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ON OPTIMALITY OR NON-OPTIMALITY OF THE EUROZONE 

 

Tomasz Brodzicki* 

 

Abstract 

Economic and Monetary Union is an unprecedented event in the monetary history of 

Europe. The eurozone since its creation 13 years ago expanded to 17 Member States and 

functioned relatively smoothly up to the outset of the global financial crisis. Only the severity 

of the subsequent eurozone crisis showed the actual scale of structural, institutional and 

governance problems it had. The differences between its core and peripheral regions 

became more than evident.  

In the present paper we discuss the optimality of the existing and the enlarged eurozone. 

Despite of the progress made, eurozone is far away from meeting the OCA criteria. Further 

enlargements, by increasing the overall internal diversity of the union, are likely to increase 

the gap. It seems however that even non-optimal monetary unions may function but at a 

significantly higher costs. In some cases the long term costs could even outweigh the 

benefits. The nominal convergence criteria are only partially consistent with the OCA theory, 

they are largely arbitrary and should be modified in the interest of the present eurozone as 

well as of acceding states. 
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O OPTYMALNOŚCI – NIEOPTYMALNOŚCI STREFY EURO 

 

Tomasz Brodzicki 

 

Abstrakt 

 

Unia Gospodarcza i Walutowa jest bezprecedensowym wydarzeniem w historii monetarnej 

Europy. Strefa euro od jej powstania 13 lat temu, rozszerzona współcześnie do 17 państw 

członkowskich, funkcjonowała stosunkowo sprawnie, aż do początku światowego kryzysu 

finansowego. Dopiero rozmiar obecnego kryzysu strefy euro ukazał rzeczywistą skalę jej 

strukturalnych i instytucjonalnych problemów oraz słabości w jej systemie zarządzania. 

W niniejszym artykule odniesiemy się do problemu optymalności istniejącej jak i przyszłej 

strefy euro. Pomimo poczynionych postępów strefie euro daleko jest od spełnienia 

teoretycznych kryteriów optymalnego obszaru walutowego (OCA). Dalsze rozszerzenia jej 

składu członkowskiego, zwiększając ogólną wewnętrzną różnorodność, mogą wpłynąć na 

dalsze zwiększenie się dystansu. Wydaje się jednak, że nawet nieoptymalne unie walutowe 

mogą działać w miarę efektywnie, ale przy znacznie wyższych kosztach. W niektórych 

przypadkach długoterminowe koszty mogą nawet przewyższać korzyści podważając 

racjonalność decyzji o utworzeniu unii walutowej. Należy jednocześnie stwierdzić, że 

nominalne kryteria konwergencji są tylko częściowo zgodne z teorią OCA, są one w dużej 

mierze arbitralne i powinny być zmodyfikowane w interesie obecnej strefy euro, jak i 

przystępujących państw. 

 

Słowa kluczowe:   strefa euro, optymalny obszar walutowy, unia gospodarcza i 
walutowa, kryteria z Maastricht 

Kody JEL:   F35, F41, F42, E42 
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1 Introduction1  

On 1 January 1999 eleven Member States of the European Union made an unprecedented 

move by getting rid of their national legal tenders and adopting a common currency – euro. 

For the first time since the Roman Empire, a large portion of Europe started to share a 

common currency (de Haan et al. 2005). The first ten years of its functioning were relatively 

successful. The eurozone expanded from original 11 to current 17 Member States increasing 

its internal heterogeneity. Nonetheless, there was some progress made towards fulfilling the 

theoretically established optimal currency area criteria. Imbalances, however, accumulated. 

The current crisis of the eurozone which could be considered a first actual test of its 

coherence showed how non-optimal it actually was from the very beginning, both in terms 

of economic structures as well as in the governance domain.  

Apart from Denmark and the UK, which secured the opt-out clause, all new Member States 

of the European Union will eventually have to join the eurozone. The entry is dependent on 

meeting the nominal convergence criteria. Several former communist countries have already 

entered the eurozone. These are Slovenia (2007), Slovakia (2009) and Estonia (2011). Three 

further countries are currently within the ERM2 mechanism – these are: Latvia, Lithuania 

and Denmark. The new Member States are not obliged to join the ERM2 mechanism 

immediately after accession to the EU and thus can delay the moment of adoption of the 

common currency. In the light of the recent eurozone crisis most new Member States have 

adopted a hold-on strategy. 

The present paper looks first at introductory concepts. It than discusses the OCA criteria and 

their coherence with nominal convergence criteria of entry into the eurozone. The 

optimality of the present eurozone is discussed. The last section concludes and gives 

potential scenarios and recommendations. 

 

2 Currency union as an exchange rate regime 

We would like to start by defining the Economic and Monetary Union (EMU). We lack a clear 

definition of an economic union in the Treaty. The prominent Delors Report (1989) 

                                            
1
 The paper will be published in Turnovec, F., Strielkowski, W., et al. (2012), Advanced Economics of European 

Integration: selected issues. 1st ed. Charles University in Prague, Faculty of Social Science. 
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acknowledged however that it should consist of: a fully fledged internal market, cohesion or 

rules allowing for gradual cohesion of regions, strong competition policy as well as strict 

rules on economic policy coordination.  

Currency union (CU) can in turn be defined as an introduction of a system of irrevocably-

fixed exchange rates with full convertibility (incomplete currency union) and/or introduction 

of a common currency (complete currency union). Creation of a common, supranational 

central bank follows, leading to monetary union. 

From the point of view of taxonomy of exchange rage regimes currency unions belong 

alongside truly fixed exchange rates, currency boards as well as dollarization (euroization), to 

a group of fixed currency arrangements (eg. Bordo 2003, Frankel 1999). 

Frankel (1999) states that “no single currency regime is best for all countries and that even 

for a given country it may be that no single currency regime is best for all time.” Exchange 

rate regimes evolve and can be perceived as important policy choices along a certain 

continuum. To a large extent the costs-benefits analysis of a CU resembles the discussion 

between proponents of fixed versus floating exchange rates. The advantages of flexible 

exchange rates include automatic correction of external disequilibria by exchange rate 

movements (appreciation/ depreciation) and insulation against external shocks, avoidance 

of mistaken or distortionary determination of exchange rates as well as superior efficiency 

(no need for market interventions financed from reserves). On the other hand fixed 

exchange rate significantly reduces exchange rate risks, intensifies international trade, and 

imposes inflationary discipline on traditionally dovish states as long as they anchor 

themselves against stable currencies.  

As with any other regime choice, introduction of a common currency leads to numerous 

benefits and costs of micro –, mezzo – and macroeconomic nature over different time 

horizons. The most significant costs are directly and indirectly related to the loss of 

autonomy in the crucial area of monetary policy and control over exchange rate. The lack of 

independent policy could potentially magnify crises if they arise. The recent eurozone crisis 

has shown another potentially destructive feature of monetary integration – countries lose 

the capacity to issue debt in a currency over which they have full control (de Grauwe 2011). 

If market sentiment is favourable, weaker economies are able to issue or roll over debt at a 

lower overall cost. If market sentiment changes, however, a sudden loss of confidence of 

investors may, in a self-fulfilling manner, lead to default. As de Grauwe notes, monetary 
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unions in the modern era of free capital flows seem to be prone to liquidity movements, 

liquidity crises and thus solvency crises (defaults). 

From introductory macroeconomics we know that in the very long run money is neutral. As 

an increase in money supply is absorbed by proportional increase in the level of prices 

(inflation), changes in nominal variables do not affect real side variables (such as 

productivity). Furthermore, in the long run absolute purchasing power parity principle holds 

– real exchange rate returns to its equilibrium. By definition, if absolute PPP holds, real 

exchange rate will be constant. On the other hand, in the short run prices as well as wages 

are sticky (they do not fully adjust in due time) and thus nominal and real sides of the 

economy interact. Thus monetary policy as well as exchange rate have an impact on the real 

side of the economy. In the short run nominal exchange rates are quite volatile – their 

volatility being non-desired due to adverse impact on intensity of trade flows. Relative 

version of the PPP principle (change in exchange rate related to discrepancy in inflation 

rates) better explains the short-term movements of the exchange rate.  

Keeping the above in mind and knowing the close links between exchange rate and 

monetary policy, the choice of the exchange rate regime is considered to be non-trivial. 

Generally speaking the choice of a fixed exchange rate regime diminishes the efficiency of 

monetary policy, fiscal policy however becomes more effective (for instance as can be 

shown in the textbook IS-LM-BP model). On the other hand, in a typical small open economy 

fully floating exchange rate makes fiscal policy ineffective in stimulating overall output – 

increasing the role of monetary policy. 

The choice of an exchange rate regime thus requires many trade-offs and issues to be taken 

into account. These include among others: 

- efficiency of fiscal versus monetary policy, 

- the acceptable level of volatility of an exchange rate, 

- insulation against external shocks, 

- overall macroeconomic stability – preferences with respect to inflation rates, 

unemployment rates, fiscal austerity, 

- the degree of autonomy of a state, 

- exchange rate pass through and other transmission channels. 
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Fear of floating as well as fear of fixing frequently leads to deviation of actual exchange rate 

regime from the publicly announced exchange rate target. We thus have to distinguish de 

facto exchange regime from the jure exchange regime. The discrepancy leading obviously to 

lowering of credibility of monetary authorities of a given country with subsequent adverse 

effects.  

The Czech Republic and Poland have in recent years opted for a combination of floating 

exchange rate regimes (with possible interventions – thus the so-called dirty floats) and 

inflationary targeting. According to some studies, it is the best available alternative for 

advanced transition economies. Acceding into the eurozone they will have to enter and 

remain within the ERM2 mechanism for at least two years. ERM2 is classified as adjustable 

peg - an intermediate exchange regime, before fully fixing their currencies to euro in the 

currency union.  

 

3 Optimal currency areas 

An Optimal Currency Area or OCA can be defined as a group of countries (regions) for which 

it is economically sound to adopt a common currency or to set irrevocably-fixed exchange 

rates. In other words, the theory of OCA provides a list of criteria which should allow the 

economic benefits of fixing exchange rates to outweigh related economic costs.  

Two fully-integrated and completely homogenous economies both in terms of economic 

structure as well as of preferences can form an optimal currency area. Any deviation from 

symmetry can create a problem in a currency union with a single monetary policy and a 

single currency, especially when a significant shock occurs ejecting the economy from the 

long-run equilibrium. Asymmetric demand as well as supply shocks are of particular concern 

as they pose major challenges for the common central bank. The lack of autonomous 

monetary policy (inability to control interest rates) and inability to influence exchange rates 

can amplify the problems of crisis-stricken economy within a larger currency area – thus 

other automatic or discretionary adjustment mechanisms which could allow the economy to 

return to the initial or new equilibrium are required. In fact the problem of a crisis-struck 

part of the currency union will soon become the problem of the whole union due to a 

typically high degree of mutual interdependence (contagion effect).  



 9 

Summing up, the OCA criteria minimize the threat of asymmetric shocks, minimize the threat 

of symmetric shocks with highly asymmetric effects and provide for efficient adjustment 

mechanism to potential shocks (bringing the economy to equilibrium). 

The OCA concept goes back to a highly influential paper of a later Nobel-prize winner Robert 

Mundell (1961). The concept was developed further with major contributions of McKinnon 

and Kennen among others. The set of traditional OCA criteria includes: 

- high mobility of factors of production – in particular labor mobility (Mundell 1961), 

- high degree of mutual openness – high intensity of trade in traded goods (McKinnon 

1963), 

- high degree of diversification of production and exports with similarity in the degree 

of diversification (Kennen 1969) – this in fact implies that OCA should be formed by 

countries of similar size. 

Other criteria mentioned in the literature of the subject, which make the theory more 

nuanced (de Grauwe 2007),  include among others:  

- synchronized business cycles,  

- small differences in inflation rates and similar propensity to tolerate inflation – 

similar levels of aversion to inflation (Haberler & Fleming), 

- high degree of integration of both short and long-term financial markets (Ingram),  

- low variability (volatility) of real exchange rates (Vaubel).  

 

Furthermore, the countries of the monetary union should agree how to deal with shocks 

(homogenous preferences), and if needed compensate each other in the case of an adverse 

shock through a system of fiscal transfers. In the commonality of destiny view sharing a 

common destiny should allow for better acceptance of the costs of operating within an OCA. 

The costs will sooner or later arise. Moreover, the common central bank should be strong 

and independent both in terms of goal-setting as well as instrument choice. Generally 

speaking countries with more independent central banks have lower average inflation rates 

(higher price stability) in the long-run, which has a positive impact on their long-run growth 

rates. 

In case of asymmetry of preferences (“hawks versus doves”) the common central bank 

should adopt the stance of the most hawkish national central bank in order to minimize the 

overall potential economic loss. Generally speaking hawkish economy will not be interested 
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in creating a monetary union with a dovish economy if the common central bank will have 

preferences different from hawk’s. Furthermore, it will demand the dovish economy to 

provide a proof of its reliability and that it permanently attaches great importance to low 

inflation. The dove however can deceive the hawk about its actual preferences which could 

create significant problems when the truth is revealed within later on.  

Krugman and Obstfeld (2004) show that macroeconomic costs of currency union (fixing 

exchange rates) decrease in the level of mutual integration while the associated benefits 

steadily increase. In other words, fixed exchange rate (currency union) is beneficial to highly 

integrated countries. At low levels of mutual integration the costs clearly outweigh the 

benefits. There exists however a certain threshold level of mutual integration, which if 

exceeded, makes the creation of a currency union sound and rational. 

The traditional theory of OCA was heavily criticized for many reasons. Generally speaking it 

places more emphasis on potential macroeconomic costs than microeconomic benefits. 

Furthermore, taking seriously the set of criteria provided, it is unclear which regions or 

countries form an OCA. Should assessment be made on the basis of all criteria taken 

together (compound fulfilment of the criteria) or should they be considered separately (one 

at a time)? Can the criteria be arranged according to their decreasing or increasing 

significance? Should the criteria be met permanently or only within a certain period of time? 

It is moreover worth to note the incompatibility of certain criteria (Tavalas 1993, 1994) – 

they are unlikely to be fulfilled simultaneously. For instance a smaller economy is likely to be 

more open (as proxied by the openness index) but simultaneously is likely to have less 

diversified structure of production/exports (which in a typical monopolistic competition set-

up is a function of its size). In addition, significant measurement problems arise with some of 

the criteria. Moreover, the decision upon entry of an economy to already functioning union 

modifies the balance of costs and benefits of countries already participating in the OCA and 

of potential candidates. External effects or externalities could thus be significant and should 

be taken into account.  

Some economists argue that despite of non-compliance before the accession, a country can 

be determined to membership in the currency union based on the long-term supremacy of 

benefits over costs (political will is more important than economic rationality). 

The new theories of optimal currency area stress the endogeneity of the OCA criteria 

(Frankel and Rose 1997). In the endogeneity view a given criterion does not have to be 
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fulfilled ex ante (pre-accession) as it will be automatically met ex post. The accession itself 

moves the country closer to meeting the goal.  

Traditionally the endogeneity was discussed with reference to greater mutual openness due 

to the functioning of the so-called Rose effect – positive impact of introduction of a common 

currency on the intensity of mutual trade relations. Other dimensions of endogeneity were 

added later on. These include: an increase in the degree of integration of financial markets 

(Baele et al. 2004), an increase the degree of symmetry of shocks and synchronization of 

business cycles (Artis and Zhang 1999) as well as an increase in flexibility of product and 

labor markets (Bertola and Boeri 2004). 

New theoretical models stress the importance of different aspects of similarity. These 

include for instance similarity of the transmission of potential shocks, similarity of economic 

policy responses to shocks as well as of the monetary policy transmission channels.  

It is worth to note however, that the current situation of Greece in the eurozone could at 

least to some extent undermine the logic of endogeneity of OCA approach – the entry of 

Greece was partly supported by this view. The country, has not however converged but 

instead has deviated from the desired path. 

 

4 Nominal convergence and the OCA criteria 

 

In order to enter the eurozone (the third and final stage of Economic and Monetary Union) 

the acceding EU Member State haves to meet the so-called nominal convergence criteria. 

The obligation was formalized by the Maastricht Treaty and amended Protocols. The criteria 

require the achievement of a high degree of price stability (inflation criterion), durability of 

convergence process (nominal long-term interest rates), sustainability of the government 

financial position (being outside of excessive deficit procedure with reference values for 

public debt and deficit in relation to GDP) and the observance of the normal fluctuation 

margins provided for by the ERM for at least 2 years without devaluing against the currency 

of any other Member State (please refer to a box beneath). The detailed analysis shows that 

the criteria are in fact quite arbitrary and were not taken seriously from the very beginning 

(soft versus hard approach to fiscal criteria for instance) – meeting of the criteria was 

stretched. Several current Member States of the eurozone should not have entered the 
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union as they didn’t meet the criteria on a permanent basis (a requirement, which to a large 

extent, has been forgotten) or they played with the data (Greece). 

 

Maastricht convergence criteria 

 

� stability of prices (inflation target, HICP) 

� nominal long-term interest rates  

� budgetary deficit (not higher than 3 per cent of GDP)* 

� public debt (not exceeding 60 per cent of GDP)* 

� participation in Exchange Rate Mechanism (ERM II) for at least 2 years – devaluation conditional 

on approval by other participants 

 

*  formal excessive deficit procedure not opened against the Member State 

 

The logic of the Maastricht criteria on nominal convergence is frequently questioned. For 

instance de Grauwe (1996) asserts that the traditional OCA theory does not imply that prior 

convergence of inflation rates, interest rates and fiscal situation is neither a necessary nor a 

sufficient condition for the creation of successful functioning of monetary union. Countries 

with different rates of inflation may be structurally similar – the difference may be due to 

the institutional determinants of central banks (eg degree of independence) or due to 

heterogeneity in policy preferences. In the same moment two countries having the same 

rate of inflation may be structurally different. Despite of nominal convergence in light of 

structural heterogeneity currency union will be a sub-optimal solution in that case. 

Hansen (2005) points out that the criteria are retrospective and not prospective and they are 

to a large extent arbitrary (reference values for public deficit/debt criteria). We can say that 

to a large extent nominal convergence criteria are inconsistent with the set of OCA criteria 

provided by theoretical literature. OCA theory puts emphasis on real or structural (and thus 

by definition long-term) convergence and the deepening of the integration process, while 

the Maastricht criteria focus on nominal (short-term) convergence. Furthermore, based on 

the experience of the present Member States, simultaneous fulfilment of all the criteria has 

proven to be very difficult with the window of opportunity for entry being very small indeed. 
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It seems that political and not purely economic considerations played a role in their 

adoption. 

According to one of views present in the literature of the subject divergence and 

inconsistency lies in the political conditions - the decision about the introduction of euro was 

mainly politically motivated. Why were the OCA criteria omitted? Several arguments were 

put forward. Frequency of macroeconomic shocks would be largely reduced in the EMU 

(fewer errors in discretionary monetary policy) and they would be more symmetric. The 

functioning of the Rose effect would increase the intensity of trade within the eurozone, in 

particular of intra-industry type. Overall level of differentiation would thus increase and the 

level of specialization would decrease. OCA criteria are therefore endogenous. The 

formation of the common market would increase the mobility of capital and of workers 

within the eurozone itself. The exchange rate as an instrument of macroeconomic policy has 

lost importance in a world characterized by large international flows of capital. It was 

expected furthermore that other regulatory mechanisms such as the envisaged Stability and 

Growth Pact with the excessive deficit procedure would work reasonably well. In the light of 

the recent sovereign debt crisis that seemed particularly naïve.  

The ultimate purpose of the Maastricht criteria was to provide for higher stability and 

credibility of the new common currency. In reality the initial credibility of euro was due to 

the participation of Germany and stemmed from the role of the German Mark (DM) in the 

international financial system.  

If the OCA criteria were used instead of the nominal convergence criteria the eurozone 

would be restricted to the so-called core countries. PIIGS would have to remain outside. 

Would it be desirable outcome though? It would for sure lead to potentially harmful two-

speed Europe scenario with potentially adverse effects for the process of European 

integration in the medium to long-run. On the other hand the union of the core countries 

would be more stable and credible in the financial markets. Still one has to bear in mind that 

the benefits of the currency union are the function of its size. The union restricted to the 

core countries only could have been too small.  

What consequences will the omission of the OCA criteria in the future? It has already 

created significant problems and this is likely to continue to do so in the foreseeable future. 

The Stability and Growth Pact (with Broad Economic Policy Guidelines, excessive deficit 

procedure) didn’t bring the desired outcome as it was unfortunately dysfunctional from the 
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very beginning. Increased flexibility resulting from its partial reform did not prove significant 

improvement in its performance. Only now greater fiscal austerity is becoming a necessity 

and the recent Fiscal Pact can make the excessive deficit procedure more reasonable. 

Stepping back for a moment, the current crisis of the eurozone can in a way prove to be very 

beneficial from the long term perspective. It first of all can be considered as a first serious 

test for the integrity and optimality of the eurozone. Secondly, it creates an opportunity to 

improve macroeconomic governance within the eurozone and coordination of the eurozone 

with other countries of the European Union. Further significant shocks including highly 

asymmetric shocks are likely to happen in the future each bringing the eurozone closer to 

OCA as long as it is able to cope. The controllable or uncontrollable break-up of the eurozone 

or of its part is however undesired but still a very likely scenario.  

 

5 How optimal is the current eurozone? 

 

As early as in 1999 Paul de Grauwe showed that only the core of the eurozone can be 

considered close to meeting the OCA criteria. Inclusion of the so-called peripheral states 

greatly increases the real divergence (understood as the degree of differentiation of the 

growth rates of output and employment in a situation of asymmetric shock) requiring a large 

and highly unlikely flexibility of labour markets (the degree of real wage flexibility and the 

degree of labour mobility). In several studies Bayoumi and Eichengreen (1992, 1993, 1997) 

performed an analysis of the EU15 stating that the core eurozone countries should include: 

Germany, France, the Benelux countries, Austria and Denmark. The other were considered 

peripheral and their accession should have been debated or at least delayed. 

By definition, optimal is the most desirable possibility under a certain expressed or implied 

restriction. Looking from this perspective we cannot grade the optimality of the currency 

area. Either you fulfil all the required criteria and you are judged optimal or you are non-

optimal. In the highly asymmetric heterogeneous world, the OCA seems to be a purely 

theoretical concept. The world we live in is non-optimal with widespread asymmetries and 

heterogeneity. Symmetry is considered beautiful but extremely rare.   

The OCA could be thus considered an ultimate goal which however will never be met. It 

seems however reasonable to say that the further away you are from meeting the OCA 
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criteria the larger and more probable will be potential costs associated with the introduction 

of a common currency. 

Optimality of the eurozone has been heavily discussed in the literature of the subject. The 

outcome is quite simple – the current zone is not an optimal currency area and hasn’t been 

one since it was created. The first years of its existence were quite successful.  However, the 

global financial meltdown after the collapse of the Lehman Brothers, with the subsequent 

recession and the current sovereign-debt crises showed the reality. The global crises of 

rather symmetric character proved to have highly asymmetric effects striking Member 

States of the eurozone with various force. In particular the PIIGS – the peripheral countries 

of the eurozone have been affected with Greece on the verge of defaulting on its debts. As 

could have been expected, the extensive linkages and interdependencies within a single 

market made it a problem of the whole eurozone, EU and to some extent a global crises. The 

default of several eurozone countries through contagion could create an unparallel global 

financial crises of magnitude significantly larger than the one resulting from the American 

subprime crises. 

The crisis has clearly shown the scale of the cracks in the structure of the eurozone and the 

extent of deficiencies in its governance methods and regulations. It has also made evident 

the lack of political leaders able to make fast and hard decisions. Bordo and Jonung (2000) 

more than 10 years ago said that currency unions needed considerable political will to 

survive in the face of the adverse shocks. One should have expected them to arrive 

especially when the global economy seemed to have entered an era of turbulence 

(Greenspan 2007) with higher average inflation rates, more internal and external 

imbalances, greater risks and largely dysfunctional institutional set-up. After all, Economic 

and Monetary Union is not only an economic project but to a large extent a political one 

with strong external effects –not restricted to eurozone countries only.  

In a relatively recent report for European Commission Moneglli (2008) said that the 

eurozone still being non-optimal currency area progressed towards meeting the criteria. 

With deeper integration, declining dispersion (for instance in inflation rates), fewer 

asymmetries, more synchronized business cycles, more smoothing and better shock 

absorption the potential costs were decreased and benefits enhanced. Moneglli (2008) 

however rightly pointed out that the launch of the euro still represented a very recent 

regime shift whose effects required more time to unfold. Furthermore, he acknowledged 
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that it was extremely difficult to disentangle euro-related effects from effects of other global 

or European development.  

What are the major bottlenecks of the eurozone? Its constituent countries are structurally 

different (in terms of size, structure of production, exports, overall level of development 

etc.), labour markets are quite rigid, international as well as intra-national labour flows 

(migration) are limited, coherence of macroeconomic policies can be questioned and finally 

an automatic fiscal transfers mechanism wasn’t created due to the lack of political will. The 

excessive deficit procedure, which technically speaking was a right step, proved to be 

dysfunctional and the limits on the public deficit and debt were not obeyed. Significant 

imbalances accumulated. 

The OCA theory criteria do not send a clear signal. The eurozone is therefore not an optimal 

currency area and is highly unlikely to be one in the future at least in the foreseeable future.  

Further widening of the eurozone being only a matter of time may pull the eurozone further 

away from the OCA. Accession of further EU Member States is automatic and conditional on 

meeting the nominal convergence criteria with the opt-out clause considered an exception 

to the general rule. New states acceding to the EU have to fulfil the Copenhagen-criteria 

(established in 1993) and thus can obtain only a temporary derogation from the third stage 

of EMU (introduction of a common currency). 

Still a non-optimal OCA may function, but at a higher costs, which can be very heavy from 

time to time – as has been learned the hard way recently. Baldwin and Wyplosz (2009) point 

that the cost will arise mainly in the labour markets (unemployment) and may lead to 

significant political tensions. 

 

6 Gaining optimality as a process 

 

In an excellent paper Hugh Rockoff (2000) looked at monetary history of the United States to 

answer a basic question: How long did it take the US to become an OCA? The present US is 

probably the closest to fulfilling the theoretical OCA criteria. According to Rockoff it took the 

US around 150 years – from 1788 to 1930’s. According to Wyplosz (1997), however, it 

emerged as a smoothly functioning currency area only after the WW II.  
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Becoming an OCA can thus be considered a long-term and rather bumpy process. Within the 

period the US experienced several adverse asymmetric shocks (among its regions) as well as 

several symmetric shocks with asymmetric effects including the Great Depression. In that 

case, according to Rockoff, no region was immune to the crisis, but there were significant 

regional differences. It seems that having separate regional currencies would not bring a 

better result in fighting its consequences. On the other hand previous regional shocks were 

magnified by monetary reactions and wrong aggregate monetary policy decisions. Division 

into separate currency areas could have been a better solution then. 

Rockoff rightly points out that American case does not provide an excellent benchmark for 

EMU. Several aspects of the process should be taken into account though. An in-depth costs 

– benefits analysis should be performed. Countries should be committed to a monetary 

union (political will and commonality of destiny). Furthermore, as asymmetry will persist and 

asymmetric shocks will occur, the correct institutional set-up should incorporate a system of 

inter-regional fiscal transfers and some form of deposit insurance, or regionally sensitive 

lender-of last-resort facilities. It is worth to note that a largely imperfect system (ESF, bail-

out to Greece) was arranged in the eurozone only when the actual crises struck. The actions 

taken are thus responsive and not pre-emptive. More strategic, long-term thinking is 

required in order to minimize the threats of destructive shocks that are going to happen in 

the future and guarantee more efficient and smooth functioning of the eurozone. 

 

7 Summary and conclusions 

 

Introduction of euro can be still considered a very recent currency regime shift. Its full 

results, both cost and benefits, will unfold only in the very long run. Even then, it will be 

difficult to fully disentangle the effects of euro adoption from the positive and negative 

effects of other processes. 

Despite of the progress made since its creation, the current eurozone does not fulfil the 

optimal currency area criteria. Its further enlargements in accordance with the rules 

enshrined in the Treaties can increase the disparity even further. Still, it is worth to stress 

that non-optimal currency unions may function pretty well. Their functioning brings both 

benefits and costs which can become heavy at times especially when adverse circumstances 

occur. The further the currency unions are from the OCA, the larger could be potential costs. 
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Asymmetric shocks as well as symmetric shocks with highly asymmetric effects due to 

structural heterogeneity are particularly worrisome. Especially if one takes the persistence of 

regional-disparities and the path-dependent model of growth of European regions into 

account. Flexibility and ability to dynamically adjust to frequently changing turbulent 

environment is a necessity. Furthermore, creation of a currency union is a process itself and 

not a mere regime switchover. There is some support for endogeneity of OCA criteria, still in 

reality much more effort is required. Converging to the optimal currency area status in the 

presence of structural asymmetry is a lengthy process which could be quite rough depending 

on particular circumstances. Gradual deepening of the integration process is one of its most 

important aspects. The logic of functional spillovers applies. The long run sustainability of 

the eurozone will depend on structural convergence of its constituent regions and in 

particular between its core and peripheral countries. There is, after all, rationality in the OCA 

criteria debate. 

What are the prospects for the eurozone? The status quo that has existed since it was 

created is unacceptable. Systemic flouting of the Stability and Growth Pact (despite of the 

criticism it got and the 2005 reform) unfortunately unwound the progress made since 1999 

(Howarth & Loedel 2005). It more or less led to marginalization in the global arena, 

accumulation of significant imbalances and deepening of the problems only exacerbated by 

the crisis. Slight deviations (partial reforms) from the status quo are unlikely to bring a clear 

difference. The reforms discussed so far (including the Fiscal Pact) – are simply insufficient. 

Even if the current eurozone survives, the situation calms down, the lack of reforms will 

prove to be costly in the long-run. More structural, strategic in scope and depth reforms are 

required. Efficient mutual support and control mechanism must be introduced. In order to 

implement them political will is required with strong European leaders having a clear vision 

of the future and adequate authority. To a large extent the eurozone and the EU are in 

severe governance and leadership crisis. 

If the solutions are not found and implemented fast, the uncontrollable demise of the 

eurozone will materialize with a danger to the coherence of the whole EU project. The 

history of civilization brings us numerous examples of demise. After the initial turbulent 

period some sort of equilibrium would eventually emerged though the framework could be 

vary different from the one we have today. 
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Other scenarios are possible as well – including smaller eurozone, the division of the 

eurozone etc. however the economic and political costs could be vast. One of the most 

desirable outcomes could be enhanced integration of the whole (unlikely) or part of the 

Union (two-speed or multiple-speed Europe) towards some sort of European state (the 

famous United States of Europe could re-emerge). The argument that euro is a currency 

without a country – would become obsolete. Deeper integration seems to be the only 

desired option for the eurozone and the EU. The euro crisis will be overcome only with 

further radical steps towards fiscal and financial integration. Political unification is required 

as it would reduce national idiosyncrasies and occurrence of asymmetric disturbances of 

institutional origin. The absence of a political union will continue to make the Eurozone a 

fragile regime and in the long run its lack gives the eurozone only a little chance of survival 

(de Grauwe 2006, 2007).  

As Angeloni and Shapir (2011) put it, the prospects for the euro are challenging but far from 

hopeless and note that, historically, political and economic unifications have typically 

progressed in times of crisis. The current eurozone crisis can be looked upon as an 

opportunity to deeply reform the whole EU project and give the new boost to the process of 

economic and political integration in Europe. In fighting the current crisis we should not only 

take its economic costs but political ones as well – the demise of the European Union could 

prove to be too costly. 

We fully support the stance of de Haan et al. (2005) that further enlargements of the 

eurozone will lead to increase in its internal diversity and thus require a deep reform the ECB 

decision-making structures, modification of monetary-policy strategy and coordination 

mechanisms with fiscal policies within the eurozone Member States. In addition, the logic of 

nominal convergence criteria should be reconsidered and potential modifications should be 

implemented in the long-term interest of the current and forthcoming Member States – we 

fully agree with Wojcik (2008) on that issue. Furthermore, the Treaties should be amended 

in order to include a formal, transparent and structured path for potential exit of a Member 

States from the eurozone. 
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