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• Motivating questions:
– What are the consequences of EMU?
– Why is there (still) so much state aid in Europe?  

• A theoretical argument about Currency Unions and
Protection

• Hypothesis

• Preliminary empirical evidence

• Conclusion & outlook

Presentation



• Political: 
– Functionalist spill-over
– Franco-German realpolitik

• Economic:
– Optimum Currency Area (Mundell 1961)
– Anti-inflationary credibility

• Politico-economic:
– Real effects & sectoral interests (Frieden 2002)

Explanations for EMU



• Reduction of currency risk and transaction costs due to the 
absence of exchange rate volatility 

• Increase in trade among currency union member states by 
up to 100 % (Rose 2000)... but also some evidence that the 
initial effect on trade might be short lived (Mancini-Griffoli
and Pauwels 2006)

Consequences of EMU



Grossman and Helpman (1994: 834):

“One can easily imagine changes in the international rule 
of the game that would affect government’s willingness 
and ability to protect particular sectoral interests” 

“our approach could be used (in future 
research) to investigate how such institutional changes 
would affect equilibrium policies by endogenously 
changing the shape of the political support function”

Interest Group Framework (demand side)



• Constrains on policy-making:
– Monetary policy is set by European Central Bank
– Fiscal policy is constrained by Stability and Growth 

Pact 

• Ways to deal with non-competitiveness of 
producers:

– Structural reforms: effectiveness +, electoral 
reward -

– State aid: effectiveness -, electoral reward +

Room to Maneuver (supply side)



Chain of Argument

• EMU membership...

• reduces exchange rate volatility/currency risk and therefore 
natural protection…

• increases trade…

• increases import-competition for non-competitive producers…

• increases the demand by domestic import-competing producers 
for better protection from foreign competition…

• leads rational governments to provide more protection... 



Euro area governments, which can no longer rely 
on natural protection – as well as tariffs and NTBs, 
for that matter – revert to increased provision of 
subsidiesas an artificial and somewhat hidden 
(obfuscated) means of protection when their 
producers are faced with intense competition 
from imports

Hypothesis



• Countries: EU 15, except Luxembourg

• Time period: 1990-2005

• Variables and where they come from:
– Manufacturing subsidies, % of GDP (Eurostat)
– Import penetration (OECD)
– Election counter (Kaufmann et al.)
– Veto players (Henisz)
– Government partisanship (Armingeon)

Data



Findings
Expected signs: Actual coefficients:

Euro - -0.6530***
(0.2039)

Import penetration + 0.0466**
(0.0181)

Euro * Import penetration + 0.0154***
(0.0056)

Time trend - -0.0317**
(0.0160)

Political control variables:

Left government members in % + -0.0012*
(0.0007)

Veto players +/- 0.5544
(0.4021)

General election counter - -0.0211
(0.0168)

Constant 0.1636
(0.3145)

Country effects yes

Year effects yes

Observations 159

Adjusted R-squared .55



Marginal Effect
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• Summing up:
– We find empirical evidence that European integration 

and the Euro had lead to less subsidies and a level 
playing field

– However, there is also empirical support for our 
hypothesized positive interaction effect of EMU and 
import penetration on state aid

• In the future:
– Formalizing our argument
– Improving on our empirical analysis (e.g. better 

[sectoral] data, case studies on legal protection, ...)

Conclusion & Outlook


