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Abstract
This master thesis analyses the impact of the euro on the German economy. The
research is conducted through the examination of German export, GDP level, and labor
market. It is also supplemented with the evaluation of the past, current and future stages
of the Eurozone. The thesis provides a detailed theoretical background, which explains
the motivation for the creation of a common currency. As a tool to prove the validity
of my hypotheses I use the synthetic control method, where I model a hypothetical
case, in which Germany did not adopt the euro. The validity of my results will be tested
by using the confidence intervals and comparing the RMSPE ratio. By using this
unique approach, I aim to contribute to the series of academic papers about the validity
of the euro. In my research I have come to the conclusion, that the euro has positively
influenced Germany’s economy.
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Abstrakt
Tato diplomová práce analyzuje dopad eura na Německou ekonomiku. Výzkum je
prováděn prostřednictvím přezkoumání německém vývozu, úroveň HDP a trhu práce.
Taktéž je doplněna o vyhodnocení minulých, současných i budoucích fázích Eurozóny.
Tato práce poskytuje podrobný teoretický základ, což vysvětluje motivaci pro
vytvoření společné měny. Jako nástroj dokázat platnost svých hypotéz jsem použil
syntetickou kontrolní metodu, kde jsem modelovat hypotetický případ, ve kterém
Německo nepřijalo euro. Platnost výsledků budou testovány pomocí intervalů
spolehlivosti a porovnání poměru RMSPE. Použitím tohoto jedinečného přístupu, mám
za cíl přispět k sérii akademických prací o platnosti eura. V mém výzkumu jsem dospěl
k závěru, že euro pozitivně ovlivnuje Německou ekonomiku.
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1 Introduction

This master thesis analyses the impact of the common European currency euro on
the German economy. I will examine several hypotheses regarding the most important
macroeconomical variables and its influence on the German economy. The
examination of these hypotheses will provide a valid picture about the problem and
help the readers to get a good understanding of this issue. The process of proving or
disproving the hypotheses is the key element of this thesis and it will guide me to the
final conclusion, where I clearly state if the impact is positive or negative. In order to
get the rigorous results, my methodology is based on the econometric tool synthetic
control method. Using this approach, I will model a hypothetical situation, where
Germany kept the German mark as a currency and did not join the Eurozone. For this
research I will to use a pool of countries, which share resemblances with Germany but
are not a part of the Eurozone. As the ideal candidates for this analysis I will use the
United Kingdom, Sweden, Denmark, Norway, Switzerland and several other nonEuropean countries. All these countries have a very tight relationship with Germany
and the entire EU. Their economic performance is therefore highly correlated to the
situation in Germany, with the notable difference that all of them have kept their own
currency. The credibility of the results obtained by synthetic control method will be
tested by two methods. The first one is based on the construction of the confidence
intervals and the second one consists of comparing the RMSPE ratios. There have been
several sources published regarding this topic, however, I have not come across any
academic or professional research papers conducting the analysis of my topic in this
manner. For this reason, I believe this unique approach will be the “added value” of
my thesis. As the main source of the information, I will use the academic literature
from a number of well-respected authors, together with several online articles from
specialised databases as secondary sources. The economic indicators and other
statistical data will be obtained mainly from the European Commission web page or
the economic database of the World bank.
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The second chapter of my thesis consists of the methodology description and the
literature review. I will introduce a definition of the synthetic control method and
explain the theoretical aspect of this process. Additionaly there is an explanation of the
“verification methods”: confidence intervals and RMSPE ratio. The second part of this
chapter is devoted to the brief overview of the most important literature, which has
been used to complete this thesis.
The third chapter of my thesis provides a detailed theoretical background, which is
crucial in order to help the readers to understand the key problems. In this chapter I
will mainly use the books by Mattias Matthijs (The future of the Euro), Jean FerryPisani (The Euro crisis and its aftermach), Oldřich Dědek (Doba eura), Oldřich Dědek
(Od národním měn k euru) and Thilo Sarazin (Evropa euro nepotřebuje). These books
deal with the theoretical aspects of European integration, describes the main
characteristics of the euro adoption and analyses the reasons and causes of its success
and failures. As a starting point for my analyses I begin in the year 1990, which is the
year of the German reunification. The events after the fall of the Berlin wall were the
main driving forces not only for Germany, but changed the course of history for the
entire Europe. I will introduce several important theories, which explain the reasons
and motivation for integration processes. It would be impossible to fully understand
this topic by solely analysing only the German economical and political situation.
Therefore, it is essential to look at the bigger picture and focus on the European
political and economical environment from that period too.
The fourth chapter deals with the time period after the German reunification until
the adaption of euro. This event led to a creation of a new country, which consisted of
a highly developed western part and a poor eastern part. The goal of this chapter, is to
clarify the economical conditions of the newly formed country. This is a crucial
element, in order to understand the motivation for the decisions taken later on. It needs
to be mentioned that, it is essential to take into account the various external factors,
that shaped the events in both Germany and Europe. The next part of this chapter
analyses the years after the implementation of euro. It begins with the economic
development of Germany using the new currency. It is important to note, that this
chapter does not aim to provide a chronological description of the main events from
this period. It rather focuses on the causes and outcomes from these years. The central
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part of this chapter is the Global financial crisis, evolving into the Eurozone debt crisis.
I will focus on the measures taken by the EU and the German role in the Euro crisis.
The important elements in this chapter are the mechanisms introduced by the EU
institutions, which role is to provide liquidity to struggling countries. Additionally, I
will examine the proposed idea of the Banking union. The Great Recession has
fundamentally changed the perception of euro as a tool of guaranteeing the stability in
Europe. Germany is one of the largest contributors of financial aid in the Eurozone,
through the European Stability Mechanism or any other measures. Therefore, the
important question is if the costs of keeping the Eurozone ʺaliveʺ are not too big for
Germany. Also, if staying outside the Eurozone would not be a better option, keeping
on mind the loss of sovereignty in other important economical issues.
The fifth chapter is devoted to the German export and economic growth. The first
part of chapter five focuses on the issue of German export, where Germany belongs to
the world’s

leading countries. By using the synthetic control method, I will analyse

my hypothesis about the the contribution of euro to the German export and evaluate if
euro is the essential factor, which gives the German exporters a competitive advantage
over other countries. The export is the most significant component of German GDP,
therefore the examination of this element will provide a valid answer in my research.
The second part of chapter five deals with the GDP level analysis and it is based on the
same methodology.
The sixth chapter focuses on the impact of euro on the labour market and
unemployment. Despite serious economic problems, many countries have been facing,
the German economy have been performing much better than the rest of the EU
members. Without any additional research, the general impression amongst many
people might be that the euro has impacted the German labour market in a positive
way. Using the synthetic control method, I will examine my hypothesis about the
favourable influence of euro on the German labour market. In the conclusion I will
summarize the main findings from my research.
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2 The methodology and literature
2.1 The methodology description

The methodology of this thesis is based on the econometrical process, known as
synthetic control method. According to Abadie et al (2011) the synthetic control
method can be defined in following way: suppose that we observe units j = 1,…,J + 1
for time periods t = 1,...,T. Without loss of generality, we assume that only the first unit
is exposed to the intervention so we have J remaining control units that can contribute
to the synthetic control. The set of control units is called the donor pool. The sample
also includes a positive number of pre intervention periods T0 and a positive number
of post intervention periods T1, where T=T0+T1 The intervention occurs at time period
T0 + 1 so that 1, 2, ..., T0 are the pre-intervention periods and T0 + 1, T0 + 2, ..., T are
the post-intervention periods.
Abadie et al. (2015) further points out, that the synthetic control is defined as a
weighted average of the units in the donor pool. That implies, a synthetic control can
be represented by a (J × 1) vector of weights W= (w2,…,wJ+1)’, with 0 ≤ wj ≤ 1 for
j=2,...J and w2+…wJ+1= 1. Let X1 be a (k × 1) vector containing the values of the pre
intervention period of the treated unit and let X0 be the k × J matrix collecting the
values of the same variables for the units in the donor pool. The difference between the
pre intervention period of the treated unit and a synthetic control is given by the vector
X1 – X0W. The synthetic control is chosen as W∗, that minimizes the size of this
difference. Let Yjt be the outcome of unit j at time t. In addition, let Y1 be a (T1 × 1)
vector collecting the post intervention values of the outcome for the treated unit. That
is, Y1 =(Y1 TO+1,...,Y1T)′. Similarly, let Y0 be a (T1 × J) matrix, where column j contains
the post intervention values of the outcome for unit j + 1. The synthetic control
estimator of the effect of the treatment is given by the comparison of post intervention
outcomes between the treated unit, which is exposed to the intervention, and the
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synthetic control, which is not exposed to the intervention, Y1 – Y0W. 1
The credibility of the results will be evaluated by two methods. The first method
consists of adding a 95 % confidence intervals bounds, using the RMSPE obtained
when conducting the SCM. When the treated line lays beyond the bounds of the
intervals, then the intervention has caused an impact. The second method is based on
comparing the ratio of the pre intervention and the post intervention RMPSE of
Germany with the rest of the control pool countries. As Abadie et al. (2015) says, the
RMSPE measures the magnitude of the gap in the outcome variable of interest between
each country and its synthetic counterpart. if the ratio between pre intervention and
post intervention RMSPE is large, then the intervention effect is large too.
As a further step it is essential to use a group of control countries, which satisfy the
condition, that they do not use euro as their currency. The control countries are divided
into 2 separate groups, the first one is the group “Germany/Europe”, which consists of
European countries, which share many resemblances and deep trade relationship with
Germany. As the natural candidates for this group would be Denmark, Iceland,
Norway, Sweden, Switzerland and the UK. However, conducting the research by solely
using this single group of countries might bring misleading results. There is a very high
level of connection among these economies and they affect each other on a very large
scale. For example, Denmark might have achieved a high GDP growth just due to the
fact that, all of its neighbours have been performing well and not because of sticking
to its own currency. Therefore, to avoid this kind of distortion and minimize the spill
over effect, it is crucial to use an additional set of countries. These countries should be
similar to Germany as well, but on the other side, less exposed to German export and
trade in comparison with the European states. The group “Germany/World”, therefore
consists of Australia, Canada, Japan, South Korea and the USA. Conducting the
analysis in this manner, will provide more reliable results and solve the issue of being
over-exposed to Germany. The outcomes of the synthetic control analysis are
interpreted in following pages.

1

For detailed explanation see Abadie et al. (2011)
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2.2 Related literature
In this subchapter I will present several books and research papers regarding the
impact of euro on the Germanm economy and the synthetic control method. The below
mentioned literature accounts for the most important sources used in my thesis.
Abadie & Gardeazabal (2003) introduce the synthetic control method in the research
paper: The economic costs of conflict, which is a case study regarding the issue
terrosim and the economic growth in the spanish Basque country. In this analysis they
present evidence of the negative economic impact of the terrorism in the Basque
Country. The study shows a 10 % average gap between the synthetic control group per
capita GDP and Basque per capita GDP over the period of twenty years. This paper is
the key source for the analytical part of this thesis.
Abadie (2011) deals with synthetic control method to evaluate an International
Strategic Positioning Program in Uruguay. This study describes the further aspects of
the SCM. Additionally, this paper explains a way to adjust and modify the synthetic
control method for specific cases.
Abadie et al. (2012) use the synthetic control method to estimate the effect of
California’s tobacco control program - Proposition 99. In this paper, they extend the
synthetic control method by a procedure to produce inference that involves uncertainty
about the validity of the control unit. Their conclusion show, that annual per-capita
cigarette sales would have been about 26 packages higher in the absence of this
proposition.
Abadie et al. (2015) apply the synthetic control method on German reunification,
from the year 1990. In this paper they use the method of comparing the ratio of the
postreunification and prereunification RMSPE in order to evaluate the effects. This
approach has also been used in this thesis. Their results show a negative effect of
reunification over the entire period 1990-2003 on West Germany per capita GDP by
approximately 1600 USD per year.
Dědek (2008) offers a historical overview of the main events regarding the creation
of the euro and the entire process of the European monetary cooperation. The book
provides the theoretical foundation of the integration processes and explains the
important factors and impulses, on which the common currency was built.
Dědek (2013) analyzes the period after creation of the euro. He examines the role of
the common currency within the EU memebers its position on the international level.
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He studies how the individual countries have coped with the issue of adopting the euro
and. The strong focus is given on the European debt crisis. The is also the analysis of
the main aspects, which led to the instability of the EMU and the member economies
on the individual basis.
Flassbeck & Lapavitsas (2013) study the asymmetries among the member states of
the Eurozone. They claim, that Germany has significantly benefited from the euro.
Their reasoning is based on the slow growth of the unit labor costs in comparison with
other EU contries, which means a boost to competetivenss of the German export.
Höhn et al. (2013) evaluates the current stage of the EMU. This paper sees the
current organizational structures of the EU to be unable to solve the problems, based
on their nature. They inform about the two possible approaches towards the European
integration. These approaches woul be based on the emulation of the German or Swiss
model.
Jeremias (2010) deals with the German labor market. In his paper, he summarizes
the measures taken by the government to combat with the high unemployment after the
reunification. He is very critical about the impact of the so called “one-euro-jobs”,
which he sees as a significant distortion to the labor market. Additionaly he observes
an interesting phenomenon of an emigration of the middle-class from Germany.
Matthijs & Blynth (2015) study the fundamental origins of the euro crisis. They
evaluate how it can be fixed and predict the future stage of the EMU, where they
consider three possible scenarios. The book puts a strong focus on the German point
of view and its agenda. It informs about the impacts of the crisis on German economy
and explains the economical and political the motivation of its behavior.
Pisani-Ferry (2014) informs about the European financial crisis. He studies the
history of the EU monetary integration, together with the roots and the build-up of the
imbalances that caused the crisis. Pisani-Ferry analyses the possible future scenarios
and offers solutions to end the current stuggles of the European economies.
Sarazin (2013) offers a comprehensive analysis of the impact of euro on the German
economy. He examines the evolution of the most important macro economical
indicators over the entire existence of the common currency. He assumes a very
skeptical attitude towards the euro and based on his work, Germany and other EU
countries would benefit from keeping their own currencies.
Schild (2013) studies the European financial crisis, and the role the German
policymakers assumed during this period. He explains the most important aspects of
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their agenda together with the German reactions towards the ongoing issue in the rest
of the Europe. He accuses the financial markets to be responsible for the crisis, because
they had not “punished” the irresponsible countries soon enough, and instead kept
financing their debts.
Steinebrg & Vermeiren (2016) deals with the desctiption of the German unit labor
cost. Their conclusion is, that the wage moderation, which was a widely used tool
among German policymakers helped the country to gain a massive competitive
advnatge over other countries in terms of the export.
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3 Short history of European monetary
integration
3.1 Theoretical background

Matthijs & Blyth (2015) argue, that the euro is the only example in the modern era,
when the group of countries have decided to consolidate their currencies into a new
supranational money. This ambitious project was designed to deepen the integration of
the EU countries and turn the Eurozone into the world’s leading and most powerful
economic entity. However, due to the global financial crisis and the debt crisis in
Europe, the perception has completely changed and within less than a decade there is
only few of those left, who would still believe in the bright future of the euro project.
The project, which was established to guarantee an economic growth, wealth and
prosperity has so far achieved the exact opposite of its noble goals. There is a wide
range of sceptics and critiques, who see the common currency as the main source of
the current struggles. During the last years, almost everybody, from the variety of
economic and finance professions, has tried to add his comments and views to the
debate about the future of the euro. Some say that, from the very first moments this
project was doomed to failure, because the successful monetary union can not be
created from such different economies as in the case of Germany and Greece. Matthijs
& Blyth (2015) say, the euro lacks the political institutions needed for adjustment,
when currency is removed from national control. The reason is markets need a political
authority to maintain their stability, and the lack of governance might one day sink the
euro, not its shortcoming as an optimum currency area. He also says it is politics, not
the economics, that need to be changed.
According the Matthijs & Blyth (2015), the euro project can be analysed by using
two general approaches. The first approach is based on the the optimum currency areaOCA theory and the other one is embedded currency areas- ECA theory. Pisani-Ferry
(2014) claims, that the optimum currency area theory was pioneered during the 1950s
by a Canadian economist Robert Mundell, who analysed the optimal geography of
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currencies. The main purpose of his research was to determine, using only the
economic criteria, if Canada and US would be ready to share a common currency.
Although Robert Mundell’s research was mainly theoretical, it became later widely
accepted and used as a framework for further analyses of monetary configurations for
many years. Even now, this theory dominates in how the current mainstream
understands the euro. In 1961 he presented his findings and according to his work there
are three essential factors, which needs to be taken into account, when evaluating if
a group of countries should share a common currency.
The first factor is the level of economic integration: assuming that high integration
among countries leads to elimination of conversion costs and currency risk, together
with an easier flow of investments and trade. Second factor is the level of asymmetry.
Mundell’s conclusion was that the countries should keep their own currency, if shocks
tend to be asymmetric. In other words, whether for any given geographic area, an
asymmetric economic shock would better be addressed by individual external
exchange rate adjustments, or whether internal adjustments would be adequate to
stabilize the economy. The notion of asymmetry is important; because the monetary
union is most challenged when an unexpected shock impacts some parts of the region
differently than it does others. If the shock was not asymmetric, then a common
external exchange rate adjustment would fix most problems, and individual adjustment
through the exchange rate could be forfeited. The ideal scenario would be the case,
when the internal adjustments are effective and less costly than an individual region’s
independent, nominal exchange rate adjustments would be in the face of asymmetric
shocks. The third factor deals with the presence of the correction mechanisms, such as
migration, price flexibility, or capital flow. He found that, when these factors are
strong, the common currency would be a viable solution.
Pisani-Ferry (2014) claims that, after applying this framework on Europe, there are
two main conclusions. The first one says that the asymmetries among core countries in
Europe were not very significant, but the corrections mechanisms were at a low level.
The finding of the second conclusion explains, that there was a significant asymmetry
between the core countries, such as Germany, France, Italy and the Netherlands and
the peripheral economies, which included Greece, Portugal and Spain. There were
many comments regarding this issue from the people coming from variety of economic
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professions. Jeffrey Frankel from Harvard University and Andrew Rose from Berkeley
University supported the idea, that the deeper economic integration as a result of the
common currency would lead to diminishing the asymmetries and strengthening of the
correction mechanism. On the other side Paul Krugman argued that the common
currency would cause the creation of powerful regional clusters, such as Wall Street or
Silicon Valley. As a result of this the asymmetries would become even greater.
According to Flassbeck & Lapavitsas (2013) the OCA theory would be the right
solution if there is a viable alternative for small open economies in the form of free
floating. But in reality there is no such alternative. He sees, the monetary autonomy as
a promise of free floating, as only a theoretical concept. The exchange rates set by
market tend to overshoot and undershoot the fair or the equilibrium values. Countries
with relatively high rates of inflation and relatively high interest rates tend to be
swamped by inflows of short-term funds which drive up the exchange rate of their
currencies in real terms. This damage absolute and comparative advantages in
international trade.
Dědek (2008) says, that Robert Mundell has later contributed to the OCA theory
with an additional finding about the capital mobility. If there is a struggling economy
within a well-integrated group of countries, it can obtain the liquidity from the others
and soften the impact of the asymmetric shocks. The high level of financial integration
means better absorption of these shocks in sense, that it disperses the role of borrower
and lender within the entire area of a monetary union. In other words, there always will
be a group of investors from the struggling country, who would benefit and the other
group from non-struggling countries, who would loose money.
Matthijs & Blyth (2015) claim, that according to the ECA- theory, the question
about a currency is always and everywhere a political issue. As a theoretical
background for this theory and the concept of “embeddedness”, there are several
studies being used by a Vienna-born Canadian economist Karl Polanyi. In contrast with
the OCA theory, this approach takes into account various political institutions and
specific conditions for each country. Polanyi’s belief was that, the rise of capitalism
changed the traditional relationship between markets, power and society. He argued
that markets were fundamentally political in nature and would soon become subject to
political control. If Polanyi’s principles are applied, then it suggests that the currency
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unions are likely to succeed only as a part of a broader series of institutional structures
that aims to stabilize economic interactions within a context of political agreement and
a legitimate process for setting economic goals and targets. To get the more precise
understanding, it is necessary to shift the attention from the purely economic concept
of cost and benefits as it is proposed by the OCA- theory. It is crucial to understand
that the markets do not itself generate authoritative rules and confidence in compliance
with those rules. There is a need for the authority, that can guarantee a stability within
the monetary system. This role should be put in the hand of a central bank. According
to his approach, the central bank should act as a lender of last resort, which means
providing liquidity to markets. The other important element contributing to the stability
of the monetary union should be a matching fiscal union or economic government. The
reason for the existence of such an entity would be in providing a centralized debt
instruments in the single currency. The third essential element in the ECA is the
presence of authoritative rules regarding banking activities within the union. The
combination of monetary and fiscal union needs to be completed with authoritative
rules to reduce the systemic risk in the financial sector.
Looking at the suggestions proposed in the ECA, there are certain aspects, which
were in the sharp contrast with the Germany’s policymakers approach. Sarrazin (2013)
says, that based on the German historical experience with the hyperinflation, the
independence of the European Central Bank should be one of the irrevocable values,
together with respecting the no-bail-out principle. It is a common practise, that the
members of the ECB board often tend to behave in a “biased fashion” and act in favour
of their home countries. Sarrazin (2013) further claims that, there are different types of
factors, which are needed for a successful monetary union:
1. The flexibility of the labour forces and markets oriented on the competition.
This principle is based on the fact that, greater the asymmetry among the
members of any given monetary union is, greater flexibility of the cost, prices
and wages is needed.
2. The monetary policy based on Maastricht criterions. According to this rules the
share of the government public debt can not exceed the 60% of the GDP level,
and needs to be lower than 3% of the GDP. The other rules require the stability
of the exchange rate, the price stability and the convergence of the interest rates.
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3. Independence of the ECB. In the German eyes the ECB should have been
established as an institution, trying to emulate the Bundesbank as much as
possible. Currently (after the Lisbon treaty), all decisions by ECB needs to be
approved by all its members, which means, that nothing can be changed without
the German approval.
4. No purchase of the government bonds. Based on the historical experience and
the common knowledge, the hyper-inflation and the currency decays were
always caused by the “money printing”, which means creating new money to
pay for the old debts. The German policy in general prohibits this practise.
5. Respecting the No-bail-out principle. This principle includes two important
elements. It is, the already mentioned, prohibition of purchasing the
government bonds and the prohibition of paying for the debts of the other
members. The system of fixed-exchange rates proved to be a major cause of
instability in Europe. However, in many cases it can be used as a tool to prevent
the upcoming crisis and fix many problems. In the area with the single common
currency, there are no other exchange rates, therefore the deficits can be
financed only as long as there is an investor willing to buy. A struggling country
is in this case unable to (while respecting the principle number 4) decrease the
level of its debt by inflation.
6. Justice and sanctions for breach of contracts. The importance of this points
should be highlighted especially in the case of the Maastricht criterions. If this
principle is not enforced, the entire system can not sustain the stability. Due to
the political pressure in 2010, the Maastricht treaty has been breached many
times. This shows that, when the sanction mechanisms and sanction principles
do not exist, then in general the terms of any given contract are not respected.

According to Matthijs & Blyth (2015), an alternative point of view can be offered by
the famous American economist Robert McKinnon. He states that the openness to the
international economy is a main indicator of whether a single currency makes sense for
a certain geographic area. His theory argues that the more open an economy is to world
prices, through trade and investments, the less “money illusion” there is for the
domestic economy. The pressure on domestic prices to adjust to competitive levels
internationally would mean that the economic merit of exchange rate flexibility would
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be reduced, as a devaluation in the currency would not likely achieve sustainable
growth and employment.
Despite all the objections and warnings, the European policymakers saw several
reasons in favour of the common currency. From its very origins, the project of building
a common European currency has the ambition to transform the wider global monetary
system and challenge the dominance of the US dollar. One of the reasons was to limit
the exchange rate fluctuations and the common currency would serve as a protection
against the attempts of getting the competitive advantage of certain countries by
devaluating their currencies. The liberalisation of the capital movement in the 1990s
caused a fear that there would be a strong shift of the capital allocation towards the
countries with the highest interest rates. The economic literature uses the term
“impossible trinity”, which states that it is not possible to maintain the stability of the
exchange rates, free movement of the capital and independent monetary policy at the
same time period. Pisani-Ferry (2014) argues, the countries can only choose two of
these aspects and as we can see today, the decision was to sacrifice the independent
monetary policy in favour of exchange rate stability and capital free movement. As one
of the first steps on this road was the decision of some countries to peg their currencies
to the German mark and followed the Bundesbank’s decisions and recommendations.
Such a behaviour from the central banks of these European member states can be
explained by a prestige of Bundesbank and a favourable perception of German mark.
Flassbeck & Lapavitsas (2013) say, that all of the traditional forms of international
monetary cooperation, except for the full monetary union require, that the currency of
one of the member countries serves as an anchor for the system, which would imply
that the other countries become dependent on the country with the anchor currency.
Germany was the obvious candidate to become the anchor in European monetary
cooperation. Over several decades Germany was the leader of price stability, as it could
have been seen for example by the smooth absorption of the inflationary consequences
of the two oil price shocks. As a result of lower inflation, the German currency never
came under depreciation pressure and always tended to appreciate. Hence, Germany
assumed the role of the European monetary anchor for valid reason.
Flassbeck & Lapavitsas (2013) further claim, that in the presence of extremely
volatile exchange rates, small and open economies, do not really have the full control
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over its monetary policies, because their monetary authorities need to react to the
events in the currency market and dealing with speculative trades from investors.
Under a system of floating exchange rates, the formal freedom of a central bank, which
has no obligation to intervene has no material basis. It is obvious, that the countries
unwilling to leave the determination of the exchange rate to the market have to
cooperate with other countries to maintain their exchange rate stability. The valuation
of currencies is one of the most important aspect of the international trade relations and
it is not favourable to leave it on a decision of a single central bank, whether to
intervene in the currency market or not. Moreover, without cooperation the conflict is
unavoidable as a change in one country’s exchange rate always affects another country.
For n countries in the world as a whole there are n-1 exchange rates. This implies, that
the central issue is not so much if there is a need for international monetary cooperation,
which is apparent, but what form it should take. European monetary cooperation
evolved in rather small steps over a period of 30 years before culminating in full
monetary union in 1999. The euro was officially introduced on the 1st of January 1999
in non-physical form. The initial exchange rate was set on the 31st of December 1998
at the level EUR/USD 1,1686. The further step was done on the 1st of January 2002,
with the introduction of euro notes and euro coins.
Pisani- Ferry (2014) says, that the former president of the European Commission
Jacques Delors saw the entire “euro project” as one of the steps on the road to even
greater vision- “federation of nation states”. The German Chancellor Helmut Kohl
sympathized with his plans. The post war Germany was a strong supporter of the
federalism. This approach was adopted as a part of building a new identity and German
citizens would more frequently refer to their country as the “Federal Republic” rather
than “Germany”.
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4 The introduction of euro
4.1 The cost of German reunification

After the fall of the Berlin Wall in 1989, and consequently after the reunification of
West and East Germany, the new German country came to the existence. The western
part was very prosperous and developed, whereas the eastern part was in exactly
opposite situation and was on the edge of collapse. It took a decade until Germany paid
its price for the reunification. According to Matthijs & Blyth (2015) the real economic
crisis for the German economy started not with the introduction of the euro but in the
postreunification period. The GDP growth was stagnating and the unemployment was
above 8%. The process of reunification included series of substantial regional transfers
from the west to the east and left a significant burden on the entire economy. It is
estimated that during the following 10 years after the reunification, over 1 trillion euro
was sent from the west to the east in various forms of financial transfers. With the
falling productivity and rising wage cost, the German economy experienced the crisis
long before the euro introduction. The German policymakers were in major part in
favour of the creation of the common currency and further integration, which resulted
introduction of the euro.
First couple of years after the 1999 did not bring any significant improvement to the
weak growth and struggling labour market. There was a period of recession in 2001,
2002 and 2004 and on the top of that, the unemployment level reached 12% in 2005.
In addition, the country did not experience many of the promised benefits, such as low
inflation or lower interest rates. This was in a big contrast with the other European
countries such as Ireland or Spain, where the local economics went through the period
of rapid growth. During the 1990s and the first years of the 2000s Germany had the
reputation of the “sick man” of Europe.
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Table 4.1: The unemployment rates of the EU members
1991
1995
Germany
5,5
8,2
Ireland
14,7
12,3
Spain
15,5
20,7
France
8,1
10,2
Italy
8,5
11,2
Source: http://ec.europa.eu/eurostat

2000
7,9
4,3
11,9
8,6
10

2005
11,2
4,4
9,2
8,9
7,7

2010
7
13,9
19,9
9,3
8,4

2014
5
11,3
24,5
10,3
12,7

The German policymakers had to respond to this negative trend. Matthijs & Blyth
(2015) say, that in 2003, the government led by Gerhard Schroder had no other choice
but to come with the series of costly reforms, known as Agenda 2010. Although the
reforms were very unpopular and sparked a series of protests all over the country,
Germany entered a new period of economic growth in 2005. After looking at the basic
macro-economical numbers a decade later, the highly positive effects of these reforms
are apparent.
Pisani- Ferry (2013) claims, that in 1998 the export and import figures accounted
for 29%, respectively 27% of the German GDP and 26% for export and 24% for import
in France. Ten years later, the situation changed significantly and Germany reported
export at the level of 47% of GDP and import was 41%. French numbers were 27% for
export and 29% for import. In 1999, the first year of the euro’s existence, France posted
the highest current account surplus in the history of the country at the level €43 billion.
On the other side, Germany posted a deficit €26 billion. It can be clearly seen how the
entire development shifted, when in 2011 France posted a €35 billion deficit and
Germany €161 billion surplus.

4.2 Germany in the Eurozone

During the first years after the reunification and after being a member of the
Eurozone, the economic situation in Germany was not particular good. The labour
market had been experiencing a long period of a stagnation and the economic growth
was very weak. Germany had been proving, that its nickname “sick man of Europe”
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was not given by a coincidence. Zöhlnhofer (2016) says, that the reforms by Christian
democrats and Liberals, who were the leading parties at that time, did not bring any
sign of the improvement. After the election in 1998, the new socialist-green
government, led by Gerhard Schöder, realised the urgent need for improving
the struggling labour market. However, meanwhile the employers and business owners
were in favour of the reforms, which would have promoted the liberalization of the
labour market, the strong ties between the trade unions and the ruling Social democrats
suggested, that those type of reforms were not going to materialise. The new finance
minister of the so-called “red-green” government Oskar Lafontaine implemented the
set of Keynes- inspired political measures, based on monetary expansion, which after
some time, prove to be ineffective as well.
It is quite a paradox, that the situation started improving during the most unexpected
time. Despite the Global financial crisis, which slowed down the world’s economic
activity, the unemployment rate in Germany has started decreasing tendency even
during this unfavourable period. On the top of that, it and kept declining, in spite of
decreasing GDP/per capita. German economy has been hit relatively weakly by the
crisis, in comparison with other EU countries and as one of very few states, managed
to reach its pre-crisis GDP, as early as in 2010.

4.3 The financial crisis
By looking at the current situation in Europe, there is no doubt, that the European
monetary union still has not completely healed from the debt crisis. Art (2015) claims,
the last couple of years can be without any hesitation labelled as the most serious
economical, political and ideological challenge to the European integration project,
since the founding of the European Economic Community in 1957. The recent years
have not only revealed the weakness of the common currency but also changed the
political power and influence of several member states. The traditional perception, was
that the French-German duo used to be in the position of the engine of European
integration and these two countries were put into the role of dominant euro
policymakers. However, it is important to point out, that Berlin and Paris have always
represented two fundamentally different visions towards the functioning of the fiscal
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and monetary system. Art (2015), argues the ordoliberal and social market Germany
preferred the supply side and the need for the stability, rules and fiscal restraint. Unlike
the neoliberalism of Margaret Thatcher, which limits the power of state to the absolute
minimum, the ordoliberalim promotes the active role of state in providing the legal
framework, managing the fiscal polities and setting fair rules. Ordoliberals consider
welfare social state to be a necessary complement to the market economy. On the other
hand, France have emphasized the importance of the full employment, policy
flexibility and solidarity. Due to the negative situation in France, paralysed by its
inability to deal with the impact of the crisis, its influence and its bargaining position
have been significantly weakened. The statement about France being one of the
“anchors of stability” in Europe was no longer valid. As the result of this, the crisis has
reinforced the German leadership role in Eurozone and EU and left it as a primary
decision making force.
As a next step, it is important to focus on the German reaction to the Global crisis.
In 2009, when Greece announced its inability to pay for its debt, the initial German
answer was characterized by a resistance to provide any financial aid. There was even
a wide agreement among Germany’s leading policymakers in the negative approach
towards bailing-out the struggling countries. Germany also did not want to be seen as
a lender of last resort for the rest of the Eurozone, which would have encouraged the
irresponsible behaviour among other countries. The restrained attitude can be partially
explained by the upcoming election in 2010 and Angela Market did not want to make
any controversial decision. For this reason, she tried to delay the need to take a serious
step until May 2010. However, in short time the situation got out of control, when the
crisis spread into the Ireland and the interest on the Greek bonds sharply increased. To
further analyse the German approach for solving the crisis, Schild (2013) argues, that
the German agenda to EMU had been based on three main pillars: an independent
central bank, which aims to pursue a stability of the monetary policy and prohibits the
monetization of the private debt; European- level safeguards against non-sustainable
budgetary policies; and the national responsibility for fiscal and broader economic
policies, assuring the necessary national adjustments. All these principles have been
severely violated by the debt crisis. Schild (2013) argues, that it is also obvious, that
the international financial markets have failed to punish the periphery states by higher
interest rates on their debt, as market participants did not notice the high risk of default
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early on. For this reason, Germany insisted on active participation of private lenders in
the restructualisation processes of Greek debt. According to Das (2013) the greatest
German vulnerability lies in the substantial financial exposure of its banking sector to
many of the troubled countries. Das (2013) also argues, that Germany is under severe
pressure to boost its economic growth to help the rest of the Europe, even at the expense
of higher budget deficit. Several European politics believe, that the mutualisation of
debt through the issue of Euro-bond is a necessary step in order to solve the crisis. This
idea has been strictly rejected by Germany and the development in the last couple of
years have shown that there is a minimal chance to accept this measure among the
Eurozone members.
In 2012 the Eurozone entered its most dangerous phase, when the situation in Italy
and Spain started to look similar as in Greece. Theoretically it would not be difficult to
bail-out Greece, Ireland or Portugal, but Italy and Spain were just too big to fail. It is
important to distinguish, that every country faced its specific problems. For instance,
the government debts of Ireland and Spain were at the lower level than the German
one, but it got out of control, when these countries had to bailout out the banking sector
through the nationalisation of the debt. The situation is different in case of Italy and
Greece, where the problems lie in the lack of liquidity. As long as there is an investor
willing to finance Italian debt, the government can still function without any problems.
Once there is a need for the budget responsibility and higher degree of selfresponsibility the problems become more likely to appear due to the limitations of debt
financing. However, German agenda in this period was mainly based on a strict
austerity, which has contradicted with a vision of other struggling European nations.
For them the belt-tightening “obstructed” their growth opportunities. According to IMF
(2010) in the period of the normal growth, the cost of austerity might be on average
quite low at about 0,2 to 0,4 of the GDP. In other words, the 1% decrease in government
spending equals 0,2- 0,4% decline in GDP. However, without an active monetary
policy this can be significantly higher at the level 0,9- 1,7%.
There is a great number of the European economists and politicians, who share the
idea, that a breakdown of the Eurozone would be a disaster for the entire globalized
economy. German economy is vastly connected with the economies of its neighbours
and other economies all around the world. Möller (2014) claims, that the shock wave
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would be accompanied by extreme turbulence, such as massive currency appreciation,
which would severely damage the competitiveness of German economy.
Coudert et al (2013) argue, that even though the Eurozone has achieved a balanced
current account as a group, there was still a substantial level of imbalance among the
member states. Before the euro implementation, there was a consensus, that potential
imbalances would not cause any significant difficulties. The capital inflows to
peripheral members would boost their productivity and lead to the faster convergence
process. However, the effect was, that the higher inflation in this countries eroded their
competitiveness. Coudert et al (2013) further say, that as all member countries had a
system of pegged nominal exchange rates within a common currency area and the
majority of their trading activity is carried out within this area, the monetary union was
expected to stabilize, the nominal exchange rates of the members. However, the real
exchange rates had still been free to move, due to the uneven inflation and the different
trading exposure to the third countries.
According to Dany et al (2015) German public sector has significantly benefited from
the euro crisis between 2010 and 2015. In general, during the crisis, the investors shift
their attention from a risky investment opportunities and seek out the safe asset
investments. Germany as a country with a AAA rating has been a natural choice for
many of these investors. As a results the yield on the German government bonds
sharply decreased. Based on a conservative estimate by Dany et al (2015), Germany
have saved approximately 100 billion euros on the interest expenses between 2010 and
2015. The total Greek debt to the German government via various lending mechanisms
is abut 90 billion euros. This means, that Germany would still have benefited from the
crisis even if Greece defaulted on all its debt.

4.4 Bail-out mechanisms
By creation of the European Financial Stability Facility (EFSF) in 2010 and
European Stability Mechanism (ESM) in 2012, the Eurozone aimed to emulate the IMF
strategy in providing help for struggling countries. The issue of the no bail-out principle
in the Eurozone is a more complex problem than it might appear, therefore it deserves
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to be examined in more depth. In 2010 the Greek government began to loose control
over its budget and shortly after that, the other countries such as Italy, Spain, Portugal
and Ireland started experiencing similar difficulties. There was a need for an urgent
and effective solution in order to stabilise the system and prevent the crisis to spill into
other countries. As it was mentioned, the Eurozone looked for the inspiration to the
IMF, which role has been to provide loans to the struggling countries in exchange for
implementing reforms and various structural changes. However, this attempt has
sparked a lot of controversy, due to the fact that one of the main pillar of the Maastricht
Treaty is the the no bail-out principle. Several European policymakers has seen a direct
breach of the Treaty in this measure. According to the Maastricht Treaty, the member
states are not liable for the debts of the other members, municipalities or any other
private and public subjects. Therefore, there was a fear that this would lead to
a massive moral hazard. Schild (2013) states, that the financial aid for Greece (May
2010), Ireland (December 2010), Portugal (May 2011), and again for Greece (July
2011 and February 2012), together with the creation of temporary and permanent
stabilization funds, is the clear violation of the fundamental principle of the Maastricht
Treaty, the no bail-out clause. It is important to point out, that the presence of strict
and fair rules of fiscal discipline is under any circumstances a highly positive attribute.
However, the existence of this rules does not automatically guarantee, that the country
is immune to crisis. If the crisis occurs, the process of improving the fiscal stability is
very complicated. The country carries a burden of high interest rates on its debt, which
creates a difficult situation for economic growth.
Dědek (2013) claims, that the dilemma about the interpretation of the no bail-out
principle was solved in 2012. The European Court of Justice decided that this act does
not breach the European Union law. The court has further stated, that the EU contracts
do not prohibit the financial aid among its members and providing funds to the
struggling member state does not imply becoming liable for their debts. The help from
the EFSF does not equal to “donation” of the funds. The receiving country is obliged
to pay the money back together with the interest as it would be in the case of a bond
sale.
Pisani-Ferry (2015) says, that the problems of the Eurozone are caused by imbalances
in trade flows and financial markets. The fundamental logic behind this „imbalances
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problem “is relatively straightforward and well understood: as global liquidity
increased at the beginning of the first decade of the 2000s, a significant amount flowed
to Spain, Ireland, Greece, Portugal and other states. Despite the fact that the rapid rapid
convergence in interest rates with Germany has occurred, those countries still offered
a higher yield. This created a space for rise in unit labour costs and at the same time
the German ones stayed almost flat. As a result of this, the competitiveness of these
countries and the current account balance had dramatically worsened. German
policymakers deny the fact, that the current account surpluses are the cause of the rising
debt in European countries. In their point of view, the lack of structural reforms in
weaker countries is the reason for the gap between them and the rest of Europe. For
example, the Portuguese textile industry was not relocated to Germany. It was
displaced by the completion from China or Pakistan. And at the same time, Chinese
manufacturers increased their demand for German machines and the growing middle
class in Beijing and Shanghai began to purchase more Audis or BMWs. As a result,
German industry has been prospering, whereas Portuguese industry has suffered.
During the last decades there has been a slow process of the deindustrialization of the
south, where many of the the industries diminished or completely disappeared, on the
other hand the profitable businesses have clustered in the north. It is no secret and most
of the economist have known, that the concentration of firms of the same industries in
the same place is efficient, because producers benefit from a large pool of specialized
human capital, suppliers, and infrastructure. With the exception of Milan or Barcelona,
the south lacks the centres of business, which could be on the same level with those in
London, Hamburg or Munich.

4.5 The banking Union
During the first year of the Great Recession, the European leaders were under a false
impression that the measures based on stricter fiscal discipline and supervision might
be sufficient to overcome the crisis. As the situation had been progressively worsening,
there was a pressure to find a more effective solution. According to Christopherson et
al. (2015) the euro crisis was first an issue of banking solvency, then and issue of
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sovereign indebtedness, and then an issue of the stability and integrity of the Eurozone
and its currency.
In 2012, the future of the entire Eurozone looked more pessimistic then ever before.
There was a need for further consolidation and more effective tools to combat the
recession. The president of the European Commission Jose Manuel Barroso introduced
the plan for the creation of the banking union during the meeting of the European
Council as a response to the ongoing Eurozone crisis. The proposed idea of the banking
union would put this entity into the role of the central element, which aims to guarantee
the budget consolidation, stabilise the currency union and prevent future crisis.
Furthermore, the Banking union notably revolutions the legal and political landscape
of the EU. All supervision of banks in the Eurozone will now eventually be the
responsibility of the ECB. The financial crisis has revealed, that it is not only banks,
that are closely connected. There is an important relationship among banks and
countries as well. The central feature of this project is to transfer the responsibility
from the level of individual member states to the EU level.
Dědek (2013) argues, the Banking Union would be built on the 4 main pillars, which
are:
1. The common bank regulation
2. The common banking sector supervision
3. The common problem solving system within the banking sector
4. The common deposit insurance system

From the theoretical point of view, the Banking Union might be a solution to the
Impossible Trinity problem and its modification, so-called “Monetary Trilemma“. This
framework suggests, that it is impossible to maintain the exchange rate stability
together with the perfect capital mobility and the autonomous monetary policy. The
clear example of this can be seen in the current Eurozone. In the first decade of the
euro, the financial markets treated the countries with the substantially different levels
of debt the same ways. The other extreme has been present since the Great Recession,
when the markets almost completely neglected the struggling countries and the flow of
liquidity dramatically decreased. This behaviour led to the serious fragmentation of the
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financial markets. The high level of financial integration met with the effort of the
national states looking at their own interest and ignoring the negative impact on the
entire system. The Banking Union, as a potential solution to this, would be able to
control the contra productive actions of the individual states and maintain the stability.
The banking union is built on two important components:
1. Single supervisory mechanism
2. Single resolution mechanism

The European policymakers have seen the enormous sunk costs associated with the
European monetary integration. Taking into account the potential losses for entire
economy, the exit option appears to be an extremely expensive solution. The German
government stresses the importance of the separated supervision and monetary policy
at the ECB and sticking to a subsidiary principle. ECB should only supervise the most
important credit institutions ad banks and the smaller ones would be left to the national
supervision. The bail- out principle would ensure, that the shareholders and creditors
are the first ones to bear any potential losses.
Höhn et al. (2013) offers two different approaches for further integration: a federal
model, like the one implemented in Germany. In this setting, the federal revenues and
expenditures are controlled by federal laws, together with a built in extensive bailout
system. The federal government bears the debt of the Bundesländern and the
Bundesländen bear the debts of the municipalities. As a consequence of this system,
the interest rates of the Bundesländern do not differ, despite their different indebtedness
levels. This means that, even heavily indebted Bundesländern are able to take
advantage of the high rating of the federal government. The other model is a confederal
system from Switzerland, where Cantons have the autonomy in their fiscal policies but
there is an implementation of the clear bankruptcy rules. The Swiss example implies,
that the individual Cantons are liable for their own debt.
Höhn et al (2013) also claims, that by analysing the current stage of the Eurozone,
the situation is not close to the German model, neither the Swiss one. The concept of
nation states still dominates in Europe. The European community is seen much more
as a confederation than a federation. On of the key factors, which needs to be mentioned
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is the existence of different tax systems among the member states. In some countries
parts of the the social system are financed through taxes, in others through social
security contributions or partially by various private institutions. In order to apply the
German framework, there will be a need for a tax harmonization. However, the
centralisation of taxation seems highly unlikely in the short to medium time horizon.
Rather, the willingness for the further coordination of fiscal policies is more possible.
If the Eurozone would have implemented the Swiss model, that does not necessarily
require the tax harmonization. The individual countries would beep their fiscal
autonomy and the credit market will be the “judge “with regard to risk premium.
Applied to the Eurozone this would mean that, when a member state become insolvent,
this state would temporarily loose its financial autonomy. The monetary authorities
will be in charge of implementing a destructuralization and saving measures.
The other important term, which needs to be mentioned is the so-called “debt-brake“.
This mechanism regulates the options of government deficit, following the example of
Swiss model, which was implemented in 2003. This became inspiration for Germany
in 2009 and was introduced in the European Treaty on Stability as well. The central
element of this tool is the rule that, the spending in a certain time period can not exceed
the revenue multiplied by a cyclical factor, which is determined by the ratio of potential
output to GDP. According to Höhn et al. (2013) the debt brake is an effective tool to
prevent debt crises but it limits the opportunities to pursue anti cyclical macro-policy.
It may hinder the future investments financed through bonds and therefore the
possibilities for further economic growth. It needs to be mentioned again, that this
mechanism is effective in preventing future debt crisis if they are based on unsound
policies. However, the debt brake does not offer a protection against financial
imbalances originating beyond unsound fiscal policies, as it was the case of Spain and
Ireland. These countries generated surpluses prior the crisis in 2007 but they belong
among the countries, which were hit by the recession the hardest.
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5 Germany’s export and GDP
5.1 Germany’s export
Germany belongs to export leaders not only in Europe, but also on the worldwide
scale. It is the European largest exporter and the third largest in the world. German
economy was and will be the major foundation of the economic growth in Europe, and
also in the entire globalized world. In 2014 the overall German export was US$1.511
trillion. The overall GDP level was at the level to $3.722 trillion in 2014, which means
that the share of export of the GDP is 40%.
The following export product groups represent the highest dollar value in German
global shipments during 2014. Also shown is the percentage share each export category
represents in terms of overall exports from Germany.
1 Vehicles: US$259.4 billion (17.2% of total exports)
2 Machines, engines, pumps: $258.5 billion (17.1%)
3 Electronic equipment: $147.9 billion (9.8%)
4 Pharmaceuticals: $80.1 billion (5.3%)
5 Medical, technical equipment: $69.5 billion (4.6%)
6 Plastics: $63.3 billion (4.2%)
7 Aircraft, spacecraft: $44.1 billion (2.9%)
8 Oil: $42.7 billion (2.8%)
9 Iron or steel products: $33.5 billion (2.2%)
10 Organic chemicals: $30.4 billion (2%)
Source: https://www.worldstopexports.com/germanys-top-10-exports/2061
After the introduction of euro in 1999, the new currency went through a 2-year
period of a mild depreciation against US dollar. This development had changed in the
early 2000‘, when euro entered a new phase of a substantial appreciation against US
dollar and other world’s major currencies. In 2008 euro reached its all time high and
its value was 85% higher, comparing its value in 2001 against the US dollar and 56%
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against British pound. This development raised a series of concerns among German
policymakers, whether the strong euro harms the German export. The minister of
finance at that time Peer Steinbrück is famous for his statement, when he said, that he
loves the strong euro, because it cheapens the commodity import to Germany.
Verheyen (2014) estimates that, approximately 40% of German products is exported
within the Eurozone member states, therefore there is a large portion of the overall
export, which is not affected by the currency moves. This fact implies, that the German
export is less exchange rate sensitive, than the rest of the EU members. The other
important feature is the nature of German export, which is famous for its high quality
and highly processed products and services. The traditionally strong sectors are the
automobiles, chemicals, medical equipment, or machinery tools.
According to Möller (2014) the another specific feature of German economy is its
strong manufacturing sector, which in comparison with the other OECD countries, has
not stopped playing an important role in the economy. However, this perception used
to be very different in the last couple of years, when this was consider to be a weakness.
There was a large number of economists, who were sceptical about the prominent role
of manufacturing in German economy and predicted, that it was direct way to become
a „bazaar economy “. Additionally, because of the reliance on the manufacturing,
Germany might come under pressure from Eastern Europe or Far East, where due to
the learning-by-doing effect, the expensive German labor can not compete with equally
skilled and much cheaper workers in Poland or China. The main reason of the heavy
critique was for lagging in implementation of the structural changes within its
economy, which would change its orientation towards the service and knowledge based
economy and diminish the importance of the manufacturing.
The Great Recession has later changed the general perception of the manufacturing
and its role within the economy.

There is enough evidence, that the strong

manufacturing creates series of spill over benefits to the broader economy, which
makes manufacturing an essential part of a competitive and innovative economy. There
are several important external benefits, which can not be overlooked. Manufacturing
significantly promotes R&D and implementation of new technologies and brings
know-how to the area. It also serves as an anchor industry for other ones and generates
an additional economic activity in various sectors, such as housing for new workforce
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or retail sales and services. This boost to the economy would not be archived the other
way around. In other words, the increase in the mentioned sectors would not create
a new manufacturing business.
The German unit labour costs stayed relatively unchanged during the crisis years,
which was in a sharp contrast with Spain, Portugal, Italy and the others. Even though
the wage costs in Germany are among the highest in the world, the level of productivity
is very high as well. As a consequence of this, the German industry is highly profitable
and competitive on the worldwide scale. This caused a need for substantial capital
inflows by other EU countries, in order to recover their industries and boost their
growth. However, this was a significant help to Germany too and its strength in
producing high-quality manufacturing goods was reflected in a boom of the
manufacturing sector, whose purchases rose by the liquidity increase in other countries.
As a consequence of loosening the monetary policy in Europe and in the USA, the
overall liquidity got boosted even on a much larger scale and the final effect was that,
the the initial German advantage got significantly magnified. Matthijs & Blyth (2015)
claim, that Germany cannot run a persistent trade surplus, avoid meaningful fiscal
transfers, and still have a monetary policy with an independent central bank and a “no
bailout” policy.
Simply by looking at the statistics of export and GDP development, there is still
a significant divergence between the north and the south. Euro can not be solely
labelled as a reason for the better performance of the north and Germany. The countries
outside the Eurozone such as UK and Sweden have achieved even higher GDP growth
numbers. On the other hand, it is quite clear, that the common currency has
substantially negative impact on the south. Sarazin (2013) argues, these countries have
been caught in trap, where they can not increase their competitiveness and at the same
time unable to get fiscal stimulus due to the various austerity programs.
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5.2 The SCM analysis of the Germany’s export
This part of the thesis is dedicated to proving my hypotheses by using the synthetic
control menthod analysis, which is explained in the methodology at the beginning of
the thesis. I aim to construct a hypothetical scenario, where “a synthetic Germany” did
not adopt euro and kept the Deutsche Mark as its currency. The results will be in a form
of a graph, with corresponding lines for the “real treated Germany” and “synthetic
Germany”. This methodology will also be applied in the following sections of my
research. For the purpose of this analysis, the datasets need to be structured in the
panel-data setting. The following variables will be used:
- Exports of goods and services
- GDP per capita
- High-technology exports
- Final consumption expenditure.
The exports of good and services is the dependent variables and the remaining ones
are the predictor variables. All variables are denominated in USD. The time period of
this analysis begins in 1991 until 2014.
After applying the SCM methodology, we can see in the graphs 1 and 2, that the
SCM predicts significantly lower export levels. Before the intervention in 1999, the
synthetic line had been following the treated line. Shortly after the intervention, there
is a substantial divergence between the lines. The real values are in both comparisons
much greater, than the ones in case of our hypothetical scenario of Germany not
adopting the euro. These results suggest a positive influence of the euro on the German
export.
In order to evaluate the reliability of the results, I will use two approaches, which
are explained in the methodology description subchapter. First approach is based on
the interpretation of the confidence intervals. By looking at the graphs 5.1 and 5.2, it
is clear that the treated lines notably exceed the 95% confidence intervals in both
scenarios. This means, that the intervention has had and effect on the export values.
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The second approach consists of comparing the pre intervention and the post
intervention RMSPE. From the research paper by Abadie et al. (2015) we will apply
that, the large post intervention RMSPE is not relevant if the synthetic output does not
closely imitate the real output prior to the intervention. This implies that, if the ratio
between post intervention RMSPE and pre intervention RMSPE is large, then the effect
of the intervention is also large. The graph 8 indicates, that Germany has the greatest
ratio among all of the countries. Thus, the intervention has also had an effect on the
output. The confidence intervals and the RMSPE have confirmed the findings obtained
from the SCM analysis. For this reason, the hypothesis about the positive impact of
euro on Germany’s export is valid.
Graph 5.1: SCM of export (Germany/Europe)

Graph 5.2: SCM of export (Europe/ World)
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Graph 5.3: Ratio of pre intervention and post intervention RMSPE for export

Source: Synthetic control method computation.

5.3 The SCM analysis of the GDP
The SCM analysis of the GDP growth is structured in almost identical setting as the
export analysis. The time period and the division of the countries into two different
groups remain unchanged. The difference is the structure of the variables, which is
following:
- GDP level
- Exports of goods and services
- Final consumption expenditure USD
The GDP is the treated variable and the remaining two variables are the predictors.
All variables are denominated in the USD. GDP level is the treated variables and export
and consumption are the predictor variables. The time period starts in 1991 until 2014.
The following conclusion can be drawn from the SCM analysis of the German GDP.
While the synthetic line is below the treated line in the graph 5.4, on the other hand the
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synthetic line is above the treated line in graph 5.5. The findings from the SCM would
for this reason suggest the opposite results. The credibility of the results can be
supported by the confidence intervals, where the treated line is in both cases beyond
the bounds of the intervals. Therefore, based on the confidence intervals we can
recognize the impact. However, the low RMSPE ratio from the graph 6 means, that the
intervention has not had an impact. Thus, the hypothesis of the positive influence of
euro on Germany’s GDP level can be confirmed only partially.
Graph 5.4: SCM of the GDP (Germany/Europe)

Graph 5.5: SCM of the GDP (Germany/World)
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Source: Synthetic control method computation.
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6 Germany’s labor market
6.1 Labor market description
As a first step it is important to look at some of the main features of the German labor
market. In the present days, Germany belongs to the world’s two largest export and
import nations, which suggests a high dependency on the foreign trade. The typical
feature of German labor market is a high level of regulation, which is implemented
through the complex system of rules, covering every aspect of the employment relation.
Capuano (2015) claims, that there is a set of rules, that the social parties have to follow,
when conducting a collective bargaining, the formation, rights and duties of the work
councils, the share of seats that representatives of both managers and employees hold
at the supervisory boards within each company. This means, that the German
legislation guarantees the employees the representativeness in the management
structures. The legal foundation of the employment relations is homogenous across all
German states. This is in a contrast with countries, such as USA or Canada, where
workers have a very low level of representation within a company. Another important
aspect is the collective bargaining system, which plays very important role in the
stability of the wage- setting mechanism. According to Granato et al. (2015), who
analysed the employment in Germany, from the point of view of the skills and
education, they say that, there is almost non-existing unemployment for high skilled
and educated people in western and eastern Germany. However, the unskilled
population suffers a high unemployment in both parts of the country, whereas the
eastern part struggles with this issue more severely. There has been a lot of studies and
discussion related to the topic of the low unemployment and economic growth in
Germany. Almost every country has suffered an increasing amount of people losing
their jobs during the recession, except for Germany, where the unemployment had the
decreasing character despite the ongoing crisis. The foundation for the extraordinary
labour market improvements were laid with implementing of one of the politically most
controversial labour market reforms “Hartz IV” from the 2002.
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According to Steinebrg & Vermeiren (2016), Germany’s co-ordinated wage-setting
mechanism have played a central role in maintaining its cost competitiveness of its
manufacturing sector. The presence of these wage-setting institutions, characterized by
a coordinated wage moderation by the trade unions proved to be a crucial institutional
advantage. The euro has eliminated the possibility of the debtor countries to use the
nominal devaluation as a tool to regain competitiveness, allowing the German exportoriented firms to turn an overvalued real exchange rate into an undervalued one. If the
trade partners cannot devaluate, it becomes more likely, that the nominal wage restraint
will result in the enhancement of the price competitiveness. One of the major
consequence of the adoption of wage restraint was, that German economy became
increasingly export- led and gradually more dependent on a growing intra-EU trade
surplus. On the top of that, the elimination of exchange rate risk has encouraged the
German banks to earn vast carry-trade profits by investing these trade surpluses into
assets with higher yields in debtor countries. It is also important to point out, that the
banks backed by a solvent government as in the case of Germany, have lower costs of
funding. That implies the higher profitability and gives them an advantage over other
European competitors. As the result of all these factors the Euro has shielded German
manufacturing sector from the currency appreciation, that would normally have
resulted from regular surpluses.
Flassbeck & Lapavitsas (2013) argue, that one of the key element of well performing
German labour market has been the wage moderation in the domestic economy during
the first decade of the existence of euro. They claim, that there is a high and stable
correlation between the growth of the unit labor costs and inflation rate. They consider
the cost of labour the most important component of the total cost of production in the
economy, because in a vertically integrated production process not only the final
consumer goods but also intermediate goods and capital goods are produced by
employing labour. If nominal wage growth is higher or lower than national productivity
growth and the common inflation target, then this causes a deviation from the inflation
target rate. The ECB has defined the common inflation target for the Eurozone at a
rate approximately 2 %. Flassbeck & Lapavitsas (2013) claim, that based on this, the
rule for wage increases for the economies of the member states appears to be simple:
nominal wages should not rise more than the national growth rate of productivity in
each member country including the common inflation target. This means, that over the
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medium-term and the long-term, this rule implies that unit labor costs and national
inflation rates converge towards the inflation target and large discrepancies across
member countries with regard to increases in unit labor costs cannot occur. The other
effect is the inability of significant divergences in terms of national competitiveness.
Real wages, according to this rule, would increase along the line of national
productivity, denying member economies the use of the most important neoclassical
instrument to fight unemployment, namely cutting real wages or forcing real wages to
lag behind progress in productivity. As it happens in Germany in the 90’and 00’, the
wage moderation resulted in more or less constant real wages per worker, while
productivity increased steadily. Consequently, the government in cooperation with the
labour unions were promoting the wage moderation agenda. Since the introduction of
the euro, the German unit labor costs have stayed almost flat. It is in a sharp contrast
with most of the countries in southern Europe, where the nominal wage growth
substantially exceeded the national productivity growth and the inflation target of 2%.
As a consequence of this development, Germany has gained an absolute advantage in
international trade, whereas the other countries have experienced an absolute
disadvantage.
Flassbeck & Lapavitsas (2013) further argue that, despite the annual divergence of
growth in unit labor costs was relatively small, the dynamics of such a small annual
divergence have yielded significant gaps over time. At the end of the first decade of
the Eurozone, the cost and price gap between Germany and southern Europe amounted
to some 25 % and 15 % between Germany and France. In other words, although
national currencies no longer existed, Germany’s real exchange rate had depreciated in
a significant way. The diverging growth of unit labour costs was reflected in similar
price divergences. Whereas the union as whole achieved its inflation target of 2 %
nearly perfectly, there were the substantial differences among the member states.
France was by far the best performer by keeping its inflation rate closest to the
European target. Germany undershot and countries in southern Europe overshot the
target by a margin big enough to result in a huge gap in competitiveness.
As a result of the accumulated gaps Germany has gained an absolute advantage in
international trade, whereas the other countries have experienced an absolute
disadvantage. To better illustrate this effect: a comparable product, which in 1999 had
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been sold at the same price in all EMU member countries, could be sold by Germany
in 2010 at a price that was 25 % lower, on average, than in other Eurozone countries,
also without any change in the profit margin of the German producers.
Germany’s attempt to combat with its persistent high unemployment rate was not
to target Eurozone but was grounded in the neoclassical conviction that lower wages
would result in a more labour-intensive mode of production. After work-time reduction
schemes had failed to deliver the expected result, labour union leaders agreed in a
tripartite agreement in 1999 to abandon the formula that had been used to determine
wage growth. This formula had ensured equal participation of workers in productivity
growth; but now, the unions agreed instead to “reserve productivity growth for
employment”. This agreement has also meant an important break with the German
tradition of targeting a low and stable inflation rate. Historically, Germany has been
characterized by moderate wage increases. But these increases normally ensured that
real wages (nominal wages adjusted for inflation) would rise in line with productivity.
In other words, unit labour costs as a rule, rose in line with an inflation target at the
approximate level of 2 %.
The bigger the absolute advantage, the greater the gains in market shares in a fast
growing global economy. The increase in Germany’s export share and export surplus
reflects an unprecedented explosion of exports. For many observers, Germany’s gain
in political strength after the crisis is even more impressive than the economic
performance itself. There can be no doubt, however, that Germany’s extraordinary
success on the external front is due to the numbness of Germany’s neighbours and the
blindness of the institutions created to guide and to oversee the Eurozone’s proper
functioning, in particular the ECB and the European Commission. A more vigilant
central bank or a more attentive Commission would have intervened early on, warning
Germany about the risks of its strategy and alerting its neighbours. The failure to do so
is the direct result of the ideological pillars on which EMU has been built.
The German finance minister Wolfgang Schäuble said on multiple occasions, that
the way out of the crisis consists in improving the competitiveness of all Eurozone
countries. In this reasoning, a rejuvenation of the EU and a brighter future for all can
be brought about when all countries that are now in crisis copy the German model.
Beyond the problems with the concept of competitiveness mentioned above, “structural
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reforms” aimed at lowering wages are bound to fail. If pursued in many countries
simultaneously, the result of wage cuts will be a dramatic drop in domestic demand in
all these countries and a collapse of the trade flows between them. As shown above, in
Germany, wage cuts directly reduced domestic demand, however, in all European
countries domestic demand constitutes by far the largest share of total demand, and for
this reason the wage cuts would cause unemployment to rise.

6.2 Germany’s labor market scepticism
One the other side, there have been several authors, who are very sceptical about
the “German job miracle”. They claim, that the real unemployment level is much
higher then the official statistics. And also the measures taken in last couple of years
hide the real unemployment and their true effect is causing a significant distortion to
the labour market. According to Jeremias (2010) one of the biggest issue, which the
German labour market faces in the present days is the ageing population and low birth
rate. On the top of that, there is a surprising phenomenon of the emigration. It is not
the case of the poor and uneducated ones as it used to be in the past during the wars or
communism period. This time there is a substantial outflow of young, high-skilled and
university educated people, emigrating due to better work condition, higher salaries,
lower taxes or a greater job recognition. The most common destinations for these
nowadays emigrants are Switzerland, USA, China or the rich Gulf states on the Arabian
Peninsula.
Jeremias (2010) further explains, that in 2005 the German government introduced
a controversial program, so-called “one-euro jobs”. This program allows an
unemployed person to increase his unemployment benefits through a state subsidized
activity, for which he can earn extra 1 or 1,5 euros per hour. These jobs are supposed
to be in a non-profit or charity sector and they do not aim to replace a regular job. The
employers, who decide to hire such a person receive the subsidize from the
government’s budget. Every employed one-euro-worker does not count as an
unemployed anymore. However, the real effect of the one-euro jobs is, that the average
wage is being reduced, which also reduces the price of the export. The businesses that
get into economic problems can get a subsidy in order not to fire their employees and
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keep tem employed for 2/3 of their normal time. The other measure, taken by the
government is the launch of the wide range of coaching programs for unemployed. The
courses are obligatory and for those, who do not attend, would be facing the reduction
of of the unemployment benefits. Each worker participating in this training course is
removed from the unemployment statistics as well. As the result, the German taxpayer
subsidize the export economy and no jobs are being created in reality. Hohmeyer &
Wolff (2012) argue, that the benefits of one-euro jobs outweighs the negatives. The
workers may increase their future employability by improving their skills and
knowledge and signal their willingness to work. For this reason, the participants have
a better chance to find a regular job in future.

6.3 The SCM analysis of the Germany’s labor market
This part focuses on proving the hypothesis about the presumably positive impact of
euro on German labor market and unemployment. It is widely assumed that euro has
been the key element of German job market success. Thus the results obtained in the
research will help to evaluate this presumption. As in the analyses above, I will use
a very similar setting with the identical pool of control countries and the identical time
period. In this case, the variables are:
- the unemployment percentage of total labor force
-the GDP level
- consumption
- export of all goods and services
The unemployment rate is the treated variable and the remaining variables are the
predictors. All the variables are denominated in USD. The time period starts in 1991
until 2014
The SCM analysis forecasts slightly higher unemployment in case of not adopting
the euro for both control group countries, which can be seen from the graph 6.1 and
the graph 6.2. The reliability of the results is supported by the confidence intervals,
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where the treated line is notably beyond the interval bounds. By looking at the RMSPE
ratio, the credibility of the findings can also be confirmed. The period between 1995
and 2010, where the SCM shows the opposite development can be explained by the
relative weak performance of German labor market against the selected countries. The
reasons of this underperformance are mainly based on the cost of German reunification.
Thus, based on the gathered information, the hypothesis about the positive impact of
the euro on German economy is confirmed too.
Graph 6.1: SCM of unemployment (Germany/Europe)

Graph 6.2: SCM of unemployment (Germany/ World)
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Source: Synthetic control method computation.
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7 Conclusion
The goal of this master thesis was to evaluate the impact of the euro on the German
economy. The final part of this thesis is devoted to summarizing the key findings and
evaluating the hypotheses. This research offers a combination of theoretical material
supplemented with the econometrical analysis. The reliability of the results obtained
by the SMC analysis was supported by two approaches: the confidence intervals and
the comparison of the RMSPE ratios. For this reason, reason I believe, that I was be
able to draw a credible conclusion.
In the beginning of this thesis, I explained the theoretical and historical aspects of
the European monetary integration. I concluded, that the motivation for the creation of
the common currency area among the western European nations had become
increasingly popular as the political integration processes advanced further. The failure
of the golden standard, Bretton Woods system, or the fixed currency regime had
created a need for a more stable currency system. Even the floating regime, which
became dominant in the 80’s and 90’s, has its drawbacks. The currencies tend to move
more frequently from their target bounds, than it was desirable, which resulted in
substantial exchange rate fluctuations. Thus, the formation of a single currency area
seemed to be a logical step. One of the ambitions was to challenge the dominance of
the US dollar as a world number one currency and the European policymakers set a
goal to turn the Eurozone into the world’s most powerful economical entity. As it has
already been mentioned, Germany assumed a role of the anchor of the system. There
were several reasons why Germany should have been put into such a position. It was
mainly, due to its strong economy, stable currency and respected central bank.
As a next step, I explained the current situation at the Eurozone level in the chapter
four. The founders of the common currency believed, that euro was a tool to boost the
economic growth and enhance the divergence processes, which would diminish the gap
among the member states. Due to this reason, there was no need for the common fiscal
policy. The Great Recession has exposed the shortcomings of all the measures the
European policymakers have done in past. At the present stage of the Eurozone, it is
obvious, that euro has deepened the difference between a rich north and struggling
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south. To repeat the conclusions from the previous chapters, it can be said, that the
inability to devaluate in the southern countries has resulted into vast German surpluses.
The Euro has not diminished Germany’s massive superiority, but it has even boosted
it. It has also not enhanced the labour market in the south. It has instead caused record
unemployment levels in southern European countries while at the same time
encouraging Germany’s road to reaching the full employment rates.
Additionaly, the fourth chapter deals with the events after the fall of the Berlin wall
and the German reunification. The newly formed German state consisted of two
fundamentally different parts. In order to adjust the enormous differences, there was a
need for massive state subsidies from the rich capitalist west to the poor postcommunist east. This process had taken a toll on the economic strength of the country.
The entire country had experienced a 15 years long period of economic stagnation and
high unemployment. The country was even given a nickname “the sick man of
Europe.” The situation started to improve in the second half of last the decade, and
surprisingly the German economy has been developing well in spite of the ongoing
recession in most parts of the world.
The final part of the fourth chapter analyses the event of global recession evolving
into the European debt crisis from the German perspective. The goal was to analyse
the German role in the Eurozone and focus on the potential advantages and
disadvantages regarding the euro adoption. When the overall economic situation
started to improve, the world’s economy was hit by the worst recession in last 100
years. Despite this fact, German economy managed to admirably combat the crisis and
reached its pre-crisis GDP level in 2010. With the growing economic success of the
country, while the other key European nations continued to struggle, the political power
of the country has also been increasing. Germany became a primary decision making
force in the context of European Union politics. At the early stage of the financial crisis,
Germany was reluctant to participate in any from of direct financial aid. However, as
the future economic outlook appeared to be very pessimistic, Germany’s policymakers
realized the urgency of taking an effective measure. The EU established several rescue
mechanisms, which had the role of providing funds to struggling member countries.
This measure came under heavy criticism, due to the fact, that Maastricht Treaty
prohibits bail-outs as a tool of providing funds to a problematic country. This dilemma
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was resolved in 2012, when the European court of justice stated, that the financial aid
(such as bail-out) do not breach the Maastricht Treaty. The key finding from this
chapter is that, Germany has significantly benefited from the crisis. Due to the
preference of investors, who started investing in German government bonds, which
were considered a safe asset, as the yield on the bonds were gradually decreasing,
Germany has saved about 100 billion euros in interest expenses. According to the
estimates the German exposure to the Greece in the various form of rescue mechanisms
is about 90 billion euros. Thus even in the case of the Greek default, Germany would
still benefit.
In chapter five I examined the German export and gross domestic product. This
chapter was also devoted to evaluation of my hypotheses about the presumable positive
impact of euro on these two variables. The results of the synthetic control analysis
clearly predict lower export values. This leads to the conclusion, that euro has
positively influenced the Germany’s export. However, after conducting the analysis
of the GDP level, I have obtained the results, which contradict each other. The
Germany/Europe control group shows lower GDP level for the synthetic lines, while
the Germany/world group indicates the opposite results. The GDP analysis have also
not passed all the aspects of the credibility test. The confidence intervals approve the
impact, while the RMSPE method does not. Based on these findings, I can not fully
confirm the hypothesis about the positive impact of euro on Germany’s GDP.
Additionally, I can conclude, the euro has led to elimination of the currency
fluctuations among the trading partners in Europe. Most importantly, it has shielded
the German exporters from the currency appreciation, which would have occurred as a
result of substantial current account surpluses. It is important to mention the nature of
German export, which consists of high-quality and hi-tech manufacturing products.
Another factor, which have contributed to the well performing German export was the
wage growth moderation. German wages had been increasing below the inflation level,
which kept the labor unit cost low in comparison with other European countries. As a
result, German export gained an important competitive advantage over other
economies.
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Chapter six analysed the German labor market. In this chapter I have come to the
conclusion, that my initial hypothesis about the positive impact of euro on German
labor market is valid. The synthetic control method predicts higher unemployment in
case of not adopting euro. After the reunification in 1990, the labor market went
through a long period of high unemployment, even reaching the double digit values.
After series of labor market reforms, situation started improving and Germany
managed to reach the level as low as 5%, even though the ongoing crisis in the rest of
the Europe and the world. Despite the criticism, regarding the reforms, which
presumable artificially increase the unemployment numbers, Germany can be
nowadays still consider a champion of well preforming labor market.
After summarizing the findings from all the chapters, I have come to the conclusion
that Germany have benefited from the adoption of euro. The common currency has
provided a series of competitive advantages to German export. It has eliminated the
exchange rate risk, cheapened the international trade and provided a shield from the
potential future appreciation. It should be in the best interest of Germany to keep
Eurozone “alive”, as the benefits of the euro massively overweighs the negatives.
It is necessary to point out, that the findings from the research of this thesis can not
be generally applied to every member state of the Eurozone. Germany belongs to the
group of countries, which have benefited from the euro implementation. However,
there are several cases, where the Eurozone membership brought vastly different
results. The prime example of a country, where the euro has caused the long lasting
recession is Greece, whose chance to recover its economy, while being in the Eurozone
looks at the current time almost unrealistic. It is beyond the scope of this thesis to
evaluate if Germany have got it advantages on the expenses of other countries or if
these countries became victims of wrong fiscal and monetary policies of their own
governments.
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Appendix A: The SCM gaps
Graph A.1: SCM of export (Germany/ Europe) gaps

Graph A.2: SCM of export (Europe/ World) gaps
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Appendix A: The SCM gaps

Graph A3: SCM of the GDP (Germany/Europe) gaps

Graph A4: SCM of the GDP (Germany/World) gaps
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Appendix A: The SCM gaps

Graph A.5: SCM of the unemployment (Germany/Europe) gaps

Graph A.6: SCM of unemployment (Germany/ World) gaps
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