
JJOOUURRNNAALL    

OO FF   EE UU RR OO PP EE AA NN   EE CC OO NN OO MM YY  

Vol. 15 (№ 3).    September 2016 
P u b l i c a t i o n  o f  T e r n o p i l  N a t i o n a l  E c o n o m i c  U n i v e r s i t y   

 

304 

 

Financial and Banking Services Market 

 

 

Mariia LYZUN 
 
 

 

THEORY OF OPTIMUM CURRENCY AREAS  

AS CONCEPTUAL BACKGROUND  

FOR REGIONAL MONETARY UNIONS 

 

 

Abstract 

The evolution of the theory of optimum currency areas is researched and 
the positive and negative effects of monetary integration are examined. The main 
criteria of the theory of optimum currency areas are summarized and their value 
is shown. The reasons for losing the independence of monetary policy in the 
process of monetary integration through the prism of a so-called «incompatible 
triangle» or «impossible trinity» are highlighted. European way to overcome the 
«impossible trinity» is demonstrated and the role of the theory of optimum cur-
rency areas for the European Economic and Monetary Union is considered. It 
was argued that there are no prerequisites in the nearest future in Ukraine to 
pass all stages of integration needed to join the monetary union. Theory of OCA 
could be helpful for estimation the overall appropriateness of monetary integra-
tion, analysis of its potential benefits or disadvantages and selection of instru-
ments for exchange rate policy. 
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Genesis of the Theories  

of Optimum Currency Areas 

The process of integration, which originally developed actively only among 
limited number of countries, now is covering all continents of the world. The rapid 
increase in number of integration associations is the result of promoting the idea 
of economic openness, strengthening of specialization, the growing role of MNCs 
in the international division of labour. Monetary integration is one of the main 
trends of the global monetary system at the present stage of globalization of the 
world economy. Monetary integration should be considered in the aspect of im-
plementation the coordinated monetary policies of its member-countries and the 
creation and functioning of international organizations engaged in interstate cur-
rency regulation. 

Theoretical aspects of regional monetary integration, the historical reasons 
for the formation of currency unions and areas have been researched by 
B. Balassa, T. Baumi, A. Bergson, R. Mundell, R. Ohorodnyk, A. Rose, J. Fle-
ming, J. Friedman, V. Chaplyhin, V. Kozyuk, O. Sharov, Y. Savelyev etc. 

Mediating all international economic relations of the subjects of the world 
economy, foreign exchange relations are experiencing profound qualitative 
changes together with the sphere of international production, services, invest-
ment. Monetary integration and the forms it takes are usually associated with re-
gional economic integration and the emergence of regional currencies. 

The most common in the scientific literature interpretation of integration's 
evolution is represented by B. Balassa, who identified five stages: free trade 
area, customs union, common market, economic union, political union (Balassa, 
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1961). The typology was based on criteria abolition of discrimination between 
foreign companies and degree of liberalization of the international factor move-
ment. At the highest stage, the harmonization and unification of social economic 
and monetary policy takes place. 

One of the most difficult practical problems concerns the process of transi-
tion to full monetary integration. The debate between «monetarists» and 
«economists» about strategy and the timing of further steps toward monetary un-
ion has dealt largely with this interim stage. «Monetarists» argue that positive 
steps toward monetary integration would strengthen and accelerate the process 
of economic integration. Such steps would force member nations to coordinate 
their economic and financial policies, thus reducing disparities in wage and price 
trends and making exchange-rate rigidity easier to achieve. «Economists» argue 
that policy harmonization and real economic integration must come first, and that 
further steps toward monetary integration should not be taken until wage and 
price changes have in fact converged and structural adaptations in response to 
intra-Community free trade been completed (Ingram, 1973). 

But nevertheless monetary integration leads to positive effects, if there are 
sufficient conditions. In a path-breaking paper, Rose used an augmented gravity 
equation to show that trade between countries sharing the same currency is 
much larger than trade between other pairs of countries (Rose, 2000). His cross-
sectional regression results imply that the bilateral trade between two currency-
union countries is, on average, 3.35 times as large as the bilateral trade between 
other countries. In language used hereafter, the trade raising effect of a currency 
union is 235 per cent, and this is additional to the most obvious trade-raising ef-
fect of a currency union – the complete suppression of exchange-rate variability 
(Kenen, 2002). 

Neoclassical growth model, developed by R. Boldvin, argues that the de-
cline in real interest rates as a result of monetary union temporarily increases the 
rate of economic growth (Boldvin, 1989). However, reducing the currency risk 
also reduces the volume of expected corporate profits. Thus, the use of a com-
mon currency has a dual effect: reducing real interest on the one hand, and the 
reduction of expected investment income – on the other. Neoclassical model of 
economic growth is represented graphically on Fig. 1. The horizontal axis – the 
size of capital per manufacturer, vertical – production of one manufacturer. Line 
f(k) is the production function. Equilibrium in this model established, when limit of 
capital productivity is equal to interest rate at which consumers refuse from future 
consumption. Equilibrium is reached at point A, where the line rr (its slope is 
equal to the interest rate) is tangent to the production function. According to this 
model, economic growth is possible only under the conditions of population 
growth or external technological changes. 
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Figure 1 

Neoclassical model of economic growth 

 

Source: (Baldwin, 1989) 

 

 

Applying this model to the monetary union, we can assume that the aboli-
tion of currency risk leads to reduction of systemic risk and declining of interest 
rates (Fig. 2). Reduction of interest rate makes line rr aslope, resulting the equi-
librium moves from point A to point B, and is accompanied by accumulation of 
additional capital and the dynamics of economic growth. In the new equilibrium 
amounts of capital and production per producer increased. Thus, the decline in 
real interest rates as a result of monetary union temporarily increases the rate of 
economic growth. 

Conditions necessary for effective currency (monetary) integration are 
considered in the theory of optimum (or optimal) currency area (OCA). Optimum 
currency area implies the existence of fixed rate between currencies and a lim-
ited range of floating exchange rates against the currencies of other countries.  

The optimum currency area theory tries to answer an almost prohibitively 
difficult question: what is the optimal number of currencies to be used in one re-
gion. The difficulty of the question leads to a low operational precision of OCA 
theory. It is possible to distinguish two major streams of the optimum currency 
area literature. The first stream tries to find the crucial economic characteristics 
to determine where the (illusionary) borders for exchange rates should be drawn 
(1960s–1970s). The second stream (1970s – till now) assumes that any single 
country fulfills completely the requirements to make it an optimal member of a 
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monetary union. As a result, the second approach does not continue in the 
search for characteristics, identified as important for choosing the participants in 
an optimum currency area. This literature focuses on studying the costs and the 
benefits to a country intending to participate in a currency area. The costs and 
benefits are compared and the question of participating in monetary union be-
comes largely an empirical problem. Later on, OCA literature takes into account 
the «Lucas critique», endogeneity of the optimum currency area criteria and 
modern macroeconomic theories (Roman, Komarek, 2002). 

 

 

Figure 2 

Neoclassical model of economic growth – the effect of monetary union 

 
Source: (Baldwin, 1989) 

 

 

An Optimum Currency Area fall within the ambit of currency unions. An 
OCA, using Mundell’s definition is ‘a domain within which exchange rates are 
fixed’ (Mundell, 1961). By this definition, Common Currency Area (CCA) would 
be a step further with the adoption of a single common currency among members 
of the currency union. Several structural preconditions have been cited as being 
necessary for an OCA. Mundell argues that a high degree of factor mobility is an 
essential ingredient. McKinnon cites trade intensity or integration as a precondi-
tion (McKinnon, 1963). Kenen would examine regional production patterns for 
product diversification to determine if a region would be well suited for an OCA 
(Kenen, 1969). Yet, other literature on the configuration needed for a country to 
be a candidate of a currency union identify factors, such as similar levels of infla-
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tion, extensive trade relationships, similar or synchronous business cycles and a 
certain extent of policy congruence (Bacha, 2008). The main factors influencing 
common currency areas are depicted on Figure 3. 

 

 

Figure 3 

Main factors and researchers of the theory of optimal currency area 
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Source: (McKinnon, 2000; Mundell, 1961; Kennen, 2002; Tavlas, 1993) 

 

 

Tavlas tries to summarize main criteria of OCA and shows their implica-
tions (Table 1). We still do not have a general agreement on the relative impor-
tance of all these criteria, nor on all of their interrelationships with one another. 
The recent Argentina crisis illustrates, however, that just meeting a few of the 
OCA criteria is not enough. While Argentina met the substantial currency substi-
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tution criteria with its high level of dollarization, its economy was rather closed 
with respect to trade and lacked a high degree of domestic economic flexibility. 
Coupled with the failure of its currency board to promote fiscal as well as mone-
tary discipline, the results were tragic. (See, for example, Willett, 2002). 

 

 

Table 1 

OCA Criteria 

Criteria Implications for OCA 
1. Factor mobility  Alternative adjustment mechanisms.  
2. Wage and price flexibility  
3. Size and openness. 
 

High pass-through effect can make exchange 
rate changes ineffective  
High openness also reduces the cost of 
Keynesian adjustment under fixed rates. 

4. Goods market integration  
 

Promotes intra-regional trade and makes ex-
change rate fluctuations more costly. 

5. Commodity diversification Shocks tend to cancel out so less need for 
adjustment. 

6. Fiscal integration  Transfers between states reduce adjustment 
pressure in the short-run. 

7. Similar inflation trends  Reduces cost of common monetary policy. 
8. Real exchange rate variability 
(Generalized PPP) 

Affects amount of adjustment 

9. Political factors. Commitment of exchange rate and monetary 
policy coordination 
 

10. Financial integration 
(It’s ambiguous) 
 

Can help finance payments imbalances. 
Consumers in countries with different eco-
nomic situations can share risks. But it can 
also make floating rates work better. 

11. Financial instability  Where speculation is unstable, high capital 
mobility makes flexible rates more costly. 

12. Patterns of Shock 
a. Automatic stabilization  
 
 
b. Symmetric medium term shocks 
 
c. Optimal discretionary  

 
Short-term shocks can offset each other. Dif-
ferent patterns can favor fixed or flexible 
rates. 
Lowers cost of using common monetary po-
licy. 
Optimal policy responses depend on nature 
of shocks. 
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Criteria Implications for OCA 
13. Optimal public finance Can affect costs of fixed rates. Optimal infla-

tion tax version is similar to differences in in-
flation rates. 

14. New classical policy ineffec-
tiveness 

Surrender of monetary policy autonomy will 
not be costly. 

15. Informativeness of price and 
quantity signals 

The larger the variance of monetary distur-
bances is compared to that of real output, the 
less confusion about the shocks and the less 
adjustment of real exchange rate. Also, if the 
agents cannot distinguish between local and 
foreign shocks (by definition, in fixed regime), 
the response of real exchange rate is less. 

16. Time inconsistency and 
credibility discipline problems 

Creates case for use of fixed rates as a 
commitment technology to promote disci-
pline. 

17. Liability dollarization  
 

Flexible rates increase the risk of balance 
sheet effects due to depreciation. 

19. Endogenous OCA  
 

Not necessary to fully meet the criteria before 
joining the currency union. 
Fixed rates will generate responses that re-
duce their costs 

Source: (Tavlas, 1993). 

 

 

Robert Mundell stated: the larger is the optimum currency area, the higher 
is the value of its currency because of reducing transaction costs for agents 
(Mundell, 1961). The common currency as a medium of exchange automatically 
excludes the costs of conversion and forward coatings that are required under 
floating exchange rate. Another important point related to monetary integration – 
improvement the efficiency of financial operations and risk management in the fi-
nancial market. Increasing number of available financial instruments allows both 
lenders and borrowers to raise the diversification of their portfolio through the ac-
quisition or sale of assets with different risk (Tavlas, 1993). 

Currency union has a positive impact on trade between states involved in. 
The impact of monetary integration on bilateral trade between the countries is re-
searched by Rose, Engel, Frankel, Barro (Rose, 1999; Rose, Engel, 2000; 
Frankel, Rose, 2002; Barro 2003). 

Along with all the benefits of the association, there are also costs that are 
likely to bear by the countries involved in the integration process. First of all, this 
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is inability to use floating exchange rate as a tool for stabilizing the balance of 
payments after exposure to various shocks. 

Another important drawback of fixed exchange rate regime or monetary in-
tegration for potential participants is the loss of autonomy in conducting of mone-
tary policy. Autonomy in this case means that the government is able to run the 
policy, which is effective only for a given state or region. Loss of control over the 
national currency is a threat to the state (Ichiyama, 1975). While there are differ-
ences in price levels, productivity and wages under fixed exchange rate, the 
threat of inflation will always follow the states with surplus of balance of pay-
ments; and constant depression and unemployment will follow the states with 
BoP deficits. Soft monetary policy will be adequate for the regions with high un-
employment rate, whereas the increase in inflation, on the contrary, may need to 
make it tighter. The reasons for losing the independence of monetary policy un-
der the monetary integration have conveniently to be considered in the context of 
so-called «incompatible triangle» or «impossible trinity» (Figure 4). 

 

 

Figure 4 

Model of «impossible trinity» 

 

 

Stable  
exchange rate 

Capital 
mobility 

Autonomy of 

monetary policy  

Source: (Mundell, 1961). 

 

 

The main idea of this triangle is that all three conditions could not be 
reached simultaneously. The state must choose only two of them and give up 
with third one. 

The ideas of OCA and CCA found their practical implication in the forms of 
regional currency areas (RCA). Regional currency areas originated from various 
roots such as historical, «existential», economic and, especially, political rea-
sons. The importance of political factors can be found e. g. in the process of cre-
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ating an independent Germany in 1871 (as well as in 1990, when eastern and 
western part of Germany were unified) and many other states (e. g. Switzerland 
and Italy). So-called existential reasons were characteristic of the group of geo-
graphically small countries (El Salvador, Kiribati, Liechtenstein, Monaco, Nauru 
and Vatican), where the acceptance and the legalization of the foreign trade 
partner currency were a necessity. For the sake of completeness, there are also 
states, where more than one currency circulates within its borders. These are 
e.g. Hong-Kong and Macao. The best known and economically strongest is cer-
tainly the European Monetary Union (EMU) founded in a cashless form in 1999 
(Roman, Komarek, 2002). 

 

 

Regional monetary unions  

in Europe and beyond 

The first formal steps of European monetary integration go almost as far 
back in time as the OCA theory (see Table 2). In October 1962 the Commission 
issued a memorandum – known as the Marjolin Memorandum – that can be con-
sidered as the official starting point of monetary integration in Europe. The 
memorandum kicked off the discussion on a common currency and prompted 
several measures in the field of monetary cooperation. The exchange rates of the 
members of the European Economic Community (EEC) were never directly fixed, 
although they were all pegged to the US Dollar. At the time exchange rate stabil-
ity was still secured by the Bretton Woods Arrangement, and there was no urgent 
need for new institutional arrangements among European currencies. Under the 
provisions of the memorandum, a Committee of Governors (CoG) of the national 
central banks of the EEC was established in 1964. Over the years the Committee 
gradually gained in importance as it started developing, and managing, an institu-
tional framework for monetary cooperation. It was this committee that prepared 
the first draft of the Statute of the ECB in 1990 (Mongelli, 2008).  

By the end of the 1960s, the international environment changed due to 
persistent current account deficits of the US (the anchor country of the Bretton 
Woods System) and the emergence of widespread inflationary pressures that 
were then exacerbated by the first oilshock. The Bretton Woods System col-
lapsed in August 1971 and the members of the EEC pursued different economic 
policies that in turn led to exchange rate tensions among them and even threat-
ened to disrupt the customs union and the common agricultural market. In 1969 
the Heads of State or Government requested a plan for the realisation of an eco-
nomic and monetary union. The result was the Werner Report published in 1970, 
and that proposed to achieve economic and monetary union in several stages by 
1980. While the final goal of monetary union was never achieved, as the report 
turned out to be too advanced for the level of economic and financial integration 
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prevailing at the time, some of its elements could still be implemented. In 1972, 
after the demise of the Bretton Woods system, the «currency snake», an ex-
change rate arrangement for European countries, was created1. 

 

 

Table 2  

Monetary integration steps 

1958 Establishment of the Monetary Committee 
1962 A proposal for economic and monetary union among the members of the 

European Economic Community (EEC) is first floated in the Marjolin 
Memorandum.  

1964 A Committee of Governors of the central banks of the Member States of 
the EEC is formed to institutionalise the cooperation among EEC central 
banks. 

1970 The Werner Report sets out a plan to realise an economic and monetary 
union in the Community by 1980. 

1972 A system (the «snake») for the progressive narrowing of the margins of 
fluctuation between the currencies of the Member States of the EEC is 
established. 

1973 The European Monetary Cooperation Fund (EMCF) is set up to ensure 
the proper operation of the snake. 

1974 the ECOFIN Council adopted a Decision to foster the convergence of 
economic policies and a Directive on stability, growth and full employ-
ment. 

1979 The European Monetary System (EMS) is created. 
1988 The European Council mandates a committee of experts under the 

chairmanship of Jacques Delors (the «Delors Committee») to make pro-
posals for the realisation of EMU. 

1989 The «Delors Report» is submitted to the European Council. 
1989 The European Council agrees on the realisation of EMU in three stages. 
1990 Completion of «One Money, One Market» evaluation that had been 

commissioned in 1988 as an input for the Delors Report. 

                                                           
1 According to the Smithsonian agreement, IMF members pledged to support fluctuations 
of their exchange rates against the US dollar in the range of ±2,25% (so-called «tunnel»), 
while EEC states in addition allowed mutual fluctuations between each other in narrower 
limits – up to ±1,125 % («mini-tunnel» or «snake») – introducing the system known as 
«snake in the tunnel». It is fair to note that such regime was not long-lasting – in 1973 the 
EU lifted up the limits of fluctuations against the dollar (i.e. a snake came out of the tunnel) 
and expanded the range of mutual fluctuations to ±2,25%. Overall, by the end of the 
1970s only 5 of 9 EEC states consistently adhered to the regime of snake (Germany, 
Denmark and the Benelux countries), the others exited before. 
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1990 Stage One of EMU begins in July. 
1993 The Treaty on European Union enters into force.  
1994 Stage Two of EMU begins and the EMI is established.  
1997 The European Council in June agrees on the Stability and Growth Pact.  
1998 In May Belgium, Germany, Spain, France, Ireland, Italy, Luxembourg, the 

Netherlands, Austria, Portugal and Finland are considered to fulfil the 
necessary conditions for the adoption of the euro as their single currency; 
the Members of the Executive Board of the ECB are appointed.  

1998 The ECB and the ESCB are established in June. 
1998 In October the ECB announces the strategy and the operational frame-

work for the single monetary policy it will conduct from 1 January 1999. 
1999 In January Stage Three of EMU begins; the euro is launched; conversion 

rates are fixed irrevocably; a single monetary policy is established for the 
euro area. 

2001 Greece joins the euro area. 
2004 In May the national central banks (NCBs) of the ten new EU Member 

States join the ESCB. 
2007 Slovenia joins the euro area. 
2008 Cyprus and Malta join the euro area, and Bulgaria and Rumania join the 

EU and ESCB 
2009 Slovakia joins the EMU. 
2011 Estonia joins the EMU. 
2014 Latvia joins the EMU. 
2015 Lithuania joins the EMU. 

Source: author’s modification of (Mongelli, 2008). 

 

 

Monetary cooperation became closer; internal and external monetary sta-
bility became important goals. Countries with relatively high inflation found it eas-
ier to pursue disinflation policies. This fostered a downward convergence of infla-
tion rates, reduced excessive exchange rate volatility, and promoted trade and 
an improvement in overall economic performance. However, the lack of fiscal 
convergence remained a source of tension as some countries ran persistently 
large budget deficits. 

The EMS lasted from 1979 until the launch of the euro in 1999. Exchange 
rates were based on the ECU, whose value was determined as a weighted aver-
age of the participating currencies. Officially no currency was designated as an 
anchor. However, the Deutsche Mark and the Bundesbank were unquestionably 
the centre of the EMS. During this period it went through four main phases and 
several periods of turbulence. 



 M a r i i a  L y z u n  

Theory of Optimum Currency Areas  
as Conceptual Background for Regional Monetary Unions 

 

316 

The first phase of the EMS lasted during 1979–85 and is marked with still 
maintained capital controls, significant inflation differentials, variances in budget 
deficits and public debt among EEC states. Full nominal convergence had not 
been established yet. With fixed nominal exchange rates this resulted in contin-
ued misalignments that required frequent adjustment of the official parities2, 
which periodically brought up questions about the sustainability of the ERM.  

The second phase of the EMS spanned from 1986 to 1992. Several EMS 
members (but not all) managed to bring down their inflation rates towards Ger-
man inflation rates (in this phase the EMS is described by many as a 
«Deutsche Mark Area»). The quantity of adjustments of official parities was re-
duced3; capital controls were being dismantled and were officially banned as of 
July 1990. Owing to the impossible trinity proposition (refers to the fact that 
three desiderata of governments – i. e. free trade and capital mobility, monetary 
policy autonomy, and fixed exchange rates – cannot be reconciled), all central 
banks participating in the ERM had de facto renounced an independent mone-
tary policy (see Fig. 5). 

 

 

Figure 5 

European way to solve the «impossible trinity» 
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European Union / Euro Area 

EU Common Market 

(free trade and free factor 
 movement within Euro Area) 
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Source: (Mongelli, 2008). 

 

                                                           
2 During this first phase, there were nine adjustments. 
3 There were three more adjustments till 1987. 
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The third phase of the EMS, from September 1992 until March 1993, is 
marked by the most severe crisis of the whole EMS arrangement. Misalignments 
kept growing (albeit at a slower pace), because some countries were unable to 
reduce inflation. The tight monetary policy pursued by the Bundesbank following 
reunification and the shock of the Danish electorate voting against the Maastricht 
Treaty alarmed the exchange markets and prompted speculative attacks on the 
overvalued currencies that almost destroyed the EMS. The UK and Italy were 
forced to leave the ERM (Italy then rejoined in 1996) and the fluctuation margins 
were widened from ±2.25 to ±15%.  

The fourth phase of the EMS runs until the launch of the euro, allowing the 
principle of fixed exchange rates, although much weakened, to be kept alive. The 
European Monetary System ceased to function in its original form when 
11 EU countries irrevocably fixed their exchange rates in preparation to adopt the 
euro. The successor of the original arrangement was ERM II4, launched on 
1 January 1999. In it, the ECU basket is discarded and the euro becomes an an-
chor for other participating currencies (Mongelli, 2008). 

Starting from 1999 we can talk about the existence of the European Eco-
nomic and Monetary Union (EMU): the euro is introduced first in the cashless 
form, and from 2002 – in cash circulation. Institutional adjustment of monetary 
policy is carried by ESCB and the ECB. 8 new members gradually join 11 initia-
tors state forming the Euro Area. 

In addition to the EMU states, euro is also used now by 6 countries outside 
the EU and by 4 overseas territories of the EU states. Exchange rates of 
22 currencies outside the euro zone are pegged to the euro. Euro has become 
the second largest world reserve currency (over 20% of world reserves). 

Recent years were very challenging for the EMU – debt crisis that harm 
Ireland, Portugal and especially Greece; Brekzit effect – these and other events 
give grounds for Eurosceptics to talk about the collapse of the entire system of 
European integration. However, the attempts to reform the architecture of the 
EMU are made (the first stage of reform was completed in 2015; the second 
phase – so-called «Report of five presidents» – is scheduled for the period 2015–
2025).  

The influence of the OCA theory on the design of EMU is rather blurred. 
The arguments underlying the Delors Report, which then formed the blueprint for 
the Maastricht Treaty, are principally aimed at reducing the risk from destabilising 
exchange rate volatilities and misalignments. Several commentators noted that 
this argument had no direct links or very tenuous links at best, with the OCA the-
ory (Bini-Smaghi et al., 1993; Baldwin and Wyplosz, 2006): i. e. the OCA proper-

                                                           
4 Currencies were allowed to fluctuate within ±15% to the euro. The state needs to join the 
ERM II regime at least for two years to join the eurozone. 
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ties did not figure prominently in the Delors Report. Furthermore, the «One Mar-
ket, One Money» Report held a critical view of the «early» OCA theory.  

In this lies a paradox as, at the same time, the «One Market, One Money» 
Report greatly contributed to revitalising interest in the debate on the OCA the-
ory. But the empirical studies surveys did not show strong effects of exchange 
rate volatility on either trade or international investment flows. This, in turn, justi-
fies that monetary unification was seen as a limiting case of reduction of ex-
change rate volatility leading to the elimination of exchange rate uncertainty and 
to reductions in transactions costs and hedging costs. 

It should be noted that the OCA theory mainly focus on the positive effects 
of monetary integration, while the formation and management of monetary union 
is sooner institutional and normative process. In this aspect two historical stages 
of European integration should be considered: «pseudo monetary union» (typical 
to EMS) and «complete monetary union» (EMU). 

Empirical work on the optimality of a European Economic and Monetary 
Union has dealt with four issues. A large body of work has sought to assess the 
cost to European countries of giving up exchange rate changes by measuring the 
co-variation of the exogenous shocks affecting those countries and thus the ex-
tent to which those countries (or subsets of those countries) are subject to sym-
metric or asymmetric shocks. Another body of work has tackled the same ques-
tion by examining the degree of domestic diversification in European countries or 
decomposing output shocks into those that are place-specific and those that are 
industry-specific. A third body of work has looked at the role of labour mobility in 
international and inter-regional adjustment. And there is now a rapidly growing 
literature on the ways which a monetary union might itself affect the size and na-
ture of exogenous shocks, the extent of labour mobility, and so on (Kenen, 
2002). 

Most of the researchers agree that the EMU is monetary union of the 
countries that do not meet the criteria of OCA theories (Lars and Drea, 2010; 
Krugman, 2012). Among the most controversial conditions are: relatively low 
cross-border labour mobility, the lack of fiscal supranational mechanism of ac-
cumulation and transfer, high differentiation of domestic prices, low trade open-
ness, differences in national economic structures. 

But EMU is not only the single example of existing monetary union. Ta-
ble 3 provides a survey of other non-European regional monetary unions.  

Key lessons of the euro zone crisis and the Global Financial Crisis (GFC) 
of 2008-2009 show a serious threat to the stability of the monetary union, which 
follows financial shocks, coupled with the real imbalances. Monetary unions that 
have not paid enough attention to the financial integration of the participants in 
the period of economic growth can observe a sharp decline among the state-
debtors. The slowdown of capital inflows leads to banking and structural crises in 
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these countries. The chances of currency area’s success depend on the effective 
institutions and policies aimed at resolving the financial and real asymmetric 
shocks that affect its members. In the absence of such mechanisms, asymmetri-
cal financial turmoil may stimulate the destructive processes in the banking sys-
tem, leading to structural and private debt crises, thus destabilizing monetary union. 

 

 

Table 3 

Regional monetary unions beyond the Europe  

Monetary union Currency Central Bank 

Eastern Caribbean  
Currency Union  

(1950) 

Eastern Caribbean dollar 
(is pegged to the USD, 
prior 1976 it had been 

pegged to GBP) 

Eastern Caribbean Cur-
rency Authority  
(1950–1982); 

Eastern Caribbean central 
bank (1983) 

Central African  
Economic and Mone-

tary Community  
(1945) 

Central African CFA franc 
(it has been pegged to 
FRF and now to EUR) 

Banque des États de 
l'Afrique Centrale 

West Africa Economic  
and Monetary Union  

(1945) 

The West African CFA 
franc (it has been pegged 
to FRF and now to EUR) 

Banque Centrale des 
États de l'Afrique de 

l'Ouest 

 

 

The net benefits of joining a currency area change over time. What may 
have seemed like a viable and successful currency union destined to «live to-
gether happily ever after» (the first euro decade) may have turned into a bad un-
ion with strong centrifugal forces at times of asymmetric shocks that test the un-
ion’s viability (the second euro decade). Tighter unions may offer enough pooling 
mechanisms that provide sufficient insurance to increase the stability of a union. 
Achieving a tighter union, however, may require overcoming coordination prob-
lems, a move toward a banking union, possible union-wide deposit insurance 
backed by union-wide backstop mechanisms, and effective institutions to deal 
with the resultant moral hazard challenges (De Grauwe, 2011; Krugman, 2012; 
Aizenman, 2016). 

A union of developing countries anchored to a global stable currency pre-
vents runaway inflation (e. g., the CFA franc). However, it also implies the inabil-
ity to use monetary policy to deal with asymmetric real and financial shocks im-
pacting the union (e. g., with terms of trade shocks affecting countries in different 
ways) as well as with external shocks that change the exchange rates between 
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global currencies. Currency unions with low financial depth and low financial in-
tegration among its members may face complex dynamic challenges. Limited fi-
nance may reduce the exposure to asymmetric financial shocks, thereby stabiliz-
ing a currency union, at a cost of inhibiting the growth of sectors that depend on 
external funding. Currency union member country blessed with exportable com-
modities may find that union membership inhibits diversification toward manufac-
turing and magnifies the impact of «Dutch Disease» concerns over time, thus 
hindering the adjustment to terms of trade shocks. Similar concerns apply to 
other versions of fixed exchange rates (e. g., currency board, dollarization etc.).5 

 

 

The theory of optimum currency areas:  

opportunities for Ukraine 

Theory of optimum currency areas caused increased interest on the part of 
Ukrainian scientists and politicians for justification of strategic vector for eco-
nomic (including monetary) integration. Despite the fact that current political reali-
ties actually decided for Ukraine this dilemma, rejecting the eastern direction of 
integration, but the OCA concept could still be helpful for the overall arguing of 
monetary integration, analysis of its potential benefits or costs and selection of 
instruments for exchange rate policy. 

Most of the pre-crisis scientific researches, devoted to empirical applica-
tion of OCA theories for Ukraine, obviously dealt with the issues of monetary in-
tegration within the CIS. However, a definite conclusion concerning readiness of 
Ukraine for monetary integration toward post-Soviet states or Western Europe 
has not been done. The results of some studies showed the benefits of integra-
tion, while the results of others where opposite (Table 4). 

One of the latest researches of OCA effectiveness criteria for Ukraine has 
been done by S. Shumska and is based on statistics till 2012. Among the indica-
tors for verification criteria are: mutual volatility of real exchange rate, volatility and 
correlation of real sector, monetary and inflation indicators, the relative size of 
economies and mutual trade. The standard deviation for the fluctuations of the real 
exchange rate of hryvnia to euro (0.16) was less than hryvnia/rubble ratio (0.22). 
Therefore, according to the criterion of exchange rate volatility, joining the Customs 
Union for Ukraine may have more losses (and therefore stronger mechanisms of 
alignment for domestic prices and wages) in comparison with the euro zone. 
                                                           
5 Kazakhstan’s fixed exchange rate regime was one of the latest victims of the declining 
commodity prices, moving to a floating exchange rate in August 2015. Plummeting oil 
prices and devaluations by Russia and China increased exponentially the cost of defend-
ing the currency against the dollar. Azerbaijan followed Kazakhstan in moving to a floating 
currency in December 2015, after a devaluation of about 25% in February 2015. 



J O U R N A L   

O F  E U R O P E A N  E C O N O M Y  

September 2016 

 

321 

Table 4 

Results of pre-crisis researches arguing CIS monetary integration 

Authors States Conclusions 

О. Tereschenko  
(2001, 2003) 

Belarus 
Russia 

Non-readiness of these economies for the 
monetary union. The need for significant 
changes. 

S. Drobyshevskyi, 
D. Polevoi 

(2004, 2007) 
12 of CIS 

8 of 13 indicators in Ukraine fulfills the condi-
tions of the OCA theory, Belarus – 6, Ka-
zakhstan – 10. So, in general the readiest for 
currency union with Russia is Kazakhstan; 
Ukraine and Belarus later 

V. Chaplygin, 
A Hughes-Hallett,  

C. Richter 
(2006) 

Belarus, 
Kazakhstan, 

Russia, 
Ukraine 

Creating of union is unnecessarily expensive 
in terms of growth and reduction of volatility. 
Economic losses from union forming in the 
long run will be the lowest for Russia, slightly 
bigger for Ukraine and Kazakhstan, signifi-
cant for Belarus. In the short run most af-
fected will be Ukraine and Kazakhstan 

Т. Savchenko,  
М.Rebryk, 

D. Kazarinov 
(2012) 

Belarus,  
Kazakhstan, 

Russia, 
Ukraine 

There are quite adequate financial conditions 
for monetary integration of 4 countries, there 
is only reservations on Belarus, as only 3 of 8 
investigated indicators suggest a partial con-
vergence of Belarus with the other three 
countries. However, the authors caution that 
definitive conclusions on this issue will be 
made on the results of further research  

D. Mayes, 
V. Korhonen 

(2006) 

Belarus, 
Kazakhstan, 

Russia, 
Ukraine 

The Union will be very unequal, as Russia is 
the largest by different indicators. There is a 
need to develop an effective mechanism of 
balancing national interests  

А. Ursu 
(2010) 

Belarus, 
Kazakhstan, 

Russia, 
Ukraine 

Check in of all four countries founds their 
partial convergence. As a result of the union 
formation the Dutch disease of Russian 
economy is quite possible to spread west-
ward, therefore, the costs of formation of 
such a union will increase. If we exclude 
Ukraine from the model, three countries 
which remain will tend to complete cointegra-
tion 

Source: Shumska S. (2013) Theory of optimum currency area: criteria and analysis of in-
dicators of integration processes in Ukraine and the CIS, No 4, pp. 48–65 (in Ukrainian) 
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2014–2015 was a real period of testing for Ukraine, which was marked by 
a series of economic shocks. The most painful among them was monetary crisis. 
Inability of the National Bank of Ukraine to cope with the challenges facing the 
country, including the result of Russian aggression, led to deep currency crisis, 
the most prominent appearance of which was the striking devaluation of national 
currency. 

As a result, over the last decade, Ukraine's economy is again experiencing 
severe crisis caused by macroeconomic imbalances that were accumulated long 
before the 2008 and 2014 crisis. In addition to a number of factors that are pre-
requisites for both periods of crisis, the regime of de facto fixed exchange rate 
leads to increase in the trade deficit that was financed mainly by FDI inflows and 
external borrowings in pre-crisis years. However, when access to international 
capital markets was deteriorated, capital inflows changed into outflows, resulting 
a powerful devaluating pressure on the national currency. 

Signing the Association agreement with the EU, Ukraine has committed it-
self to reform the financial sector, whose ultimate goal should be the complete 
liberalization of the currency market and cross-border capital flows. For the proc-
ess of financial liberalization international experience should be researched to 
select the appropriate pace and sequence of reforms that will take benefits of 
free movement of capital and minimize the risks associated with the volatility of 
its flow. Experience of instant financial liberalization (e. g. in Israel, Argentina) 
clearly demonstrates that under the absence of appropriate macro-stability and 
developed financial markets, shock mechanisms can significantly enhance the 
economic crisis. 

In Ukraine, the situation with three components of the «impossible trinity» 
is as follows: in the conditions of free movement of capital, support of the ex-
change rate implies the rejection of adjustment of monetary indicators. In other 
words, it is impossible to target inflation and not to release hryvnia in the «free 
floating» and / or setting limits for movement of capital. 

Recent studies of IMF economists also show that states which introduced 
capital controls before the global recession were less affected by the sharp eco-
nomic recession. The choice of regulatory instruments depends on many factors: 
economic conditions, the level of reserves, the stability of the national currency, 
and the nature of capital flows and so on. 

It should be noted that monetary integration of Ukraine and the EU, under 
doctrine of the theory of optimum currency areas, does not assume introducing 
the single European currency into circulation for Ukraine (at least not during the 
nearest decades). This is particularly the convergence of institutions for national 
monetary systems and instruments of monetary policy, and coordination of 
monetary policy objectives to improve foreign relations. The tools of this process 
can be joint consultations, formation of mechanism for currency adjustment to the 
new paradigm, joining the international monetary and financial organizations. 
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Potential benefits of monetary integration of Ukraine and the EU could be: 
a lower total monetary dependence on the US dollar; improvement of the cur-
rency structure of international reserves of the NBU and external borrowing; de-
velopment of credit cooperation with the EU; increasing of market liquidity of the 
euro in Ukraine; the introduction of direct quotations of hryvnia to euro. 

As of today, none of the above options for monetary integration of Ukraine 
– whether the creation of a single currency area in the CIS (not possible for po-
litical reasons) or joining the euro zone – are not practically feasible because of 
the potentially negative consequences for the national economy caused by dif-
ferent monetary transmission mechanisms, fiscal systems, stock markets. Cur-
rently Ukraine has no preconditions to pass through the integration process nec-
essary for joining the monetary union. This prevents objectively insufficient de-
velopment of industrial potential, very different social and economic structure, 
stratification and lack of polycentric structure. 

 

 

Conclusions 

The basis of most researches of regional monetary integration processes 
forms the theory of optimum currency areas, which undergone significant evolu-
tion since its formulation by R. Mundell. Conditions and criteria of the theory of 
optimum currency areas that are necessary for effective monetary integration are 
advanced during last decades. Though, currently there is no general agreement 
on the relative importance of these criteria and their relationship with each other. 

The monetary integration of the EU was the logical culmination of a long-term 
process and in the framework of EMU monetary and economic components are in-
terrelated and interdependent. Not all associations are so efficient in their process of 
monetary integration, in particular due to the fact that it significantly limits the ability of 
the simplest methods to regulate the financial policy of the country. Many initiatives 
for monetary unions for a long time remain under negotiation. In spite of these 
achievements, some researchers claim that the EMU is monetary union of the coun-
tries that do not meet the criteria of OCA theories. There are some conflicting condi-
tions: relatively low cross-border labour mobility, the lack of fiscal supranational 
mechanism of accumulation and transfer, high differentiation of domestic prices, low 
trade openness, differences in national economic structures. 

For Ukraine, the opening of the European market and Association agree-
ment with the EU is certainly important and necessary to ensure its further inte-
gration into the global economic space. In such conditions the convergence of 
national monetary systems institutions and instruments of monetary policy of the 
EU and Ukraine becomes particularly important, as well as coordination of mone-
tary policy goals to improve foreign relations. 
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