed the world patterns completely, 

changed the position of Europe in these patterns and affected the European integration process in different 

ways. On the one hand, it is argued that the soon to follow German unification reawakened strong con-

cerns about German power, what in turn enforced the support of many countries for the Maastricht Treaty, 

as a deepening integration was seen as the solution to control this power (Blumer, 2007: 27). On the other 

hand, it is obvious that the breakdown of the Soviet system not only affected the deepening, but also the 

widening of European integration. The following chapter shows how the story of Western European inte-

gration became to one including the entire Europe. 

4 The Way to a Unified Europe 

As it is stated at the beginning of chapter 2 the cold war separated not only the 

world, but also Europe. Similarly, the fall of the iron curtain represents not only a 

turning point in world history, but also in the history of European integration. The 

break down of the Soviet system made it possible to expand the story of European 
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integration from its Western part to the entire area of Europe. The following paragraphs depict this way to 

a unified Europe. 

4.1 Remarkably quick admission 

When the Eastern European countries could start to decide themselves about their future, it soon became 

obvious that they would all seek entrance into the European family. On the one hand, EU assistance could 

be highly supportive in the conversion from a planned to a market economy. On the other hand, Baldwin 

and Wyplosz (2009: 31) explain that the countries saw this approach as the best way to prevent Russian 

influence from regaining strength. The EU, by contrast, was initially not that enthusiastic towards the in-

clusion of countries in such a different condition. It responded to the Eastern requests by agreeing on bi-

lateral free trade agreements, so called Europe agreements, sidestepping the entry question (Baldwin and 

Wyplosz, 2009: 31). However, already in 1993 the European Council held in Copenhagen offered the 

prospect of membership to the countries of Central and Eastern Europe, provided that they lived up to 

certain economic and political standards (Blair, 2005: 74). These accession criteria – also known as Co-

penhagen criteria – are still valid nowadays and require in general: a functioning market economy, a stable 

political system based on democratic principles, the protection of minorities and human rights as well as 

the ability to apply and adhere to EU law and obligations (El-Agraa, 2007b: 34). Baldwin and Wyplosz 

(2009: 32) add that it was also already at this European Council in Copenhagen where the entry was 

scheduled to happen in 2004. Eleven years later in 2004 the EU was really joined by ten new members, 

which were followed by another two countries in 2007, expanding the EU to a group of 27 countries.
11

 

This only became possible because the former Soviet countries had made impressively fast and consider-

able improvements in the transformation of a planned to a market economy, what was also assisted by the 

help provided through the European Agreements (Blair, 2005: 74). Nevertheless, Schadler (2007: 375) 

reminds us that it is not only the sheer number of new countries and people what made this enlargement 

wave so impressive, but also the differences in the economic developments, which were still huge, despite 

all the recent achievements. She adds that many of the new entrants had income levels substantially lower 

than the existing members and that the burden of a legacy of almost fifty years of central planning first 

needed to be overcome. In that sense, the EU-entrance of twelve states in 2004 and 2007 can be seen as 

the end of the formal unification process, while real unification of Europe is still on its way. 

 

                                                      

11
 Although the entire chapter is about the unification of East and West Europe it shall not be forgotten that two of 

the ten states joining the EU in 2004 were Malta and Cyprus and thus Mediterranean or Southern European coun-

tries.  
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When the new EU-members signed the accession Treaty they also committed themselves to enter the 

EMU as soon as they fulfil the Maastricht convergence criteria (Baldwin and Wyplosz, 2009: 513). So far, 

Slovenia, Cyprus, Malta, Slovakia and Estonia succeeded in this undertaking, expanding the EMU to cur-

rently 17 countries. Regarding the judgment of a country’s eligibility to EMU membership de Grauwe 

(2009: 156) makes an interesting observation. He states that although the Maastricht criteria are still the 

same in principle, they are not so in practice. De Grauwe (2009: 156) continues that the political will to 

allow new members in the Eurozone has dramatically weakened and thus the Treaty numbers are suddenly 

used with great precision, while they were not much more than a nuisance in the 1990s. Thus, formally an 

equal treatment of existing and potential new members to the EMU is guaranteed, but in practice this does 

not seem to be the case. In light of the recent development in the Eurozone, it will be interesting to ob-

serve how the EMU members but also the prospective members’ viewpoint towards new entries evolves. 

4.2 Institutional changes 

After the enlargement of 1995 and the foreseeable expansion into the Central and Eastern part of Europe it 

became clear that institutional changes were required in order to adapt to the new situation. Much of the 

institutional design as it existed in the EU in the 1990s was set up about forty years ago at the outset of 

European integration. While the interests of six countries needed to be balanced at that point in time, the 

EU was about to expand to more than 25 member states. The dire need for institutional adaptation was 

realised and the EU started the difficult undertaking to find a consensus on the basis of which its institu-

tional framework could be streamlined.  

 

The Treaties of Amsterdam in 1997 and Nice in 2000 were the first two attempts, which, however, did not 

result in much countable (Blair, 2005: 79). The third attempt started with the Laeken Convention, devel-

oped to a far-reaching Constitutional-Treaty and was finally buried by the no-votes of the French and the 

Dutch electorate (El-Agraa, 2007b: 39). After a period of reflection Germany re-launched the reform 

process when it took over the EU-Presidency in 2007. The new approach should include the main points 

brought up in the prior attempts, but package them differently. Baldwin and Wyplosz (2009: 38) state that 

the idea behind this German repackaging strategy was to avoid as many referenda in as many nations as 

possible, in order to increase the chances of a successful ratification. While the ratification process in the 

different member states proved again troublesome, it finally succeeded this time. Since the first December 

2009 the EU is ruled according to the Treaty of Lisbon (EU, 2012d).
 12

 Thus, after more than a decade of 

                                                      

12
 The Lisbon Treaty should not be confused with the Lisbon strategy launched in 2000. The Lisbon strategy aimed 

basically at making the EU more dynamic and competitive. Nello (2012: 33) states that despite a reform attempt in 

2005 the impact of the Lisbon strategy remained modest. The Lisbon strategy was followed by the Europe 2020 

strategy which aims at smart, sustainable and inclusive growth (Nello, 2012: 33). 
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failed squabbling and fighting the EU succeeded in streamlining and adapting its institutions to its con-

temporary conditions. However, despite this new treaty which is adopted to the new, enlarged circum-

stances and despite its supranational elements it is inevitable that the EU of 2012 constantly faces the chal-

lenge of bringing the interests of 27 member states under one hut. 

5 Possible Symptoms of a Stalled Integration Process 

The last chapters have shown that the EIT has set a high pace in the 20 years between 1987 and 2007, as 

the European integration process proceeded quickly in this period – in depth as well as in width. The SEA 

and the TEU have contributed to a far-reaching unification of EU markets and the enlargements of 1995, 

2004 and 2007 have more than doubled the number of members of the EU (Blair, 2005: 4, cf. further Box 

3 for a depiction of this second integration wave). This internal revolution was accompanied, or maybe 

even advanced, by radical changes in the world overall: personal computers, the internet or more generally 

the technological development have shaped the world and have brought the entire planet much closer to-

gether. In view of all these internal and external movements, it is only natural that the EU needs some time 

to digest and to adjust to the new circumstances, before it can tackle the next integration course. In another 

parallel to the business world one might state that the EU now needs its time to consolidate the recent ex-

ternal acquisitions and internal adjustments, before it can move on to the next stage. 

 

The last paragraph outlined one possible interpretation of why the EIT clearly lost speed in recent years. 

Regarded from another perspective, one might argue that all the before mentioned crucial integration 

achievements were decided in the highly fertile years of the late 1980s and early 1990s and what followed 

in the years thereafter was simply the implementation of these landmark agreements. However, new deci-

sive measures to truly advance European integration were not taken in the last almost two decades. In 

other words, this rather negative view does not see the EU in a phase of healthy consolidation, but in a 

blocked condition unable to move ahead. In this respect, de Grauwe (2006a, 2010) coined the term “inte-

gration fatigue” which he has perceived to prevail in Europe. 

 

The common denominator of both views is that the EIT has slowed down in recent years. But which inci-

dents indicate this development? With hindsight, we know that the 1970s were also earmarked by such a 

slow down (see chapter 2.3). At that point in time Charles de Gaulle’s nation state momentum and the 

decision log-jam created by the Luxembourg Compromise could be used as indicators of a stalled integra-

tion process. Nowadays, there are other factors which can be interpreted as symptoms of de Grauwe’s 

(2006a, 2010) integration fatigue. The following sub-chapters discuss three such possible symptoms. 

Thereby, these topics serve as a perfect bridge between the review of the past and the analysis of the 

EMU’s diversity-challenge, as they are equally present in both. 
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5.1 The union within the union 

In the first forty years of its existence the European Communities followed a simple club-principle: either 

one was a member of the club or not. If an outsider wanted to become a member it could apply for mem-

bership and was granted entrance or not. With the opt-outs of the UK and Denmark as well as the deliber-

ate refusal to join the EMU by Sweden this established principle was abandoned. Forthcoming, there has 

existed a union within a union. Currently, there are 17 EMU-members and ten EU but non-EMU-

members. However, from these ten outsiders only the UK, Denmark and Sweden stay outside deliberately, 

while the other seven, new EU-members have just not yet qualified for entrance.  

 

On first sight, the deliberate refusal of three countries to adopt the Euro was an early sign of integration 

fatigue, i.e. a sign that the reluctance of some countries to relinquish more national sovereignty will make 

further integration impossible. This interpretation is eventually one reason why this topic is elaborated at 

this point. However, it has been foreseen a long time ago that there will be differences in the individual 

country’s balance of national sovereignty and further integration. In fact, a two-speed Europe has even 

been suggested several times to promote further integration! Already the Tindeman’s report of 1976 

brought up the suggestion of a two-speed Europe in which those countries that can agree on further inte-

gration shall pursue, regardless of the rest of the group (Verdun, 2007: 201). In this way, the argument 

develops, one could deepen the integration in those parts of the EU which can agree on doing so, while the 

other countries stay aside and might make up the integration step later on. Another prominent promoter of 

an EU core group pursuing a deep integration was Joschka Fischer, at that point in time German Foreign 

Minister (Pinder, 2002: 375). Furthermore, several observers actually suggested a two-speed EMU in the 

1990s (cf. for instance Bayoumi and Eichengreen, 1992 and Neumann and van Hagen, 1994 in Board 3 of 

Appendix II). Hence, on the one hand the opt-outs of the UK and Denmark as well as the deliberate re-

fusal to join the EMU by Sweden are negative signs for European integration, since they show a lack of 

commitment to the European project. On the other hand, this development can also be interpreted as inevi-

table in a growing union that wants continue to deepen integration and is made up of dozens of countries, 

each following its own interests.  

 

A second justification for the elaboration of this topic is the important and sometimes equally difficult 

separation of the EU and the EMU. On the one hand, there are incidents in which the EMU is considered 

detached from the EU. For instance, the current debt crisis in several European states is in a narrow inter-

pretation a problem of the EMU only. Furthermore, several of the recent legislation outcomes, such as the 

Treaty on Stabilisation, Coordination and Governance or the “Six-Pack”, apply to EMU-members only or 

include at least some specific rules applicable for EMU-members only (cf. EU, 2012e and chapter 5.2 and 

5.3). It has further also become common that the Euro area heads meet and discuss without their EU, but 
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non-EMU peers (cf. The Economist, 2011). On the other hand, the EMU is a crucial part of the European 

project overall and the prevailing interdependencies make it difficult or even impossible to truly separate 

the EMU from the EU. Without being able to provide a final rule or solution, this paragraph shall help to 

create the awareness for the importance and the difficulty in the distinction of EU and EMU. 

5.2 Fiscal policy – a never ending story 

After this brief side note, fiscal policy brings us right back to the topic of this chapter, i.e. circumstances 

which can be interpreted as signs of integration fatigue. In theory, it is clear that fiscal integration should 

accompany or shortly follow monetary integration (cf. f.e. Kenen, 1969 or de Grauwe, 2009). In the Euro-

pean practice, however, the EMU does neither have a common fiscal policy, nor has it been able to im-

plement any effective collaboration scheme on fiscal policy. The current debt crisis in the Eurozone pro-

vides the plain evidence for this inability. Thus, the community’s reluctance to tackle this vital integration 

step can be interpreted as another sign of lacking commitment towards the European project – as a symp-

tom of stalled integration efforts.  

 

This section aims at giving an overview of why fiscal policy has been constantly on the Community’s 

agenda since the Treaty of Maastricht, and why it is bound to remain there in the foreseeable future. 

Thereby, the first part outlines the role of fiscal policy within a Common Currency Area (CCA) in theory. 

Thereafter, it is delineated how the EU has proceeded in practice, before certain considerations to the cur-

rent situation are made. This field of study has, however, become so immense and multilayered that this 

attempt of an overview can only scratch its surface. 

 

Let us first consider an EMU member country’s point of view on the matter of fiscal policy. Writing in 

general terms, each country’s government has different objectives and different instruments to pursue 

these objectives. Thereby, monetary and fiscal policies are two crucial elements in a government’s toolbox 

in the field of economics. Both kinds of policies can be used with the aim to influence an economy di-

rectly and on relatively short sight. If a country joins a CCA, it loses the control over monetary policy and 

thus the ability to tailor it to its specific needs. Monetary policy still affects a country’s economic devel-

opment in a CCA, but now one size must fit all (see also chapter 6 and 7 on OCA). Thus, a sensible usage 

of fiscal resources as an alternative mean to influence the economy becomes particularly important in a 

CCA. So far so good. However, the question of how a sensible usage of fiscal resources looks like is dis-

puted and can be looked at from many perspectives. The following paragraph focuses on two central 

trade-offs in these discussions. 
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First, the members of a CCA have different possibilities to use their fiscal resources: either as a commu-

nity through interregional redistribution, as an individual nation through intertemporal redistribution or as 

some mixture between these two extremes (cf. de Grauwe, 2009: 225 on the optimal size of centralisa-

tion). Any supranational scheme requires the members’ willingness to participate, what implies that rights 

and duties have to be carried. If this willingness to transfer funds or even another part of national sover-

eignty to a supranational institution is not present, then only national, intertemporal redistribution remains 

an option. In face of a highly, or even completely, decentralised organisation of fiscal policy in a CCA the 

second trade-off emerges. On the one hand, the members require flexibility in their own usage of fiscal 

policy, in order to be able to react freely to changes in the economy, and on the other hand, they want to 

guide their peers’ fiscal policies somehow in order to ensure a sustainable development and in order to 

avoid negative spillovers. This trade-off between national freedom and common regulations is not only 

disputed on a political level, but also in the literature (cf. de Grauwe, 2009: Chapter 10). 

 

After this brief theoretical outline, the next paragraphs depict how the EU tackled the issue in practice. In 

fact, that fiscal policy would be a central point of discussion in a European CCA became apparent already 

with the Werner Report and in its aftermath. Verdun (2007: 200) explains that the Werner Report sug-

gested the creation of a “Centre of Decision of Economic Policy” and called for a Community budget as 

well. She continues that these ideas of far-reaching supranational economic governance were hotly dis-

puted in turn and finally clearly diluted in the provisions the EC wanted to adopt at the beginning of the 

1970s. This pattern of far-reaching suggestions followed by thinning negotiations can doubtlessly be said 

to characterise many chapters in the story on fiscal policy within the EU.  

 

Although the Delors Report and thus also the Treaty of Maastricht took a lot out of the Werner Report, 

they did not mention an additional central budget or an institution for a central coordination of economic 

policies. In Verdun’s (2007: 203) words the Delors Report and the Maastricht Treaty adapted “to the re-

alities of the day” and thus to the unwillingness of the EU members to transfer further sovereignty to a 

supranational level at that point in time. Consequently, the Maastricht Treaty included provisions trying to 

regulate the decentralised, national fiscal policies, instead of provisions on the integration of national fis-

cal policies. These provisions comprised, on the one hand, of the prohibition of monetary financing of 

deficits, which wants to ensure the separation between monetary and fiscal policy, of the no-bailout 

clause, which wants to avoid moral-hazard, and also of the excessive deficit procedure on which the Sta-

bility and Growth Pact (SGP) would be based subsequently (Baldwin and Wyplosz, 2009: 543). On the 

other hand, the Maastricht Treaty included the Convergence criteria mentioned earlier, which aimed to test 

a prospective members’ ability to conduct EMU-compatible policies ex-ante (cf. also Box 4). However, 

Chapter 3.3 showed that the lax application of the convergence criteria made this test to a simple formal-
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ity. Soon, it was realised as well that the incentive to conduct EMU-compatible policies vanished with the 

entry ticket to EMU. As a reaction to this development, Germany launched the discussion about a Stability 

and Growth Pact aiming at a sustainable canalisation of the crucial fiscal policy post introduction of the 

Euro as well. In a vivid description, Morris, Ongena and Winkler (2007: 297) write that the SGP wanted 

to ensure that EMU members also pursue a healthy fiscal policy once the carrot of an EMU-entry had been 

eaten. Baldwin and Wyplosz (2009: 533ff) explain the SGP as consisting of four elements: first, a defini-

tion what excessive deficit means; second, a preventive arm trying to prevent excessive deficits from aris-

ing; third, a corrective arm outlining the reaction to a breach of the rules and fourth, the sanctions. The 

negotiations preceding the signing of the SGP were again earmarked by initially far-reaching suggestions 

which were finally diluted in order to reach an agreement. With reference to the last sub-chapter it is inter-

esting to notice that the SGP applies to all EU members, while its enforcement is restricted to EMU-

members. Specifically, the EU’s competence under the SGP for EU countries which have not adopted the 

euro stops at recommendations to address an excessive deficit, while EMU countries can finally be subject 

to sanctions (Morris, Ongena and Winkler, 2007: 293ff). 

 

With hindsight we know that the SGP has not brought about the fiscal discipline in the Eurozone and the 

entire EU, as it has aimed to do. Morris, Ongena and Winkler (2007: 303) write that the previously posi-

tive trend in fiscal consolidation in the EU already stalled or even went into reverse in the late 1990s when 

the SGP came into force and the Euro was launched. Later on, it became apparent that the SGP is tooth-

less, at the latest when obvious breaches of the rules by Germany and France were not responded with the 

full range of actions envisaged in the SGP. There are observers who believe that this famous case already 

sowed the seed for the debt crisis that the Eurozone faces these days, since it led inevitably to a loss in 

credibility towards a European enforcement of fiscal discipline (cf. Little, 2012 for a discussion). Thomas 

Sargent, Nobel Prize laureate in Economics in 2011, for instance, once said in an interview that “France 

and Germany lost the moral authority to say that they were leading by example” (Rolnik, 2010: 36). The 

EU reacted with a reform of the SGP in 2005. The reform addressed flaws of the original pact and most 

notably made its application more flexible so that there came more space in the judgement to take a coun-

try’s specific situation into account (de Grauwe, 2009: 246ff). Despite the reform, some prominent aca-

demics remained sceptical towards the usefulness of the SGP. Charles Wyplosz for example described the 

reformed SGP in an interview in 2007 as “nearly irrelevant” (Mulhearn and Vane, 2008: 113). 

 

The current situation in the Eurozone makes the second edition of the SGP to a failure as well, confirming 

Wyplosz’s view. Board 2 in Appendix II shows the evolution of the EU-15 countries’ budget position as 

well as their debt accounts from 1999 to 2011. The absolute size of some of the most current figures is 

equally frightening as the increasing relative difference between the good and the bad performers. These 
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huge differences in fiscal balances among the EMU members are one first indication for the magnitude of 

diversity prevailing in the EMU. However, it would of course be wrong to blame solely the SGP for the 

rampant debt levels and deficits in the Eurozone of 2012. The accumulation of crises that have erupted the 

world in recent years, cooked books and much more have also accounted to the dire situation some EMU-

members face nowadays, but still, the fact that the EU’s strategy on fiscal policy has failed so far cannot 

be denied. At the same time, the current mess provides plain evidence for the importance of an effective 

mean to handle fiscal policies in the EMU (cf. Hallet and Hougaard Jensen, 2012 and 2011 for a related 

suggestion of a fiscal framework’s set-up). Maybe the debt crisis creates the necessary pressure to agree 

on a new scheme reaching further than the ones before. Indeed, these days have already brought about first 

changes in the fiscal field in the EU. First, the so called “Six-Pack” came into force in December 2011 and 

basically reinforced the existing SGP (EU, 2012e). Additionally, the “Six-Pack” extended the fiscal sur-

veillance to a general macroeconomic surveillance (cf. next sub-chapter and especially Box 5). Second, 

the Treaty on Stability, Coordination and Governance (TSCG) was signed in March 2012 and will become 

into force after successful ratification. This Treaty can be seen as a sequel of the “Six-Pack” as it aims at 

making the rules on economic governance overall and fiscal governance in particular more binding. Inter-

estingly, the TSCG was signed by all EU-members, except the UK and the Czech Republic, but will only 

apply to EMU-members once it is ratified by at least twelve EMU-members (EU, 2012e). In one of his 

columns previewing the TSCG Münchau (2012) expresses scepticism towards the usefulness of the “new” 

regulation. He writes that the TSCG is unlikely to add much to what has already existed and he also ques-

tions whether the shift back to stricter rules will do the EMU really good. Therefore, the open question 

remains whether the existing regulations can be implemented and effectively enforced. 

 

As an interim conclusion one might state that the EU has not yet found the right answer to the challenge of 

fiscal governance in the EMU. It has taken the decentralised way and has tried there to find and implement 

the right balance between freedom and rules. Whether there exists such a balance allowing efficient fiscal 

governance in a highly decentralised manner and whether it can be implemented and enforced, needs to be 

proved first. If there is none, the alternative is a true, supranational fiscal union, which, however, requires 

the transfer of national sovereignty to a supranational level and thus a change in thinking in the member 

states – a conclusion which has already been reached several times (cf. f.e. de Grauwe, 2009). 

5.3 Lacking economic convergence 

For economic convergence holds the same as for fiscal policy: it has been a focal point in the European 

integration process and its literature is so immense that it can only be brushed in the following paragraphs. 

Concretely, this sub-chapter aims at providing an overview of the ambiguity in the interrelation between 
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economic convergence and monetary integration. Thereby, theoretical descriptions are followed by a dis-

cussion of the European integration practice, where a special focus is given to recent developments. 

 

Economic convergence is defined by the Oxford dictionary of economics (2009) as “a tendency for two or 

more economies to become increasingly similar...”. This definition shows that convergence is closely re-

lated to diversity and hence a focal point of this thesis. The higher the degree of convergence, the more 

similar and the less diverse countries are. The Oxford dictionary of economics’ (2009) description contin-

ues that economic convergence can refer to levels as well as growth rates and that it can describe the de-

velopment of a variety of variables, such as macroeconomic measures or methods of economic organisa-

tion. This versatility reminds one of the description of the term integration in chapter 1. Indeed, economic 

convergence and integration have much more in common than versatility. Their close interrelation makes 

it sometimes even difficult to separate them. In this respect, Balassa’s (1961: 1) general description of 

integration as “the bringing together of parts into a whole” might help. Accordingly, integration merges 

parts, while convergence makes them similar. In European practice, however, the interdependence be-

tween economic convergence and particularly monetary integration, is much more complex than this too 

simple description suggests. The following paragraphs shall illuminate the ambiguous role of economic 

convergence in relation with monetary integration.  

 

On the one hand, the Treaty of Maastricht, which sealed monetary integration in Europe, circumscribed 

economic convergence as an objective of the EU and listed activities fostering integration as devices to 

achieve this objective (cf. Article 2 and 3 of the TEU (EUR-Lex, 2012)).
13

. On the other hand, the Maas-

tricht convergence criteria strive for a certain degree of economic convergence prior to the introduction of 

the euro, and thus imply that a certain degree of economic convergence is a prerequisite for successful 

monetary integration. Thus, in simple words, the relation between economic convergence and monetary 

integration boils down to the chicken-and-egg question of their causal direction. Subsequent paragraphs 

shed light on this question by elaborating on the related theory and the European experience. Thereby, the 

question of the necessary degree of economic convergence prior to monetary integration is discussed first, 

before the development of economic convergence post monetary integration is examined. These questions 

are discussed in this chapter, because the current, apparent lack of economic convergence is another, obvi-

ous symptom of integration fatigue, if one agrees that integration fosters economic convergence. 

                                                      

13
 Specifically, Article 2 of the TEU (EUR-Lex, 2012) described the Community’s task as follows: “…to promote 

throughout the Community a harmonious and balanced development of economic activities, sustainable and non-

inflationary growth respecting the environment, a high degree of convergence of economic performance, a high level 

of employment and of social protection, the raising of the standard of living and quality of life, and economic and 

social cohesion and solidarity among Member States.”  
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The first question, i.e. the necessary degree of economic convergence prior to monetary integration, was 

already disputed in the discussions preceding the Werner Report. Verdun (2007: 198f) describes the dif-

ferences in opinion as a debate “Economists” versus “Monetarists”.
14

 Thereby, the Economists aimed at a 

far-reaching coordination of economic policies prior to the introduction of a common currency, while 

Monetarists thought that a common monetary policy can precede, and in doing so, generate broader eco-

nomic policy coordination. Therefore, the discussions concerned a direct coordination of economic poli-

cies as a mean to foster economic convergence at this point in time. The discussions reawakened in its 

explosive nature before the creation of the EMU. In the meantime the situation had changed to that extent 

that the EU had more than doubled in size and correspondingly also the economic dissimilarities had in-

creased substantially. With the formulation of the Maastricht convergence criteria, its authors indicated 

their willingness to address these economic dissimilarities among prospective members prior to the intro-

duction of the single currency. Thereby, one did no longer strive for a direct coordination of economic 

policies, but provided incentives aimed at an indirect coordination, instead. However, it was already dis-

cussed earlier that the implementation of the criteria was only lax, but instead the political will to move on 

strong (cf. chapter 3.3). Thus, one can interpret the Economists as having been able to put their concerns 

through when the TEU was written, while the Monetarists’ arguments could be used to justify the launch 

of the EMU, despite the only partial achievement of the envisaged convergence in the end of the 1990s. 

Eventually, the question whether the degree of economic convergence achieved ex-ante sufficed to make 

the EMU to a success can only be answered by its course of development. However, the variety of factors 

influencing this course makes it difficult to disentangle this specific effect. Therefore, it is hard to provide 

a final answer whether the degree of economic convergence prior to EMU sufficed, although the current 

situation is tempting to answer this question negatively. 

 

One factor that impedes answering the first question is the disputed nature of the second question, i.e. how 

does economic convergence evolve post monetary integration? If economies converged through or post 

monetary integration, the degree of economic convergence achieved prior to monetary integration would 

be of subordinated interest. A perfect example of the disagreement in the literature on that matter delivers 

the often discussed question, on how industrial structures of economies adopting a single currency evolve 

post monetary integration. Do they converge or do they become increasingly diverse? De Grauwe (2009: 

23f) summarises the different prevailing opinions as Krugman’s view versus the European Commission’s 

view. While both views agree that the introduction of a single currency boosts trade integration, they differ 

in their interpretations of the relation between trade integration and economic convergence. Krugman’s 

                                                      

14
 The term Monetarists is used in different contexts in this thesis, once as opposing pole to Keynesians (cf. chapter 

3.3) and here as counterpart of Economists. As both applications are widespread and well established in the litera-

ture, they are also adopted in this paper and this footnote shall prevent confusion. 
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view delineates an inauspicious picture, as it sees trade integration and economic convergence negatively 

correlated. This view is based on the conviction that fewer trade impediments will lead to regional concen-

tration of industries in which economies of scale are present. In turn, the monetary union develops to a 

rather heterogeneous economy, characterised by regional industrial clusters. The European Commission’s 

view, in contrast, is favourable, because it depicts the emergence of one big, homogenous market. This 

argumentation is based on product differentiation and imperfect competition, which prevents the concen-

tration of industries in one single region and leads instead to a large degree of intra-industry trade across 

the CCA.
15

  

 

While both previously elaborated opinions can be underpinned with reasonable theoretical arguments, the 

question of how economic convergence evolves post monetary integration, has the advantage of being 

empirically testable. Correspondingly, such empirical analyses have caught much attention, as we will see 

when the endogeneity-hypothesis of the OCA-theory is discussed in chapter 7.2. In these days however, 

no comprehensive study is necessary to conclude that the EMU economies have not sufficiently converged 

yet. The European Commission (2012a: 1) summarises the obvious and fatal situation appropriately: 

“Large and persistent macroeconomic imbalances - reflected in large and persistent external deficits and 

surpluses, sustained losses in competitiveness, the build up of indebtedness and housing market bubbles – 

accumulated over the past decade and were part of the root causes of the current economic crisis. They 

not only caused macroeconomic difficulties for the Member States concerned, but also serious spillovers 

which contribute to the threats facing the euro area.” This quote is taken from the first Alert Mechanism 

Report which is one piece of the newly introduced Macroeconomic Imbalances Procedure (MIP). The 

MIP, in turn, is one offspring of the “Six-Pack” the EU agreed on in December 2011 (cf. chapter 5.2). The 

European Commission (2012b: 3) writes that the MIP is a response to the weaknesses in the economic 

governance framework of the EMU which were revealed by the recent crises. In simple words, the MIP is 

about the same for macroeconomic variables as the Stability and Growth Pact is for fiscal policy. Box 5 

provides more details to this new device in EU economic governance.  

 

                                                      

15
 Trade integration, intra-industry trade, sectoral diversification and also business cycle symmetry are crucial fea-

tures in this discussion and will be elaborated further in chapter 7 as they are equally crucial elements in the OCA-

theory. 
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Box 5: Macroeconomic Imbalance Procedure – a new device in EU economic governance 

In response to the recent crises, economic and fiscal governance in the EU and the EMU has been reformed. Spe-

cifically, the so called “Six-Pack” came into force in December 2011 and later the Treaty on Stability, Coordination 

and Governance (TSCG) was agreed on. The TSCG will only entry into force after ratification. 

 

One offspring of the “Six Pack” is the Macroeconomic Imbalance Procedure (MIP). The MIP is a surveillance 

mechanism which aims to prevent and correct macroeconomic imbalances within the EU. The MIP is based on two 

regulations. The first applies to the entire EU and describes, similarly to the Stability and Growth Pact, the function 

of a preventive and a corrective arm. The second regulation only applies to EMU-members and describes enforce-

ment mechanisms in the form of financial sanctions.  

 

In order to fulfil its function the MIP relies on several elements. First, an alert system that uses a scoreboard of indi-

cators was set up. Second, alters can lead to in-depth country analysis of potential imbalances. Third the new proce-

dure allows to adopt preventive recommendations at an early stage, before the imbalances become large. In more 

serious cases an Excessive Imbalance Procedure (EIP) can be opened requiring the concerned member state to pro-

vide a binding Corrective Action Plan. Forth, and only applying for EMU-members, there are measures to enforce 

the corrective actions by imposing financial sanctions in the case of a failure.  

 

The experience of the SGP has shown that the enforcement is the crucial factor. Whether the MIP provides more 

effective enforcement methods remains to be seen. For EU, but non EMU-members, no financial sanctions can be 

imposed and one relies on peer pressure by publishing non-compliance to the Corrective Action Plan. 

 

In February 2012 the first version of the alert system scoreboard was published and in July 2012 the connected in-

depth country analyses. The current scoreboard consists of ten indicators covering the major sources of internal and 

external imbalances and competitiveness. For each indicator alert thresholds have been defined to detect potential 

imbalances. Thereby, it is put heavy emphasis on the flexibility of the scoreboard. On the one hand, it is stated that 

the indicators can change over time and on the other hand, it is highlighted that the indicators are not used mechani-

cally, but that an individual in-depth analysis, applying further measures, takes account of country specific charac-

teristics. 

 

The statistical annex to the scoreboard as well as the interactive database provide a huge amount of highly useful 

and relevant data. In the interactive database time series back to 2001 are recorded. 

 

In sum, the MIP surely fills an important gap and hits a sore spot. It provides an excellent overview and access to 

highly relevant data. It can only be hoped that its implementation and enforcement is as effective as its idea valu-

able. 

 

Sources: This box is entirely based on work available at the European Commission’s homepage. Under the heading 

of Economic Governance its department for Economic and Financial Affairs provides loads of information and 

links to related publications (EU, 2012f). 

 

Summing up, this sub-chapter has revealed two crucial insights. First, whether it is prior to or post mone-

tary integration, economic convergence is vital for the success of a monetary union. The reason is straight-

forward, an increasing economic convergence implies decreasing diversity, and thus decreasing costs, 

since diversity means cost in a CCA. This is the bottom line of this thesis. Second, diversity in macroeco-

nomic variables in the EMU is apparently huge these days and the current situation provides pure evidence 

for how costly it is. The EU has reacted and implemented a mechanism to handle macroeconomic imbal-

ances. What has been set up is highly relevant and fills an important gap. With the experience of the SGP 

in mind, one can only hope that its implementation and enforcement proves more effective than the early 

versions of the SGP.  
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Part II OPTIMUM CURRENCY AREA THEORY 

Part I has provided a better understanding of what the EU and the EMU is. After having laid the founda-

tion of this thesis with the review of the past, the last two sub-chapters on fiscal policy and economic con-

vergence also revealed the huge diversity in macroeconomic variables that currently prevails in the EMU. 

Therefore, the analysis of diversity in the EMU is launched and we have already got a first impression of 

why diversity means cost in a CCA. In the literature, the Optimum Currency Area or short OCA-theory is 

well established and often applied to balance the costs and the benefits of a single currency more compre-

hensively. A next step is therefore to review the OCA-literature, and check what the OCA-theory can add 

to our understanding of diversity in the EMU.  

 

This part proceeds as follows: chapter 6 first introduces non-technically what the OCA-theory is, what it 

does and what it cannot do. Such a non-technical depiction shall provide a general understanding, which 

makes the following technical discussion more comprehensible. In this more technical part in chapter 7, 

criteria out of the OCA-theory are discussed and the European performance on these criteria is examined. 

6 A Non-Technical Overview 

The OCA-theory provides a country with the toolbox to assess whether it should abandon its national cur-

rency and adopt a common one or not. More generally, the OCA-theory seeks to determine the geographic 

area for which it is desirable to establish a single currency (Baldwin and Wyplosz, 2009: 345). The as-

sessment of the suitability to adopt a single currency occurs through the balance of the associated costs 

and benefits. Thereby, the OCA-theory does not identify costs and benefits, but takes them as given and 

provides criteria to judge their magnitude, instead. 

 

The main benefits of the introduction of a common currency are the elimination of transaction costs and 

exchange rate uncertainties. These benefits increase in the number of transactions which were previously 

conducted in diverse, national currencies and can now be done without an exchange, i.e. within a single 

currency.
16

 Therefore, an OCA-analysis uses the number of these transactions between the countries which 

consider adopting a single currency as a proxy for the magnitude of the benefits of a single currency. 

 

The main cost of adopting a common currency is to relinquish the national monetary policy. Its function as 

macroeconomic tool, which makes it valuable to a nation’s government, as well as the Monetarist’s cri-

                                                      

16
 Transactions are broadly defined here, encompassing flows in the entire balance of payments. For a comprehensive 

elaboration on the benefits of a common currency see for example De Grauwe (2009: Chapter 3).  
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tique towards its effectiveness have already been outlined in chapter 5.2 and 3.3 respectively. If we as-

sume monetary policy to have the desired effects on a country’s macroeconomic development, its aban-

donment is still only a cost, when the common monetary policy does not meet the specific needs of a 

country for any reason. In other words, the bigger the deviation of the central banks common monetary 

policy from the monetary policy the national bank would have performed, the bigger the costs from the 

adoption of a single currency. In light of these circumstances, the OCA-theory applies a two step approach 

to assess the magnitude of the costs arising from the abandonment of the national monetary policy: first, it 

evaluates whether diverging needs towards the central monetary policy occur, i.e. whether costs arise, and 

second, the OCA-theory assesses availability and characteristics of means to handle the effects of the costs 

if they occur (see also Box 8). 

 

Besides the straightforward assessment of the benefits’ magnitude and the more elaborated analysis of the 

cost side, the OCA-theory is also interested in how the cost-benefit balance of a single currency changes 

through its introduction. In other word, it tries to answer the question whether the favourability of a single 

currency improves with its mere introduction. 

 

A main flaw of the OCA-theory is that it does not provide a clear cut answer whether a country should 

join a CCA or whether a group of countries represents an optimal currency area. The analysis of the crite-

ria gives an indication, but leaves room for interpretation. Hence, the OCA-theory provides the toolbox to 

analyse the optimality of a CCA, but at the same time, it lacks a measure to judge the result of the analy-

sis. 

7 History, Literature and Current Data 

Robert Mundell (1961) is said to have initiated the field of study on Optimal Currency Areas.
 17

 His semi-

nal paper was published in 1961 and soon followed and supplemented by contributions of McKinnon 

(1963), Kenen (1969) and others. After a fruitful first wave, the OCA-theory experienced a loss of interest. 

The renewed interest in European monetary integration also revitalised the interest in the OCA-theory in 

the late 1980s. In the meantime, however, the economic world had changed. Monetarists’ views and ra-

tional expectations had found their way into economics, and had mainly replaced Keynes’ theories, which 

had dominated in the 1960s (Matthes, 2009: 114). This new way of thinking also influenced the OCA-

theory or more generally the assessment of monetary integration. The usefulness of monetary policy to 

conduct macroeconomic intervention was questioned and thus the cost-benefit balance of a single cur-

                                                      

17
 In 1999 Robert Mundell was awarded with the Nobel Price in Economics “for his analysis of monetary and fiscal 

policy under different exchange rate regimes and his analysis of optimum currency areas” (Nobelprice.org, 2012). 
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rency changed in favour of the benefits. In light of this changed interpretation, de Grauwe (1992) and Tav-

las (1993) also speak from the new OCA-theory and thus separate it from the “old” or traditional OCA-

theory of the 1960s. In the years the OCA-theory stood idle, not only the economic way of thinking 

changed, but also the abilities to process data improved. The progress in the field of econometrics ad-

vanced the application of OCA analyses (Matthes, 2009: 115). Since the interest has been reawakened, the 

OCA-literature has grown rapidly. The EMU is the perfect workhorse to formulate new hypothesis and 

empirically test what the theory suggests. 

7.1 Criteria 

The OCA-theory is built of different criteria, which each can be used individually to assess the favourabil-

ity of a single currency. Subsequently, such OCA criteria, also called properties or characteristics, will be 

discussed. Thereby, their origins are illuminated first, before possible updates and the European practice 

are elaborated. This discussion of individual OCA-criteria is supplemented by an overview of early appli-

cations of the OCA-theory to the EMU in Board 3 in Appendix II. Although these studies might seem 

outdated, some points they raised are as actual today as they were 20 years ago. Furthermore, these studies 

have some kind of a milestone-status as some of the first outputs of the reawakened interest in the OCA-

theory. 

7.1.1 LABOUR MOBILITY 

Robert Mundell is today recognised as the father of the OCA-theory and as having defined the OCA-

property of labour mobility. Mundell (1961) coined the term Optimal Currency Area (OCA) in 1961. In 

his seminal paper Mundell basically discusses the pros and cons of flexible exchange rates, based on the 

assumption of rigid prices and wages. He supports the organisation of the world currency system based on 

flexible exchange rates among regional currency areas. Thereby, Mundell (1961) separates these regional 

currency areas through the presence of factor mobility, namely capital and labour, implying that within, 

but not across areas factors move freely. Thereby, this property does not have to correspond to national 

borders. Mundell (1961) then concludes that it is hard to think of a widespread practical application of his 

suggestion, since currencies are connected to national sovereignty and not to factor mobility. Mundell 

(1961: 661), however, names Western Europe as a possible exception, since its political organisation was 

in a period of change at that point in time.  

 

Mundell suggests that geographical labour, or more generally factor, mobility is a substitute to exchange 

rate adjustments. If labour moves freely within a region, migration will balance diverse economic devel-

opments within the region, making exchange rate adjustments obsolete and paving the way to the adoption 

of a common currency. In the meantime, Mundell’s geographical intra-regional definition of labour mobil-
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ity has been given more facets. McKinnon (1963: 724) added that labour can potentially be mobile not 

only across regions but also across industries. Furthermore, it has been suggested that inter-regional mi-

gration can potentially compensate the lack of intra-regional labour mobility in some of the cases (see for 

example Baldwin and Wyplosz, 2009: 337).
18

 

 

A person’s freedom to move freely within the Community, and thus the precondition for geographic mo-

bility, has been an objective of the EU since the Treaty of Rome (cf. chapter 2.2). Despite this early prior-

ity, the EU’s labour force is still not really mobile. Bonin et al. (2008: 7) conclude their comprehensive 

overview of geographic mobility in the EU briefly and unambiguously with “geographic mobility in 

Europe is too low”. They point out that, on the one hand, there are still some mobility barriers in place 

which could be tackled by the EU, such as differences in labour legislation and in social welfare or hous-

ing systems. On the other hand, several factors impede labour mobility in Europe which can hardly be 

addressed, such as differences in culture and language. With a comparison to the USA, Bonin et al. (2008: 

29) allow to scale the degree of labour (im)mobility in the EU. While annual inter-state geographic mobil-

ity in the US accounts to about 2 to 2.5 per cent of the working age population, the corresponding numbers 

in the EU are about 1 per cent for regional mobility within EU countries and extremely low 0.1 per cent 

for inter-country geographic mobility. Bonin et al. (2008: 21f) point to a further interesting aspect, when 

they find that even in the enlarged EU-27 the majority of foreign nationals in many EU countries comes 

from outside the EU. In some countries, such as France, the still existing ties to their former colonies 

might explain this situation. Another possible explanation for this striking insight deliver Janiak and 

Wasmer (2008) who describe European workers in their study as per se relatively specialised and afraid of 

globalisation and therefore quite immobile. This is not a really promising description of European labour 

mobility and suggests a necessary change in people’s mindset in order to achieve improvements in the 

future. This description of European workers suggests that Adam Smith’s (1776, Book I, chapter 8) old 

observation that “man is of all sorts of luggage the most difficult to be transported” still holds.  

 

Janiak and Wasmer (2008) see the causa labour mobility as a good example for the supranational willing-

ness to move on versus the national reluctance to contribute its part. The immigration-restrictions against 

new EU member countries imposed by many of the old members are an obvious piece of evidence for this 

                                                      

18
 Mundell’s intra-regional labour mobility and the later proposed inter-regional labour mobility both imply that 

migration happens due to economic reasons, because more or better jobs are available elsewhere. Nello (2012: chap-

ter 8) provides an overview of several other causes of migration as well as more comprehensive elaborations on the 

subject of geographic labour mobility in general. 
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lack of commitment on national level.
19

 This move is also a good example for how delicate the immigra-

tion-issue on national levels has become in general. In this respect it is worth noting, that the EU started to 

create a common immigration policy directed to external countries in 1999 (Nello, 2012: 189). 

 

Finally, we turn to a recent study conducted by Bräuninger and Majowski (2011) from Deutsche Bank. 

They analysed preliminarily how labour mobility in the Eurozone developed during the recent crisis. 

Thereby, they spotted some positive signs. The changes in the immigration and emigration streams helped 

particularly Spain and Ireland to alleviate the effects of the economic downturn. In other words, unem-

ployment rates would have risen even more dramatically if the net-migration rates had not changed in this 

period. This implies that labour mobility, at least to some extent, had a desired stabilising effect. Besides 

this bright spot, there are other developments which indicate a possible future improvement in the bad 

performance of European labour mobility. Bräuninger and Majowski (2011) as well as Bonin et al. (2008) 

suggest, based on surveys and statistics, that the new European generation has apparently become more 

willing to relocate than previous ones.
 20

 Whether this signals an actual change in the “geographic mobil-

ity-mindset” and thus a crucial step ahead, however, needs to be proved first. 

7.1.2 TRADE OPENNESS 

McKinnon (1963) continued on Mundell’s work and supplemented the OCA-theory in another influential 

paper by a second OCA-property. In his paper McKinnon (1963) develops a simple model with a world 

consisting of two regions. Based on the assumption of a possible clear-cut distinction between tradable 

and non-tradable goods, McKinnon (1963) shows that a small and open region would do good in adopting 

the other, big regions currency or alternatively in pegging its currency firmly to the other one. Thereby, 

small is defined by the regions inability to influence world prices and open is characterised by a high ratio 

of tradable to non-tradable goods. In his model McKinnon (1963) deduces that the active usage of the 

exchange rate is ineffective for such small and open countries and therefore the cost of adopting a single 

currency small.  

 

                                                      

19
 EURES, contrary, is an example for an initiative of the European Commission to promote geographic mobility. 

EURES is a Job Mobility Portal which provides information for workers, employers and citizens who want to benefit 

from the freedom to move freely in the EU (EU, 2012g). 

20
 Both use data from Eurobarometer surveys, which are conducted by the European Commission since 1973. In 

Eurobarometer surveys the European Commission tracks the evolution of the public opinion regarding its work, the 

development of the EU and many other aspects (EU, 2012h). In 2010 the European Commission published a special 

Eurobarometer on geographical and labour market mobility (European Commission, 2010). 
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McKinnon’s (1963) paper is worthwhile reading not only for its model. It is amazing to see the extent of 

profound understanding of the OCA-theory he already had at this early stage. For instance, McKinnon 

(1963: 717) stated that the idea of optimality in the OCA-context is “complex and difficult to quantify 

precisely” – what is today widely accepted – and he also described the idea of endogeneity (cf. chapter 

7.2). 

 

Loosely speaking, the essence of McKinnon’s (1963) openness property is that the more open an econ-

omy, the less effective exchange rate adjustments and thus the less costly is the abandonment of its na-

tional monetary sovereignty. Nowadays openness or trade integration, which is used synonymously, is 

applied in several connections to determine the optimality of a currency area. For instance, we have al-

ready come across the disputed effect of increasing trade integration on the industrial structures of the 

involved economies (cf. chapter 5.3). Furthermore, trade integration is also used as a device to determine 

the magnitude of the benefits of a single currency (cf. for example de Grauwe, 2009: 73). In this respect, it 

is straightforward that the more intense the reciprocal trade, the higher the benefits from eliminated trans-

action costs and exchange rate uncertainties. Therefore, one can conclude so far, that a high degree of 

trade integration unambiguously increases the benefits of a single currency and reduces its costs following 

McKinnon’s (1963) argumentation. However, the effect of a high or increasing degree of trade integration 

on the symmetry in the economic development of involved economies remains disputed (see also chapter 

7.1.5 and 7.2). Neglecting this partial ambiguity, the OCA literature values a high degree of trade integra-

tion as increasing the optimality of a CCA. 

 

From the general theory to the European practice. The entire EU as well as its subgroup, the EMU, is often 

suggested to be characterised by a high level of openness. Judging openness based on an export matrix 

comprised of seven world regions, Mulhearn and Vane (2008: 69), for example, attribute Europe the 

worldwide best precondition to form a CCA. Nevertheless, there is – as it is often the case – still room for 

improvement, as the attempt of a comparison to the trade-situation in the USA reported in Box 6 indicates. 

Although the data sources are different and the figures can thus not be compared directly, it looks as if 

Europe has still a way to go in order to become as well-integrated as the USA. Regarding the openness 

towards the rest of the world the two regions perform similarly well.
 
Thereby, it is worth noting that the 

figures in Box 6 are based on transactions in goods only. Goods account for the major part in overall trade, 

while it is the tertiary sector which contributes the major part to many countries’ GDP. These relations 

should be kept in mind when interpreting all the statistics in this thesis (cf. Board 4 and 5 in Appendix II 

for an overview of the actual figures of the EU-27 countries). 
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Box 6: Trade integration of EU-27 and USA, 2007 and 2011 

This table summarises the results on calculations to the degree of trade integration of the EU-27 and the USA re-

spectively. Thereby it is only the trade in goods which is taken into consideration. There are several caveats which 

need to be considered cautiously when interpreting and comparing the figures: 

 

- The intra-regional trade shall give an understanding for the magnitude of the benefits of a monetary union. 

- The intra-regional figures of the EU-27 and the USA cannot be compared directly, due to the different types of 

flows and the different time period under consideration. The EU-27 intra-state figure is based on a common im-

port-export statistic of 2011, as the inter-regional figures are as well. Contrary, the US-intra-state figure is based 

on the Commodity Flow Survey 2007, which captures domestic freight shipments among US-states. 

- However, despite the different time periods and although the data is not gathered equivalently, the two figures 

indicate that the US-states are better integrated than the EU members are. 

- The inter-regional trade figures can be compared directly and indicate the regions integration with the rest of the 

world. On this variable, the USA’s and the EU-27’s figure is of about the same magnitude. 

- In both regions intra-regional trade is considerably more important than inter-regional trade. 

 

Data on intra-regional trade for the individual EU-27 countries and the US-states respectively is available in Board 

6 and 8 in Appendix II. Furthermore, Board 7 in Appendix II also reports aggregated intra-regional trade figures 

for the original EMU countries and possible inferences. 

  
Region Type of flow Year Figure   

  
EU-27 Intra-regional trade 2011 43.8%   

  
EU-27 Inter-regional trade 2011 25.9%   

  
USA Intra-regional freight shipments 2007 93.2%   

  
USA Inter-regional trade 2011 24.9% 

  

The figures show the ratio of total trade (imports + exports) in goods with the respective partners, divided by the 

GDP of the region under consideration. For the calculation of the US-intra-regional figure the total flow of freight 

shipments among US-states is used in the numerator. The calculations were conducted according to the methodol-

ogy outlined in Mongelli, Dorruci and Agur (2005: 11) and are described in more detail in Board 6 of Appendix II. 

Source: own calculation, data of EU-27 from Eurostat, data of USA from the Bureau of Economic Analysis and 

from the Common Flow Survey 2007.  

7.1.3 DIVERSIVICATION OF THE ECONOMY 

The third fundamental contribution to the OCA-theory which is often named in the same breath as Mun-

dell’s and McKinnon’s is an article by Kenen (1969). The circle becomes full when one knows that Kenen 

has written his article on the occasion of a conference organised by Mundell. The first out of two OCA-

criteria Kenen (1969) shaped is discussed in this sub-chapter, while the second follows in chapter 7.1.4. 

 

In his paper Kenen (1969) first elaborates on Mundell’s contribution of 1961 (cf. chapter 7.1.1). Thereby, 

Kenen (1969: 48) first restates that Mundell defines regions by the goods they produce and optimum cur-

rency areas in turn by the mobility of labour between these regions. Regions are therefore not separated 

geographically, but by their activity, and different regions should not form a CCA, unless labour moves 
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freely between them and thus balances the effects from asymmetric developments. Kenen (1969: 44) con-

cludes consequently that in his interpretation of Mundell’s world, inter-regional labour mobility also re-

quires occupational labour mobility. 

 

Kenen (1969: 49ff) then develops his own argument when he elaborates on the characteristics of a re-

gion’s productive activity. Kenen (1969) derives that the economies of regions comprising a CCA should 

be well-diversified. Basically, his argument is that such regions, although not immune to shocks, are less 

exposed to swings and evolve more stable than highly concentrated regions. Following Kenen’s (1969) 

argumentation, a diversified economy does not make mechanisms which allow adjustments to shocks ob-

solete, and it neither prevents shocks from happening, but it tends to mitigate the effects of such shocks, 

by the law of large numbers – how Kenen (1969: 49) formulated it. 

 

In more recent years, Paul Krugman’s (1993) advice towards the EMU to learn the “lesson of Massachu-

setts” stems from the same underlying reasoning as Kenen’s (1969) argumentation. Krugman (1993) used 

the example of New England to show how a highly specialised region can be affected by a shock to its 

leading sector. He then emphasises the importance of efficient alternative adjustment mechanisms, as 

nominal exchange rate adjustments are not available in a monetary union (Krugman, 1993: 255ff). Fur-

thermore, chapter 5.3 explained that Krugman argues that the introduction of a single currency fosters 

industrial specialisation. Therefore, Kenen’s criterion is also at the heart of the dispute between the Euro-

pean Commission’s and Krguman’s view.  

 

In the empirical literature, the OECD’s (2011a) Science, Technology and Industry Scoreboard provides a 

suitable device to judge a country’s sectoral diversification. In this publication the OECD (2011a) com-

putes an index for industrial specialisation, including both, manufacturing and service sectors, and reports 

the index values on country-basis. Although, the OECD does not provide index values for all EU-27 

members, the data available allows us to get a general impression and to infer valuable insights. The data 

for the EU countries reported as well as for some chosen, external benchmarks are shown in Box 7. 

 

Derived from the graph in Box 7 one can infer two main points. First, the economies of many EU mem-

bers are quite well diversified and thus accomplish Kenen’s criterion. Second, the degree of diversification 

is decreasing. In some cases, the second point might be traced back to the increasing importance of ser-

vices which has been observed in many EU countries (ECB, 2004). Venables (2007: 71) interprets the EU 

members’ tendency to more specialisation more generally as an indication that the economic geography of 

the EU is reorganising, perhaps to become more like the USA, whose states are far less diversified than 

the EU countries. Furthermore, the decreasing degree in diversification from 1998 to 2008 also suggests 
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that Kenen’s criterion is not endogenous and can be interpreted as evidence for Krugman’s specialisation 

hypothesis (cf. chapter 5.3 for Krugman’s view and chapter 7.2 for endogeneity). 

 

Box 7: OECD Industrial Specialisation Index, 2008 

The OECD Industrial Specialisation Index indicates how specialised, or contrary how diversified, a country's econ-

omy is. The index aggregates the relative importance of 20 different sectors of a country's economy and transforms 

the measure into a specialisation index, which is calibrated according to the common concentration literature. Higher 

values indicate diversification, low values specialisation. More information to the OECD Industrial Specialisation 

Index, its calculation and further elaborations on countries industrial specialisation can be found at OECD (2011a).  

 

The interpretation of the graphic is straightforward and the data points of 1998 further allow an insightful intertem-

poral comparison. 

 

It is worth to emphasis that this industrial specialisation index includes both, manufacturing and service sectors. In 

contrast to many other statistics reported in this thesis, which only take manufacturing sectors into account. 
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Source: own graphic, data from OECD (2011a), Science Technology and Industry Socreboard, Chapter 6.4 Sectoral 

Specialisation. 

7.1.4 INSURANCE MECHANISMS 

The second point Kenen (1969) makes in his paper concerns fiscal policy. The crucial role fiscal policy 

plays in a monetary union has already been outlined in chapter 5.2 where some episodes of the trouble-

some relationship between fiscal policy and the EMU have been discussed. In his paper Kenen (1969) 

described this important interplay between monetary and fiscal policy in a CCA. Thereby, he wrote that 

the application of monetary and fiscal policies should ideally span the same area and that “it is a chief 

function of fiscal policy, using both sides of the budget, to offset or compensate for regional differences…” 

(Kenen, 1969: 47). Therewith, Kenen (1969) describes the insurance function of fiscal policy perfectly. 

Such insurance can help regions to mitigate the effects of shocks and thus also contribute to the favoura-
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bility of a single currency.
21

 Basically, fiscal policy provides a governmentally directed mechanism, which 

allows a redistribution of means according to the needs that prevail at the specific point in time. In a 

monetary union a supranational fiscal policy provides the grounds for an inter-regional redistribution, 

while a national-based fiscal policy resembles more of an intertemporal redistribution (de Grauwe, 2009: 

12). As Chapter 5.2 has already discussed fiscal policy, we now shift the focus to another redistributive 

device, i.e. the financial market. 

 

The financial market’s importance as an insurance mechanism is often emphasised. De Grauwe (2009: 

255), for example, states that “financial market integration is of great importance for the smooth function-

ing of the EMU” and Marinheiro (2003) reports that in the USA the part that the financial market contrib-

utes to the inter-state redistribution is far bigger than the part of the federal budget, which in turn is much 

bigger than the EU-budget. This relation underlines the immense potential of the financial market as a 

redistributive device. The precondition that financial markets can assume a redistributive function is the 

presence of cross-regional transactions. Resulting income streams from assets hold abroad or the possibil-

ity to get financial means from another region can help to balance the income streams generated within the 

own region. Thereby, McKinnon (2004) explains that it was again Mundell (1973) who suggested that 

exchange rate risks inhibit such cross-regional transactions. Hence, the formation of a monetary union 

fosters cross-regional financial diversification per se, since it eliminates these exchange-rate risks. This is 

another early application of the endogenous favourability of forming a CCA (cf. de Grauwe and Mongelli: 

2005: 18f as well as Chapter 7.2). 

 

In the empirical literature Beck and Demirgüc-Kunt (2009) provide evidence for a global trend to integra-

tion of financial structures, which is more pronounced for markets than for banks. On the European level, 

the integration status differs depending on the considered object. De Grauwe (2009: 252) states that the 

money market, which is dominated by the ECB and inter-banks transactions, was the easiest to integrate 

and is now widely accepted to be fully integrated on Eurozone level. Speaking about banks, de Grauwe 

(2009) adds that only the inter-bank market is well integrated while the retail-baking market remains quite 

fragmented. In its review on ten years of EMU the European Commission (2008: 94) writes that the bond 

market integration shows a diverse picture. While the market for government bonds has been fairly well 

integrated, there is still way to go in the filed of corporate bonds. As evidence for the well integrated gov-

ernment bond market the European Commission (2008: 94) names the early convergence of the yields of 

                                                      

21
 In his book, De Grauwe (2009) underlines several times that it is crucial to keep in mind that fiscal transfers should 

only be used to cope with temporary shocks. If changes are permanent, fiscal transfers might help and be applied to 

cushion the adaption period, but should by all means only be used temporarily, otherwise the necessary structural 

adjustments might not be undertaken and moral-hazard becomes an issue. 
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different EMU government bonds, the size the market has reached and significant cross border holdings. 

In this respect the rampant European debt crisis has revealed two points: first, government bonds are truly 

spread widely, which can be seen by the variety of actors who is affected by the substantial decrease in 

value of many government bonds. Second, the markets seem to have undervalued the default risk of sev-

eral countries for several years and thus the yield-convergence-effect was too strong. Overall, however, 

the Commission’s judgement regarding the integration of the Euro-bond market still seems to hold. In the 

equity market the integration happens only slowly. The European Commission (2008: 96) spots the very 

different national company laws applying in these markets as the major obstacle on the way towards more 

integration. McKinnon (2004: 16ff) explains that furthermore the home bias, an empirical well docu-

mented finding in the field of behavioural finance, can explain the equity market participants’ reluctance 

to integrate. In this respect, however, the European Commission (2008: 97) reports promising evidence of 

a declining home bias and consequently an increasing share of cross-EMU-member equity holdings.  

 

Above all, one can concluded that Europe has not yet explored the full potential of the insurance mecha-

nisms which can help to mitigate the effect of asymmetric shocks and thus improve the optimality of a 

CCA. Specifically, an inter-regional redistribution of fiscal means is almost absent and the financial mar-

ket is only partly integrated. De Grauwe (2009: 257) specifies consequently, that the burden of output-

smoothing in the Eurozone is mainly carried by national budgets. While the current crisis creates pressure 

to move in different related fields, the eventual effect on the effectiveness of the insurance mechanisms 

remains to be seen (cf. Chapter 5.2 for recent reforms in the field of fiscal policy). 

7.1.5 SYMMETRY IN DEVELOPMENT 

In a CCA there is only one monetary policy, but several different economies which get affected by it. The 

symmetry criterion allows judging how well these two things match, as it evaluates the symmetry in the 

development of the involved economies. As long as these economic developments are perfectly synchro-

nised, or symmetric, the match is equally perfect, since the appropriate monetary policies are identical for 

all economies. In this case, one size fits all and it involves no costs to surrender a nationally-tailored 

monetary policy. In contrast, such costs arise if economies develop asymmetrically and thus the central 

monetary policy can no longer match all the economies’ needs perfectly. 

 

When labour mobility and insurance mechanisms were discussed previously, it was automatically as-

sumed that costs arising out of asymmetric developments need to be handled. The ingenuity of the sym-

metry criterion is that it takes one step back by stating that we do not have to bother about adjustments to 

asymmetries or about how we can mitigate their effects, if they do not occur anyway. Furthermore, Mon-
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gelli (2008: 6) ascribes the symmetry criterion’s usefulness to its ability to capture the interaction between 

several properties. Accordingly, Mongelli (2005: 611) calls the symmetry criterion a “meta-property”. 

 

There is a multitude of reasons which can potentially lead to asymmetric economic developments. Most 

generally, economies can either be affected differently by external factors or differences in internal charac-

teristics lead to asymmetries. Baldwin and Wyplosz (2012: 410) name policy preferences as one crucial 

example of such internal characteristics which can differ. In any case, a reflection of the symmetry crite-

rion makes most obvious why in a CCA diversity means costs!  

 

Due to its central role, many empirical studies have been devoted to the question of business-cycle sym-

metry. With a global perspective, Marelli, Signorelli and Tyrowicz (2012: 365) summarise studies assess-

ing business cycle symmetry directly with the statement that “in the world, business cycles have been 

highly synchronised across countries over the past two decades. This fact, together with the opening of 

countries and increasing trade, is one of the most evident effects of globalisation”. In line with this global 

perspective, de Haan, Inklaar and Jong-A-Pin (2008) suggest in their meta-study that the business cycles 

of the euro area members have become synchronised in general, while there are some exemptions. Weyer-

strass et al. (2011) have recently found similar findings for the EU-15. They state, that the EU-15 econo-

mies’ are fairly well synchronised overall, while Portugal and Greece are two clear outliers. Fidrmuc and 

Korhonen’s (2006) review of 35 studies concludes that the same pattern can also be observed among the 

new EU members. While many new member states achieve already a relatively high degree of business 

cycle correlation with the euro area, there are some exemptions, namely Lithuania, Romania and also Slo-

vakia. In a comparison between the old and the new member states Weyerstrass et al. (2011) conclude, not 

surprisingly, that the new member states’ symmetry scores vis-à-vis the euro area are on average consid-

erably lower. Generally, the studies have in common that they emphasis the dynamic in the synchronisa-

tion process, characterised by repeated de- and re-couplings and that they warn that the estimation results 

depend heavily on the methodology and the data applied. 

 

Overall, one can conclude that the EU and the EMU are characterised by a high degree of business cycle 

synchronisation between their members, while there is a number of exemptions. In an analysis based on 

EMU countries Jones, Collins and Sribnick (2012) make an interesting proposition to explain these ex-

emptions. Thereby, they connect the European with the global perspective and suggest that EMU members 

react differently to external influences from the USA or from the rest of the world. It is then their diverg-

ing reaction to such external influences, which makes some EMU countries different to their single cur-

rency partners. Jones, Collins and Sribnick (2012) find that in Greece, Portugal and also Spain there is 

almost none response to external influences, while the other EMU countries do react to the one or the 
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other external influence. Thus, generalising perhaps too far, one can infer that Portugal, Greece and Spain 

are not well integrated in the European business cycle, because they are neither integrated in the global 

business cycle, while their EMU partners are. 

 

That many of the European countries’ economies move into the same direction is also confirmed by the 

graphs in Board 9 in Appendix II, which reports output-gaps in three different years. However, a point 

made by Alesina, Barro and Tenreyro (2002) reminds to caution. In their study, they suggest that it is not 

only the correlation of the output, but also its variance that matters. Thus, if two countries’ economies 

move into the same direction, the appropriate monetary policy must still not be the same, because the 

movements might be much more pronounced in one country than in the other. Examples for such situa-

tions as well as further possible inferences from the reported output-gaps are contained in Board 9 in Ap-

pendix II. 

 

Now we turn to indirect studies of business-cycle symmetry. Indirect, because they do not assess symme-

try directly, but examine the economies’ industrial structures relative to each other, which in turn influ-

ences the business-cycle symmetry. With the industrial structure, the same factor is under consideration as 

in Kenen’s (1969) economic diversification criterion (cf. chapter 7.1.3). However, Kenen‘s (1969) crite-

rion assesses a country’s sectoral set-up on an absolute-level, while this time their relative differences is 

under consideration. Schadler (2007: 396) names two specific possibilities to get a corresponding over-

view of the relative industrial structures of the involved economies: first, one can assess the degree of 

intra-industry trade, and second, one can examine the relative similarity of countries’ industrial set-up. 

The logic is straightforward, the more integrated and the more similar the economies’ industrial structures 

are, the more likely they develop symmetrically. Thereby, these indirect measures often account only for 

the manufacturing part of the economy, while the direct measures take the entire economy into considera-

tion. A further difference between indirect and direct measures is that direct measures evaluate symmetry 

ex-post, while indirect measures assess a risk for asymmetric developments. 

 

Reflecting this “relative industrial structure” argument also makes clear why the debate between the EU-

Commission’s one-market view and Krugman’s specialisation suggestion is a focal point (cf. chapter 5.3). 

If Krugman is right, creating the EMU leads to more specialisation among its members’ economies, thus, 

in tendency, to a higher divergence in the industrial structures and thus also to a higher risk of asymme-

tries in the economies’ development. Contrary, the EU-commissions view implies in its extreme that the 

creation of the EMU melts its members’ economies to one big market which only has one business-cycle. 

Therefore, it is interesting to see what the empirical literature suggests on these matters.  
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An empirical assessment of the sectoral specialisation of the EU member’s economies relative to its aver-

age was delivered by the ECB (2004). In this study, the ECB (2004) computes Krugman specialisation 

index values, which scale the relative importance of industries in an economy vis-à-vis the corresponding 

average measures of the peer-group.
22

 Thereby, it computes values for the EU-15 using a data sample 

ranging from 1985 to 2001. Overall, the ECB (2004: 13) concludes “that cross-country differences in sec-

toral specialisation have been rather limited in the EU”. Its breakdown of the total economy shows that 

the relative specialisation in manufacturing sectors is far bigger than in utilities and business sectors (ECB, 

2004: 15). This fact is likely to be traced back to the more pronounced economies of scale in manufactur-

ing sectors. With a view on manufacturing sectors only, it is interesting that he ECB (2004: 15) reports a 

decrease in relative specialisation, while Venables (2007) concludes the opposite, using the EU-15 and 

data up to 2001 as foundation as well. However, Venables (2007) uses gross production output values 

while the ECB (2004) uses gross value added figures. Furthermore, their classification of sectors differs as 

well. This example reminds to remain aware, frist, that the examination of the input is vital when interpret-

ing the output, and second, of the apples and oranges fallacy. Overall this paragraph indicates that the 

increasing importance of services in the EU, which the ECB (2004: 13ff) study revealed as well, combined 

with the difficulty to trade them is an important development tending to prevent relative sectoral speciali-

sation.  

 

With empirical studies on intra-industry trade, this section turns to the second indirect symmetry measure. 

In this field Brühlhart (2008) contributes a comprehensive overview on the global patterns in intra-

industry merchandise trade flows. Analysing his data sample ranging from 1962 to 2006 Brühlhart (2008) 

concludes that intra-industry merchandise trade has risen steadily and indicates an increasing convergence 

in the sectoral composition of world economies. Brühlhart (2008) also finds that intra-industry trade is a 

high- and middle-income country phenomenon. The same findings are reported by the OECD (2010). 

They write in their report “Economic Globalisation Indicator 2010” that intra-industry trade “typically 

occurs among rich countries with a similar economic structure and level of development that are geo-

graphically close”. Although the specific values of the two reports differ considerably, the message is the 

same in both studies, since many EU members are listed among the top intra-industry traders. Thus, al-

though these figures are based on a country’s intra-industry trade in manufactures worldwide, they provide 

a reasonable indication that intra-industry trade also plays a crucial role between many EU members. On 

an individual country basis, it is again a group of peripheral countries, especially Greece, who perform 

worst. Board 11 in Appendix II reports the OECD-data and provides more information on the calculation 

methodology. 

                                                      

22
 See Board 10 in  Appendix II for a mathematical derivation of the Krugman specialisation index.  
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Finally, it shall be emphasised once more that indirect symmetry measures assessing industrial structures 

determine only a risk for asymmetric developments, which needs to get triggered by developments affect-

ing different industries differently. In this respect, Nils Thygesen’s qualification regarding the importance 

of asymmetric shocks is important. In an interview reported in Mulhearn and Vane (2008: 85) Thygesen 

stated that many of the vital shocks in history were affecting all economies similarly, i.e. were symmetric. 

If we review the economic development in the current millenium Thygesen’s observation gets confirmed. 

His statement is also inline with Marelli, Signorelli and Tyrowicz’s (2012) previously stated conclusion 

that business cycles get more synchronised across the entire globe. Hence, if many shocks are symmetric 

anyway, relative specialisation does not matter that much. Arguing along this line also reduces the explo-

siveness of the debate between the EU-Commission’s one market- and Krugman’s specialisation hypothe-

sis. 

 

Summing up, this sub-chapter has provided several take-aways: first, at least recently global trends made 

business cycles more symmetric worldwide. Second, the evidence on actual business-cycle symmetry in 

the EU is favourable, on average. Third, contrary to the average favourable picture, an individual country 

consideration indicates that some peripheral countries step out of the line. In particular, the economies of 

Greece and Portugal do not fit into the general pattern. Forth, empirical evidence on indirect symmetry 

measures for the EU is not completely decisive, but tends to depict a favourable picture as well. In this 

respect, it is important to notice that the indirect measures assess a risk for asymmetric developments only, 

which needs to get triggered by asymmetric shocks first. 

7.1.6 OVERVIEW OF OCA-CRITIRA 

Reviewing the three, let us call them, classic criteria as well as the insurance mechanisms and the symme-

try criterion allows two fundamental insights: first, one criterion alone cannot determine the optimality of 

a CCA, and second the different criteria do not need to point into the same direction. For example, an open 

economy does not need to be diversified.
23

 It was Ishiyama (1975) who suggested consequently that a 

balance of costs and benefits resulting out of the application of different criteria is more appropriate to 

assess the optimality of a CCA, than a judgment based on one, single criterion. 

 

Besides the ones discussed so far, several other OCA-criteria were suggested which are not described in 

depth in this thesis. A detailed overview of the entire OCA-literature can be found in Mongelli (2008, 

2005 and 2002) as well as Broz (2005). What follows in this sub-chapter is a graphical summary of the 

logic of the OCA-criteria. With price and wage flexibility as well as homogenous preferences this over-

view features two criteria which were not described previously. Price and wage flexibility was an effective 

                                                      

23
 Tavlas (1994: 213) called this fact „the inconclusivness“ of the OCA-theory. 
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adjustment measure, but it is often suggested to be absent, especially in the short-run (cf. for instance 

Mundell, 1961). Homogenous preferences, for example in terms of inflation, are another criterion which 

helps to avoid asymmetries (cf. e.g. Baldwin and Wyplosz, 2012: 412 or Nello, 2012: 209). Different 

economies are more likely to develop synchronically, if they are run based on homogenous preferences. 

 

Box 8: Logic of OCA-criteria at a glance 

The following graphic depicts the function of different OCA-criteria in a cost-benefit analysis of adopting a single 

currency. Thereby, OCA-criteria take the costs and benefits as given and assess their individual magnitude in turn.  

 

The main benefits simply increase with the number of transactions that profit from the elimination of transaction 

costs and exchange rate uncertainty. On the cost-side the OCA-logic works in two steps: first, properties to avoid 

costs are evaluated, and second, ways to handle costs if they occur are assessed. In the graphic below the measures 

in this second step are separated according to actions, i.e. redistribution and adjustment. Alternatively, they could be 

distinguished according to the actor, i.e. market forces vs. national or central governments respectively. 

 

Source: Own depiction 
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7.2 Endogeneity 

The idea that OCA criteria might be endogenous is not new, as already McKinnon (1963: 724) wrote: “of 

course, the currency arrangements themselves would affect factor mobility, so the extent of factor mobility 

hast to be considered ex post”, what exactly describes endogeneity. Furthermore, in chapter 5.3 we have 

got to know that “Monetaritsts” already claimed endogenous effect of a common currency at the time of 

the Werner Report. However, only with the EMU the endogeneity-hypothesis became really an issue. The 

publications by Frankel and Rose (1997 and 2002) and by Rose (2000) alone, earmarked the start of an 

avalanche of studies on endogenous effects of a single currency, which is still underway. 

 

Basically, the endogeneity-hypothesis suggests that the sheer introduction of a single currency increases 

the favourability of OCA criteria. In other words, it suggests that the act of adopting a single currency 

improves its cost-benefit balance per se. Therefore, Frankel and Rose (1997: 755) write, that the endoge-

neity test is a simple application of the famous “Lucas Critique”. Hence, endogeneity is not another OCA-

criterion, but a test that can potentially be applied to all different OCA-criteria. Some indications regard-

ing endogeneity have already been given when the criteria were described and updated with actual data. 

More of the related literature is summarised in turn. A comprehensive overview is, for example, provided 

by Willet, Permpoon and Whilborg (2010), the European Commission (2008) or de Grauwe and Moneglli 

(2005). 

 

The estimation of the effects of a single currency on intra-regional trade has been given particular weight 

in the endogeneity literature. Creating a single currency eliminates trade impediments, such as transaction 

costs and exchange rate uncertainty. Therefore, an increase in intra-regional trade can be expected post-

introduction of a single currency. However, Rose’s (2000) initial estimation, based on data covering ex-

amples worldwide and ranging from 1970 to 1990, of a positive trade effect of a common currency of 

about 300 per cent still seemed too optimistic to become reality in the European case. Indeed, as time 

passed and one could start to use actual European data, estimations sunk considerably. Baldwin (2006) for 

example suggests a range of 5 to 10 per cent. Willett, Permpoon and Wihlborg (2010: 853) summarise the 

current status in research on endogenous trade effects of the euro appropriately, as a widespread agree-

ment that the euro fosters intra-area trade – the questions remaining are just by how much and over which 

time frame. 

 

In terms of symmetry, the European Commission’s (2008: 49ff) report EMU@10 provides an insightful 

overview of what has been going on in the last about twenty years. Thereby, its elaboration on the case of 

symmetry can well be generalised to other OCA-criteria. The European Commission (2008) states that 

there have been several overlapping dynamics affecting the EMU economies’ symmetry, which are diffi-
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cult to disentangle. On the one hand, EU-wide effects stemming from the Single Market programme as 

well as the closer coordination of policies in the run-up to the EMU had a high synchronisation effect in 

the 1990s already. Starting from this high level, synchronisation among EMU members has not increased 

much since the introduction of the Euro. On the other hand, the entire world economy has become much 

more synchronised recently, which is inline with Marelli, Signorelli and Tyrowicz’s (2012) finding stated 

previously. Due to these overlapping effects, it is hard to evaluate the specific impact of the euro’s intro-

duction on symmetry. As an interim conclusion the European Commission (2008: 51) states that the cur-

rent findings at least allow rejecting the view that a common currency leads to desynchronisation, as the 

specialisation hypothesis implies. 

 

With regard to structural reforms in labour markets de Grauwe and Mongelli (2005: 27) conclude prelimi-

narily that the EMU provides incentives for such reforms. Willet, Permpoon and Whilborg (2010: 869) do 

not deny that such incentives might exist. However, they suggest that there has been much more talking 

about reforms than effective actions have occurred since the euro was launched. They state that reforms 

were happening in the run-up to the EMU, but that there could rather be observed sings of reform fatigue 

since then.  

 

What becomes obvious when reviewing the OCA-endogeneity literature is the difficulty in testing the 

hypothesis. As Willet, Permpoon and Whilborg (2010) write, the EMU members’ development has been 

influenced by broader trends, not only the creation of the euro. Disentangling these effects is very diffi-

cult. They add that the time frame within which the endogenous effect should materialise is neither speci-

fied, and as a further complicating factor, internal differences among the individual countries also affect 

the evolution of OCA-criteria. Eventually, the endogeneity hypothesis faces the same destiny as many 

other research questions: there will never be an ultimate answer to what it asks, due to the lack of the cru-

cial counterfactual, i.e. the impossibility to test how the EMU members would have developed if they had 

not introduced the euro. 

7.3 Current OCA-state of the EMU 

Sidestepping the endogeneity question, the data reported in this chapter provides a static overview of 

Europe’s current performance on the OCA-criteria discussed. In this one-shot evaluation we are only in-

terested in Europe’s current OCA-state, neglecting questions regarding factors which have affected this 

condition. As it was pointed to already, it is a flaw of the OCA-theory that it can not provide a clear-cut 

answer in such an evaluation. Instead, an OCA-analysis delivers a set of indications describing the suit-

ability of a common currency for a group of countries.  
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On an average level, the corresponding picture depicted by the OCA-criteria discussed, is about the same 

for the EMU and the EU overall. The performance on the criteria of trade openness, absolute sectoral di-

versification as well as business-cycle symmetry is fairly good, while redistributive forces and the adjust-

ment-allowing labour market are not sufficiently developed. Baldwin and Wyplosz (2012: 424ff) draw a 

similar mixed conclusion after their assessment of Europe’s current OCA-state. Thereby, it is not a big 

surprise that the weaknesses concern the labour market and inter-regional redistribution, as tackling these 

two topics is particularly delicate for national governments. Therefore, it is widely known what the EMU 

needed to change in order to improve its OCA-performance, but many member states have either been 

reluctant or unable so far to address these sore spots with the necessary commitment. 

 

Although the data presented is not sufficient to draw final conclusions on an individual country level, it 

becomes obvious that there is disparity in the favourability of the euro for different EU-members, as their 

performances on different OCA-criteria differ widely. In respect of these divergent performances among 

member states, the OCA-criteria, which are microeconomic and real in nature, show a similar pattern as 

the macroeconomic variables to which the major attention is paid these days and which were broached in 

chapter 5.3. Overall, however, an OCA-analysis depicts a more favourable picture of the contemporary 

condition of the EMU than the currently wide spread apocalyptical mood suggests.  
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Part III SOCIAL AND POLITICAL FACTORS 

In two sentences, the picture of the EMU’s diversity-challenge Part I and Part II have depicted, is the fol-

lowing: first, a look in today’s newspapers as well as the discussion in chapter 5.3 suggests that the 

EMU’s fate is solely determined by macroeconomic diversity. Second, the OCA-theory demonstrates ac-

cessibly that in a CCA diversity means cost and focuses its analysis mainly on microeconomic factors. In 

contrast, social and political factors are often only mentioned to be crucial, but they are rarely explored in 

depth in the literature. In this third part of the thesis I would like to position population diversity as an-

other facet of diversity which impacts the EMU. In fact, population diversity is beyond the EMU an influ-

ential factor in the European integration process overall. In an attempt to analyse the impact of population 

diversity, I will set up an approach which is empirically testable and which can be used to discuss the im-

pacts of population diversity in turn. Thereby, I will apply the strands of literature on political economy 

and socioeconomics in the field of study on regional integration. From my point of view, neither the grow-

ing literature on EMU in general, and particularly not the OCA-literature have sufficiently explored this 

combination so far. Chey’s (2009) “…political economy critique on the theory of Optimum Currency Ar-

eas…” is one noteworthy exception known to me.  

 

With the ambition in mind to get a better understanding of the impacts of population diversity in the EMU, 

this part is structured as follows: first, the reasoning underlying the analytical approach is derived, before 

it is describes how the reasoning is transformed in variables and a methodology, The actual analysis is 

then followed by an elaborated discussion of its results. Finally, the implications of the analysis for the 

future of the EMU and the EU overall as well as the OCA-theory are examined. 

8 Derivation of Approach 

In the literature exists a broad consensus that popular interest and support for the European project is lack-

ing and that their formation is crucial to sustain and advance integration in Europe. Moravcisk (2007: 37), 

for example, writes that “in order to survive the EU also requires ideological stability, i.e. popular sup-

port, trust and legitimacy”. Meunier and McNamara (2007: 10f) describe that some kind of European 

identity, “a sense of shared community binding the citizens of Europe”, is essential to construct a legiti-

mate, accepted and stable political system. Kelemen (2007: 59) writes more generally that the stability of 

every federal system must be grounded on a shared sense of identity and political culture of federalism. De 

Grauwe (2009: 113) calls it the “deep variable” which is only weakly developed in Europe. Wittlinger 

(2009: 370) summarises what all these quotes describe, and what is widely believed, as she states that “the 

Emergence of a European political culture based on a shared sense of identity is considered to be pivotal 
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for the legitimacy and future success of the European Union, internally as well as for its position as a 

credible global actor.” However, not only in the literature, but also in the European integration practice 

the importance of the fire in the population for the European project was early recognised. Wittlinger 

(2009: 370) writes that already in 1973 the “Copenhagen Declaration on European Identity” envisaged the 

formation of a European identity. Thereby, the words used almost 40 years ago match those of these days 

fascinatingly well, as point three of the declaration says: “The diversity of cultures within the framework 

of a common European civilization, the attachment to common values and principles, the increasing con-

vergence of attitudes to life, the awareness of having specific interests in common and the determination 

to take part in the construction of a United Europe, all give the European Identity its originality and its 

own dynamism.” (CVCE, 2012). In the meantime, European heads have repeatedly undertaken attempts to 

bring European integration closer to the broad public. In 1984, for instance, the European Council held in 

Fontainebleau established a committee to examine the creation of a “People’s Europe” (Blair, 2005: 57). 

More recently, Moravcisk (2007: 37f) describes the constitutional treaty, which failed miserably on the 

French and Dutch no-vote in 2005(cf. chapter 4.2), as “primarily an exercise in public relations” in order 

to surmount the perceived ideological crisis of legitimacy in the EU. 

 

Summing up the last paragraph, it is widely accepted in theory as well as in practice that a cohesive and 

supportive European population is crucial for the EMU and European integration overall. In this respect, 

we can depict the three factors shaping European integration, explained in the 1 x1 of European integra-

tion theory in Chapter 1, as three pillars which are based on the foundation of a cohesive and supportive 

European population. While the importance of a cohesive and supportive population for the EU and the 

EMU is widely accepted, it is considerably less known about its determinants. This is exactly the point 

this thesis wants to address. With the application of the focal point of this thesis, i.e. diversity in the EMU, 

to the question of what determines how cohesive and supportive a population is, I try to build a frame for a 

research approach. Thereby, the adoption of the “diversity means cost-paradigm” from the economic 

analysis of the optimality of a CCA to social and political circumstances, results in the generally formu-

lated hypothesis that “population diversity impedes the formation of a cohesive and supportive popula-

tion” and is thus costly as well. The validity of this hypothesis in the European case is what I would like to 

test subsequently. Therefore, the next chapter shows how this hypothesis is transformed into an empiri-

cally testable analytical set up – or figuratively how the set frame is filled.  

9 Operationalisation of Approach 

Two main challenges arise, if one wants to test the hypothesis that “population diversity impedes the for-

mation of a cohesive and supportive population”. First, the most appropriate variables to capture popula-
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tion diversity need to be found, second, suitable proxies for a cohesive and supportive population are to be 

defined. The remaining part of this chapter tackles these two tasks. 

 

When it comes to population diversity a look into the literature reveals that two main strands of research 

have established. One concerns economic diversity in a population and examines the distribution of re-

sources within a population.
 
The second can broadly be described to concern ethnic diversity in a popula-

tion. While both fields of research consider an aspect of population diversity, their wordings differ. In the 

part of the literature that concerns economic aspects of population diversity, it is common to speak about 

the equality or inequality of distributions, while in terms of ethnic aspects it is often referred to homoge-

nous or heterogeneous populations or alternatively to the fractionalisation of a population. In both fields of 

study several variables have been established to determine the respective degree of diversity in the popula-

tion. The following sub-chapters 9.2 and 9.3 describe which variables are used in the analysis of this the-

sis. At this point, a clarifying not regarding the different kinds of economic diversity used in this thesis 

might be due. Under the heading of population diversity, economic diversity refers to individuals’ relative 

economic situation within a country or a region, while macro- and microeconomic diversities, discussed 

previously, describe the economic positions of entire states mostly in absolute terms, which might be 

compared across countries in turn. 

 

The term cohesive and supportive population is less tangible. However, the separation of the term in its 

two building blocks helps to grasp it. First, cohesion in a population is often referred to as social cohesion. 

Social cohesion and similarly social capital have, from my point of view, become popular buzzwords, but 

they are used with different interpretations and are not finally defined (cf. Guiso, Sapienza and Zingales, 

2011 who argue along the same line and Vergolini, 2011 for an attempt of a systematic overview of dif-

ferent definitions of social cohesion). Bypassing a lasting definition discussion, I simply see a social cohe-

sive population as one that feels as one unit. This is a straightforward and appropriate description of what I 

mean with a cohesive population. Second, the support in a population can be connected to the population’s 

degree of commitment towards a common purpose. In a democratic country the general degree of this 

commitment makes itself felt in the government’s ability to formulate and implement politics, what might 

be referred to as government effectiveness (cf. Kaufmann, Kraay and Mastruzzi, 2010). The following 

analysis will use one variable for social cohesion and one variable for government effectiveness as proxies 

for a cohesive and supportive population. The choice of these variables is elaborated in the sub-chapters 

9.4 and 9.5. Before the individual variables are discussed, however, Sub-chapter 9.1 provides an overview 

of the econometric structure of the analysis and the methodology applied. As a starting point into the more 

elaborated discussion on methodology and variables Box 9 provides a graphical summary of the analytical 

framework.  
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Box 9: Overview of analytical framework 

The following graphic depicts how the hypothesis “population diversity impedes the formation of a cohesive and 

supportive population” shall be tested. Thereby, it is analysed in how far the degree of population diversity explains 

the degree of social cohesion and government effectiveness. 

 

In a democratic way of thinking, the allocation of the ovals shall indicate that population diversity as well as social 

cohesion are characteristics of the population or similarly the electorate, while government effectiveness relates to 

the link between the electorate and the government. Thereby, it is likely that there exists an interrelation between 

social cohesion and government effectiveness, but this interrelation is not in the focus of this thesis – thus, the arrow 

is put in brackets.  

 

The numbers indicate in which sub-chapter the variables respectively the methodology are discussed. 

 

Source: Own depiction 

9.1 Two step analysis 

The final purpose of the following analysis is to get an indication of the impact of population diversity on 

major regional integration steps in general, and more specifically on the feasibility and the sustainability 

of the EMU. With this final purpose in mind, the previous paragraphs have depicted the way to go in order 

to once reach the final purpose. First, an appropriate hypothesis was derived, and second a framework 

developed which shall allows testing the formulated hypothesis. Box 9 summarises this foundation of the 

analysis built so far. This sub-chapter now describes how this framework set-up is implemented in an ana-

lytical procedure.  

 

Knowing that most data is only available on a country-basis, seldom on EU-level, and almost never for 

different EU-sub-groups, the analytical procedure applied consists basically of two steps. First, it is tested 

on national level in how far population diversity explains social cohesion and government effectiveness 

respectively. Second, it is tried to aggregate population diversity across countries and to apply the insights 
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gained from the analysis on national level to draw corresponding inferences for the situation prevailing in 

groups of countries. Such a procedure provides flexibility and allows judging the suitability of different 

groups of countries to form a CCA. For example, one could test, whether the notion to split the EMU in a 

Northern and a Southern part makes sense, built on this population diversity argument. 

 

For the first step, i.e. the analysis on national level, all the countries of the EU-15 are under consideration, 

and thus those countries which were initially thought to build the EMU. Thereby, a cross-sectional analy-

sis is conducted using the most recent data available. A cross-sectional analysis based on a data sample of 

15 countries only, is relatively small to perform a sound econometric analysis. Consequently, the interpre-

tation of the results has to be conducted with the necessary caution. Based on this foundation built in step 

one, step two can potentially provide aggregated diversity measures for groups of countries consisting of 

the EU-15. 

9.2 Economic diversity 

In the introduction to the recently launched “Inequality in focus” series the World Bank (2012) writes that 

what is subsumed under the term economic diversity in this thesis is a hot topic, as inequality and equity 

issues have led to unrest around the world recently. With this newly launched series, the World Bank 

(2012: 1) will therefore systematise an accessible overview of different kinds of inequality measures. With 

this purpose in mind, it starts broadly by describing that there are different outcome inequality measures, 

and continues that it is interesting to analyse whether differences in outcomes resulted from different indi-

vidual efforts or from varying starting positions, which are exogenously given (World Bank, 2012: 9). 

While inequality in opportunity analyses up to what extend initial situations are comparable, income ine-

quality is a popular device to capture outcome inequalities, i.e. the joint effect of circumstances and ef-

forts.  

 

For the purpose of this thesis, I am less interested in the source of inequality than whether inequality, or 

population diversity, exists. Thus, I go for a measure of outcome inequality as a more final, comprehen-

sive device. Here, its widespread usage as well as the reasonable data availability speaks for an application 

of an income inequality measure (Glaeser, 2005: 3). The Equality Trust (2011) discusses in a research 

digest three common measures for income inequality: the Gini-coefficient, the Robin Hood index and a 

ratio of the income of the population’s top earners to the income of those at the bottom of the income dis-

tribution (cf. e.g. Cowell, 2000, for a more thorough discussion on how to measure income inequality). 

While every measure has its own advantages and disadvantages, we will use a ratio measure in this thesis, 

since it allows simply to aggregate cross-country income inequality if it becomes necessary.  
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Specifically, the income inequality measure applied in this thesis is based on an own calculation resulting 

out of the combination of three variables taken from Eurostat: an income distribution, which indicates the 

share of a country’s total income for every decile of ascending sorted incomes, a figure for net national 

disposable income as well as the number for the active population in a country. All the figures are from 

2010. If we now take the income share of the bottom decile of the distribution, multiply it with the net 

national disposable income and divide it by a tenth of the active population in that country, we receive the 

average income of the bottom ten per cent of earners. In turn, we can use the average income of the ten 

deciles to calculate the gap between high and low incomes intra-nationally and also to approximate in-

come inequality internationally if we want to. I apply a 80/20 ratio which divides the average income of 

the top twenty per cent by the average income of the bottom twenty per-cent of the income distribution, as 

Wilkinson and Pickett (2010) do it in their famous work “The Spirit Level – Why Equality is Better for 

Everyone”. The higher the figure is, the higher is the prevailing income inequality. While Eurostat does 

not provide average incomes along an income distribution, it reports final 80/20 ratios. Thereby, my fig-

ures correspond, with only minor deviations, to the ratios Eurostat reports. Board 12 in Appendix II lists 

the corresponding figures from both sources. 

9.3 Ethnic diversity 

In the field of study on ethnic diversity and its impacts the name Alberto Alesina, who is from Harvard 

University, is omnipresent. In 2005 he co-authored a paper with Eliana La Ferrara (Alesina and La 

Ferrara, 2005) which surveys the literature on the effects of ethnic diversity on economic performance. 

Thereby, they subsume ethnic, racial, religious and linguistic factors under the term ethnic diversity and 

thus indicate how multilayered ethnic diversity is. Consequently, the measurement of ethnic diversity can 

also be done in several ways, either focusing on one relevant factor or being formed of a combination of 

appropriate variables.  

 

In this thesis I use nationality or citizenship as source to capture ethnic diversity. On the one hand, I think 

that nationality captures to some extend ethnic, linguistic and religious factors. On the other hand, the 

stock of different nationalities in one country is a variable available complete, consistent and up-to-date 

from Eurostat. In contrast, the CIA (2012) World Factbook, for example, has gathered interesting data on 

ethnic groups, languages and religions, but the data is not really consistent and up-to-date. A variable 

closely related to citizenship, which basically differs through naturalisation, is the country of birth. How-

ever, the corresponding data on Eurostat is not complete, and thus prevents me from having to choose one 

of them (cf. Fernandez, 2011 for a discussion on how culture adopts over time and the impact of culture in 

general). 
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The methodology applied to transform the stocks of different nationalities in one country into a measure of 

ethnic diversity is called fractionalisation index and is, for example, applied in Alesina et al. (2003). 

Alesina et al. (2003: 158) explain the calculation of the fractionalisation index simply as one minus the 

Herfindahl index of the variable under consideration. In our specific case, this means that we square the 

share that one nationality makes up in the total population of a country, aggregate the results in turn and 

subtract it from one. More specifically I have taken European countries and aggregated nationalities from 

other continents to figures for Africa, America, Asia and Oceania. The resulting figures, which are based 

on the most recent data available at Eurostat, are also reported in Board 12 in Appendix II. The higher the 

figure is, the higher is the prevailing ethnic diversity.  

9.4 Social cohesion 

As described previously, the concept of social cohesion is, from my point of view, not finally defined. 

Accordingly, the Canadian Council on Social Development (2000: 4) writes that it is difficult to measure 

social cohesion as “…the concept of social cohesion is both multi-dimensional and contested”. In order to 

address this measuring issue, the Canadian Council on Social Development invited officials, academics 

and other experts to a workshop devoted to the search of appropriate indicators to judge the degree of so-

cial cohesion and to track the related progress. The outcome of this workshop, held at the beginning of this 

century, is a comprehensive, most valuable overview of possible indicators for social cohesion (Canadian 

Council on Social Development, 2000). Although the workshop used a working definition of social cohe-

sion as guidance, the resulting list of indicators is an appropriate starting point for the analysis of any in-

terpretation of social cohesion. 

 

In this thesis I use interpersonal trust as proxy for social cohesion. Trust in people is one of the indicators 

for social cohesion defined by the Canadian Council on Social Development (2000) and in general a vari-

able with a wide application in the literature on social cohesion. Morrone, Tontoranelli and Ranuzzi 

(2009) provide a good overview of this literature on trust, as they describe, among others, different kinds 

of trust, elaborate on how to measure trust and report studies which tested the effects of trust on other 

variables. Alesina and La Ferrara’s (2002) paper on “Who trusts others” complements this overview with 

a discussion of factors that shape trust.  

 

My variable of interpersonal trust is based on the answer to the following question in the European Social 

Survey (ESS)
24

: “generally speaking, would you say that most people can be trusted, or that you can't be 

                                                      

24
 Morrone, Tontoranelli and Ranuzzi (2009: 11) explain that this question goes back to Rosenberg (1956) and is 

therefore also referred to as the Rosenberg question. Furthermore, Guiso, Sapienza and Zingales (2011: 440) point 
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too careful in dealing with people? Please tell me on a score of 0 to 10, where 0 means you can't be too 

careful and 10 means that most people can be trusted”. Thereby, the ESS reports per country and point on 

the scale the share of answers of the totally questioned people. In turn, the OECD (2011b) aggregates per 

country the percentages of people who gave answers ranging from five to ten, in order to get a measure for 

the level of inter-personal trust in that country. I adapt the OECD-methodology by aggregating only the 

answers ranging from six to ten. Thereby, I aim to exclude that kind of people who answer notoriously in 

the middle of the given range in such surveys. This kind of consideration indicates that we are dealing 

with a subjective, qualitative variable here, rather than the two quantitative variables described in the pre-

vious two sub-chapters. The resulting levels of inter-personal trust per country are also reported in Board 

12 in Appendix II. Thereby, the data is taken from the survey wave in 2010, except for Austria, Italy and 

Luxembourg which were not covered in that wave and whose data is taken from prior waves. 

9.5 Government effectiveness 

Public governance is another multilayered concept with widespread application. In that field of study the 

OECD (2011c) publication “Governance at a glance” provides a comprehensive overview of many dif-

ferent facets of public governance. Relating to the measurement of public governance, the United Nations’ 

(2007) literature review of public governance indicators serves as a most valuable overview. Thereby, the 

introductory part of this publication is highly useful, as it provides a better understanding of what public 

governance is, positions it in the broader concept of governance overall and illuminates the complexity in 

assessing public governance as well. 

 

In this thesis I use an indicator for public governance discussed in the United Nations’ (2007: 16f) paper 

and provided by the World Bank. Since 1996 the World Bank computes and updates its so called “World-

wide Governance Indicators” (Kaufmann, Kraay and Masruzzi, 2010). Thereby, a multitude of sources is 

aggregated into six fundamental indicators of public governance (Kaufmann, Kraay and Masruzzi, 2010). 

With government effectiveness and regulatory quality I aggregate two of these six indicators to one meas-

ure, which I simply call government effectiveness, since I think they capture best what I mean with a sup-

portive population. Derived from their definition of public governance, Kaufmann, Kraay and Masruzzi 

(2010: 4) explain that these two variables describe “the capacity of the government to effectively formulate 

and implement sound policies”. Thereby, I simply use the point estimates of the two indicators provided in 

the last update in 2010, accepting or ignoring the estimation errors Kaufmann, Kraay and Masruzzi (2010) 

                                                                                                                                                                            

out that this question is a measure for generalised trust, as it asks for the level of trust towards a generic and un-

known member of a broader community, in this case the country, rather than a measure of personalised trust, which 

captures the level of trust towards a well identified individual.  
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report as well. In order to aggregate the two indicators to one measure, the standardised reporting scale 

used allows us to simply add the two values (I checked this point in an e-mail to Aart Kraay, see Appendix 

I). The individual figures as well as the aggregated values used for the analysis are also reported in Board 

12 in Appendix II. 

10 Analysis and Results 

After the derivation of the hypothesis in chapter 8 and the description of the tools necessary to test the 

hypothesis in chapter 9, the actual analysis of the impacts of population diversity on social cohesion and 

government effectiveness respectively can now be conducted. In this analysis, I will use the two popula-

tion diversity measures as explanatory variables, inter-personal trust and government effectiveness as de-

pendent variables and run simple Ordinary Least Square (OLS) regressions. Thereby, it would also be 

possible to comprise an index of population diversity, consisting of economic and ethnic diversity, and use 

this combined measure as explanatory variable. However, following the two clearly distinct strands of 

literature on income inequality and ethnic homogeneity, I decided to discuss their individual effects sepa-

rately and thus also to run the regressions separately. Furthermore, I also apply two control variables in 

some of the regressions in order to account for certain country characteristics. Thereby, total population 

shall capture the effects of the size of a country and GDP per capita of its economic performance.  

 

In the output of the regressions, the absolute value of the coefficients is of subordinate interest, and I am 

more interested in the algebraic sign and the significance of the coefficient of the population diversity 

variable. While the first indicates whether the direction in the relation to interpersonal trust and govern-

ment effectiveness respectively corresponds to what the hypothesis suggests, the latter specifies the ex-

planatory power of the variable in the relation under consideration. Thereby, the hypothesis implies nega-

tive algebraic signs in all the relations under consideration, i.e. that increasing population diversity de-

creases the levels of both interpersonal trust and government effectiveness. In terms of significance, the 

small sample size prevents us from expecting too high values. 

 

After a first run of the OLS-regressions I decided to exclude Luxembourg from the sample, since it is a 

clear outlier on ethnic diversity and heavily distorts the results of the corresponding regressions. Further-

more, its relatively small size and huge GDP per capita makes Luxembourg truly to a case of its own. Box 

10 reports the essential statistics of the analysis, which are going to be discussed and interpreted in the 

next chapters. Descriptive statistics of the individual variables can be found in Board 12 in Appendix II. 
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Box 10: Essential statistics from analysis 

This Box presents the essential statistics of the analysis conducted on the data sample of the EU-15, excluding 

Luxembourg, which is an outlier in several variables. Therefore, sample size N = 14. The file including the raw 

data as well as the entire analysis undertaken is provided on the CD attached to the thesis. 

 

I have conducted two OLS-regressions for each pair of explanatory and dependent variable, one with and one with-

out control variables, and report both. In brackets the t-value is stated first, followed by the corresponding p-value. 

  Variables                 

  Explanatory          

  Economic diversity = 80/20 income ratio   = 80/20 

  Ethnic diversity = Nationality Fractionalisation index = NFI   

  Dependent          

  Social cohesion = Interpersonal Trust   = Trust 

  Government effectiveness     = GE   

  Control          

  Total population      = Pop   

  GDP per capita      = GDP   

  Correlation matrix               

   80/20 NFI Trust GE Pop GDP     

  80/20 1.00 0.31 -0.54 -0.69 0.30 -0.70     

  NFI  1.00 -0.22 -0.15 0.12 0.05     

  Trust   1.00 0.82 -0.40 0.80     

  GE    1.00 -0.24 0.84     

  Pop     1.00 -0.28     

  GDP      1.00     

  Regressions for economic diversity           

  1. Trust on 80/20         

  Intercept 80/20 Pop GDP    

  93.00 -10.09        

  (4.31 / 0.001) (-2.23 / 0.046)        

  -17.39 1.29 -0.13 2.01    

 (-0.45 / 0.662) (0.27 / 0.793) (-1.02 / 0.330) (3.10 / 0.011)   

             

  2. GE on 80/20         

  Intercept 80/20 Pop GDP    

  5.99 -0.66         

  (6.23 />0.001) (-3.32 / 0.006)        

  1.03 -0.20 0.001 0.09    

 (0.57 / 0.579) (-0.89 / 0.394) (0.11 / 0.918 ) (3.04 / 0.012)   

  Regressions for ethnic diversity           
  3. Trust on NFI         

  Intercept NFI Pop GDP    

  56.66 -80.11        

  (3.86 / 0.002) (-0.79 / 0.447)        

  1.57 -86.77 -0.10 1.95    

  (-0.10 / 0.925) (-1.43 / 0.183) (-0.88 / 0.398) (4.41 / 0.001)    

             

  4. GE on NFI          

  Intercept NFI Pop GDP    

  3.27 -2.82        

  (4.29 / 0.001) (-0.53 / 0.605)        

  -0.02 -3.63 0.001 0.11    

 (-0.03 / 0.977) (-1.21 / 0.254) (-0.13 / 0.896) (5.137 />0.001)   

           

 Source: own calculation                 
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11 Discussion of Results 

As mentioned in the last chapter, the clear distinction in the strands of literature on income inequality and 

ethnic heterogeneity suggests discussing their effects separately. This is what is done in this chapter. Be-

forehand, however, it is worthwhile to spend a quick look at the relation between income inequality and 

ethnic heterogeneity. The correlation coefficient of the two corresponding variables in our data sample is 

0.31 (cf. box 10) and suggests a positive, but not highly pronounced interdependence. With a worldwide 

perspective, Glaseser (2005) reports a positive and strong correlation in the same relation. Alesina and 

Glaeser (2004), in turn, spot one possible explanation for this strong relationship between income inequal-

ity and ethnic heterogeneity worldwide in the negative impact of ethnic heterogeneity on the degree of 

redistribution. They find that ethnic heterogeneity limits the tendency to redistribute income and thus fos-

ters income inequality. Alesina and Glaeser (2004) also argue that redistribution in European countries is 

relatively pronounced, since their societies are relatively homogenous. This argumentation tells us, gener-

ally speaking, that our data sample is characterised by a relatively low variability in its variables compared 

to a worldwide consideration. This can potentially explain the less pronounced relation between ethnic 

diversity and income inequality in our data sample and is generally to be kept in mind when comparing the 

results of the analysis conducted in this thesis to an analysis based on a worldwide data sample. 

 

After this brief side note, we now turn to the discussion of the central relations in this thesis. First, the 

impact of ethnic diversity on the dependent variables is discussed, before the same discussion is conducted 

for the effects of income inequality on the dependent variables. 

11.1 Impact of ethnic diversity 

The output of the regressions for ethnic diversity, stated in Box 10, reveals, on the one hand, that the NFI-

coefficients show the expected negative algebraic signs in all four regressions reported. This implies in 

tendency that ethnic diversity has a negative impact on the degree of interpersonal trust and government 

effectiveness. On the other hand, a look at the t- and p-values suggests that this impact is far from being 

statistically significant. Thereby, it is conspicuous that the significance levels of the NFI coefficients in-

crease substantially when the two control variables are added. This means that the NFI is more precise in 

the prediction of the degree of interpersonal trust and government effectiveness, once we account for 

population size and GDP per capita. Specifically, the highly significant GDP per capita coefficients as 

well as the low correlation between NFI and GDP per capita seem to account for this increase in explana-

tory power of ethnic diversity.
25

 

                                                      

25
 Based on a global data sample, Alesina et al. (2003: 157) find, in contrast to our European data sample, that ethnic 

diversity is “closely correlated with GDP per capita”. 
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In the literature, the relations between ethnic diversity and trust and government effectiveness respectively 

have also been under consideration. Alesina and La Ferrara (2002: 222ff), for example, find a statistically 

significant negative impact of racial fragmentation on trust. Morrone, Tontoranelli and Ranuzzi (2009: 22) 

write in their summary on the literature on trust more generally that “homogeneity within a given commu-

nity is a key factor in the development of trust because individuals tend to trust more those similar to 

them”. In turn, they list ethnic factors as a vital determinant of these similarities between people. The em-

pirical evidence on the impact of ethnic diversity on government effectiveness, in contrast, is less clear. 

Alesina et al. (2003), for instance, conclude that ethnic diversity most likely influences government effec-

tiveness negatively, but they state at the same time that it is difficult to disentangle its effects from those of 

related factors and that the regression results they obtain, depend highly on the definition of the regression. 

Similarly, the OECD (2007: 172; Hoj et al. 2006) writes in a series of publications on the political econ-

omy of structural reforms that increasing population heterogeneity might well affect the government’s 

ability to take and implement structural reforms negatively, but this effect in not clear cut. 

 

In sum, the results of the analysis as well as the empirical literature indicate at least a tendency that ethnic 

diversity impacts social cohesion as well as government effectiveness negatively. However, the following 

case study on Canada shall illuminate that ethnic diversity must not be bad per se, but can be addressed by 

the appropriate policy. 

 

Canada is a country characterised by substantial ethnic diversity. Following Fearson’s (2003) ethnic frac-

tionalisation index Canada is the most ethnic diverse developed country, and Canada also ranks among the 

countries with the highest fraction of foreign-born inhabitants in a list provided by the OECD (2011b). At 

the same time, Canada’s degrees of interpersonal trust and government effectiveness are relatively high.
26

 

Therefore, the question arises, how Canada could escape from the empirical tendency that ethnic diversity 

undermines interpersonal trust and government effectiveness? One vital part in the answer to this question 

is surely that multiculturalism has been a central pillar in Canada’s policy for more than 40 years. In fact, 

                                                      

26
 Based on the definition derived in chapter 9.5 Canada’s value on the government effectiveness variable is 3.56, 

what ranks high in a comparison to the values of the EU-15 reported in Board 12 in Appendix II. On the level of 

interpersonal trust a direct comparison to the values of the EU-15, reported in Board 12 in Appendix II as well, is not 

possible, since Canada is not covered by the European Social Survey. However, data from the World Value Survey 

(WVS) provides a suitable alternative. The WVS also asks the Rosenberg question, but uses another scale as there 

are only two possible answers: either “most people can be trusted” or “can’t be too careful”. Here Canada performs 

also comparatively well as in 2006 42.8 % of the questioned Canadians’ answered “most people can be trusted”, 

compared to 18.8 % in France, 20 % in Spain, 30.5 % in the UK, 36.8 % in Germany, 58.9 % in Finland and 68 % in 

Sweden (data taken from the online data analysis tool of the World Value Survey, 2012). 
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Canada has even declared itself as a multicultural nation (Kymlicka, 2010). In a review of the current state 

on multiculturalism in Canada, Kymlicka (2010) concludes that Canada’s lasting commitment to multicul-

turalism has, inter alia, led to a reciprocal identification of Canadians with multiculturalism and of “multi-

culturals” with Canada. He also explains that immigrants are better integrated in the political process in 

Canada than in many other country and lists further evidence from cross national studies, according to 

which “Canada outperforms other countries on a wide range of measures for immigrant and minority 

integration”. Kymlicka (2010) finally concludes that there is growing recognition that Canada has a com-

parative advantage in the integration of foreigners. 

 

In order to become able to learn from the Canadian example, it is important to know how Canada was able 

to create this multicultural mindset in its population. In this respect, Kymlicka (2010) states that Canadian 

multiculturalism policy has itself made felt primarily on two levels: individual identity and institutional 

design. Regarding the first, it has surely been important that Canada declared itself to be a multicultural 

country. Kymlicka (2010) writes that in that way “multiculturalism serves as a link for native-born 

citizens from national identity to solidarity with immigrants and minorities. And conversely, 

multiculturalism provides a link through which immigrants and minorities come to identify with, and feel 

pride in, Canada”. In other words, multiculturalism policy has made it possible that the Canadian society 

is nowadays based on a common sense of belonging and tolerance. Indeed, Canada is the leader in the 

OECD (2011b) measure of tolerance. At the institutional level, initiatives launched under the rubric of 

multiculturalism have accounted for cultural and linguistic diversity on various levels and have 

contributed to more inclusive and equitable public institutions (Kymlicka, 2010).  

 

In sum, the Canadian case study shows that ethnic diversity is not an insurmountable obstacle on the way 

to social cohesion and government effectiveness, but can be addressed by persistence and commitment. 

Both are necessary to endure the time which is necessary to change people’s mindset and to adopt the 

political system. 

 

In the EU, the creation of a European mindset, a European identity among its citizens has been an old, but 

still not met objective, as Chapter 8 as revealed already. In fact, the EU citizenship introduced in the 

Treaty of Maastricht might be seen as a similar welding act as the introduction of multiculturalism in the 

Canadian constitution. However, according to Maas (2007: 232) EU citizenship has remained a project of 

European elites so far, and has thus not had a similar welding effect, as the act of declaring multicultural-

ism to an official part of the country had in Canada. Following Wittlinger (2009: 369f) – who entitled her 

article meaningfully “The quest for a European Identity: a Europe without Europeans?” – part of the 

EU’s identity problem can be traced back to the substantial deepening and widening in the European inte-
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gration process of the last 25 years, which made it difficult for a common identity to emerge (cf. Box 3 for 

a depiction of what is called there the second integration wave). However, as the central factor of the EU’s 

identity problem Wittlinger (2009: 371) detects the lack of a commonality and the lacking agreement on 

what Europe is or ought to be. This, in turn, results in the lack of an identification base. At its outset, se-

curing peace was the common objective of the European Community. Afterwards, the focus shifted more 

and more to economic purposes and prosperity, but it was still a commonly shared purpose. But nowa-

days, as the single market is reality – at least on paper –, a common currency introduced and the frontiers 

of the EU expanded to include the vast majority of the continent, what is the EU’s objective?! Similarly to 

a company, the EU needs a mission statement and a vision which are widely known and enjoy popular 

support. Such a common aspiration, a “raison d’être” how Wittlinger (2010: 372) calls it, can serve as the 

foundation of a common identity. Lellouche (2010), for instance, sees defence and security as well as es-

tablishing the EU as one of the world powers as common ambitions. However, this is only a suggestion 

and a common, widely accepted “raison d’être” does not exist in the EU of these days and this absence 

impedes the emergence of a European identity.  

 

Changing the focus from individual identity to institutional design, Kymlinka (2010) detects a global 

backlash in political ambitions to foster multiculturalism. Kymlinka (2010) reveals that this backlash is 

obvious in Europe, as many European countries tried to implement a multiculturalism concept as well, but 

failed. Thereby, the example from the Netherlands is only the tip of the iceberg of the ethnicity contro-

versy that seethes in many European countries. In this respect, Joppke’s (2007) paper provides evidence 

for the European retreat from multiculturalism based on case studies of France, Germany and the Nether-

lands. In the UK, Trevor Phillips (2005), who was Commissioner for racial equality at that point in time, 

observed a similar development as well. The fact that one was aware of this creeping process, but still not 

really ready to counteract, led him to describe the UK as “sleepwalking to segregation”. This term appro-

priately describes the prevailing situation in many Western European countries.  

 

Summing up the discussion in this sub-chapter, there is basically a chain of three take-aways to remember. 

First, the empirical literature and to some, but statistically insignificant, extend also the results of the 

analysis conducted in this thesis imply that increasing ethnic diversity tends to influence social cohesion 

and government effectiveness negatively. Second, the Canadian example shows that these negative effects 

and generally the explosive nature inherent in ethnic diversity can be addressed by persistent commitment 

to multiculturalism. Third, in the EU is not much to see of a Canadian multiculturalism spirit. In contrary, 

many heated discussions around immigration and multiculturalism indicate a less favourable perception of 

multiculturalism. The emergence of a European identity, which must necessarily be based on multi-

nationality, would do good, but is probably less feasible these days than it has been in the decades before.  
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Reflecting these three points, I would argue that on the part of ethnic diversity, we can draw a two-sided 

conclusion concerning the hypothesis we set out to answer: on the one hand, ethnic diversity has the po-

tential to impede the formation of a cohesive and supportive population, but, on the other hand, ethnic 

diversity must not necessarily have a negative impact, if it is addressed appropriately. Unfortunately, the 

EU and the EMU seem in their current state to be affected negatively by ethnic diversity, since the neces-

sary decisiveness and commitment to address multiculturalism lacks in many of their members’ govern-

ments and populations. The insight that it is not ethnic diversity per se that matters, but how it is handled, 

also led me to not aggregate ethnic diversity across different sub-groups of countries, as it does not add 

much value.  

11.2 Impact of economic diversity 

The output of the regressions for economic diversity shows an interesting pattern. When income inequality 

alone is used to explain the dependent variables, the 80/20 coefficients show the expected negative alge-

braic signs and are both statistically significant at a 95 per cent confidence level. However, once we intro-

duce the control variables, the 80/20 coefficients are far away from being statistically significant and even 

change the algebraic sign in one case. Thereby, identically to the regressions for ethnic diversity, the GDP 

coefficients show very high significance levels. This time, however, the situation is different, since the 

80/20 and the GDP variables are strongly negatively correlated. Therefore, we can derive that income 

inequality and GDP per capita capture a similar effect and once we account for GDP per capita income 

equality is not able to a explain the remaining variance in the dependent variable. While Alesina et al 

(2003: 169) write in a similar study that it is quite difficult to disentangle the independent effect of such 

highly correlated explanatory variables, this is exactly what we are interested in, i.e. is income inequality 

the root cause affecting population characteristics, as our hypothesis suggests, or is it GDP per capita? 

 

Screening the literature for possible answers to this question, I first look for evidence on the causal direc-

tion in the close relation between GDP per capita and income inequality. In this respect, Glaeser (2005) 

implies that over the entire course of a country’s economic development, i.e. with a really long-term per-

spective, income inequality seems to depend on GDP per capita. Thereby, he refers to the Kuznets curve 

which suggests that income inequality first rises and then decreases as a country develops. That the trend 

once changes can, among others, be traced back to the degree of governmental redistribution that becomes 

an important factor in developed countries (Glaeser, 2005: 4). Looking at developed countries only and 

taking a shorter-term perspective, however, the causal relation between GDP per capita, redistribution and 

income inequality becomes less clear. Glaeser (2005: 1) writes, for example, that it is clear that unequal 

societies have less redistribution, but that it is disputed whether this close relation is caused by “redistri-

bution reducing inequality or inequality reducing redistribution”. Therefore, the first look at the literature 
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revealed two points: first, there exists a close connection between income inequality and redistribution or 

equivalently the welfare-state. Second, there is no causality-argument which can be used to answer the 

question whether income inequality or GDP per capita is the root cause affecting population characteris-

tics. 

 

Having a second look at the literature, work conducted by Wilkinson and Pickett (2010) seems to provide 

the answer we are looking for. In their book “The Spirit Level – Why Equality is Better for everyone” 

Wilkinson and Pickett (2010) create a link between GDP per capita, i.e. absolute income levels, and in-

come inequality on the one hand and society well-being on the other hand.
27

 They suggest that at the be-

ginning of a country’s economic development it is GDP per capita that matters most, but as economic 

development advances, income inequality becomes the main determinant of society well-being. Thereby, 

Wilkinson and Pickett (2010) base their suggestion on empirical analyses. On the one hand, Wilkinson 

and Pickett (2010: Chapter 1) find that the relation between GDP per capita and society well-being is posi-

tively concave, implying that the marginal returns of GDP per capita are decreasing. On the other hand, 

they find that in a sub-group of economically developed, rich countries income inequality explains society 

well-being much better than GDP per capita. In other words, Wilkinson and Pickett (2010) suggest that 

first the absolute level of income matters, once your living standard has risen, an additional increase in the 

absolute level of income does not add much to your satisfaction and it becomes more and more important 

how you compare to others. This phenomenon that people compare themselves to others and make their 

well-being dependent on the relative position to others is called “social evaluative threat” (Wilkinson and 

Pickett, 2010: 37). Therefore, Wilkinson and Pickett (2010) suggest that income inequality determines the 

social hierarchy in a society and that in developed countries it is this social hierarchy which determines 

society well-being. Thereby, a flat hierarchy, implying low inequality, is good for society, since small 

differences make more people feeling less bad in comparison.  

 

The bottom line of Wilkinson and Pickett’s (2010) book is the more developed a country, the more impor-

tant the relative income becomes in contrast to the absolute income. As our data sample consists of devel-

oped countries only, Wilkinson and Pickett’s (2010) logic implies that it is income inequality and not GDP 

per capita that exerts its impact on interpersonal trust and on government effectiveness. 

 

In an attempt to get further indications for the impact of income inequality, I seek, with a third look at the 

literature, studies which tested the effects of income inequality on interpersonal trust and government ef-

                                                      

27
 Wilkinson and Pickett (2010: 19) collected several indicators for society well being, broadly divided into health 

and social issues, such as trust, mental illness, life expectancy and infant mortality, obesity, children’s educational 

performance, teenage births, homicides, imprisonment rates or social mobility.  
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fectiveness. In terms of the effects of income inequality on interpersonal trust, Alesina and La Ferrara 

(2002: 222ff) find that income inequality has a significant influence on trust. Reviewing several studies on 

trust, Morrone, Tontoranelli and Ranuzzi (2009: 29) conclude consistently that “the relation between trust 

and income inequality is so strong that some authors argue that inequality is one of the best predictors of 

trust”. Wilkinson and Pickett (2010) devote chapter 4 in their book to the relation between income ine-

quality and trust and also find a highly negative impact of income inequality on interpersonal trust. Simi-

larly to what has been done before, Wilkinson and Pickett (2010: 54ff) discuss the chicken and hen ques-

tion of the causal direction between these two variables and find that some speak of a reciprocal connec-

tion, while others, as Wilkinson and Pickett (2010) as well, argue income inequality to be the first link in 

the causal chain. Accordingly, Wilkinson and Pickett (2010: 51) see income inequality as a “powerful 

social divider”. Overall, the literature agrees that income inequality is a crucial factor when speaking 

about interpersonal trust and it is also widely accepted that income inequality affects interpersonal trust 

negatively. Regarding the relation between income inequality and government effectiveness Hoj et al. 

(2006) review several studies and basically conclude similarly, that it is widely agree that income inequal-

ity has an impact on government effectiveness. However, it depends on the kind of matter under consid-

eration whether income inequality acts effectiveness enhancing or not.  

 

For me, the output of the analysis as well as the three looks into related literature can be summarised as 

follows. First, it is difficult to disentangle the effects of the closely correlated variables income inequality 

and GDP per capita. Second, although it is difficult to disentangle its effects from others, several argu-

ments and pieces of evidence suggest that income inequality is a variable with far-reaching impacts on 

society. Thereby, it is also likely that income inequality influences the cohesion and support in a popula-

tion negatively and eventually, following the logic of the derived hypothesis, affects the optimality of the 

EMU and any other CCA negatively as well. Therefore, for the part of economic diversity, the hypothesis 

that population diversity impedes the formation of a supportive and cohesive population is confirmed. 

 

Applying this last insight in the sense of an OCA-criterion implies that forming a CCA is more feasible for 

a group of countries, the smaller the income inequality within this group of countries is. As an insightful 

experiment I apply this “new” criterion to test the corresponding validity of the sometimes discussed sug-

gestion to split the EMU in two distinct CCA, one built of the healthy northern countries, the other con-

sisting of the mostly southern countries which are mostly affected by the current crisis (cf. for example 

McKinsey and Company, 2012). Thereby, I base the analysis on the data set gathered previously. There-

fore, it is not the group of countries under consideration which forms the EMU currently, but the EU-15. 

However, the logic and the implications remain the same, if the income inequality in the two sub-groups is 



Stefan Urech  Costs of Diversity in the EMU 
 

  71 

considerably smaller than within the group overall, the suggestion can somehow be justified from an in-

come inequality-point of view. The methodology applied and the results obtained are discussed in Box 11.  

 

Box 11: Income inequality criterion applied to different groups of European countries 

The following table contains an overview of the level of income inequality in different groups of European coun-

tries. In this sub-chapter we have got to know that income inequality is closely related to several population charac-

teristics. Thereby, we finally concluded that income inequality might also be used as an OCA-criterion, whereby the 

optimality of a CCA rises as income inequality declines. This box is an experimental application of this criterion and 

indicates the theoretical optimality of different groups of European countries to form a CCA. 

 

The calculation of the figures is based on the income inequality data gathered for the EU-15 and described in chapter 

9.2. In order to obtain international income inequality ratios I proceeded roughly according to the following recipe:  

- calculate the total size of the active population of the group of countries under consideration 

- take the average incomes of the ten deciles of all countries under consideration and sort them in ascending order 

- calculate the average income of the bottom 20 per cent and of the top 20 per cent of the active population 

- divide the average income of the top 20 per cent by the average income of the bottom 20 per cent 

- voilà, you have finalised your 80/20 income ratio for a group of countries 

 

The results show that income inequality in the six northern countries is the smallest, followed by the two measures 

for the EU-15 and the initial EMU, both excluding Luxembourg, and the ratio for the southern countries and Ireland, 

which are sometimes referred to as the PIIGS countries. Therefore, this experimental test supports the division of the 

EMU into two parts. It is further interesting to see that the results reflect the picture of the individual countries in-

come ratios. A group consisting of countries which are characterised by a high income inequality individually, is 

also bound to have a high 80/20 ratio and vice versa. Furthermore, the ratio seems to be driven mainly by the de-

nominator, i.e. the average income of the poorest 20 per cent. Consequently, the best lever to reduce income inequal-

ity seems to be an increase of the average income of the part of the population with the lowest income.  

 

Average income 

richest 20 % 

Average income 

poorest 20 % 
80/20 ratio 

EU-15 excl. Luxemburg 97'559 18'408 5.30 

EA-12 excl. Luxemburg 96'505 18'211 5.30 

Northern part 

(AT, BE, DE, FI, FR, NL) 
 103'023 24'178 4.26 

PIIGS 

(ES, GR, IE, IT, PT) 
84'764 12'151 6.98 

 

Source: Own calculation 

11.3 Critical appraisal 

The purpose of chapters 8 to 11 in this thesis has been to position population diversity as another kind of 

diversity that can affect the feasibility and the sustainability of a CCA in general and the EMU in particu-

lar. A first step on the path towards this purpose has been the derivation of an approach which allows test-

ing whether population diversity matters. Thereby, one main challenge has been to quantify something 

which is not really quantifiable, as analysing people and their interaction in a society is something hardly 

tangible. In light of this difficulty, I see the initial set-up of the approach and the choice of the proxies as a 

main contribution in the entire process. At the same time, this part is exposed to big risks. Do the relations 
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really capture the desired effects and do the variables really reflect what I want them to reflect? Particu-

larly in the case of ethnic diversity it was difficult to find suitable indicators for all the cultural, ethnic and 

racial thoughts people have in mind and thus shape society. I am convinced that people’s multicultural 

mindsets are crucial determinants of regional integration, but I have also realised that it is difficult to cap-

ture this dimension in quantifiable indicators. Although such uncertainties are a common feature of the 

kind of analysis undertaken in this thesis, I find it worth to point out this reservation explicitly at this point 

and thus to remind of caveats firmly fixed to the attempt of breaking reality down in a model of a handful 

of variables.  

 

A second point of caution concerns the validity of the econometric output of the analysis. The data sample 

I use is small and thus the econometric validity of the analysis’s output limited. Due to this already exist-

ing limitation ex-ante, I do not conduct robustness tests ex-post. However, the econometric analysis is still 

highly valuable for at least two reasons: first, as an explanatory application of the approach previously 

derived and second, as a stepping stone for the discussion that followed. In sum, the econometric analysis 

in this thesis cannot produce highly robust empirical evidence, but is still an inevitable part, as it links the 

derivation of the approach and its discussion.  

 

Having these two points regarding the set-up of the approach and its econometric implementation in mind, 

surely helps to see the preceding four chapters in the right light and with the necessary distance. 

12 Implications for the Future 

While the econometric analysis can only be taken as rough indication for the reasons just described, the 

picture that previous chapters present, is that population diversity matters, that it has far-reaching impacts 

and shapes society, shapes the functioning of governments, shapes the EU and the EMU. With reference 

to the hypothesis that population diversity impedes the formation of a cohesive and supportive population 

we concluded on the one hand that in terms of economic diversity the hypothesis is confirmed, as increas-

ing economic diversity reduces cohesion and support in a population. On the other hand, we found that in 

terms of ethnic diversity the hypothesis is at most partly confirmed, as it is not ethnic diversity per se that 

matters, but how it is handled. 

 

The aim of this last part is to provide food for thoughts what this picture depicted in the last chapters im-

plies for the EMU und the EU overall as well as for the OCA-theory. On the part regarding the EMU and 

the EU overall, the implications and suggestions derived are not seen as short-term ways out of the current 

crisis, but rather as a map which indicates directions to go, so that the European Integration Train does not 

stop, but contrary regains speed in the middle- to long-term future. Thereby, the list of implications and 
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suggestions is not complete and the ideas are not discussed in depth. Instead, this part rather wants to pro-

vide inspiration for possible paths to explore. 

12.1 Implications for the EMU and the EU overall 

This chapter discusses implications of the previous analysis for the EMU and the EU overall subject to 

what they already do to account for population diversity. In this kind of a gap-analysis between the current 

state and a possible ideal future, I will maintain the dichotomy of ethnic heterogeneity and economic ine-

quality and discuss them separately. Thereby, economic diversity is discussed first, followed by ethnic 

diversity. Although the thesis is about the EMU, I will mainly refer to the EU in this chapter, as politics 

has mainly been made on EU-level so far, not regarding monetary policy of course. However, the implica-

tions described apply equally to the EMU as sub-group of the EU and could potentially also be imple-

mented within the EMU only. Similarly, the implications discussed subsequently apply not only for mone-

tary integration, but more generally for any major regional integration step. 

 

Looking at what the EU already does to combat economic inequality, one surely has to speak about its 

regional policy. The EU’s regional policy, also called cohesion policy since the SEA, “aims to reduce the 

significant economic, social and territorial disparities that still exist between Europe's regions” (EU; 

2012i). Regional policy has its origin at the very beginning of European integration, as already the Treaty 

of Rome wanted to address regional differences (EU, 2008). In the meantime the policy has constantly 

evolved in accordance with the changing circumstances. Nowadays, the regional policy’s structure mainly 

consists of three funds: the European Regional Development Fund (ERDF), the European Social Fund 

(ESF) and the Cohesion Fund (EU; 2012i). These structural funds can be requested by regions to co-

finance certain projects. In terms of the investment focus applied, Tondl (2007: 176) writes that the EU’s 

regional policy has been shaped by the idea that improvements in location factors, e.g. infrastructure and 

education, are most effective in the long-run. These days, the EU’s cohesion policy aims to support the 

Europe 2020 strategy which wants to “promote smart, sustainable and inclusive growth” (EU, 2012i). In 

this strategy definition the word “inclusive” indicates the EU’s willingness to address economic inequal-

ity. Writing about the EU’s willingness to address economic inequality, it is also interesting to see how the 

fraction of the EU-budget used for the funds summarised under the heading of regional policy evolved 

over time. In 1970 only about three per cent of the EU budget was spent on structural funds, while it were 

13 per cent in 1985, about 30 per cent in 2000 and are about 36 per cent nowadays (European Commis-

sion, 2009 and EU, 2012i). While this development surely mirrors the continuous enlargement of the EU 

with relatively less developed countries as well as changes in other important parts of the EU’s budget, 
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such as the Common Agricultural Policy (CAP)
 28

, the kind observer can surely interpret this development 

as a sign for the EU’s willingness to address economic inequality.  

 

Tondl (2007: 172) writes that “the essential argument for EU regional policy is the existence of large 

income disparities in the EU and the insight that balanced economic development is a prerequisite for 

functioning economic integration, in both economic and political terms” and thus shows perfectly, how 

well the EU’s regional policy matches to what we are looking for. Therefore, I dare to claim that the EU’s 

supranational institutions share the understanding of economic inequality as being an influential factor. 

Looking at the EU’s federal system, the second crucial question is to what extend the EU member states 

are ready to address economic inequality. This question can be separated in two parts by asking what the 

individual countries are willing to do to address economic inequality within their borders, and what they 

are willing to do to address economic inequality across borders, within the entire EU. While the first ques-

tion cannot be answered at this point, an indication for the answer to the second question can be given. 

Although the share of the EU’s budget attributed to regional and cohesion policy has increased dramati-

cally over time, it still only accounts for about 0.35 per cent of total Gross National Income (GNI) in the 

EU (EU, 2012j). Although this one figure is far away from providing a complete picture, it indicates that 

the member states commitment to address economic inequality across their borders is not too pronounced. 

This discussion finally leads to the old debate about the size of the EU-budget, where the net-contributors 

stand on the one and the net-receivers on the other side of the spectrum of suggestions. Therefore, one 

implication of the previous analysis for the EU is that the resources to foster economic equality across the 

EU should be increased, as economic equality has much to do with redistribution.  

 

After this renewed appeal to increase the EU-budget or at least its structural funds, I would like to differ-

entiate this first implication somehow by discussing a question which repeatedly came to my mind when 

working on the thesis. If one thinks the income inequality argument to the end, it leads in extreme to the 

question whether one should strive for communism again, as there theoretically true income equality pre-

vails. Indeed, some passages in Wilkinson and Pickett’s (2010) book about “why equality is better for 

everyone” could really be used as slogans for communistic parties.
29

 Here, the World Bank (2012) makes 

a good point, when it separates income inequality and inequality of opportunity (cf. chapter 9.2 as well). 

The World Bank (2012) writes that income inequality can be tolerated, as long as results of different ef-

forts. Those different rewards for different efforts set exactly the incentives which have made capitalism to 

the dominant economic system nowadays. However, income inequality should not be the result of differ-

                                                      

28
 For more details on the CAP, its history and purposes see for example Colman (2007).  

29
 However, I am pretty sure that Wilkinson and Picket (2010) would not want to be interpreted that way. Indeed on 

page 252 of their book, they write about inefficiencies, corruption and other flaws of the communistic system. 
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ent initial situations, implying the importance of equality of opportunity (World Bank, 2012). Therefore, 

contemplating this “communism question” has finally resulted in the personal insight that the distinction 

between income inequality and inequality of opportunity is vital. Politics should not primarily target 

equality in income, what really ends in communism in extreme, but equality in opportunity. For this thesis, 

this new insight qualifies my statement from chapter 9.2 that “For the purpose of this thesis, I am less 

interested in the source of inequality than whether inequality, or population diversity, exists.”. For the EU, 

this insight implies that it has chosen the right direction for its regional policy, as it supports infrastructure, 

education and alike and thus tries to foster equal initial situations. And for the measurement of economic 

inequality, this new insight implies that the convenience of the income inequality measure as a proxy for 

economic diversity goes at the expense of a distortion, as income inequality also captures the effects of 

different efforts, which are not to condemn.  

 

In sum, the analysis of economic diversity undertaken in this thesis implies for the EU and the EMU that 

they have chosen the right path to go, but that they do not pursue it with the necessary commitment. The 

means devoted to create same initial situations for everybody in the EU must be increased substantially. 

Thereby, an increase in the EU budget or the creation of a fiscal union on EU or EMU level are the two 

first and obvious suggestions to do so. The implementation of such suggestions is subject to the member 

states willingness to do so. Therefore, the first priority of the EU and the EMU must be to convince their 

members from the importance to foster economic equality on national as well as on supranational level. If 

the EU and its members all work into the same direction their potential is enormous. However, realisti-

cally, such a joint, concerted effort seems not possible these days. In absence of the possibilities for a po-

litical leap, Wilkinson and Pickett’s appeal to each individual might be the best alternative to achieve 

more economic equality for now. Specifically they write concerning the transformation into a more equal 

society: “that is what making change is really about. Rather than simply waiting for government to do it 

for us, we have to start making it in our lives and in the institutions of our society straight away. What we 

need is not one big revolution but a continuous stream of small changes in a consistent direction” (Wil-

kinson and Pickett, 2010: 236-237). 

 

When we now turn to the implications of the analysis regarding ethnic heterogeneity, we have already got 

to know that there is a widespread agreement, in the literature as well as in the EU, that the creation of a 

common European identity, aligning the different nationalities, cultures, languages and religions along a 

common foundation, is crucial to become one truly unified union (cf. chapter 8). However, we have also 

heard that the several attempts the EU launched with this intention in mind have been to no avail. There-

fore, the crucial question arising is, how to achieve a society based on a common understanding, accepting 

multiculturalism as inherent part of its existence? 
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The Canadian example, discussed in chapter 11.1, is only applicable to the EU up to certain extend, since 

it is still only one, though huge, country characterised by multiculturalism, whereas the EU is an assembly 

of 27 countries by now, whose degree of fractionalisation surely exceeds the one in Canada by far. How-

ever, the Canadian example is still highly valuable for two reasons. First, as we have got to know aldeady, 

it shows that it is not ethnic diversity per se that matters, but more the presence of a shared feeling of be-

longing to the same common unit. Therefore, the EU is also on the right path in this respect when it aims 

to create a common identity. Second, the Canadian example also shows that what is necessary to achieve 

such a shared feeling of belonging is commitment and persistence. This is also exactly what Guiso, Sapi-

enza and Zingales (2011) underscore in their study, as they explain that, what they call, civic capital is 

highly persistent over time.
30

 Guiso, Sapienza and Zingales (2011: 420) name three sources how values 

and beliefs about how we live together are transmitted: interfamily transmission, formal education, and 

socialization. These channels of transmission indicate why it needs time to change people’s mindset. My 

hope is that the mindset of the current generations, whose members were born in a European framework 

and have grown up in an increasingly multicultural, globalised world, have already started to change and 

develop towards more acceptance of and identification with multiculturalism. 

 

This process of change, described in the last paragraph, implies a bottom-up structure of change, i.e. the 

population’s mindset evolves over time and the policy adapts accordingly. But what can the EU, top-

down, contribute to this process of change? First and taking the same line as before, the EU can support 

education and therefore enable people to build an own opinion towards multiculturalism, globalisation, 

European integration and alike. Second, as it has been mentioned in chapter 8, the EU should aim for a 

guiding vision which aligns Europe and gives it a “raison d’être”, how Wittlinger (2010: 372) calls it. 

Furthermore, Guiso, Sapienza and Zingales (2011: 476) write that “the evidence gathered so far seems to 

suggest that a positive shock to the benefits of cooperation can have effects that last several centuries”. 

Maybe, the EU can create such a positive shock proving the benefits of cooperation? Maybe even the cur-

rent crisis provides the necessary situation for such a shock to happen? Guiso, Sapienza and Zingales 

(2011) finally conclude that the field of study on how politics can shape the formation of a common sense 

of belonging is very important and unexplored.  

 

                                                      

30 
Guiso, Sapienza and Zingales (2011) write in their paper that the application of the social capital concept is re-

stricted by the lack of a clear definition. In turn, they set out to formulate such a clear definition and call their con-

cept civic capital in turn, in order to differentiate it from all the social capitals off the world. Guiso, Sapienza and 

Zingales (2011: 422f) define their civic capital as “those persistent and shared beliefs and values that help a group 

overcome the free rider problem in the pursuit of socially valuable activities.”
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I am convinced that it is vital that the EU puts more effort in finding ways to create a common identity in 

order to overcome the ethnic diversity hurdle. Once the EU feels as one common unit, much becomes a lot 

easier and the European Integration Train can continue its journey on a solid foundation. Thereby, the EU 

can get inspired by the experience other countries have made, but eventually, it has to find its own way, 

since what the EU constitutes can not easily be compared to something else.  

 

Summing up, this chapter has depicted the previous analysis implications’ for the EU and thus also the 

EMU. Thereby, it has become obvious that the challenge is not to make the EU aware of the importance of 

population diversity – this awareness already exists at supranational level. The challenges are different. In 

terms of economic inequality the EU’s task is to convince the EU member states that more equal opportu-

nities pays-off in the long run and that consequently more redistribution is needed. In this case, the possi-

ble ways to go seem clear, but they are blocked by the reluctance of some member states. The case of eth-

nic diversity is less tangible. One promising way to address the hurdle economic diversity represents is to 

look for a way to create a common identity in Europe. In this case, however, several attempts have been 

undertaken already, but none has succeeded so far or alternatively the commitment and persistence neces-

sary to pursue the right attempt to the end has lacked.  

12.2 Implications for the OCA-theory 

In this chapter the implication of the previous analysis for the OCA-theory is discussed. Thereby, the sug-

gestion of the analysis towards the OCA-theory is quite obvious: the OCA-theory needs to be supple-

mented by another criterion which accounts for population diversity.  

 

Chapter 6 described that the OCA-theory wants to provide a toolbox to judge the feasibility of a CCA. 

Furthermore, the analysis and the subsequent discussion starting in chapter 8, revealed that there is at least 

a tendency that population diversity impedes the creation of a cohesive and supportive population and thus 

affects the feasibility of a CCA as well. The OCA-theory, however, ignores such socioeconomic and po-

litical factors widely. Therefore, there exists a gap in the OCA-toolbox which needs to be filled. Thereby, 

income inequality, or if available even better inequality in opportunity, combined with some qualitative 

variables, such as trust, are appropriate gap-fillers. However, the criterion accounting for the effects of 

population diversity does not necessarily need to be one of them, as long as it accounts for the power in-

herent in a united population. Although I am otherwise not a supporter of its undefined nature, the popula-

tion diversity criterion might be headed generally as social cohesion criterion. Thereby, the versatility of 

the term can be seen as an advantage this time, as it allows subsuming the various aspects of population 

diversity under one heading.  
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In sum, social cohesion and all what it subsumes has far-reaching impacts on the society and on the func-

tioning of governments. That this is not only a theoretical statement, but is also recognised in practice can 

be seen by an article in the Financial Times in which it is discussed that Moody’s is thinking about includ-

ing a proxy for social cohesion in their evaluation process which finally results in a country’s rating (Tett, 

2010). Therefore, including a criterion accounting for social cohesion factors makes the OCA-theory to a 

more comprehensive tool to evaluate the optimality of a CCA. 
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Recap and Conclusion  

In the EMU, diversity has multiple facets which are associated with costs. What started out as a claim in 

the introduction has been illuminated in the following about 70 pages, and gets now summarised in this 

concluding section.  

 

The thesis has examined and discussed three different facets of diversity in the EMU:  

 

- First and obvious, macroeconomic diversity is one ugly face of diversity in the EMU which is omnipres-

ent these days. Inevitably, it is widely accepted that macroeconomic imbalances are a crucial determi-

nant of the success of the EMU. With the Macroeconomic Imbalance Procedure the EU has reacted to 

the disastrous current situation and launched a new more comprehensive attempt to govern its members’ 

economic policy effectively. While the MIP’s set-up is promising, its enforcement remains the awkward 

part.  

 

- Second, in the OCA-theory diversity makes itself felt through asymmetric economic developments, 

which need to be addressed. The EMU’s performance on major OCA-criteria is mixed. While trade 

openness, absolute sectoral diversification as well as business-cycle symmetry give cause for optimism, 

redistributive forces and the adjustment-allowing labour market are not sufficiently developed. While 

these weaknesses are widely known, many member states have either been reluctant or unable to address 

them with the necessary commitment so far. 

 

- Third, population diversity has been tabled as a facet of diversity in the EMU, which is unjustifiably 

often neglected. The subsequently developed approach to analyse the impact of population diversity on 

the functioning of the EMU, and more generally the European integration process, revealed interesting 

insights. First, ethnic diversity can potentially have negative impacts on a regional integration scheme, 

but does not present an insurmountable obstacle, as the Canadian example showed. The key is to find a 

way to make multiculturalism to something natural, to create a shared and accepted understanding that 

multiculturalism is an inherent part of the EMU and the EU. Thereby, persistence and commitment are 

required. Furthermore, the formation of a European identity, which is necessarily based on a multi-

national understanding, is one promising way to achieve this goal, which must be gone again, despite the 

failed attempts of the past. Second, economic diversity matters. Therefore, the creation of equal oppor-

tunities for everybody must be a central point on every politician’s agenda. With its regional policy the 

EU has chosen the right direction in this respect, but it lacks the financial resources to pursue the chosen 

way with the necessary conviction. This discussion ends in the old debate about the size of the EU’s 

budget and about the formation of a fiscal union. 
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With the elaboration on these different kinds of costly effects of diversity, this thesis does neither suggest 

that diversity is only bad, nor that all kinds of diversity must be eliminated in order to make the EMU to a 

successful undertaking. It rather creates awareness for the diversity-challenge the EMU and the EU overall 

face. Thereby, the paper shows which huge ambition is inherent in the EU’s motto “united in diversity”, 

without being able to finally judge whether its practical implementation is feasible or not.  

 

Among the various challenges diversity poses to EMU, a particular focus of this thesis has been the often 

neglected social and political factors. Personally, I am convinced that an appropriate management of popu-

lation diversity is one of the most fundamental and critical tasks of the EU and the EMU and key to tackle 

many other challenges. Therefore, I am also convinced that this field of study needs to be and will be ex-

plored more thoroughly in the future. 
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I E-Mails 

Ettore Dorrucci, ECB 

On the 11
th
 of July 2012 I approached Ettore Dorrucci from the ECB with a request for data on the Index 

of Institutional Integration, he developed together with colleagues. On the 16
th
 of July 2012 Ettore Dor-

rucci replied most kindly and provided data on the aforementioned index as well as highly valuable further 

elaborations. His entire reply is copied subsequently: 

E-Mail from Ettore Dorrucci from the 16
th
 of July 2012: 

Dear Mr Urek, 

 

Unfortunately the revised index has not been finalised yet, the main reason being that the final objective 

and contents of the process of regional integration is still an hotly debated issue, as you know. As a result, 

it is very difficult to design the highest value in the index (should it be a political union? How should the 

fiscal union look like? Eurobonds should be in or out? etc.). 

  

At any rate, I am enclosing the "old" index we used in past "pre-crisis" publications. 

  

Please see also below some thoughts on the (new) index: 

  

- The index tracks policy decisions in the realm of economic, monetary and financial integration through 

time. Hence: (i) the index is a policy/institutional index, not an OCA indicator per se. The index can, 

nonetheless, be used for econometric analysis in order to assess how, over time, regional pol-

icy/institutional integration in the aforementioned realm interacted with actual regional economic inte-

gration as measured by OCA indicators (various papers published); (ii) the object of the index has been 

thus far the road to EMU, not to political union. But latest developments suggest that EMU is not sus-

tainable without political union, hence the latter may be inclided in the new index. 

- The index ranges between 1 and 100=maximum regional policy/institutional integration. The crucial 

question now is: how do we define 100? In any case, like it or not, the euro area provides the most ad-

vanced example of economic, monetary and financial integration among sovereigns in history, hence the 

benchmark is designed along the EA experience (even if, say, UK policy-makers would prefer a differ-

ent benchmark where the common market (CM)=100); 

- The benchmark is not given once and for all but has to be defined in dynamic terms, using as ultimate 

criterion our perception of the usefulness (in Pareto terms) and sustainability of a process of regional in-

tegration at some point in time. Therefore, compared with Dorrucci et al. (2002), the scores are now be-

ing changed on the basis of the experience and lessons of the subsequent 10 years, which leads us to 

lower the relative weight of FTA (free trade area) /CU (customs uunion) /CM (40= max. score instead of 

50) compared with EUN (economic union) /TEI (total economic integration) (60=max. score instead of 

50) [N.B. still tentative]; 

- The Balassa classification of the five stages of regional integration shapes the way the index is con-

structed. The only qualifications are that: (i) the stages can actually develop in parallel, hence "stages" 

has a logical but not chronological connotation; (ii) while the concepts of FTA, CU and CM are steady 

in nature and well defined also in their individual components, for EUN and TEI the assessment of what 

policies should be (even strongly) coordinated and what policies should be conducted at a supranational 

level changes through time, depending on the prevailing political and academic understanding (see next 

bullet). Of course, our interpretation of such common understanding may differ from the interpretation 

of others, but our index is constructed in a transparent way and can therefore be adjusted by those who 

do not like it; 
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- In the definition of the contents of EUN and TEI, we do not see the unification of all economic policies 

and relevant institutions as the ultimate objective of a process of regional economic integration. This is 

because our approach is inspired by an idea of federalism as a constitutional system that owes much to 

the idea of minimum government in the tradition of Locke and Tocqueville (i.e., the opposite of the 

Hobbesian Leviathan as many instead claim today with regard to the EU/EA). According to our ap-

proach, federalism supplements the horizontal division of government functions - legislative, executive, 

judicial - with a vertical division, whereby government powers have to be distributed along various lev-

els (ranging from the village to the regional arrangement to the whole world) along the principle of sub-

sidiarity. This is the rule that the functions of higher levels of government should be as limited as possi-

ble and be subsidiary to those of lower levels (see TPS 1995); 

- The ultimate criterion to distinguish between EUN and TEI is policy sovereignty. When sovereignty, 

although severely constrained, ultimately rests with individual countries, then we are still in the EUN 

domain. This seems still to be the case with fiscal and structural policies, despite the progress made in 

recent months. It is also the case with pre-EMU exchange rate coordination, as well as the ESRB (which 

issues recommendations and warnings to the responsible supervisory and financial stability national au-

thorities). Conversely, supranational rules and institutions, the single monetary and exchange rate policy, 

redistribution via the EU budget and the common agricultural policy belong to the TEI domain. 

- A special case is a programme country like Greece. Could one argue that fiscal and structural policies 

are in this case defined at the supranational level? No. First, a country can be subject to programme even 

if it does not belong to a monetary and economic union. The only difference is that in Europe condition-

ality is agreed not only with the IMF, but also with the Commission and the ECB. Second, if the policy 

decisions were to be taken directly at the supranational level, then we would be in the TEI domain, but 

this is not that case with conditionality which is rather the outcome of negotiations between the national 

and supranational authorities. The national authorities have always the "freedom" to unilaterally default 

(e.g. Russia 1998 and Argentina 2001/02). 

- When does a policy decision enter the index? When it starts being concretely implemented. This means 

that when a policy decision is withdrawn (e.g .exit by one country from snake or ERM) or watered down 

(e.g. SGP in 2004/05), then the index should move in the opposite direction. 

- The index and its sub-indices can be designed at the level of: (i) the group of countries which sets the 

upper limit of regional policy/institutional integration at some point in time (e.g. EU-6 in the 1960s, euro 

area today); (ii) each individual EU-27 member, so as to highlight its road within the EU and compare 

with other countries; (iii) the overall process of regional integration in all its components; (iv) individual 

stages (e.g. sub-index on FTA/CU/CM regardless of policy coordination) or aspects (e.g. sub-index on 

monetary and exchange rate policy). The index is constructed in such a way that it can be replicated for 

other regional arrangements in the world (see ECB Montly Bulltin, OCT 2004). 

 

I hope it helps. I will inform you if and when we finalise the new index. 

Thanks for your possible feedback and comments. 

 

Best regards, 

Ettore 
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Aart Kraay, World Bank 

Followingly, I copy my request to Aart Kraay from the World Bank concerning the Worldwide Govern-

ance Indicators as well as his reply, both dated from the 29
th
 of August 2012: 

 

My request, from the 29
th
 of August 2012:: 

Dear Mr. Kraay, 

  

I'm going to use your Worldwide Governance Indicators in my thesis. Thereby, one methodological ques-

tion arises and I dare to kindly ask you to answer it in a brief e-Mail. 

  

I'd like to aggregate two of your indicators into one figure. Now, am I right that your standardised report-

ing scale allows me to simply add your point estimates to do so, if I accept/ignore their significance? 

  

That’s it. Although it is only a tiny issue, I'd be grateful for a brief reply and highly appreciate it. 

  

Best, 

Stefan 

 

Aart Kraay’s reply from the 29
th
 of August 2012: 

Stefan, thanks for your interest.  It is fine to just add or average together the aggregate indicators if this 

makes sense for the substantive point you are making.  Aart 
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II Boards 

Table 1: Government surplus/deficit (-) as percentage of GDP 
Board 1: Countries' performance regarding Maastricht convergence criteria, 1993–1998 

  1993 1994 1995 1996 1997 1998(f) 

AT -4.2 -5.0 -5.2 -4.0 -2.5 -2.3 

BE -7.1 -4.9 -3.9 -3.2 -2.1 -1.7 

DE -3.2 -2.4 -3.3 -3.4 -2.7 -2.5 

DK -2.8 -2.8 -2.4 -0.7 0.7 1.1 

ES -6.9 -6.3 -7.3 -4.6 -2.6 -2.2 

FI -8.0 -6.4 -4.7 -3.3 -0.9 0.3 

FR -5.8 -5.8 -4.9 -4.1 -3.0 -2.9 

GR -13.8 -10.0 -10.3 -7.5 -4.0 -2.2 

IE -2.7 -1.7 -2.2 -0.4 0.9 1.1 

IT -9.5 -9.2 -7.7 -6.7 -2.7 -2.5 

LU 1.7 2.8 1.9 2.5 1.7 1.0 

NL -3.2 -3.8 -4.0 -2.3 -1.4 -1.6 

PT -6.1 -6.0 -5.7 -3.2 -2.5 -2.2 

SE -12.2 -10.3 -6.9 -3.5 -0.8 0.5 

UK -7.9 -6.8 -5.5 -4.8 -1.9 -0.6 

Table 2: Government debt as percentage of GDP 

  1993 1994 1995 1996 1997 1998(f) 

AT 62.7 65.4 69.2 69.5 66.1 64.7 

BE 135.2 133.5 131.3 126.9 122.2 118.1 

DE 48.0 50.2 58.0 60.4 61.3 61.2 

DK 81.6 78.1 73.3 70.6 65.1 59.5 

ES 60.0 62.6 65.5 70.1 68.8 67.4 

FI 58.0 59.6 58.1 75.6 55.8 53.6 

FR 45.3 48.5 52.7 55.7 58.0 58.1 

GR 111.6 109.3 110.1 111.6 108.7 107.7 

IE 96.3 89.1 82.3 72.7 66.3 59.5 

IT 119.1 124.9 124.2 124.0 121.6 118.1 

LU 6.1 5.7 5.9 6.6 6.7 7.1 

NL 81.2 77.9 79.1 77.2 72.1 70.0 

PT 63.1 63.8 65.9 65.0 62.0 60.0 

SE 75.8 79.0 77.6 76.7 76.6 74.1 

 

It is a fact that only the minority of the countries which became EMU members of the first hour 

effectively satisfied all the Convergence criteria in the strict form as they are listed in Box 4 in 

the text. The two tables of this board provide a piece of evidence for that statement. The data is 

taken out of the European Commission Convergence Report 1998. Based on Convergence Re-

ports the EU countries' performance regarding the accession criteria defined in Maastricht was 

judged. 

 

Table 2 indicates that many debt levels fell short of the required hurdle rate. Mayes and el-Agraa 

(2007: 215ff) state that only the sponge-proviso in the TEU, according to which the government 

debt level should not exceed 60 per cent of GDP “unless the ratio is sufficiently diminishing and 

approaching the reference value at a satisfactory pace”, provided the necessary freedom to judge 

that eleven countries qualified for EMU membership in 1998. With Greece in 2000, the last truly 

willing EU member was waved through. It is this lax implementation of the convergence criteria 

which has often been criticised since then. 

 

Table 1, contrary, shows that the EMU-aspirants made considerable achievements in their budg-

etary position in the first and second stage of the transition to EMU. In this respect, De Grauwe 

(2009: 238) writes that these budgetary improvements of the EMU aspirants are often claimed to 

be the result of the pressure imposed by the Maastricht Treaty, but he shows, that in fact many 

other countries outside the EU also improved their budgetary situation in this economically fa-

vourable time – without the pressure to converge. In other words, he implies that the favourable 

development can, at least, not only be traced back to the internal determination, but also to posi-

tive external factors. The European Commission (1998: 80), on the other hand, states that only “a 

small part of the improvement” in the EU countries budgetary position in the first and the second 

stage of transition to EMU can be ascribed to the recovery in the economy overall, but most of 

the adjustments had resulted from deliberate budgetary adjustments. 

 

 (f) = forecast 

 

Source: European Commission (1998), European Economy No. 65, Statistical Annex, Table 76 

and 78 UK 48.5 50.5 53.9 54.7 53.4 52.3 

        

Costs of Diversity in the EMU 

5  



Appendix 

Stefan Urech  Costs of Diversity in the EMU 
 

  6 

Table 1: Government surplus/deficit as percentage of GDP Board 2: Governmental budget and debt of EU-15 under 

the Stability and Growth Pact, 1999–2011   1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 

AT -2.3 -1.7 0.0 -0.7 -1.5 -4.4 -1.7 -1.5 -0.9 -0.9 -4.1 -4.5 -2.6 

BE -0.6 0.0 0.4 -0.1 -0.1 -0.1 -2.5 0.4 -0.1 -1.0 -5.6 -3.8 -3.7 

DE -1.6 1.1 -3.1 -3.8 -4.2 -3.8 -3.3 -1.6 0.2 -0.1 -3.2 -4.3 -1.0 

DK 1.3 2.3 1.5 0.4 0.1 2.1 5.2 5.2 4.8 3.2 -2.7 -2.5 -1.8 

ES -1.2 -0.9 -0.5 -0.2 -0.3 -0.1 1.3 2.4 1.9 -4.5 -11.2 -9.3 -8.5 

FI 1.7 6.9 5.1 4.1 2.6 2.5 2.8 4.1 5.3 4.3 -2.5 -2.5 -0.5 

FR -1.8 -1.5 -1.5 -3.1 -4.1 -3.6 -2.9 -2.3 -2.7 -3.3 -7.5 -7.1 -5.2 

GR : -3.7 -4.5 -4.8 -5.6 -7.5 -5.2 -5.7 -6.5 -9.8 -15.6 -10.3 -9.1 

IE 2.7 4.7 0.9 -0.4 0.4 1.4 1.7 2.9 0.1 -7.3 -14.0 -31.2 -13.1 

IT -1.9 -0.8 -3.1 -3.1 -3.6 -3.5 -4.4 -3.4 -1.6 -2.7 -5.4 -4.6 -3.9 

LU 3.4 6.0 6.1 2.1 0.5 -1.1 0.0 1.4 3.7 3.0 -0.8 -0.9 -0.6 

NL 0.4 2.0 -0.2 -2.1 -3.1 -1.7 -0.3 0.5 0.2 0.5 -5.6 -5.1 -4.7 

PT -3.1 -3.3 -4.8 -3.4 -3.7 -4.0 -6.5 -4.6 -3.1 -3.6 -10.2 -9.8 -4.2 

SE 0.9 3.6 1.5 -1.3 -1.0 0.6 2.2 2.3 3.6 2.2 -0.7 0.3 0.3 

UK 0.9 3.6 0.5 -2.1 -3.4 -3.5 -3.4 -2.7 -2.7 -5.0 -11.5 -10.2 -8.3 

Table 2: Government debt as percentage of GDP 
  1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 

AT 66.8 66.2 66.8 66.2 65.3 64.7 64.2 62.3 60.2 63.8 69.5 71.9 72.2 

BE 113.6 107.8 106.5 103.4 98.4 94.0 92.0 88.0 84.1 89.3 95.8 96.0 98.0 

DE 61.3 60.2 59.1 60.7 64.4 66.3 68.6 68.1 65.2 66.7 74.4 83.0 81.2 

DK 58.1 52.4 49.6 49.5 47.2 45.1 37.8 32.1 27.1 33.4 40.6 42.9 46.5 

ES 62.4 59.4 55.6 52.6 48.8 46.3 43.2 39.7 36.3 40.2 53.9 61.2 68.5 

FI 45.7 43.8 42.5 41.5 44.5 44.4 41.7 39.6 35.2 33.9 43.5 48.4 48.6 

FR 58.9 57.3 56.9 58.8 62.9 64.9 66.4 63.7 64.2 68.2 79.2 82.3 85.8 

GR 94.0 103.4 103.7 101.7 97.4 98.6 100.0 106.1 107.4 113.0 129.4 145.0 165.3 

IE 46.6 35.1 35.1 31.9 30.7 29.4 27.2 24.5 24.8 44.2 65.1 92.5 108.2 

IT 113.0 108.5 108.2 105.1 103.9 103.4 105.4 106.1 103.1 105.7 116.0 118.6 120.1 

LU 6.4 6.2 6.3 6.3 6.1 6.3 6.1 6.7 6.7 13.7 14.8 19.1 18.2 

 

The Stability and Growth Pact (SGP) was launched to secure 

sustainable fiscal governance after the related incentives of an 

EMU-accession disappeared. Table 1 and Table 2 in this board 

show that these plans failed. 

 

The SGP is based on the excessive debt procedure enshrined in 

the Treaty of Maastricht (Baldwin and Wyplosz, 2009: 543). It 

focuses mainly on the budget position and defined, corre-

sponding to the Maastricht Convergence Criterion, a deficit of 

three per cent of GDP as a trigger for actions. The interpreta-

tion of this three per cent rule as well as the enforcement 

mechanisms have changed with the different versions of the 

SGP.  

 

The SGP applies for all EU countries, while sanctions can only 

be imposed on EMU members. Morris, Ongena and Winkler 

(2007) provide a good summary of the justification, the func-

tioning and the development of the SGP. 

 

With reference to a case mentioned in the text, the German and 

the French deficits in the early 2000s are particularly interest-

ing, since these eventually lead to the first reform of the SGP. 

 

 

 

 

 : = not available 

NL 61.1 53.8 50.7 50.5 52.0 52.4 51.8 47.4 45.3 58.5 60.8 62.9 65.2 

PT 51.4 50.4 53.5 56.6 59.2 61.9 67.7 69.3 68.3 71.6 83.1 93.3 107.8 

SE 64.3 53.9 54.7 52.5 51.7 50.3 50.4 45.0 40.2 38.8 42.6 39.4 38.4 Source: Eurostat, Government deficit/surplus, debt and asso-

ciated data (gov_dd_edpt1) UK 43.7 41.0 37.7 37.5 39.0 40.9 42.5 43.4 44.4 54.8 69.6 79.6 85.7 
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Board 3: Early OCA-analyses of the EMU 1/2 

This table supplements the discussion and update of the OCA-literature by reporting some of the early applications of OCA-analyses to the EMU. They started to 

emerge at the beginning of the 1990s when it became clear that the European Community was aiming at the introduction of a single currency. In the meantime the 

OCA-theory has become more comprehensive in its application. While twenty years ago mainly labour mobility and symmetry were under consideration, the variety 

in analysed aspects has clearly increased. However, this comes as no surprise, as the interest in the OCA-theory only reawakened in the late 1980’s after it had rested 

for quite a while. In this respect, De Grauwe (2006b: 715) highlights that many OCA-studies of the early 1990’s were still framed by the “old”, rather sceptical, view 

towards monetary integration. 

 

The list has an explanatory character and represents rather a cursory gathering of papers than having the ambition to be a complete archive of all the relevant, early 

OCA-analyses of the EMU.  

Source 
Year 

Research procedure and main findings 

European Commission. One market, one money. European Economy, No. 44. Brussels: European Commission. 

1990 
“Official”, comprehensive comparison of costs and benefits of EMU. Different to many of the following studies it also analysed the benefits of EMU and e.g. 

estimated the savings in transaction costs to around 0.3–0.4 per cent of the community’s GDP or about 13 to 19 billion ECU per year. It justified EMU with 

reference to the impossible trinity. 

Eichengreen, B. Is Europe an OCA? NBER Working Paper 3579. Cambridge: NBER. 

1991 Assessment of Europe’s suitability for a common currency by comparing its performance on the labour mobility as well as the symmetry criterion to the 

USA and Canada. Conclusion: “Europe remains further than the United States and Canada from the ideal of an optimum currency area.” 

De Grauwe, P. and Vanhaverbeke,W. Is Europe an OCA, Evidence from Regional Data. CEPR Discussion Paper No. 555. London: CEPR. 

1991 

Endogenous analysis of labour mobility and symmetry, i.e. the condition prevailing across European countries is compared to the situation among regions 

within European countries. Two findings in terms of labour mobility: first, cross-country labour mobility is almost absent. Second, northern countries are 

characterised by a relatively high intra-country labour mobility and thus a quite balanced distribution of unemployment, while southern countries show con-

trary properties. Asymmetries seem more pronounced on an intra-country basis than on the inter-country level. No final conclusion regarding the EU’s suit-

ability for a single currency with reference to different possible ways of development. 

Bayoumi, T. and Eichengreen, B. Schocking Aspects of European Monetary Unification. NBER Working Paper No. 3949. Cambridge: NBER. 

1992 
Comparison of coherence of shocks and speed of adjustment to these shocks between EU countries and USA regions. Findings: EU countries overall face 

more idiosyncratic shocks and adjust slower to them than US-regions, making it more difficult for the EU to run a monetary union than for the USA. With 

regard to the symmetry of shocks a core group of European countries, comprised of Belgium, Denmark, France, Germany, Luxembourg and the Netherlands 

performs much better than the group overall, supporting ideas for a two-speed EMU. 

Bofinger, P. Is Europe an OCA? CEPR Discussion Paper No. 915. London: CEPR. 

1994 
Statement that OCA-theory’s focus is too narrow. Development of a more comprehensive approach also including monetary perspectives. Findings: a single 

currency would improve monetary credibility in many countries, would prevent national monetary policy from having asymmetric effects and would also 

likely boost financial market integration. Final conclusion: monetary arguments are all in favour of a single European currency, while the real arguments are 

not necessarily against it. 

 7 
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Board 3: Early OCA-analyses of the EMU 2/2 

Neumann, M.J.M  and von Hagen, J. Real Exchange Rates within and between Currency Areas: How far away is EMU? The Review of Economics and Sta-

tistics, 76(2), pp. 236–244. 

1994 Based on measures on the variability of real exchange rate shocks, they suggested that Austria, Belgium, France, Germany, Luxembourg and the Netherlands 

could already adopt a common currency, while the other countries should only follow as soon as they are ready. If such a two-speed approach is not feasible, 

the formation of a large EMU should be postponed until real exchange rate variance has reduced. 

Bayoumi, T. and Eichengreen, B. Ever closer to Heaven? An OCA-Index for European Countries. European Economic Review, 41, pp. 761–770. 

1997 

Development of an OCA-index for European countries indicating their readiness to adopt a single currency with Germany. Three groups emerge: first, Aus-

tria, Benelux-countries, Ireland and Switzerland are ready; second, Greece, Italy, Portugal, Spain and Sweden are converging; third, UK, Denmark, Finland, 

France and Norway are not converging. Thereby, France was seen as the biggest surprise in this list. Further finding regarding the reciprocal relationship 

between monetary and economic integration, based on the general observation that countries, whose trade integration has risen, have become more ready for 

the euro, on the one hand, and that stable exchange rates – most often – provided by the EMS, helped to increase trade integration, on the other hand. Result-

ing final conclusion “these findings support the notion that EMU and the Single Market can constitute a virtuous, self-reinforcing circle”. 

  

  

Board 4: Trade in goods vs. Trade in services, 2011 

This table summarises the fraction of trade in goods and trade in services respectively, relative to the sum of trade in goods and services. For instance, 

the Austrian share of trade in goods of 77 % is calculated by adding imports and exports of goods and dividing it by the sum of imports of goods and 

services plus exports of goods and services. 

 

The figures show clearly that in the majority of EU-27 members’ trade in goods accounts for the vast amount of total trade.  

 

Together with the depiction of the sectoral allocation in the EU-27 that follows in Board 5 this board shall help to become better able to interpret the 

statistics presented in this thesis. 

  EU-27 AT BE BG CY CZ DE DK EE ES FI FR GR HU 

Share of trade in goods 78% 77% 80% 83% 45% 86% 84% 63% 77% 74% 74% 81% 67% 84% 

hare of trade in services 22% 23% 20% 17% 55% 14% 16% 37% 23% 26% 26% 19% 33% 16% 

               

  IE IT LT LU LV MT NL PL PT RO SE SI SK UK 

Share of trade in goods 45% 83% 87% 25% 78% 57% 79% 85% 79% 87% 72% 83% 92% 69% 

Share of trade in services 55% 17% 13% 75% 22% 43% 21% 15% 21% 13% 28% 17% 8% 31% 

Source: Eurostat, Annual national accounts, Exports and imports by Member States of the EU/third countries 
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Board 5: Sectoral Allocation in EU, 2010 

This table summarises data on the sectoral allocation in the EU countries. The figures are based on own calculations using data from Eurostat and represent percentage values of total gross value added per country. The values of the 

EU-27 and EU-15 represent aggregates for the respective subgroups. 

 

The separation in primary, secondary and tertiary sector is an own contribution, which shall allow a better comparison to the trade figures in Board 4. On EU-27-level the gross value added of a bit more than 35 % of the primary and 

the secondary sector contrasts with about 78 % of gross boarder transactions which stem from these sectors. At the same time services account for the major part of gross value added, but only for the minority of trades. Thus, the 

fraction of services traded across boarders is much below the fraction of goods traded across boarders 

 

These relations need to be kept in mind, when we interpret the statistics in these thesis. If they concern trade, for example, the statistics most often focus on trade in goods.  

 Primary Sector Secondary Sector Tertiary Sector      

2010 
Agriculture; 

Fishing 
Construction Manufacturing 

Industry (except 

Construction) 

Wholesale and 

Retail Trade; Hotels 

and Restaurants; 

Transport 

Financial 

Intermediation; 

Real Estate 

Public Admin. and 

Community 

Services; Activities 

of Households 
     

1.47% 34.78% 63.75%      
EU-27 

1.47% 5.20% 13.36% 16.22% 18.04% 25.15% 20.56% 

EU-15 1.30% 5.13% 12.96% 15.83% 17.83% 25.91% 21.04% 

AT 1.26% 5.81% 16.09% 18.70% 19.55% 20.22% 18.37% 

BE (2009) 0.62% 4.76% 12.25% 14.27% 19.03% 26.78% 22.29% 

BG 4.55% 6.96% 14.09% 19.85% 20.27% 20.27% 14.00% 

CY 2.14% 6.79% 6.14% 8.65% 23.91% 28.09% 24.28% 

CZ 1.91% 5.80% 19.65% 24.46% 19.32% 14.76% 14.10% 

DE 0.75% 3.39% 17.14% 19.70% 14.24% 25.25% 19.54% 

DK 1.08% 3.77% 10.96% 15.81% 18.42% 23.81% 26.15% 

EE 2.95% 4.89% 14.33% 19.48% 21.59% 20.40% 16.36% 

EL 2.94% 3.66% 9.72% 12.49% 30.06% 18.47% 22.66% 

ES (2009) 2.38% 9.52% 11.29% 13.58% 21.87% 20.90% 20.46% 

FI 2.42% 5.59% 15.85% 18.77% 16.68% 20.27% 20.43% 

FR (2009) 1.61% 5.81% 9.57% 11.18% 17.17% 30.50% 24.15% 

HU 2.82% 3.22% 18.68% 21.74% 16.67% 18.92% 17.95% 

IE (2009) 0.80% 4.49% 19.47% 21.15% 13.78% 21.96% 18.35% 

IT 1.63% 5.07% 14.36% 16.60% 19.00% 24.33% 19.00% 

LT (2009) 2.85% 5.53% 14.08% 17.70% 27.55% 14.16% 18.13% 

LU 0.28% 5.19% 5.75% 6.89% 18.11% 47.83% 15.94% 

LV 3.67% 4.48% 10.84% 14.96% 26.97% 21.06% 18.01% 

MT 1.68% 3.09% 11.82% 13.93% 20.81% 21.96% 26.72% 

NL 1.76% 4.66% 11.69% 16.26% 18.10% 24.52% 23.02% 

PL 2.96% 6.01% 15.65% 20.73% 23.18% 15.31% 16.16% 

PT 2.11% 5.29% 11.89% 14.98% 22.47% 20.35% 22.91% 

RO (2008) 6.05% 9.73% 18.32% 21.10% 20.44% 12.26% 12.10% 

SE 1.57% 4.70% 14.09% 18.17% 16.78% 21.13% 23.57% 

SI 1.96% 5.55% 17.13% 20.07% 18.35% 19.33% 17.62% 

Sectoral Allocation EU-27, 2010

20.56%

1.47%

5.20%

13.36%

16.22%

18.04%

25.15%

Tertiary Sector

63.75 %

Primary and Secondary Sector

36.25 %

 

SK 3.20% 7.48% 17.09% 21.36% 20.05% 15.86% 14.95% : = not available    

UK 0.63% 5.52% 10.32% 14.03% 18.46% 30.23% 20.81%         

            

Source: own calculation, based on data from Eurostat 
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Board 6: Intra-regional trade in goods between EU-27-members, 2011 

This table shows the trade intensity among EU-27 members. The country in the column is the reference country, the countries in the row are its partners. The calculations were conducted following the methodology described in Monegelli, Dorrucci and Agur 

(2005: 11). On the example of Austria as reference country and Belgium as partner the corresponding figure (1.48 %) is calculated by adding the value of the imports from Belgium to Austria to the value of the exports from Austria to Belgium, dividing it by 

the Gross Domestic Product (GDP) of Austria. Expressed in a mathematical formula the calculation looks as follows: 

 

 where i is Austria and j is Belgium. 

 

The corresponding number with Belgium as reference country and Austria as partner cannot be the same, because the denominator of the quotient is not the same, i.e. Belgium has another GDP than Austria. Furthermore, the numerator can also differ, although 

the mutual trade should be identical. On their homepage Eurostat lists several factors, which can account for such discrepancies in the data, despite a harmonised reporting methodology (Eurostat, 2012). Although the USA faces similar challenges in the data 

gathering process for the figures reported in Board 8, the reporting discrepancies are much smaller or even absent. Maybe, this is an example for what the difference between a country of states and a union of countries is. 

 

The figures in the column “Total” represent the aggregated trade flows of the reference country with the entire rest of the EU-27 relative to the reference country’s GDP. 

  Total AT BE BG CY CZ DE DK EE ES FI FR GB GR HU IE IT LT LU LV MT NL PL PT RO SE SI SK 

AT 65.09%  1.48% 0.34% 0.07% 3.33% 32.62% 0.40% 0.05% 1.23% 0.31% 3.03% 1.94% 0.20% 2.75% 0.25% 6.27% 0.07% 0.19% 0.05% 0.01% 2.50% 1.98% 0.20% 1.00% 0.96% 1.36% 2.49% 

BE 129.58% 1.44%  0.40% 0.09% 1.57% 30.50% 0.99% 0.11% 4.26% 1.04% 25.07% 11.94% 0.53% 0.77% 4.53% 6.81% 0.29% 2.32% 0.08% 0.05% 29.31% 2.38% 0.88% 0.46% 3.09% 0.19% 0.45% 

BG 68.71% 3.05% 3.72%  0.37% 1.62% 12.93% 0.59% 0.05% 4.46% 0.26% 4.20% 1.93% 7.10% 2.50% 0.24% 8.80% 0.18% 0.09% 0.09% 0.12% 2.47% 2.10% 0.34% 9.21% 0.64% 0.65% 1.02% 

CY 28.11% 0.27% 1.01% 0.28%  0.21% 3.24% 0.23% 0.04% 1.16% 0.13% 2.04% 3.81% 9.41% 0.12% 0.13% 3.10% 0.03% 0.01% 0.02% 0.05% 1.69% 0.22% 0.13% 0.29% 0.32% 0.07% 0.12% 

CZ 114.52% 6.55% 3.63% 0.37% 0.07%  44.95% 1.01% 0.15% 2.64% 0.62% 6.31% 5.10% 0.26% 3.47% 0.60% 5.73% 0.28% 0.22% 0.16% 0.04% 6.60% 9.72% 0.45% 1.26% 1.89% 0.76% 11.68% 

DE 46.67% 3.79% 4.06% 0.17% 0.04% 2.62%  1.08% 0.08% 2.23% 0.58% 6.61% 4.22% 0.27% 1.32% 0.44% 4.29% 0.15% 0.39% 0.08% 0.03% 7.53% 3.01% 0.46% 0.65% 1.41% 0.33% 0.84% 

DK 43.14% 0.51% 1.48% 0.07% 0.05% 0.69% 11.60%  0.17% 1.26% 1.32% 2.44% 5.07% 0.24% 0.40% 0.65% 2.01% 0.32% 0.08% 0.23% 0.02% 3.68% 1.78% 0.26% 0.18% 8.27% 0.11% 0.25% 

EE 110.93% 0.89% 2.38% 0.14% 0.10% 1.33% 11.50% 3.15%  1.52% 21.23% 3.29% 4.24% 0.09% 1.15% 0.25% 2.96% 9.88% 0.06% 14.51% 0.02% 4.85% 6.50% 0.10% 0.20% 20.11% 0.21% 0.28% 

ES 27.59% 0.38% 1.41% 0.15% 0.02% 0.39% 5.35% 0.33% 0.02%  0.17% 6.52% 2.48% 0.20% 0.29% 0.40% 3.33% 0.05% 0.07% 0.02% 0.03% 1.85% 0.64% 2.60% 0.21% 0.46% 0.06% 0.15% 

FI 36.19% 0.58% 1.76% 0.04% 0.01% 0.48% 7.38% 1.58% 1.51% 0.89%  1.88% 2.52% 0.18% 0.23% 0.33% 1.50% 0.32% 0.05% 0.48% 0.01% 4.50% 1.44% 0.22% 0.12% 7.95% 0.08% 0.14% 

FR 30.39% 0.45% 4.41% 0.07% 0.02% 0.48% 8.33% 0.29% 0.02% 3.23% 0.18%  2.71% 0.18% 0.32% 0.41% 3.69% 0.08% 0.21% 0.02% 0.03% 2.81% 0.75% 0.44% 0.29% 0.61% 0.12% 0.25% 

GB 23.35% 0.30% 2.27% 0.04% 0.05% 0.40% 5.38% 0.59% 0.03% 1.36% 0.27% 2.91%  0.12% 0.28% 2.00% 1.56% 0.05% 0.08% 0.04% 0.04% 3.37% 0.74% 0.23% 0.15% 0.91% 0.04% 0.14% 

GR 15.83% 0.28% 0.87% 1.11% 0.94% 0.15% 2.95% 0.28% 0.01% 0.84% 0.17% 1.32% 0.99%  0.16% 0.16% 2.85% 0.02% 0.05% 0.01% 0.06% 1.31% 0.28% 0.12% 0.50% 0.21% 0.13% 0.08% 

HU 111.85% 8.94% 2.71% 0.91% 0.08% 5.32% 38.20% 0.96% 0.16% 3.02% 0.58% 6.56% 5.20% 0.38%  0.55% 7.21% 0.25% 0.14% 0.15% 0.02% 5.34% 6.60% 0.40% 6.93% 1.67% 1.66% 7.91% 

IE 53.68% 0.30% 9.32% 0.04% 0.02% 0.45% 6.24% 0.68% 0.02% 2.35% 0.27% 4.30% 20.91% 0.21% 0.21%  2.41% 0.05% 0.08% 0.04% 0.02% 3.70% 0.55% 0.35% 0.26% 0.84% 0.02% 0.06% 

IT 26.80% 1.11% 1.54% 0.23% 0.05% 0.58% 7.07% 0.29% 0.03% 2.39% 0.19% 4.88% 1.79% 0.43% 0.46% 0.26%  0.07% 0.09% 0.03% 0.11% 1.90% 1.08% 0.31% 0.71% 0.47% 0.41% 0.33% 

LT 81.50% 0.72% 3.06% 0.23% 0.03% 1.36% 13.29% 2.59% 6.43% 1.59% 2.42% 4.50% 3.87% 0.10% 0.81% 0.36% 3.51%  0.07% 11.61% 0.01% 7.67% 11.32% 0.22% 0.26% 4.81% 0.22% 0.46% 

LU 68.57% 0.98% 19.43% 0.03% 0.07% 0.58% 20.61% 0.32% 0.02% 0.95% 0.24% 10.86% 3.54% 0.20% 0.30% 0.42% 3.01% 0.06%  0.01% 0.00% 4.25% 1.06% 0.19% 0.12% 0.99% 0.13% 0.20% 

LV 75.95% 0.82% 1.51% 0.16% 0.30% 1.26% 10.42% 2.68% 10.02% 1.00% 3.83% 2.43% 3.17% 0.08% 0.70% 0.24% 3.23% 18.03% 0.06%  0.05% 3.10% 6.87% 0.08% 0.22% 4.91% 0.18% 0.60% 

MT 70.98% 0.50% 1.27% 1.37% 0.15% 0.41% 9.85% 0.94% 0.04% 3.11% 0.17% 9.60% 7.83% 3.85% 0.23% 0.46% 25.01% 0.01% 0.02% 0.04%  2.45% 0.65% 0.43% 0.33% 2.06% 0.10% 0.10% 

NL 94.24% 1.38% 17.08% 0.17% 0.10% 2.06% 30.64% 1.58% 0.14% 3.53% 1.46% 10.10% 10.29% 0.50% 0.86% 1.34% 5.08% 0.37% 0.42% 0.18% 0.05%  2.48% 0.77% 0.50% 2.52% 0.19% 0.46% 

PL 56.32% 1.63% 2.09% 0.20% 0.11% 3.92% 20.64% 1.23% 0.25% 1.67% 0.64% 3.94% 3.45% 0.26% 1.69% 0.30% 4.03% 0.79% 0.18% 0.29% 0.02% 3.87%  0.21% 0.79% 1.96% 0.29% 1.87% 

PT 42.73% 0.30% 1.67% 0.08% 0.02% 0.37% 7.53% 0.33% 0.01% 16.84% 0.22% 5.31% 2.39% 0.15% 0.20% 0.42% 2.72% 0.05% 0.07% 0.01% 0.03% 2.59% 0.46%  0.21% 0.61% 0.04% 0.12% 

RO 52.75% 2.34% 1.49% 2.36% 0.12% 1.54% 13.04% 0.42% 0.03% 1.72% 0.21% 4.80% 2.00% 0.89% 5.36% 0.29% 8.82% 0.07% 0.05% 0.03% 0.05% 2.32% 2.38% 0.30%  0.50% 0.42% 1.22% 

SE 41.64% 0.69% 2.82% 0.05% 0.02% 0.64% 9.39% 4.78% 0.87% 1.06% 3.85% 3.07% 4.33% 0.13% 0.37% 0.72% 1.84% 0.34% 0.10% 0.24% 0.01% 3.66% 1.83% 0.29% 0.14%  0.08% 0.30% 

SI 98.17% 12.68% 1.93% 0.93% 0.43% 3.58% 25.70% 0.76% 0.09% 2.01% 0.43% 6.99% 2.41% 0.62% 5.47% 0.17% 19.76% 0.19% 0.27% 0.08% 0.02% 3.41% 3.68% 0.24% 1.64% 0.99%  3.69% 

SK 128.00% 9.46% 2.43% 0.67% 0.15% 26.25% 31.84% 0.93% 0.07% 2.49% 0.49% 8.15% 4.09% 0.30% 11.59% 0.29% 7.26% 0.25% 0.29% 0.29% 0.04% 3.85% 10.48% 0.35% 2.41% 1.97% 1.63%   

  EU-27 average 43, 81 % 

Source: own calculation, based on data from different databases from Eurostat 
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Board 7:  Intra-regional trade in goods among the original EMU-members, 1995/98, 

2001/06/11 

The table below summarises the development of intra-regional trade among the original 12 

EMU members. The calculation procedure was the same as described in Board 6 for the intra-

regional trade in the entire EU-27. In the early years some data points are missing: in the 1995-

figure Greece, Ireland and Luxemburg are not included, in the 1998-value Greece and Luxem-

burg are missing. 

 

In comparison to the EU-27 overall the original EMU members conducted less intensive intra-

regional trade in goods in 2011. However, it is possible that the relation to the region’s GDP 

distorts the comparison in this case. Due to its characteristics services are not as intensively 

traded as goods. At the same time, services account for a considerable amount of GDP in many 

highly developed countries. So, if we assume that the fraction of services in GDP is higher in the 

average of the EMU-12 than in the average of the EU-27, then the comparison is flawed, since 

the high fraction in non-traded services in GDP presses the fraction of traded goods to total GDP 

down. 

 

The development of the figures also allows a statement about the endogeneity of trade integra-

tion in these countries (cf. chapter 7.2 in the text). While intra-regional trade among the original 

EMU members rose substantially before the introduction of the euro, the intensity levelled off in 

the last couple of years. 

 

More elaborations to intra-euro-area trade can inter alia be found in European Commission’s 

(2008: 34ff) review on ten years of EMU.  

 
1995 1998 2001 2006 2011 

 

 
23.9% 27.2% 30.0% 32.0% 32.4% 

 

Source: own calculation, data from Eurostat 
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Board 8: Intra-regional Commodity flows between US-States, 2007 

This table shows the trade intensity among US-States. The calculation procedure was the same 

as described in Board 6 for the intra-regional trade in Europe. Technically, however, US-states 

do not import or export goods to other US-states, because the USA is one country. Instead, they 

receive and deliver goods from one another. On the example of Alabama the figures are calcu-

lated by adding the value of all the goods Alabama delivers to the rest of the USA to the value of 

all the goods Alabama receives from the rest of the USA, divided by the Gross Domestic Prod-

uct (GDP) of Alabama. 

 

A direct comparison to the intra-regional trade figures between individual EU-27 countries is not 

possible, since the underlying data source as well as the period under consideration is not identi-

cal. 

          

Alabama 136.8%  Kentucky 208.4%  North Dakota 125.9% 

Alaska 40.9%  Louisiana 112.3%  Ohio 141.2% 

Arizona 74.4%  Maine 92.5%  Oklahoma 102.3% 

Arkansas 152.9%  Maryland 89.2%  Oregon 95.8% 

California 48.7%  Massachusetts 71.1%  Pennsylvania 116.0% 

Colorado 60.2%  Michigan 119.6%  Rhode Island 95.1% 

Connecticut 78.8%  Minnesota 97.0%  South Carolina 146.1% 

Delaware 95.0%  Mississippi 150.9%  South Dakota 105.8% 

Dis. of Columbia 13.5%  Missouri 129.5%  Tennessee 226.9% 

Florida 55.5%  Montana 106.9%  Texas 75.1% 

Georgia 116.6%  Nebraska 117.8%  Utah 119.9% 

Hawaii 18.6%  Nevada 70.3%  Vermont 114.1% 

Idaho 95.4%  New Hampshire 108.4%  Virginia 73.1% 

Illinois 118.1%  New Jersey 110.6%  Washington 73.2% 

Indiana 173.7%  New Mexico 64.8%  West Virginia 139.9% 

Iowa 138.2%  New York 59.3%  Wisconsin 134.0% 

Kansas 142.6%  North Carolina 104.9%  Wyoming 83.6% 

US-average 93.2 % 

Sources: 

Commodity Flow Survey, 2007 

(http://www.bts.gov/publications/commodity_flow_survey/, last accessed 16.07.2012) 

Bureau of Economic Analysis 

(http://www.bea.gov/iTable/iTable.cfm?ReqID=70&step=1&isuri=1&acrdn=1, last accessed 

16.07.2012) 
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Board 9: Output-gaps 2001, 2006 and 2011 

The graphs below show the output-gaps for the EU members in the years 2001, 2006 and 2011 that were listed in 

the OECD Economic Outlook 2012 database. The output-gap calculated by the OECD shows the deviation of the 

actual GDP from the potential GDP as a percentage of potential GDP. Output-gaps are one simple possibility to get 

an overview of the symmetry in the development of different economies. De Grauwe (2009: 195) is one example 

who uses output-gaps as a measure of symmetry. 
 

The graphs allow different possible inferences: 

- In 2001, all the countries which were not a member of the EU at that point in time reported a negative output-

gap, while, with one exception, all the EU-members reported a positive sign. 

- In 2006 and 2011 the algebraic signs of almost all output-gaps reported are identical. Therefore, also the now 

new EU members developed into the same direction in these two years. In both years, however, it is likely that 

global trends contributed an important part to this outcome.  

- That global trends are important is in-line with Marelli, Signorelli and Tyrowicz’s (2012) finding that business 

cycles have recently been highly synchronised across the entire world. Furthermore, it also supports Nils Thyge-

sen’s suggestion that symmetric shocks are more important than asymmetric ones (cf. later in chapter 7.1.5). 

- The graphs also contain many examples for Alesina, Barro and Tenreyro’s (2002) argument that it is not only the 

correlation but also the variance of the output that matters. In 2006, for instance, Ireland and Germany both re-

ported a positive output-gap. The deviation in their magnitudes, however, might still have resulted in different 

needs towards the monetary policy. 
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2001 1.8  0.4  -1.4  1.6  2.8  -3.0  2.3  0.8  2.2  -0.9  -1.5  7.2  2.8  2.1  2.2  -0.8  4.0  0.1  -4.5  0.6  

AT BE CZ DE DK EE ES FI FR GR HU IE IT LU NL PL PT SE SK UK

 

-2

0

2

4

6

8

10

2006 2.0  1.6  3.7  0.6  4.3  10.0  1.9  3.2  2.5  5.5  5.4  7.9  2.3  2.7  1.1  -0.7  0.2  3.7  1.1  2.5  

AT BE CZ DE DK EE ES FI FR GR HU IE IT LU NL PL PT SE SK UK

 

-10

-8

-6

-4

-2

0

2

2011 -0.9  -0.1  -0.7  -0.7  -3.2  -2.4  -5.8  -0.5  -2.5  -7.7  -3.0  -8.5  -2.8  -3.2  -1.0  1.0  -3.0  -0.3  0.3  -2.6  
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Source: own graphic, data from OECD Economic Outlook 2012, Statistical Annex, Table 10 



Appendix 

Stefan Urech  Costs of Diversity in the EMU 
 

  14 

Board 10: Krugman Specialisation Index (KSI) 

As described in the text, the Krugman Specialisation Index (KSI) scales the relative impor-

tance of industries in an economy vis-à-vis to the corresponding average measures of the 

peer-group. Expressed in mathematical terms the KSI is computed as follows: 

 

 
 

where 

 

 
 

Thereby, i stands for country, k for industry and x for the value of the output.  

 

When we divide country i’s output value x of industry k by the sum of the output values of all 

industries in country i, we get v, which correspondingly denotes the industry’s relative impor-

tance to the total of all industries. The same procedure is repeated to calculate the correspond-

ing value for industry k’s importance in the peer group excluding country i. In turn, we can 

compare the relative importance of industry k in country i to the relative importance of indus-

try k in the peer group, by subtracting the one value from the other. The sum of the absolute 

value of all these differences, finally results in the KSI value. 

 

With this procedure, the KSI scales a countries sectoral specialisation vis-à-vis the peer 

group. Thereby, the scale ranges from 0 to 2. If country i’s industrial structure is identical to 

the rest of the peer-group, the index takes a value of 0. Contrary, if i has no industries in 

common with the rest of the peer-group, the KSI value is 2. 

 

Therefore, the higher the KSI values, the higher the differences in the industrial set up, and 

the higher the risk to get affected asymmetrically by changes in the environment.  

 

Venables (2007: 72) reports that the average KSI-value for the EU-15 increased from 0.396 

between 1970 and 1973, to 0.495 between 1998 and 2001. 

 

Source: the description in this box is mainly based on Venables (2007) 
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Board 11: Intra-Industry-Trade in manufactures, 1997–2008 

The graphic below reports the average values for the OECD Intra-Industry-Trade-Index in manufactures for the 

period between 1997 and 2008. Thereby the index values are calculated using the Grubel-Lloyd methodology. A 

single Grubel-Lloyd index value is computed based on the bilateral trade that one country undertakes with a partner 

country in one specific industry. The mathematical formula applied is the following: 

 

 
 

The values reported in the graph are the aggregated Grubel-Lloyd index values for a country's intra-industry trade in 

all industries whit all partner countries worldwide. The higher the Grubel-Lloyd index value the higher the degree in 

intra-industry trade (cf. OECD, 2005: 200ff) 

 

Thereby the index values reported by the OECD differ considerably from those computed by Brühlhart (2008). On 

the one hand, this is obviously due to the different time periods which their data samples take into account. On the 

other hand, the OECD (2005: 200ff) warns in their “Handbook on Economic Globalisation Indicators” that the 

Grubel-Lloyd index values depend crucially on the chosen level of product disaggregation. However, despite the 

differences in specific index values, the message for the relative importance of a country’s intra-industry trade is 

about the same in both studies. 
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The index values are scalled to 100. 

The higher the value, the more important is intra-industry trade. 

 

Source: OECD (2010), Economic Globalisation Indicater 2010, L.2. Intra-industry trade 
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Board 12: Overview of the gathered data 

The table below summarises the gathered data on which the analysis reported in chapter 10 and discussed in chapter 11 is based. Besides the variables applied in the analysis, the table reports related fig-

ures, which could be used alternatively. 

 Explanatory Variables Dependent variables Control variables 

 

Gini Coeffi-

cient 

80/20 

income ratio 

80/20 

income ratio 

90/10 

income ratio 

Nationality 

Fractionalisation 

Index (NFI) 

Trust  

(scores 5-10) 

Trust  

(scores 6-10) 

Government  

Effectiveness 

(GE) 

Regulatory 

Quality (RQ) GE + RQ 

Total  

population 

(in Millions) 

GDP per capi-

ta  

(in 1'000 euro) 

               

AT 26.1 3.7 3.7 5.5 0.20 65.0 42.7 1.89 1.52 3.41  8.3 34.1 

BE 26.6 3.9 3.9 5.9 0.18 66.8 43.3 1.59 1.30 2.89 10.9 32.7 

DE 29.3 4.4 4.5 7.1 0.17 58.1 33.9 1.55 1.58 3.13 80.8 30.5 

DK 26.9 4.4 4.4 10.9 0.12 89.1 75.7 2.17 1.90 4.07  5.5 42.5 

ES 33.9 6.8 6.9 17.2 0.23 70.1 41.9 0.98 1.19 2.17 45.8 22.8 

FI 25.4 3.6 3.6 5.2 0.06 85.8 71.7 2.24 1.84 4.08  5.3 33.3 

FR 29.8 4.4 4.5 7.1 0.11 54.4 27.1 1.44 1.34 2.78 61.4 29.9 

GR 32.9 5.6 5.6 9.8 0.12 45.5 25.3 0.52 0.65 1.17 10.9 20.1 

IE 33.2 5.4 5.3 9.4 0.19 62.6 43.9 1.31 1.65 2.96  4.5 34.9 

IT 31.2 5.2 5.2 9.1 0.13 59.3 33.8 0.52 0.85 1.37 60.1 25.7 

LU 27.9 4.1 4.1 6.2 0.64 65.4 38.9 1.71 1.69 3.40  0.5 79.5 

NL 25.5 3.6 3.7 5.6 0.09 80.8 65.8 1.73 1.79 3.52 16.4 35.4 

PT 33.7 5.5 5.6 9.2 0.08 36.9 19.0 1.04 0.82 1.86 10.6 16.2 

SE 24.1 3.5 3.5 5.5 0.12 83.4 68.3 2.02 1.72 3.74  9.4 37.2 

UK 33.0 5.3 5.4 9.2 0.10 69.5 48.6 1.56 1.75 3.31 61.1 27.5 

              

             

Mean 29.3 4.6 4.7 8.2  0.2 66.2 45.3 1.48 1.44 2.92 26.1 33.5 

Median 29.3 4.4 4.5 7.1  0.1 65.4 42.7 1.56 1.58 3.13 10.9 32.7 

Skewness  0.04  0.69  0.76  1.77 3.11  -0.23  0.48  -0.55 -0.85  -0.74  0.94  2.41 

                          

               

Source Eurostat oc Eurostat oc oc ESS ESS World Bank World Bank  Eurostat Eurostat 

Date 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010 2010 

Remark 

    

AT 2009,  

LU 2008, 

GR 2006, 

FR +UK 2005 

AT 2006, 

LU 2004, 

IT 2002 

AT 2006, 

LU 2004, 

IT 2002 

      

             

variables used in analysis oc = own calculation, ESS = European Social Survey         
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