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Abstract

This paper re-examines the extent of real economic integration in the euro zone
over the period 1992M1-2009M1 in terms of the real interest rate parity hypothesis.
Several issues are addressed in the paper. First, the theoretical relationship between
monetary unification and real interest rate convergence is linked in this paper by
re-stating the long run parity under the framework of fixed exchange rate. Second,
unit-root testing of real interest differentials is conducted within a panel framework
where cross-sectional dependence is allowed through the test of Pesaran (2007).

Third, a reliable separation approach is used to split countries in the panel into
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stationary/nonstationary groups. Our empirical results show that for the most of 12
sample countries, adequate evidence of real convergence against Germany and the
area average is found in the sample periods, and such evidence becomes more
evident in the post-1999 period after the euro was launched. Further, by applying the
time varying parameter approach, we show a clear decline in persistence of real
interest rate differentials in this area. Thus, the adoption of the euro can be
conducive to real convergence to a large extent, indicating the conduction of a

common monetary policy may fit these member countries well.
JEL classifications: C32; C33; F36

Keywords: Monetary Unification; Real Interest Rate Convergence; Panel Unit Root
Test
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