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1. A Brief History of EU and EZ

European Integration: 1870 – 2014
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1. A Brief History of EU and EZ

The EU-28 and the Euro Project in 2014

Note: This table shows the progress

of each country through EU

membership, ERM membership, and

adoption of the euro (as of 2014).

The euro parities of Eurozone

members and ERM members are also

shown, although the former have now

abolished their national currencies.

Dates for future euro adoption are in

most cases uncertain or unknown

(shown by a question mark).

*The United Kingdom and Denmark

can legally opt out of the euro.

Sweden is opting out de facto by not

joining the ERM. All other countries

are expected to join at some point.
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1. A Brief History of EU and EZ

Wikiwand: Exchange-rate Regimes for EU Members
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1. A Brief History of EU and EZ

Wikiwand: EU and Eurozone in 2018
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Two Benefits of Fixed Exchange Rate Regime

The term economic integration refers to the growth of market

linkages in goods, capital, and labor markets among regions and

countries. As integration rises, the efficiency benefits of a fixed

exchange rate increase.

If there is a greater degree of economic similarity between countries,

then the economic stabilization costs of fixing the exchange rate are

smaller. As symmetry rises, the stability costs of a fixed exchange

rate decrease.
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

The Symmetry-Integration Diagram
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Benefits Measured by Trade Levels
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Further Benefit: Credible Anchor to Control Inflation

In developing countries beset by high inflation, an exchange rate peg may be the

only credible anchor.

π =
∆E

E
+ π∗

Fan Xiaoyan (SOE, Fudan University) Lecture Eleven 11 / 54



2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Inflation Control of Argentina

Note: From Bénassy-Quéré et al.(2010).
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Further Benefit: Stabilization of External Wealth

The external wealth of a country will change with the exchange rate:

∆WU = ∆E (A$ − L$)
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Evidence: Wealth Loss for Developing Countries

In countries that cannot borrow in their own currency, floating exchange rates are

less useful as a stabilization tool and may be destabilizing.
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Adjustment of the Symmetry-Integration Diagram
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2. The Economics of the Euro 2.1 The Theory of Fixed Exchange Rate Regime

Main Cost of FIX: Loss of Monetary Autonomy
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2. The Economics of the Euro 2.2 The Theory of Optimum Currency Areas

Main Benefits of OCA: Same with FIX

As market integration

rises, the efficiency

benefits of a common

currency increase.

As symmetry rises,

the stability costs of a

common currency

decrease.
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2. The Economics of the Euro 2.2 The Theory of Optimum Currency Areas

Further Factors for the Formation of OCA

Labor Market Integration: Countries are more likely to want to form a

currency union when their labor markets are more integrated.

Fiscal Transfers: The better the fiscal transfer mechanisms, the more the

countries are likely to want to form a currency union.

Monetary Policy and Nominal Anchoring: Suppose that the common central

bank of the currency union would be a more politically independent central

bank, ...high-inflation countries are more likely to want to join the currency

union.

Political Objectives: Forming a currency union has value for political,

security, strategic, or other reasons.

Fan Xiaoyan (SOE, Fudan University) Lecture Eleven 18 / 54



2. The Economics of the Euro 2.2 The Theory of Optimum Currency Areas

The Choice of FIX and OCA

When countries consider

forming a currency union,

the economic tests (based

on symmetry and

integration) set a higher

bar than they set for

judging whether it is

optimal to fix.
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2. The Economics of the Euro 2.3 Is Eurozone an Optimum Currency Area?

OCA Criteria for EZ and US

Interregional trade in the United States rises to levels much higher than

those seen among EZ countries.

U.S. and EZ shocks are comparably symmetric.

Fan Xiaoyan (SOE, Fudan University) Lecture Eleven 20 / 54



2. The Economics of the Euro 2.3 Is Eurozone an Optimum Currency Area?

OCA Criteria for EZ and US (cont.)

U.S. labor markets are very integrated compared with those of the EZ.

The interstate fiscal stabilizers are large in the United States, but essentially

nonexistent in the EZ.
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2. The Economics of the Euro 2.3 Is Eurozone an Optimum Currency Area?

Conclusion: EZ is not an OCA
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Instrument and Goals

The instrument used by the ECB is the interest rate at which banks

can borrow funds.

According to its charter, the ECB’s primary objective is to “maintain

price stability” in the euro area.

Its secondary goal is to “support the general economic policies in the

Community with a view to contributing to the achievement of the

objectives of the Community.”
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Forbidden Activities

To prevent the use of monetary policy for other goals, the ECB may

not directly finance member states’ fiscal deficits or provide bailouts

to member governments or national public bodies.

In addition, the ECB has no mandate to act as a lender of last resort

by extending credit to financial institutions in the Eurozone in the

event of a banking crisis.
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Governance and Decision Making

Monetary policy decisions are made at meetings of the ECB’s

Governing Council, which consists of the central bank governors of

the Eurozone national central banks and six members of the ECB’s

executive board.

In practice, policy decisions are made by consensus rather than by

majority voting.

Meetings are usually held twice each month.
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

ECB: Accountability and Independence

No monetary policy powers are given to any other EU institution. No

EU institution has any formal oversight of the ECB, and the ECB

does not have to report to any political body, elected or otherwise.

The ECB does not release the minutes of its meetings. The ECB has

independence not only with respect to its instrument (it sets interest

rates) but also with respect to its goal (it gets to define what “price

stability” means).
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

Five Convergence Criteria in the Maastricht Treaty (1991)
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

Breaking of Fiscal Rules
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2. The Economics of the Euro 2.4 Policy Regime in Eurozone

Summary: Policy Shortcomings

Limited Lender of Last Resort

No Fiscal Union

No Banking Union

Sovereign-Bank Doom Loop

Labor Immobility

Exit Risk
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3. Development and Crisis in Eurozone 3.1 Economic Integration and Problems in EZ

Inflation Convergence

0

10

20

30

1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010 2013 2016

Austria

Belgium

Finland

France

Germany

Greece

Ireland

Italy

Luxembourg

Netherlands

Portugal

Spain

Note: Annual growth rate of “Consumer prices” from BIS. The dotted lines indicate 1999 and 2008.
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3. Development and Crisis in Eurozone 3.1 Economic Integration and Problems in EZ

Long-term Interest Rate Convergence and Divergence
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Note: “Long-term interest rate statistics” from ECB. The dotted lines indicate 1999 and 2008.
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3. Development and Crisis in Eurozone 3.1 Economic Integration and Problems in EZ

Current Account Imbalances

Source: Holinski et al.(2012). Source: Wikipedia.
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3. Development and Crisis in Eurozone 3.1 Economic Integration and Problems in EZ

Low Interest Rate and Credit Boom
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3. Development and Crisis in Eurozone 3.1 Economic Integration and Problems in EZ

Budget Deficit and Public Debt to GDP: 2009 and 2012

Source: Wikipedia, original data from EuroStat.
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3. Development and Crisis in Eurozone 3.2 The Euro Crisis after 2008

Timeline of the Crisis

Note: In 2010 the debt problems in Greece and

elsewhere were symptoms of deeper

macroeconomic and financial conflicts that put

the Eurozone at risk. German Chancellor

Merkel and French President Sarkozy are shown

watching from the ramparts.

More Information about the Euro Crisis on Wikiwand:

European Debt Crisis

2000s European sovereign debt crisis timeline
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3. Development and Crisis in Eurozone 3.2 The Euro Crisis after 2008

EURIBOR-EONIA Swap Spread

Source: Shambaugh(2012).
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3. Development and Crisis in Eurozone 3.2 The Euro Crisis after 2008

The Euro’s Three Crises

Source: Shambaugh, J.C. 2012, The euro’s three crises, Brookings Papers on Economic Activity, 2012, P157-231
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3. Development and Crisis in Eurozone 3.2 The Euro Crisis after 2008

Trust Crises

Source: Algan, Y., S. Guriev, E.

Papaioannou, and E. Passari,

The European trust crisis and

the rise of populism, Brookings

Papers on Economic Activity,

2017(2), P309-400

Note: Data from European

Social Survey; Eurostat;

authors? calculations. The

sample includes 24 European

countries at the NUTS 2 level

of aggregation. The

unemployment rate is measured

as a percentage.
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3. Development and Crisis in Eurozone 3.3 Which Way for the Euro?

Optimistic: Self-Fulfilling of OCA

Even if the Eurozone isn’t an OCA now, by adopting a common currency, it

might become an OCA in the future.

The euro would make the countries converge as they trade much more

intensively with one another.

If goods markets are better connected, a case can be made that shocks will

be more rapidly transmitted within the EU and will be felt more

symmetrically.

The euro-optimists see the EU single-market project as an ongoing process

and the single currency as one of its crucial elements.
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3. Development and Crisis in Eurozone 3.3 Which Way for the Euro?

Pessimistic: The Centrifugal Force Tearing the OCA Apart

Further goods market integration might also lead to more specialization in

production. If specialization increases, each country will be less diversified

and will face more asymmetric shocks.

Whether the common currency will encourage greater labor and capital

mobility? Maybe it will encourage more fiscal federalism? As with the

arguments about the effects on trade creation and specialization, evidence

for these claims is fuzzy.
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3. Development and Crisis in Eurozone 3.3 Which Way for the Euro?

Which Way for the Euro?
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4. Secular Stagnation and Structural Reform for Europe 4.1 What is Secular Stagnation?

What is Secular Stagnation?

Source: Personal website of L. Summers.
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4. Secular Stagnation and Structural Reform for Europe 4.1 What is Secular Stagnation?

Signs of Secular Stagnation: Prolonged Low Growth

Source: Reflections on the new

‘Secular Stagnation hypothesis’.
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4. Secular Stagnation and Structural Reform for Europe 4.1 What is Secular Stagnation?

Signs of Secular Stagnation: Prolonged Low Interest Rate

Source: CES(2015), Figure 5 “10-Year Treasury Rates and Historical Economist Forecasts”.
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4. Secular Stagnation and Structural Reform for Europe 4.1 What is Secular Stagnation?

One-Year and 10-Year U.S. Nominal Interest Rates

Source: CEA(2015), Figure 1, original data from Robert J. Shiller (Yale University) and FED.
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4. Secular Stagnation and Structural Reform for Europe 4.1 What is Secular Stagnation?

Global Interest Rate in History

Source: Schmelzing, P. 2018, Eight centuries of the risk-free rate: bond market reversals from the Venetians to the ‘VaR shock’,

Staff Working Paper No.686, Bank of England
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4. Secular Stagnation and Structural Reform for Europe 4.2 Why Low Interest Rate is Harmful?

Low Interest Rate and Liquidity Trap

First, if real rates are low in normal times, adverse macroeconomic shocks are more

likely to require negative real rates to restore a full-employment investment-savings

balance. In today’s low-inflation environment, this tends to undermine the effectiveness

of monetary policy.

Source: Krugmann(1999) “Thinking about the liquidity trap”.
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4. Secular Stagnation and Structural Reform for Europe 4.2 Why Low Interest Rate is Harmful?

Low Interest Rate and Financial Instabiltiy

Second, low nominal and real interest rates undermine financial stability. According to

Summers(2014), there are three main channels:

increasing risk-taking as investors reach for yield;

promoting irresponsible lending;

making Ponzi financial structures more attractive.

According to Wikiwand, Hyman Minsky stated that in prosperous times, when corporate

cash flow rises beyond what is needed to pay off debt, a speculative euphoria develops,

and soon thereafter debts exceed what borrowers can pay off from their incoming

revenues, which in turn produces a financial crisis. This slow movement of the financial

system from stability to fragility, followed by crisis, is something for which Minsky is best

known, and the phrase “Minsky moment” refers to this aspect of Minsky’s academic

work.
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4. Secular Stagnation and Structural Reform for Europe 4.3 Determination of Interest Rate

Determination of Interest Rate

The real interest rate of home country:

r =
1 + gc
β

− 1

The nominal interest rate for a closed economy:

i = r + πe

The Real Interest Rate Parity in open economy:

r = r∗
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4. Secular Stagnation and Structural Reform for Europe 4.3 Determination of Interest Rate

Derivation of Real Interest Rate from HOP

Given the discount factor β, the real interest rate r , and incomes of present and

future Q1,Q2 = (1 + gy )Q1, the Household Optimization Problem(HOP) is to

maximize the life-cycle utility (T = 1, 2):

Max
C1,C2

U = lnC1 + β lnC2

s.t. C1 + S = Q1

C2 = (1 + r)S + Q2

After solving the problem, we can get:

C2

C1
= 1 + gc = β (1 + r)

r =
1 + gc
β

− 1
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4. Secular Stagnation and Structural Reform for Europe 4.3 Determination of Interest Rate

Evidence: Productivity and Real Interest Rate

Source: CEA(2015), Figure 7. “10-Year Real Interest Rate, Real Consumption, and Productivity”
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4. Secular Stagnation and Structural Reform for Europe 4.3 Determination of Interest Rate

Evidence: R&D and Innovation Returns

Source: Rachel and Smith(2016).
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4. Secular Stagnation and Structural Reform for Europe 4.4 Consensus of Policies

The Consensus of Monetary and Credit Policies

CEA(2015):

The goal of policy should not be to target a particular rate, but to support

long-run growth, maintain price stability, and strengthen the resilience of

financial markets.

Summers(2016):

The defining challenge is going to be absorbing all the savings in a

satisfactory way in the global economy for the next decade.

The first priority for policy... (should be) a concerted effort to identify and

find the means of financing the most productive investment opportunities

globally.
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4. Secular Stagnation and Structural Reform for Europe 4.4 Consensus of Policies

List of Structural Reform Policies

In the review of Teulings and Baldwin(2014), the policies to promote growth will

include:

Improving the education system

Investing in the physical infrastructure.

Removing barriers for labour mobility between firms by trimming down

employment protection legislation.

Increasing incentives for low-skilled workers to participate on the labour market.

Simplifying procedures for starting up businesses.

Applying anti-monopoly policies to reduce the profit margins in new IT industries.
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