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Towards a More Optimal Eurozone
Since the beginning of the use of the euro as a single currency in the Eurozone, in 2002,
the current 19 member countries have been subject to a number of profound crises that
call for significant reform of the monetary union. The most recent of those economic
shocks has been the repercussions of the Russian war of aggression on Ukraine which
has led to a surge in inflation and an economic downturn in European countries.
From a theoretical point of view, one way to improve the resilience of member states to
such economic shocks would be to make the Eurozone an optimal currency area (OCA).
This concept was pioneered by Robert Mundell (1961) who established a number of
criteria under which it would be optimal for a given region to share the same currency.
This initial finding was subsequently expanded upon to six broad criteria that will be
examined throughout this report.
Currently, there is a wide-ranging consensus among economists around the idea that the
Eurozone is still far from being an OCA. This results in having a common monetary policy
that is not a good fit for all member states; which can amplify pre-existing crises. This
problem became particularly salient with the Eurozone sovereign debt crisis which started
in 2009 and ended in the mid 2010s as Greece’s troubles were worsened by the fact it
did not have the capacity to choose its exchange rate as it was tied to the European
Central Bank (ECB)’s monetary policy.
However, even in the current imperfect state of the monetary union, member states still
reap substantial benefits from using a single currency as this has reinforced links
between them, in particular in terms of trade.
The issue that will be tackled in this report will then be to survey pre-existing benefits
linked to Eurozone membership as well as policies already being put in place that could
bring the European Monetary Union (EMU) closer to being an OCA. This process will
allow to identify a number of policy gaps, which if they were filled could allow to make the
Eurozone’s functioning more optimal, something that would benefit its citizens and
member states.
To do so, this report will start by presenting the literature necessary to understanding
OCA theory. This will then be followed by a critical assessment of all six criteria (Hermet,
2021) which are the free flow of labour between members; sectoral diversification and
specialisation; trade openness; solidarity between members with social transfers;
homogeneous preferences (with similar objectives); and the belief in a common future,
such that the European interest is above national interest.
Understanding these criteria, and proposing how Eurozone decision makers might use
policy to improve the EMU within these areas based on existing academic literature, we
intend to examine how we might achieve a more optimal Eurozone.
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Executive Summary
This report looks in turn at all six criteria necessary for having an optimal currency area
(OCA): the free flow of labour between members; sectoral diversification and
specialisation; trade openness; solidarity between members with social transfers;
homogeneous preferences (with similar objectives); and the belief in a common future,
such that the European interest is above national interest.
Free flow of labour: the volume of flows remains heterogeneous and lower than within
countries like the US. However, this has already been improved upon through the
implementation of the Schengen Agreement and ERASMUS which helped with language
acquisition for example. Potential supplementary policies would be to:
aim for more flexible labour markets (preferably flexicurity-style)
implement expansionary fiscal policy (if it is in line with broader macroeconomic
objectives)
improve EU-wide skills recognition and the search engine EURES
increase harmonisation of social policies such as social security
better inform workers including through private-public partnerships
promote the acquisition of language skills
Sectoral diversification and specialisation: structural characteristics and development
trends of regional economies in the European Union have been shown to be increasingly
unequal with some Eastern and Southern countries having trouble catching up to
Western ones. The EU has already introduced the concept of “Smart specialisation”
within the Europe 2020 Strategy of the European Commission which has changed
regional development support.
Potential supplementary policies would be to:
incentivise cooperation between companies of different regions through the
introduction of joint programs
provide economic incentives for investment in isolated regions
increase the role of entrepreneurs in deciding on what subsidies should be spent, with
increased control from the public sector to avoid irresponsible use of funds
Trade openness: EU membership has been linked to an increase in trade between
countries, although more moderate than expected. Potential supplementary policies
would be to:
support periphery firms
reinforce subsidies for research and development
implement redistributive policies to allow periphery countries to catch-up in terms of
technology
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Solidarity between members with social transfers: there has been a shift from great
reluctance to the idea of solidarity between members to a gradual acceptance of aspects
of solidarity with the 2014 European Fiscal compact and the “NextGenerationEU”
instrument following the COVID-19 pandemic for example. Potential supplementary
policies would be to:
have stronger fiscal links between member countries to promote risk sharing
implement such mechanisms while trying to reduce moral hazard, for example via an
opt-out option
distribute grants instead of loans so as to have redistributive policies between
member states
Homogeneous preferences (with similar objectives): this objective is hard to quantify
rigorously but is hampered by differences in levels of integration within the EU of different
member states. Furthermore, the emergence of blocks of countries with similar interests
is not sufficient to have homogeneous preference at the EU-level. Homogeneity is further
threatened by the rise of populist parties in many member states.
Potential supplementary policies would be to:
implement country level policies that foster economic growth and redistribution so as
to limit the rise of discontent and populism
increase the amount of EU integration and homogenise levels of integration between
countries within the EU
The belief in a common future, such that the European interest is above national
interest: this seems to have been weakened by the rise of populist movements. Potential
supplementary policies would be to:
improve Eurozone institutions' outreach and communications programmes, to foster a
more positive view of its part in the European integration project
strengthen liberal democratic institutions in a way that ensures that populists, if and
when they seize power, are faced with checks and balances
but more importantly, ensure that the Eurozone can deliver for its member state
citizens in a way that doesn't make them produce electoral results that will render
efforts to improve the Eurozone impossible
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Literature Review
In his 1961 seminal paper — A Theory
of Optimum Currency Areas — Robert
Mundell presented theoretical arguments
for when it should be considered
appropriate or not for regions to
integrate into single currency areas.
Mundell (1961) discussed this with
particular reference to the future
integration of the European economies,
which is the scope of this literature
review, which will aim to summarise
some scholarly perspectives on the
advantages and disadvantages of states
entering into currency unions from an
optimum currency area (OCA) point of
view. Additionally, this literature review
will examine applications of this theory to
the Eurozone prior to its creation, after
its introduction, and its state in light of
the financial and Eurozone crises.
Definition-wise, a common central bank
is necessary for a currency area
(Mundell, 1961). Building on Mundell’s
theory, the role of openness — the level
of international trade — has been
examined, finding that stable internal
prices are necessary for any optimal
currency area (McKinnon, 1963), and a
particularly significant weakness has
been identified — regional differences in
labour mobility and labour intensity —
which calls into question the extent to
which common social policy is
necessary to sustain optimal currency
areas (Kenen, 1969). With both
theoretical and empirical challenges to
Mundell’s theory since the introduction of
the euro, optimum currency area theory
remains a central topic of study for any
policy proposals with regards to
European integration.

ADVANTAGES
The most obvious benefit a state may
reap from entering into a currency area
is that of reduced transaction costs by
removing currency conversion costs and
risks from variable exchange rates
(Mundell, 1961; Artis, 2003; Bayoumi &
Eichengreen, 1996). From this logic, it
becomes obvious that it would be
efficient for countries with a high degree
of trade to have an interest in entering
currency areas, and this positive effect
should be greater in absolute terms for
smaller countries (Alesina et al., 2002).
With regards to price stability, disinflation
may be achieved for smaller countries
entering into currency areas wherein a
larger member country may act as an
“anchoring country”, provided that the
anchor has price stability, and the costs
of maintaining its own currency could be
mitigated (Alesina et al., 2002;
McKinnon, 1963). Finally, Alesina et al.
(2002) find that countries with a history
of “high and volatile inflation” stand to
gain the most from entering, as an
external check on the responsibility of
the monetary policy is imposed.
Modern challenges posed by interest
rates nearing the zero lower bound and
apparent inability to address economic
shocks may be dampened by common
currencies, creating more credibility from
“forward guidance” (Cook & Devereux,
2016). Currency areas should also bring
states with open economies greater
leverage for external balance, and
quicker price adjustments through the
increase in openness brought on by
currency unions (McKinnon, 1963).
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Moreover, with regards to labour
mobility, the net benefits of a currency
area will be positive if social costs of
unemployment exceed the social costs
of relocation, which is one of many
policy areas which can help optimise the
currency
union
(Bayoumi
&
Eichengreen, 1996). Another such policy
area is transfers between states within a
currency area, which can help mitigate
potential shock asymmetries between
the members (Mersch, 2011). Overall,
the expected benefits for a state entering
into a currency union which makes up an
optimum currency area are predicted to
be considerable in theory.
DISADVANTAGES
Forming a common currency area also
entails a number of costs. A given
country will renounce some policy
leverage when joining a common
currency area. As it will lose control over
its monetary policy (Artis, 2003), this
means that it will for example be unable
to adjust the amount of its debt through
devaluation
(Aizenman,
2016).
Moreover, when a country has its own
currency, the exchange rate serves as
an automatic stabiliser in the case of an
open economy (Artis, 2003). For
example, if the economy is booming
then the value of its currency will
increase and the amount of its exports
will thus decrease. In theory, a common
currency area could function in a similar
fashion only if it did not suffer from
asymmetric shocks, which means it
would be an OCA.
However, before becoming an OCA, a
common currency area will often suffer

from those asymmetric shocks which
make them more fragile in times of crisis
(Aizenman, 2016). Although this idea of
asymmetric shocks is central in the OCA
literature, Melitz (1991) argues that this
problem might be exaggerated. Not only
are shocks asymmetric, the members of
a common currency area also are
typically heterogeneous. This means
that the common monetary policy of the
entire currency zone might not be well
suited to all member states.
Furthermore, there is the risk that some
countries will be less fiscally responsible
in a common currency area as they will
benefit from the credibility of the union
as a whole on stock markets (Mersch,
2011). Such behaviour then poses a
threat to the stability of the common
currency area as a whole. Finally, when
creating a common currency with other
countries, a given state gives up an
element of pride (Alesina et al., 2002).
Although this might seem trivial, the
strength of a currency area does also
rely on approval from the citizens of
member countries.
THE EUROZONE CASE
Applying the OCA framework to the
Eurozone seems relevant according to
Bayoumi et al. (1996). However,
Aizenman (2016) highlights that there is
a consensus among economists that the
Eurozone can not be considered to be
an OCA. This leads to problems of
stability for the union. Aizenman (2016)
emphasises that during both the 2008
financial crisis and the euro crisis of the
early 2010s, having a common currency
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amplified both “financial and real
distortions” as those distortions were
reinforced by the asymmetry of shocks
within the union, leading to policies that
were not well suited for all member
countries. This even leads the author to
describe the Eurozone as a “shallow
currency union” which he defines as one
having an asymmetry between higher
trade integration and lower financial
integration. In the case of the Eurozone,
the lack of sufficient financial integration
meant that the effects of both crises
were amplified.
Policies would thus be necessary to
transform the Eurozone into an OCA as
it lacks some important characteristics of
one for the moment. An example of this
is that there is too little migration
between countries of the Eurozone when
compared to migration within US states
(Bayoumi et al., 1996). This lack of
labour mobility because of language
barriers for example, means that shock
asymmetries are not reduced. However,
Mersch (2010) highlights that the
Eurozone did achieve a number of
successes.
For
example,
when
comparing it with the US on various
indicators such as growth or job creation
in the pre-2011 period, the Eurozone
performs favourably in the comparaison.
Moreover, the author emphasises the
idea that having a common central bank
allowed for credible monetary policy
which led to a successful inflation
targeting at 2%.
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I. Free Flow of Labour
Free movement of people, originally
defined as the free movement of labour
in the 1957 Treaty of Rome, is a key
tenet of European integration, having
deepened so far as to result in the
abolishment of internal borders among
the
partners
of
the
Schengen
Agreement. The free flow of people, or
labour in economic terms, is one of the
criteria of an optimal currency area. This
section explores this first of six criteria
theoretically necessary for an optimal
currency area, aiming to describe its
theoretical effects, the extent to which
free flow of labour has been achieved in
the Eurozone, and what policy areas
may require additional attention over the
coming decade to make the euro
currency area optimal.

THE DRIVERS
The dynamics of labour migration under
freedom of movement are determined by
a complex set of drivers, including the
educational level, set of skills, languages
spoken, and income of workers. Much of
those dynamics is captured by
convergence economics, predicting
simultaneous
patterns
of
income
convergence between countries through
migration of workers between them. The
2004 enlargement of the European
Union (EU) saw several countries in the
former Eastern bloc join, all of which had
lower than average per capita incomes.
In theory, it had been predicted that
convergence between these economies
would occur through relative income
effects, where countries sending

Source: European Labour Authority
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workers would have a positive relative
income effect compared to receiving
ones (Kiander et al, 2002). Indeed,
Barslund et al. (2013) find that this
income gap was a main driver of intraEU mobility, identifying large movements
from the countries joining through the
2004 enlargement to member states
previously part of the EU.
While income levels of countries are a
predictor of the aggregate flows of
labour across borders, the determinants
of individual mobility between borders
has been more wide-ranging. Sprenger
(2021) finds that an important driver
behind labour migration within the EU
has been linguistic, meaning migrants
have been more likely to move to
countries where the predominant
language is similar to their native one.
Migration decisions may also depend on
the age of migrants, and their skills, with
a degree of self-selection based on both
observable
and
unobservable
characteristics playing an important role

(Kahanec, 2013). Another characteristic
influencing the dynamics of the flow of
labour between member states is that
mid-skill immigrants are generally
underrepresented: instead, high-skill
workers with tertiary education or lowskill workers are the most likely to move
around the Eurozone for work (Ibid).
Finally, on a comparative note, it is
common to look to the United States as
a competing example of an optimum
currency area when evaluating the
optimality of the Eurozone. Jauer (2014)
claims that enlargement changed
migratory patterns in the EU, and that
Europe’s post-shock recovery was
accompanied by greater interregional
labour mobility in reaction to market
shocks compared to the United States.
Nearly 25% of all people making up
those additionally employed in
the years 2010-2018 in the EU were
interregional workers (Müller, 2019),
meaning recent years saw a steady
growth in labour mobility, an indicator of
well-functioning free flow of labour.
Nonetheless, the large differences in
labour mobility between countries make
it difficult to characterise the Eurozone
as an optimal currency area as matching
with theory, and rates of migration within
the Eurozone are still lower than within
Canada or the United States (House,
2018).
INDIRECT EFFECTS OF THE FREE
FLOW OF LABOUR
Other than the theoretical implications
for the optimality of a currency area, the
free flow of labour as existing in the EU
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has other consequences for the region.
For example, the aforementioned
movement of workers from countries that
joined in the 2004 enlargement has been
theorised as a brain drain, but no
evidence for this exists (Barslund, 2015).
Instead, it has been argued that the
migratory patterns pose a ‘brain
circulation’, preventing workers who
would otherwise be underemployed or
have their skills misallocated on the
labour market be able to apply them in
other countries, in jobs more appropriate
to their competencies (Dudu, 2018).
While this movement benefits workers it
could be detrimental to weaker
economies which lose some of their
workforce (Stiglitz, 2013). Furthermore,
receiving countries have been predicted
to become victims of increased social
costs, but this also clashes with the
empirical evidence.
In fact, workers who are mobile between
regions are more likely to be younger,
use both less social benefits and less
childcare in areas receiving them which
thus experience substantial savings from
the influx of workers (Müller, 2019).
Other social effects associated with the
free flow of labour within the Eurozone
include a threat perception and
xenophobia towards migrant workers on
the negative side in the short run, but
conversely, a stronger identification with
the project of European integration
among sending countries, reduced
discrimination and xenophobia in the
long run (Dudu, 2018).
There are other more macro-level
economic effects associated with the

free movement of labour within the
context of optimal currency areas, too.
Mundell
theorised that labour mobility could act
as a substitute for the loss of exchange
rate flexibility involved in entering an
optimal
currency
area
and
the
inadaptability of monetary policy to
segmented labour markets, but doubts
have been cast on the extent to which
this occurs in practice (House, 2018).
Empirical evidence does suggest that
greater labour force mobility decreases
variation in unemployment and GDP per
capita between regions, which should
have
been
expected
in
theory
considering free flow of labour as an
adjustment mechanism, but has also
been associated with greater regional
inequality (Ibid). On the economic
growth side, Dudu (2018) finds that 21%
of GDP growth between 2000-2005 in
member states that joined before
enlargement could be attributed to
migration, but on the distribution side,
has included relative redistribution of
wealth towards capital owners and thus
relatively negative long term effects on
wages (Müller, 2019).
THE POLICY GAPS
A wide mix of increasingly ambitious
policies have been proposed to further
enable the free flow of labour between
Eurozone members, which has already
been enhanced by a range of EU
policies such as the ERASMUS program
which favours language acquisition,
easing potential migration. On a large
scale, it has been suggested that more
flexible labour markets and
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expansionary fiscal policies increase
labour mobility (Kiander, 2002). Aiming
towards more specific labour market
policies however, some important short
term remedies involve improving EUwide skills recognition and the search
engine EURES, making the latter a more
formal part of EU labour market policy
(Barslund et al, 2013). An important part
of skills recognition is reducing the
overqualification (or conversely, under
qualification) of workers moving across
borders (Müller, 2019).
Dudu (2018) lists a range of policy areas
in need of greater harmonisation,
including social security and various
insurance systems across borders, more
widely
available
and
accessible
information about what workers need as
they move to new countries, investments
in the acquisition of language skills, and,
to achieve a truly free flow of labour,
making available more visas for citizens
of third party countries. Dudu (2018) also
endorses flexicurity-style systems for
European labour markets. The range of
policy areas in need of consideration for
the improvement of the Eurozone is
wide, and will continue to need action
both from EU-institutions and member
state governments in collaboration with
each other. Additionally, public-private
partnerships may be entirely necessary
for reducing the information asymmetries
that exist for workers and employers
across borders.
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II. Sectoral Diversification and Specialisation
Economic theory has long supported
industrial
diversification
and
specialisation for efficiency reasons and
growth of an economy. Specialisation is
described as the limit to which a country
or region dedicates its efforts in a
specific activity or industry. The process
further paves the way for industrial
growth as knowledge and expertise spillovers allow for additional industries to
set up in the region. This section
investigates the second, out of the six
criteria theoretically necessary for an
optimal currency area. The purpose of
this section is to explore the drivers
behind diversification and specialisation
in the Euro Area, while ascertaining the
macroeconomic impact it has had on the
region. Lastly, it demonstrates the
present gaps in policies that need to be
addressed.
SOURCES OF DIVERSIFICATION AND
SPECIALISATION
The structural characteristics and
development
trends
of
regional
economies in the European Union have

been shown to be increasingly unequal
(Overman et al. 2002). A comparison of
innovation among EU countries by
Cresp et al. (2017) has shown that
especially
Eastern
and
Southern
European countries do have difficulties
catching up with countries such as the
UK, Germany, and Sweden. The authors
argue that there are two main drivers
responsible for these disparities.
Firstly, a concentration of related
industrial operators in a region can foster
spillover and increase fruitful exchanges
among companies. Secondly, a highly
complex regional economy that can rely
on a variety of knowledge and
capabilities does foster cross-sectoral
cooperations and thus can trigger
innovation. Both of them do show similar
distributional patterns among EU
members,
similarly
to
innovation
revealing significant differences in
economic structure especially between
Central European, Southern European
and Eastern European countries.
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The reasons for these differences
between
diversification
and
specialisation described above are
numerous.
Naturally,
historical
developments
and
differences
in
technological capabilities between EU
regions, especially between post-USSR
countries and Western Europe can partly
explain different levels of economic
specialisation and diversification.
Cortinovis et al. (2017) argue that
industrial diversification in a region will
be most likely closely related to the preexisting industrial structure. Therefore,
regional industrial diversification often
depends on the foundation that has
already been laid and thus can be
limited by the historical context.
Empirical evidence provided by Nicola et
al. (2017) supports this claim by
measuring
the
development
of
“relatedness“
of
industries
within
European regions. Deriving from this,
historically highly specialised regions
could thus have difficulties to rapidly
diversify their industry due to a lack of a
variety of sectors on which new
innovation could be based on.

In addition to historical drivers, there are
also socio-economic and political
reasons for different industrial structures.
Within the framework of “Smart
specialisation” (Karo et al. 2017), it turns
out that four buzzwords seem to be
pivotal for a fertile ground for
diversification
and
specialisation
(McCann & Ortega-Argilés 2015).
Firstly, regions that mostly focus on
diversifying one particular sector seem
to be more successful in diversifying
their industry. Secondly, strongly related
to the historical argument, a focus on
pre-existing sectors is decisive to
properly extend a regional economy.
Thirdly, population size is an important
factor since regions on an irrelevant
scale are less likely to trigger spillovers.
Moreover, due to the availability of
concentrated knowledge given by
research centres and universities,
especially populated cities are centres of
successful specialisation. Lastly, regions
should already be connected to each
other via proper infrastructure.
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Considering these four factors for
successful
diversification
and
specialisation does show that regions
that are very isolated in particular only
have very limited possibilities when it
comes to altering their industry.
Furthermore, political situations and
systems also shape these possibilities.
In an analysis of 118 European regions
in a period from 2004 to 2012, Nicola et
al.
(2017)
also
examine
how
diversification is shaped by formal and
informal institutions. They find that in
regions where the quality of government
is poor, informal institutions such as trust
between groups do foster the likelihood
of diversification into new industrial
sectors.
However,
this
positive
relationship does not hold in regions
where a fair quality of government is
present. This indicates that variables
such as corruption and trust in
government also influence the level of
specialisation and diversification.
MACROECONOMIC EFFECTS
The
implications
of
sectoral
diversification and specialisation go
beyond the micro firm-based analysis. It
has substantial regional impacts, which
can determine the extent to which
regions such as the Euro area can
absorb exogenous shocks like financial
crises. Recent debates have centred
around whether regions should focus
more on specialisation, which results in
economies of scale or focus on
diversifying their industries, which allows
for easy transitions and response to
external shocks (Van Oort et al., 2015).

However, there is strong evidence
suggesting that specialisation results in
greater connectivity within regions and
allows for knowledge spill-over within
industries. This creates a path for further
regional industrialization to take place.
Thus, contributing to economic growth in
regions due to clustering and decreasing
costs (Xiao & Andersson, 2018).
The highly productive regions within
Europe are very similar to the ones
normally observed around the world.
Contrary to the large, industrialised
states, in Europe the most productive
regions are characterised as small to
medium sized and their main competitive
advantage stems from the fact that they
are
highly
connected,
due
to
specialisation in specific goods and
services (Van Oort et al., 2015). This
supports Hidalgo’s (2015) theory of
interdependence of industries, which
states that knowledge spillovers and
industrial growth are interdependent.
Expertise and essential know-how are
dependent upon industries and vice
versa. Thus, it can be stated that
industrial growth propels increases in
human capital.
Competitive regions allow for the
implementation
of
strategies
encouraging research and innovation.
Xiao and Andersson (2018) propose that
those regions with dense, old industrial
networks are better at implementing
research innovation systems. These
encourage renewing the path for greater
industrial growth. As stated above, the
more competitive regions in Europe are
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those which have benefitted from
specialisation, these will bring in
additional productive and entrepreneurial
factors into the region and develop it
further in a global perspective (Karo et
al., 2017).
THE POLICY GAPS: COOPERATION
AND AGENCY
Although the introduction of the “Smart
specialisation” concept within the Europe
2020 Strategy of the European
Commission has already been able to
significantly change the procedure of
regional development support, there are
still objectives that need to be tackled in
order to fully deploy all regions' potential.
Firstly, as seen above, the distribution of
specialised and diversified regions
throughout the EU is highly unequal.
Whereas budgets such as the EU
cohesion fund already try to mitigate
these differences, they are not sufficient
to induce an industrial diversification and
specialisation process in the least
developed regions in the EU. It can be
assumed that this is due to the lack of
the four most important factors for a
prolific “smart specialisation” process.
However, other strategies for such
regions could be considered. For
example,
cooperation
between
companies of different regions could be
supported by introducing joint programs
thus fostering industrial exchange.
Moreover, economic incentives could be
given by the state for investing in
isolated regions.
Mccann & Ortega-Argilés (2015) give a
second policy suggestion in order to

improve the execution of “smart
specialisation” in the context of the
Innovation Union initiative. Whereas
currently, policy-makers are responsible
for evaluating the sufficient use of
subsidies in order to specialise the
industry smartly, originally it has been
the entrepreneurs themselves who were
supposed to make the decision about
the subsidies according to the “smart
specialisation” framework. Thus, a
change of procedure in the actual
spending process could be helpful to
optimise the outcome. In order to avoid
selfish or even corrupt behaviour,
politicians could be established as a
control instance being responsible for
monitoring the process as well as for
controlling the effect on local citizens.

Source: Eurostat
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III. Trade Openness
Increasing flows of international trade as
well as strong impacts of globalisation
determine the changes in economic
growth and competitiveness of different
countries. The degree of international
trade liberalisation and trade openness
is also conditioned by economic
integration agreements such as the
Eurozone. The question of whether and
how much currency unions increase
bilateral trade among their members has
attracted much attention. This section
investigates the third, out of the six
criteria theoretically necessary for an
optimal currency area. The purpose of
this section is to show the effect of the
Eurozone on the development of trade
between member countries.
TRADE FLOWS, ECONOMIC
GROWTH AND DEVELOPMENT
Prior to the year 2000, research on a
common currency's trade effects was
scarce. Rose’s (2000) article on the
effects of currency unions on trade was
the first to seriously explore this topic.

According to Rose (2000), a currency
union has the potential to increase trade
by 200 percent. While it will be
impossible to completely comprehend
the euro's influence on trade without
another decade or two of data, the
pendulum appears to be swinging back.
The Rose impact — meaning the overall
effect on trade of the introduction of the
euro – is favourable but minor. With
similar conclusions, Jagelka (2013)
discovered that commerce between new
member states and their fellow
Eurozone members increased by as
much as 9% as a result of joining the
currency union. Contrary to earlier
research, however, trade with nonEurozone countries seems to be
unaffected. The currency union’s
considerable impact on newer members
that are small, poorer, and outside of the
core of the Eurozone’s founding
members, should consequently lead to a
positive evaluation from the expected
benefits of joining overall. Even if the
relatively moderate amount of trade
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growth in the post-membership period has
been
disappointing
compared
to
expectations for some, the question of
whether the long-term effect is greater than
current findings can only be answered over
time.
Frameworks for deepened economic
integration, such as the EMU, influence
the degree of international trade
liberalisation and openness. It is obvious
that both large and small economies are
reliant on other international entities.
This brings the question of how much
trade openness fosters economic growth
and
competitiveness
in
different
countries, and what impact this
connection has on economics.

The link between the liberalisation process
and economic growth is a field much more
studied. Some authors have suggested a
trade-led strategy might best sustain
economic growth, while others have
argued for a greater role for finance as a
growth propellant. Awojoby (2013) claims
that trade openness and financial
development are both key determinants of

long term economic growth and, by
using time series data covering the
period 1960-2009, found that trade
openness is catalysed by growth in the
Greek economy. This would suggest that
growth in domestic output, internal
growth, is a source of trade expansion
internationally. We also know that trade
openness has a strong causal
relationship with financial development,
which means that the role of finance as
a link between trade and economic
growth cannot be ignored.
Economic
growth
and
growing
competitiveness in various countries can
be explained with the increasing flows of
international trade. Other studies have
found a positive association between
trade openness and growth, but the
magnitude of these impacts varies.
Pilinkiene (2016) examined 11 Central
and Eastern European (CEEs) countries
over the period 2000 to 2014 by applying
correlation analysis and the empirical
interdependence of three economic
parameters: trade openness, economic
growth, and competitiveness. Their
relation to each other has been validated
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strongly, meaning that the causal
relationship between the three has been
shown.
The costs and benefits of a common
monetary union have been the subject of
much debate. While many of the
advantages, including a stronger sense
of unity across the continent, greater
stability, and influence for the bloc as a
whole, are difficult to measure, prior
research suggests that adopting a
common currency also offers more
tangible benefits, such as lower inflation
and higher bilateral trade between the
member countries.
Indeed, a lot of papers attempt to
measure such benefits and try to
establish a causal link between currency
union membership and increased
bilateral commerce. Although there is
considerable variation, the currency
union effect appears to be relatively
constant across new member countries.
These findings do not confirm prior
Eurozone estimates definitively, nor do
they establish a causal relationship
between currency union membership
and increased bilateral trade with fellow
members — but they provide strong
evidence for previous hypotheses.
So, the currency union effect seems to
have consistent impacts across newer
member countries, with remaining
heterogeneity explainable with the
macroeconomic divergence in (and prior
to joining) the Eurozone (Gräbner &
Claudius, 2020). Particularly, there are
considerable divergences in real output

growth for different Eurozone countries:
between 1999 and 2018, Germany's
real output increased by 32.4%, which
contrasts sharply with other Eurozone
countries such as Italy, where real
output increased by only 9.3%, Portugal
+18.9%, and Greece +7.6%. This
scenario of “disintegration” in the
Eurozone, contrasting to existing theory,
can be linked to the question of how
technological capabilities are distributed
across the currency areas, where some
members adopt technologies much more
slowly.
These different levels of adaptations in
technological capabilities can in turn be
related to two models of growth. Those
better at adopting technology and
becoming more productive in high-tech
manufacturing, such as Germany,
pursue
export-led
growth,
while
countries less apt to this pursue debtdriven growth, lacking the technological
capabilities for other options.
POLICY GAPS
In summary, this section recounts
evidence showing that policies with a
high-degree of trade openness provide
the conditions for economic growth and
competitiveness increases in these
countries. A set of active policies could
change the underlying export-led and
debt-driven growth patterns. The
innovative activity and technological
capabilities of firms in the periphery must
be fostered and countries must direct
investments into knowledge policies in
order to support innovative
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entrepreneurs. In other words, in order
to maintain acceptable levels of
aggregate demand in all Eurozone
nations, industrial policies aimed at a
technological catch-up process in
periphery countries, in combination with
public investment and progressive
redistributional
policies,
must
be
implemented.

In conclusion, research largely confirms
the empirical interdependence between
trade openness, economic growth and
competitiveness. And even if Europe is
characterised
by
substantial
heterogeneity
and
macroeconomic
divergence among countries, there is
potential for convergence of these
economies.
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IV. Solidarity between members,
with social transfers
The
Maastricht
Treaty
included
measures about the practice of solidarity
and cooperation within the EMU. The
currency
union's
constitutional
framework was mainly focused on the
concept of negative solidarity, which
entailed stringent budgetary control and
market discipline in terms of member
states' public budgets. The Stability and
Growth Pact (SGP) was used to put
budgetary sustainability into action and
the no-bailout rule promoted market
discipline. The 2010 crisis, however,
marked an important shift. It compelled
member states to make efforts towards
inter-state
cooperation
that
were
unthinkable just a few years ago. The
European debt crisis made the Eurozone
members consider the idea of a fiscal
union with a high degree of fiscal
solidarity. This resulted in the European
Fiscal Compact that was ratified in 2014.
Furthermore, the COVID-19 pandemic
has enhanced discussions about
potentially increased use of fiscal
transfers to solve emerging crises.
However, such discussions were not

consensual. The purpose of this section
is to explain how the Eurozone crises (in
particular, the European debt crisis and
the COVID-19 crises) shaped the ideas
of having a fiscal union and fiscal
(social) transfers while examining their
potential benefits and drawbacks.
FISCAL UNION WITH TRANSFERS
As Weichenrieder and Hebous note,
“fiscal union may mean different things
to different people, with concepts
ranging from stronger fiscal rules, to
installing automatic fiscal transfers
between members, to the extreme of a
centralised tax and expenditure policy.”
(2015). A broad definition was proposed
by Dabrowski (2015), who defines a
fiscal union as “transfers of parts of fiscal
resources and competences in the area
of fiscal policy and fiscal management
from the national to the supranational
level”. Throughout the past decades the
notion of fiscal union within the
Eurozone has been transforming.

Risk sharing in different federations (percent of
regional income shock smoothed by channel)

Figure from: Allard, C., & Bluedorn, J. (2016). Towards a fiscal union for the Eurozone. VoxEU
CEPR, URL: https://voxeu.org/article/towards-fiscal-union-Eurozone [consulted 23/06/22]
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tThe discussion before the Maastricht
Treaty centred on how to insure
domestic fiscal discipline, and the
agreement established at the time
featured a mix of fiscal restrictions and
market discipline through a promise of
'no bail-out' and 'no debt monetisation.'
The common budget was designed to be
minimal, to the order of 1% of GDP, with
responsibility for fiscal stabilisation policy
instruments delegated to member
governments.
The
Eurozone
crisis
highlighted
fundamental 'design faults' (De Grauwe,
2013) in the operation of the EMU, since
its structure and Treaty were incapable
of mitigating the crisis. As a result,
member states and EU institutions
enacted a variety of changes to increase
the EMU's resilience. The fiscal
governance system was overhauled with
the goal of tightening regulations,
increasing economic policy coordination
and monitoring macro- economic
imbalances.
Later, the 'Five Presidents' Report'
(Juncker, 2015), released in June 2015,
emphasised the need for stronger
economic policy coordination and called
again for the establishment of a fiscal
stabilisation
function
within
an
autonomous EMU budget to deal with
severe crises, possibly in the form of an
unemployment insurance mechanism.
According to the report, fiscal capacity
should adhere to the following guiding
principles: it should not result in
permanent transfers between countries;

it should not undermine the incentives
for sound national fiscal policy - making;
and it should not be used as a crisis
management tool. Thus, fiscal capacity
should not result in permanent or
unidirectional transfers between EMU
members, nor should it be regarded as
an instrument of income redistribution or
convergence.
Another important milestone in the
debates regarding Eurozone solidarity
was the Greek sovereign debt crisis that
took place between 2008 and 2018.
According to S. Theodoropoulou (2013),
this crisis was a consequence of the
incompleteness of the EMU and
increased risks of Grexit. It also proved
that inter-state solidarity within the EU
remained low: the meaning of solidarity
was
debated
and
decisions
predominantly
being
taken
by
intergovernmental institutions (e.g.: the
Euro summit and the Euro group) has
meant that in shaping policies and crisis
responses, national interests have been
pitched against each other.
Both default and bailout were on the
table with the latter considered as a form
of “solidarity with Greece”. In exchange
for austerity measures, the EU and the
IMF offered 240 billion euros in
emergency assistance. The loans
provided Greece with barely enough
funds to pay interest on its current debt
and keep banks capitalised. This crisis,
however, revealed stark differences in
policy stances between EMU countries,
namely between Germany with smaller
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Baltic countries and France with Italy, as
the first ones were rather harsh
regarding the bailout measures.
Another important event for the notion of
solidarity within the EMU was the
economic crisis caused by the COVID19 pandemic. The EU had to step in to
aid national economies from the start of
the COVID-19 crisis, and it did so
through a variety of mechanisms
(Ioannidis, 2020). In April 2020, the
Eurogroup agreed on a first significant
package of measures among which
were the Pandemic Crisis Support, a
virtually conditionality-free credit line
available to euro area countries, a
support scheme of the European
Investment Bank (EIB) and others.
Furthermore, the “NextGenerationEU”
instrument adopted in July 2020 allowed
the EU to borrow 750 billion euros,
allonwing the EU to borrow collectively
to finance expenditures for the first time.
This crisis was completely different from
the 2010 one, related to fiscal profligacy,
corruption, or flawed institutions, as the
pandemic was the decisive factor,
encouraging solidarity within the EMU
and the EU, Ioannidis notes (2020).
The creation of the Eurozone resulted in
numerous economic advantages and
disadvantages. As H. Rey (2013)
argues, the introduction of a common
exchange medium led to a reduction in
transaction costs. It led to an increase in
financial and trade integration between
countries and hence decreased levels of
regional cyclical asymmetry, increasing
income convergence.

Additionally, a large increase in
international
trade
following
the
introduction of the euro was estimated
by Rose (2000), although he analysed
generally small territories that had
adopted a common currency. At the
same time the emergence of the
Eurozone had some costs, such as the
loss of the exchange rate as an
adjustment mechanism, difficulties in
dealing with large-scale shocks, and an
increase in regional specialisation
potentially
leading
to
greater
divergence in nations' business cycles.
Another important drawback is that the
Eurozone is very asymmetric, as the
2008 crisis showed. The 2008 financial
shock affected European states
unevenly, firstly because of the sizes of
their banks, exposure to real estate
assets, and the intensity of their real
estate bubbles, and secondly because
of their distinct policy responses. As
most countries adopted restrictive fiscal
policies following the crash, debtor
countries were pushed into a
deflationary adjustment process with
high
unemployment.
Asymmetric
shocks on a scale as large as the 2008
crash are too great for a currency union
to cope with without more fiscal
integration.
SOLIDARITY AND SOLUTIONS
Stronger fiscal links inside the
Eurozone might significantly improve
the currency union's functioning by
promoting risk sharing. It is critical to
organise them in a way that
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limits moral hazard and depends on
fiscal integration to improve current
Eurozone institutions (Mascha, 2018), as
a trade-off exists between effectiveness
of a fiscal union and moral hazard for
member countries.
One of the possible solutions was
proposed by Hebous and Weichenrieder
(2015): to address the moral hazard
issue, they suggest a system in which
member states can opt out of fiscal
union. They prefer this alternative over a
clawback system, in which states
receiving funds are required to repay the
same amount, resulting in a system that
is no better than traditional loans.
Essentially it is due to the main
drawback of the bailout system which is
as Auer (2014) explains that countries
that received various bailouts were
subjected to conditionality, which
severely limited their freedom for
democratic government.
There have also been debates about the
possibility of using grants instead of
loans as a mechanism of solidarity within
the EU. For example, as part of the
NextGenerationEU 390 billion euros
were
distributed in grants with no
necessity to pay it back. The key
challenge here is ‘how to justify transfers
between the member states without
undermining the right of each people to
be publicly and equally represented in
national and international decisionmaking’, as noted by Auer (2014).
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V: Homogeneous Preferences with
Similar Objectives
Homogeneous preferences in terms of
policy are an important foundation of
European integration. This is the notion
that monetary policy, as well as fiscal
and social transfers, will be formed by
cooperative decisions driven by a desire
to converge towards similar policy
objectives between countries in the
Eurozone. This section examines the
fifth of the six criteria identified as being
necessary for an optimal currency area.
The purpose of this section is to explore
the development of homogeneous
preferences, the extent to which
homogeneity of policy exists within the
Eurozone, and the key policy gaps which
will need to be addressed.

THE DEVELOPMENT OF
HOMOGENEOUS PREFERENCES
The homogeneity of policy approaches
across countries requires a sense of
community, in the general sense, as well as
both economically and politically.

This creates a fertile environment for the
evolution of a collective identity. Hence, a
sustainable common currency is assumed
to be coupled with strong support amongst
the governments of member states for the
aims of the EU. This agrees with both
Helleiner and Dyson’s arguments that,
taking part in a single currency area may
dilute national identities over time, in
favour of a pan-European identity
(Helleiner, 2002), conflated with the
understanding of the EMU as a process of
Europeanisation (Dyson, 2002).
One factor influencing the development
of such preferences is variable
geometry, meaning different speeds of
integration into the EU project. The
sovereign debt crisis and Brexit have
highlighted the importance of this issue.
In the 1990s, following the Maastricht
Treaty in 1992, the broad vision was that
the
four
freedoms
(freedom
of
movement of goods, capital,
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people and services) would form a
common base of principles for all
member states, leaving everything else
to be determined with more autonomy.
Since the Economic and Monetary Union
of the European Union (EMU) has been
at the centre of this throughout its
lifecycle, continued integration into the
EU should be entirely joint with the EMU
(Cham, 2021).
However,
certain
countries'
EU
membership has been characterised by
selective participation, hindering the
development of homogeneity. For
example, Sweden and Poland joined
both the EU and the EMU in the 1990s,
but have since reverted to their own
currencies, whilst still receiving structural
funds as EU member states. A much
more extreme case, the UK consistently
refrained from participation in common
objectives throughout its membership,
the most prominent example being its
refusal to join the Schengen area.
Therefore, it is perhaps a common
feeling that “Brexit put an end to an
unsustainable situation of differentiated
integration” (Cham, 2021).
Another factor comes from the formation
of alliances between member states to
strategize ways to collectively influence
Eurozone policy reforms. Looking at the
Netherlands for instance, a relatively
small state, which relies on its alliance
to “the Frugal Four” (Austria, Denmark,
Sweden, and the Netherlands), and the
“New Hanseatic League” (Denmark,
Estonia,
Finland,
Ireland,
Latvia,
Lithuania,
the
Netherlands,
and
Sweden).

The former is an informal coalition
between member states with similar
fiscal objectives, whilst the latter
represents an agreement signed in
February 2018 between EU finance
ministers from the respective countries,
establishing their common views on the
architecture of the EMU. The League
can gain influence when supported by
the Czech Republic, or Slovakia for
example, however, it is generally found
to be the case that groups formed
between small states have limited
impact on policy - partially due to their
size, but also due to a lack of
homogeneity between group members
(Verdun, 2021).
DEGREE OF HOMOGENEITY
OF POLICY
The sustainability of the EMU can be
seen as a trade-off between short-run
flexibility of the institution to cater to
heterogeneous
preferences
across
member states, and the consequences
of divergence in the long-run as a result
of this. The key issue is the idea that an
overabundance of heterogeneity would
undermine the level of trust between
countries within the common market – a
necessary trait of an optimal currency
area due to its foundations of shared
values and mutual recognition (Bongardt
& Torres, 2021).
After several rounds of EU-wide
negotiations, the European Stability
Mechanism (ESM) was set up in July
2011 as a response to the sovereign
debt crisis. It is an intergovernmental
treaty which gives member states instant
access to support
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programmes
when
experiencing
financial difficulty. This came under an
umbrella of similar initiatives taken
towards completion of the EMU, for
example EU fiscal rules became subject
to change and progress was made
towards the creation of a banking union.
However, many of the individual
countries’ strategies are driven by
domestic attitudes to the Eurozone. With
many smaller EU states facing domestic
backlashes towards deeper integration,
the favourable circumstances for policy
homogeneity are reduced (Verdun,
2021).
This links to smaller member states
forming alliances to collectively sway the
direction of EU policy. For instance, the
‘New Hanseatic League’ has very limited
homogeneity since it was not large
enough to have a profound impact on
policy, there were too many differences
between member states within the
League, and the Nordic states already
had their own alliance, making the
Netherlands’
role
irrelevant.
Supplementary to such a conclusion, as
Verdun puts it, “the Dutch sought to
influence the redesign of the EMU by
being prudent and withdrawn. Hence,
they engaged in foot-dragging to
maintain the status quo”.
Another example of limited homogeneity
of preferences is the rise in variants of
populism across member states in
recent years, with populist party vote
shares more than tripling from 9.2%
(2000) to 31.6%

(2017). This has created a stronger
presence of authoritarian regimes than
democracies in the CEE region. The
shift – catalysed by the 2008 financial
crash – has given way to a decrease in
support for mainstream economic and
political
ideas,
with
authoritarian
governments successfully getting to
power in both Hungary and Poland
(Bugaric and Kuhelj, 2018).
In Western Europe, 13% of election
votes are given to populist parties, none
of which have won a national election to
date. This is mostly a consequence of
liberal politics being defended by a
strong support base, as well as a voter
persuasion tactic in which mainstream
parties
realign
their
policies
to
incorporate
more
extreme
ideas
(immigration policies, for example).
Consequently, this can create a more
divisive and polarised electorate.
Taking Austria as a contextual example,
where urban and rural regions are
sharply divided. The cities hold a large
concentration of socially liberal, bettereducated voters, whilst far-right votes
are accumulated by blue-collar workers
in small towns. In 2017, this led to the
right-of-centre Freedom Party reframing
themselves as the “New Labour Party”
after they received more votes than the
Social Democrat party for the first time in
history (Bugaric and Kuhelj, 2018).
Whilst the European Central Bank
having monetary control suggests a
homogeneous
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approach to economic policy, the ‘one
size fits all’ approach is in fact more
likely to increase the difference in
preferences between member states. As
such, the probability of asymmetric
shocks occurring within an OCA implies
that an incipient multi-level governance
model is essential in order to cater for
the regional differentiation created by the
EMU (Hooghe and Marks 2001). As
opposed to the coordination and
offsetting of policies both within and
between states, as the OCA criteria
suggests, regulations enforcing a
“restrictive, quasi-neoliberal line on
budget deficits” were put in place due to
concerns that the EMU would create a
free-rider problem (Jenson and Pochet,
2002: 2-3).
POLICY GAPS: PURSUING GROWTH
AND INTEGRATION
At present, austerity is a great source of
contention as shown by the role of
informal alliances of countries like the
"New Hanseatic League". However more
public spending is not always a good
solution as it needs to be done by taking
into account business cycles, what the
money is used for and long term
sustainability of member countries'
sovereign debt.
The EU does have a role to play in
promoting European solidarity and
equality, through methods such as job

training, green growth and other public
investments. Such economic policies
that manage to foster growth could help
in reducing discontent and counter the
rise of populist forces.
Beyond purely economic policies
however, heterogeneity of integration
seems to be a great obstacle to an
efficient functioning of the EMU. The
issue will be to convince member
countries to accept greater integration
into the Euro Area, even though this
often
encounters
strong
political
resistance at the national level. The
“failing forward” argument proposed by
Jones, Kelemen and Meunier (2016) has
demonstrated that the incompleteness of
the EMU was partially responsible for
generating the euro crisis, and since
each member state responded with
minimal, incomplete reforms, this has
paved the way for a cycle of fresh crises
in the future. As this dynamic proceeds,
the level of integration will progress, but
a ‘complete EMU’ is believed to be
beyond tangible reach.
This argument is also supported by
many small member states facing a lot
of domestic resistance which have
“reduced their window of opportunity to
jump on the bandwagon of deeper
integration”, hindering the process of
continuing said integration (Verdun,
2021).

27

VI. The Belief in a Common Future
European democracies have been faced
with overwhelming change in past years:
the Brexit referendum in the United
Kingdom in 2016, Trump's election in the
United States that same year, the
emergence of right and left-wing
extremist parties in most countries, mass
movements such as the yellow vests in
France, the rejection of globalisation and
free trade by large segments of the
population, increased hostility toward
immigration, the rise of nationalism, and
rejection of the European Union and
supranational institutions.
The concept of populism, a "thincentered ideology" separating society
"into two homogenous and antagonistic
camps", the elite and the people, and
viewing politics as the expression of the
people's "general will" (Mudde & Rovira
Kaltwasser 2017), has been applied to
these
phenomena
extensively.
Moreover, they are deeply linked to
identity politics and nativism. The
purpose of this section is to review some
explanations for the rise of identity
politics and populism in Europe, to
evaluate the severity of and explain the
causes behind growing nationalism
increasingly endangering the belief in a
common future.
IDENTITY POLITICS AND POPULISM
IN EUROPE
Parties adhering to a new European
brand of “radical right-wing populism”
that has won support across the
continent builds on ideas from nativism
and identity politics (Mudde & Rovira
Kaltwasser 2017, Rooduijn 2019). The
identity politics associated originate from
a wide range of debates, including

everything
from
Brexit
and
euroscepticism continent-wide, to antiglobalisation and sentiment against
immigrants more generally (Fukuyama
2018, Kaufmann 2018). The connection
to European integration, or rather,
between euroscepticism and xenophobic
ideas, is a perception of EU support for
mass migration and multiculturalism,
placing member states under threats of
losing ethnic, cultural, or national
identities. Taggart (2017) observes that
populist parties in Western Europe, other
than smearing establishment politics as
inherently corrupt, take aim at “concerns
of identity” including ethnicity, adherence
to region, and nationality. For example,
in Belgium and Italy, subnational
identities are the major sources of rightwing
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populism (Noury & Roland, 2020). In
another context still, Eastern or Central
European populist parties have morphed
into uniquely centrist rather than
“invariably eurosceptic” political forces
(Stanley 2017). While varying greatly
depending on context, various populist
parties in the EU have successfully
mobilised fears concerning identity to
gain political power.
EXPLANATIONS FOR THE
EMERGENCE OF POPULISM
The growth of identity politics and
populist parties can be explained by a
variety of causes. Many are economic in
nature, ranging from effects of
globalisation and trade openness, to
rising inequality and unfavourable
income shocks with roots in the great
recession.

Cultural elements, such as a decline of
traditional values or increases in
immigration in certain countries can also
explain populism's expansion (Berman,
2021). Some factors may have both
economic and cultural implications. This
is, for example, the argument for the
anti-immigration sentiment. Immigration
is an economic phenomenon, and
economic opposition to immigration
arises from the belief that it puts
domestic workers in competition for jobs.
However, according to Dustmann &
Preston
(2019),
by
promoting
immigration and labour mobility, there
could be potential economic gains.
When it comes to designing and
implementing policies that regulate
migration, policymakers would be wrong
to
focus
solely
on
economic
considerations, because non-economic
concerns such as homogeneity, race,
and cultural prejudice may have a
greater impact on how people form their
opinions about migration policy.
Indeed,
cultural
opposition
to
immigration can arise from fears that
migrants would not adapt to local
cultures, causing social problems. While
anti-immigration is a core feature of farright policies, such parties also utilise
discontent
with
existing
political
institutions and most importantly with the
EU. To win back disaffected voters,
politicians need to focus on rebuilding
trust in political institutions rather than
directing their fire at immigrants.
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Policies in the migratory and monetary
fields are generally considered high
politics, which means support is most
often found within the political elite
compared to policies for redistribution or
market regulation. Liesbet Hooghe
(2003) claims that elites are more
inclined to hand a greater degree of
sovereignty to the EU while citizens tend
to be supportive of social policies of the
EU.
However, neither elites nor the general
public are particularly favourable to
giving Brussels more spending authority.
This is what Hooghe (2003) calls “a
common distributional logic”, meaning
that the European public may want the
EU to protect them from their member
governments cutting social spending,
and that political elites in various
member states may want the EU to take
a larger share of the blame for negative
effects of implementing and protecting
market policies, shifting the public’s ire
towards Brussels. This is a contradiction,
elites and the public have different
interests over what they want from the
EU, and both become skeptical of
handing the EU more power when one
of the two sides (elites and the public) is
favored, as per the logic of populism.
POLICY GAPS: DELIVERING FOR
EUROPEAN CITIZENS
In this section, we examined literature on
the growth of populism and identity
politics in Europe, where populism and
nativism are closely linked. Despite the
act that populist research is rapidly

expanding, there are
unanswered questions.

still

a

few

First, what happens whenever populist
parties gain power? When they are in
power, do they tone down their rhetoric?
Now that populist governments have
taken power in Austria, Italy, Poland, the
Czech Republic, and Hungary, empirical
research into this subject is possible.
Second, is right-wing populism a passing
fad or a long-term trend? If it is caused
by a financial crisis, it will most likely be
transient and will diminish as the
economy recovers. Populism, on the
other hand, may have greater long-term
and widespread consequences if it is
tied to culture and identity, or if populists
reform existing democratic institutions.
Political systems, it is arguable, will have
an impact. Proportional representation
systems, in which populist parties are
more likely to form part of a bigger
coalition, may generate a corrective
force. Populist parties may have a
different impact in winner-take-all
majoritarian systems.
A potentially bigger gap in the literature
is the lack of research on whether public
opinion on European integration shapes
policymaking in the European Union.
The connection between electoral
contests and changes in policy has not
been well studied, not least because far
from all EU countries have seen their
rising far-right populist parties enter
government.
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So, the question comes by itself: How
much do electoral institutions matter for
the rise of populist parties? For instance,
the UK's electoral system provides a
unique opportunity to study the link
between electoral rules and the
ascendancy of right-wing populist
parties.

At the same time, it is quite hard to
legitimate a change in the electoral system
in order to cope with rising populism
(electoral
integrity
comprises
the
international standards that an election
must observe). But, maybe, we can
emphasise the importance of election
information transmission through civic and
voter education, involving all stakeholders
in the electoral process, in order to
strengthen electoral integrity on a broad
scale.
More important, however, will be the root
causes driving populism. This does not
only include the ability of economic
integration, as embodied by the Eurozone,
to deliver for its member states' economies
and the prosperity of their citizens. But this
still leaves responsibility in the hands of
governments to succeed with distribution
of the gains created. Perhaps the greatest
challenge about making the Eurozone a
more optimal currency area will be making
its residents feel as though they are
benefiting from the Eurozone, whatever
the empirics might have to say about it.
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The Road Towards a More Optimal Eurozne
The Eurozone is now more than two decades old. It was anticipated to have transformative
effects on European economies, stimulating growth and bringing with it a convergence
between countries of different income levels entirely. Thus making the benefits of economic
integration more strongly felt throughout the entire union. And yet, the Eurozone has lived
through devastating crises in its short existence, from the financial and sovereign debt crises,
to more recent shocks such as the COVID-19 pandemic and the Russian invasion of Ukraine,
accompanied by rapidly rising inflation across the continent.
Examined through the Optimum Currency Area theoretical framework, the Eurozone still has
a long way to go. Its labour markets are rigid and all too national - meaning poorly integrated.
Barriers to trade remain between Eurozone countries, and technological barriers leave less
advanced economies exposed to tough competition. As a consequence, growth generated in
the Eurozone is not distributed equally. And the political tools to remedy these, not least fiscal
transfers between states, remain too weak for true economic and monetary union.
Making progress all the more complicated, many of the criteria forming that framework
sometimes stand in opposition to each other. Sceptics of the Eurozone might be won over
with more inclusion through democratic means, but empowering them may make the political
coalitions aiming to strengthen it by reform more fragile. By trying to improve the Eurozone
with more integration, some of its members may become more and more disillusioned with
Brussels.
And still, European integration so far is largely a product of crises. The pandemic and the war
in Ukraine have opened up doors previously closed, and a European Union under pressure
may find the determination necessary to reform itself into a better economic and monetary
union. Without reform, the legitimacy of a shared currency may continue to come under
question, as the economic benefits of adopting it are not felt by European citizens, weakening
belief in the European project as a whole.
From a theoretical economic point of view, it is still unclear if the Eurozone as it exists today
is an optimum currency area by nature, as for example the United States is considered to be.
Theory and empirics alike suggest that improvements can be made through policy in any
case, so no consensus that the Eurozone is a net negative exists, and much theoretical
evidence for how it could generate prosperity for all its members through good policy
remains. But these gains will only be realised if members continue to strive towards a
successful monetary union, and for the citizens of this union to be convinced that it is creating
benefits for them and is not an exclusive, elite project. Or else the continuing development of
the Eurozone will be at risk in perpetuity.
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