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Abstrakt 

Bakalářská práce Euro adoption: assessing impacts on inflation in the Czech Republic  

pojednává o možných efektech zavedení eura na inflaci.První kapitola poskytuje krátký 

přehled historického vývoje a teoretického zázemí Evropské měnové unie. Druhá část se 

zabývá zkoumáním vlivů společné měny na inflaci v Evropské měnové unii jako celku, pak 

se zaměřuje na popis vývoje míry inflace ve vybraných jednotlivých zemích Eurozóny a 

snaží se určit důvody tohoto vývoje. Třetí část se zabývá pozicí Českou republiky jako 

budoucího člena Evropské měnové unie. Krátce shrnuje strategii přijetí eura v České 

republice a vyhodnocuje plnění  konvergenčních kritérií. Hlavním cílem práce je určit a 

analyzovat faktory, které by mohly působit na míru inflace v České republice po zavedení 

eura, mimo jiné pomocí vyvozování závěrů ze zkušeností  stávajících členů Evropské 

měnové unie. 

 

 

Abstract 

The bachelor thesis Euro adoption: assessing impacts on inflation in the Czech Republic 

focuses on possible effects of adoption of Euro on inflation. The first section provides a 

brief overview of the historical and theoretical background of the European Monetary 

Union. The second section analyses the inflationary effects of the common currency on the 

EMU as a whole, then describes the development of inflation in selected member states 

and tries to identify the possible reasons for such development. The third section focuses 

on the position of the Czech Republic as the future member of the European Monetary 

Union. It briefly overviews the strategy of adoption of Euro in the Czech Republic and 

evaluates the fulfilment of the convergence criteria. The main goal of this thesis is to 

identify and analyse the possible factors which may affect the inflation development in the 
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Czech Republic after Euro adoption, also by drawing conclusions from experiences of the 

current EMU member states. 

 

 

 

Klíčová slova: Evropská měnová unie, inflace, inflační diference, reálná a 

nominální konvergence 

Keywords: European Monetary Union, inflation, inflation differentials, real and 

nominal convergence 
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Introduction 

The Czech Republic became a member of the European Union on 1st May 2004. As a 

result of the membership, the Czech Republic is obliged to adopt Euro, the common 

currency used at the moment by nearly 328 million Europeans, as soon as all the 

convergence criteria set by the Treaty of European Union are fulfilled.  The accession of 

the Czech Republic to the Eurozone is consequently only a question of time. 

The adoption of Euro brings both benefits and costs, both direct and indirect. 

Among the most important benefits expected from currency changeover are the 

elimination of exchange rate risk, lower transaction costs on trades with the Eurozone and 

higher price comparability on the single European market. The disadvantages of Euro 

introduction comprise loss of independent monetary policy and the danger of higher 

inflation. This thesis focuses on the latter. 

The impact o Euro on inflation is among the most often mentioned and feared 

effects of Euro adoption, especially by the public. During the first wave of the cash 

changeover, the Euro was given the unpopular label of expensive currency and this 

impression leads the citizens of candidate countries, including Czech Republic, to 

anticipation of higher inflation after the changeover. It is therefore important to analyse the 

inflationary development in current EMU member states, draw conclusions for the Czech 

Republic and prove if such fears are justified or not. 

The main goal of this thesis is to summarize the situation of the Czech Republic as 

the EMU candidate country and evaluate the possible inflationary development after 

introduction of Euro. This paper is organised as follows: Section 1 provides a brief 

overview of historical and theoretical historical background of the EMU, Section 2 analyses 

the impact of Euro introduction on current EMU member states and tries to find the 

possible reasons for such development. The final Section 3 focuses on the Czech Republic 

and analyses possible factors which may affect the domestic inflation rate development 

after Euro introduction. 
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1. History of  EMU 

The Euro is currently shared as a single currency by 161 EU member states, which 

means that it is now used by nearly 328 millions of EU citizens. Even though its history is 

relatively short, it is the second most important reserve currency in the world after the US 

dollar. 

The idea of common European currency is quite old, it did not stem only from the 

situation after the Second World War (it was e.g. mentioned by Gustav Stresemann in 1929 

in the League of Nations). Nevertheless, the end of the War triggered quicker and more 

intense cooperation and integration of European countries, which culminated in the 

formation of the European Monetary Union.  

The European Monetary Union is a unique project – sovereign nations transferred 

their competences concerning monetary policy to new supranational institution – the 

European Central Bank. It is a young institution – it has recently celebrated its tenth 

anniversary – nevertheless, it enjoys high credibility. 

1.1 The Maastricht Treaty 

 The ratification of the Maastricht Treaty, formally the Treaty on European 

Union, in 1993 was a milestone in the history of European monetary integration, as it 

opened the way for closer cooperation of EU member states. The Treaty itself was an end 

of a long-term pursuit of for monetary union. 

 The purpose of the Maastricht Treaty was not limited to the launching of a single 

European currency; it had also amended the objectives of integration, which were now not 

only economical, but also political. To acknowledge this, the name of European 

Community was changed to European Union (EU). The three-pillar structure of the EU 

was formed – the first, economical (European Community pillar), was accompanied by the 

Common Foreign and Security Policy pillar and by Justice and Home Affairs pillar. 

 The Maastricht Treaty was amended by later Treaties (The Treaty of Amsterdam, 

The Treaty of Nice), but the part, which most concerns this thesis, i.e. the monetary union 

part, remained unchanged. The strategy of launching a single currency was previously 

outlined by the “Delors Report”2 (1989) and was specified very precisely in the Maastricht 

                                                 
1 Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, 
Netherlands, Portugal, Slovakia, Slovenia, Spain 
 
2 Committee for the Study of Economic and Monetary Union. Report on economic and monetary union in 
the European Community, Office for Official Publications of the European Communities, 1989,  
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Treaty, including institutional arrangements and setting a fixed target for achieving the 

monetary union by 1999. It can be divided into 3 stages. 

 The first stage took part in 1990 – 1993 and its major objective was to strengthen 

the economic convergence between the participating members, liberalise the capital flows 

and ratify the Maastricht Treaty. 

  The second stage (1994 - 1998) was mainly about further strengthening the 

economic policy convergence and creation of necessary institutions. The European 

Monetary Institute (EMI) was founded in 1994 as a precursor of the European Central 

Bank and its major task was to facilitate the cooperation between national central bank and 

to make preparations for the single currency. The name of the currency – the Euro – was 

specified in 1995. The European Council adopted the Stability and Growth Pact in 1997, 

which should monitor the fiscal discipline of Member states. The European Central Bank 

(ECB) was created in 1998 and on 31. December 1998 were the conversion rates between 

participating currencies fixed.  

 From the 15 members of EU in that time3 only 12 decided to take part in the 

formation of EMU (Austria, Belgium, France, Germany, Greece, Ireland, Italy, 

Luxembourg, Netherlands, Portugal and Spain). The United Kingdom, represented in that 

time by Prime Minister Margaret Thatcher, was strongly against the monetary union and 

obtained an opt-out clause, which provided UK the right not to join the monetary union. 

In Denmark, the Maastricht Treaty was rejected in the referendum and the Danes gave 

their approval in the second referendum only when they were also given a similar opt-out 

clause as the United Kingdom. Sweden, which entered the EU in 1995, did not obtain such 

an opt-out clause, although they asked for it. The Swedish authorities solved their situation 

by not entering the ERM, which disqualifies Sweden as a potential EMU member. This was 

a start of a “two-speed Europe”, where deeper integration is achieved only by leaving some 

countries out. From the twelve candidate EU members, only Greece did not pass the 

criteria (specified in next subsection) and entered EMU later, in 2001, although its 

fulfilment of the criteria was a bit controversial. 

 The third stage began on 1.1.1999, when the Euro came to being as a noncash 

currency. Euro banknotes and coins were introduced 3 years later, in 2002. 

                                                 
3 Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the 
Netherlands, Portugal, Spain, Sweden and the United Kingdom 
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 The European Monetary Union continues to enlarge, as all EU members without 

opt-out clause are obliged to join it4. From the 10 countries that became members of EU in 

2004 only four have already joined the EMU – in 2007 Euro replaced the Slovenian tolar, 

in 2008 EMU expanded to Cyprus and Malta and most recently, since 2009, is Euro used 

by our eastern neighbours in Slovakia. 

 

Figure 1: Eurozone and its members5 

 
 

█    Eurozone (16) 

██ EU states obliged to join the Eurozone (9) 
██ EU state with an opt-out on Eurozone participation (1) 
██ EU state planning to hold a referendum on the euro and with an opt-out on Eurozone 

participation (1) 
██ Areas outside the EU using the euro with an agreement (5) 
██ Areas outside the EU using the euro without an agreement (4) 

 

1.1.1 Convergence criteria 

 As the macroeconomic situation of participating European countries in the time 

of EMU formation varied widely, it was important to set a group of conditions under 

which monetary union may be realized, which should provide for a certain sufficient level 

of stability and convergence of economies. This task was to be accomplished by setting up 

                                                 
4 Bulgaria, Czech Republic, Denmark (another referendum possibly to be held), Estonia, Hungary, Latvia, 
Lithuania, Poland, Romania and the special case of Sweden 
 
5 Source of the figure: Wikipedia 
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the following four main convergence criteria (specified in Article 109(j) of the Maastricht 

Treaty6), which are now known as the Maastricht criteria and are still applied to certify if 

candidate countries are ready to join the EMU. Nevertheless, these criteria ensure 

convergence prior to euro adoption, a do not impose duties after EMU entry. 

1.1.1.1 Inflation rate criterion 

"The primary objective of ECB shall be to maintain price stability“7. The European 

Central Bank (ECB) was in many aspects inspired by the German National Bank, which 

was deeply attached to monetary discipline. To help ensure that, the first criterion states 

that the country’s inflation rate8 should not be higher by more than the average of the three 

lowest inflation rates achieved by the Member states plus 1.5 percentage points.  

 The inflation rates of the candidate countries converged in 1993-1999 (as can be 

seen in Figure 2) and all countries that decided to join the EMU, except Greece, succeeded 

to keep their inflation within the defined margin. Often mentioned problem are the 

persistent inflation differentials, which appeared after the introduction of Euro in the 

member states and transfer of monetary policy to the ECB. The inflation differentials in 

EMU are discussed in section 2.1.3.  

 This criterion is often very problematic for the new members of the EU, e.g. the 

Baltic states. Lithuania and Estonia wanted to join the Eurozone already in 2007, but 

eventually they did not pass the inflation criterion – Lithuania missed it by only one tenth 

of percentage point9, which aroused discussions about the appropriateness of the 

convergence criteria. It was also argued10 that another definition of inflation should be 

taken as a measure of convergence, because the benchmark in current definition is set by 

three EU countries with the lowest inflation – but these countries do not have to members 

of the EMU. 

                                                 
6 The Treaty on European Union, signed on 7th February 1992 in Maastricht, entered into force in 1993, 
available at : http://www.ecb.int/ecb/legal/pdf/maastricht_en.pdf  
 
7 Article 105.1 of the Treaty establishing the European Community 
 
8 Inflation is measured as the harmonised indices of consumer prices (HICP) 
 
9 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint document of the Ministry of Finance of the Czech Republic and the Czech National Bank, 
approved by the Czech Government on 16th December 2008, page 9, footnote 
 
10 see e.g. Zdeněk Tůma : Europe’s club of nations needs a rule change, Financial Times, January 2007 
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Figure 2: Inflation convergence in EU

 

 
      Source: Vidarson, A., Junesved, P. (2008)11  

1.1.1.2 Long-term nominal interest rate criterion 

 The inflation criterion may be artificially passed by pushing the inflation 

temporarily down by various state interventions. The long-term nominal interest rate 

criterion should prevent that. According to this criterion, the difference between the 

country’s long-term nominal interest rate and the average interest rates measured in 3 

member states with the lowest inflation should not be higher than 2 percentage points. The 

long-term interest rate is usually measured by interest rate of 10-year government bonds on 

secondary market. 

 The idea behind this criterion is that the long-term nominal interest rate is 

significantly affected by the market’s expectations of long-term inflation, so it cannot be 

easily modified by state interventions; it reflects the opinion of financial markets on the 

long-term price stability. 

                                                 
11 Vidarson, A., Junesved, P. (2008)– How did the Euro affect inflation rates in the EMU?, Jonkoping 
University 
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1.1.1.3 Exchange rate criterion 

 The candidate country must prove its ability to maintain a stabile conversion rate 

toward the current EMU members by entering the Exchange rate Mechanism (ERM II) 

under the European Monetary System and staying for at least 2 consecutive years without 

having to devaluate its currency. A currency in the ERM II is allowed to float in a specified 

range toward the central exchange rate against Euro – in case of Denmark, this range is 

±2,25 percentage points, whereas for the other countries the band is wider  - ±15 

percentage points. 

 The current participant members are Denmark, Estonia, Latvia and Lithuania. 

The Czech Republic has not yet entered the ERM II. Although the CR intends to 

participate for the two compulsory years only12, according to the Czech National Bank and 

the Ministry of Finance, it would be difficult to pass this criterion in the recent economical 

situation13 (World financial crisis). 

1.1.1.4 Sustainability of public finance criteria 

 The purpose of these criteria is to ensure fiscal discipline of the potential member 

states. Modern democratic states are prone to unbalanced budgets and most of them end 

up with a deficit each year. Besides following criteria, the Stability and Growth Pact (SGP) 

was adopted in 1997 to fight against this problem. Nevertheless, it was not very effective 

and had to be reformed in 2005 to be more flexible.  

• Budget deficit criterion    

The ratio of annual budget deficits of the candidate country and its Gross 

Domestic Product (GDP) should not be higher than 3 per cent or reaching a level 

close to that.  

• Public debt criterion 

As the budget deficit can be augmented for the given year, we need another 

measure of long-term fiscal discipline – the level of public debt. The critical level of 

debt was set by this criterion on 60 per cent of GDP, because it was the average 

level of public debt at the time of negotiations about the Maastricht Treaty (1991) 

                                                 

12   The Czech Republic’s Updated Euro-area Accession Strategy, Approved by the Government of the Czech 
Republic on 29 August 2007 -  Joint Document of the Czech Government and the Czech National Bank 

13 The Czech Republic’s Updated Euro-area Accession Strategy , Approved by the Government of the Czech 
Republic on 29 August 2007 -  Joint Document of the Czech Government and the Czech National Bank.  
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and because it corresponds with the 3 per cent limit set by the budget deficit 

criterion. However, many countries had their debts higher than 60 per cent (Italy 

and Belgium were moving around 120 per cent and many more exceeded the limit – 

Sweden, Netherlands, Germany, Spain, Austria). To account for these cases, a 

clause was added to this criterion, causing that the criterion is fulfilled if the debt to 

GDP ratio is less than 60 per cent or “moving in that direction”. The public debts 

of many EMU member states are still very high and may grow even faster, given all 

the expenditures connected with the World financial crisis.  

1.2 Optimum Currency Areas 

 From the time of the formation of the EMU there have been many discussions 

about what are the advantages and drawbacks of abandoning the national currency and 

creating a monetary union.  The Optimum Currency Criteria (OCA), first formulated by 

Robert A. Mundell14 and significantly contributed to by other authors, e.g. Ronald 

McKinnon15 and Peter Kenen16, was often a topic of such discussions, as it forms a 

theoretical background for monetary unions and helps to judge the cost and benefits by 

setting a group of criteria.  

 The optimality of an area is defined by a group of various properties to be 

fulfilled. The main idea behind these criteria is that by joining a monetary union, the 

country gives up the exchange rate instrument. The costs of such a sacrifice are most 

visible in the case of an asymmetric shock, when different parts of the monetary union are 

affected in a different way, but the monetary policy of the ECB applies on the union as a 

whole. The OCA criteria should gives us a clue whether or not is the EMU able to pass 

such a shock. . Among these criteria are both economical and political ones.  The main 

criteria evaluate the mobility of production factors (mostly labour), diversification of 

production (the more specialised economy, the more vulnerable), degree of economic 

openness (determines the usefulness of the exchange rate tool), homogeneity of 

preferences (e.g. about inflation and unemployment), fiscal integration (ability to 

redistribute funds to affected countries after an asymmetric shock) and financial market 

                                                 
14 Robert A. Mundell (1961) – The Theory of Optimum Currency Areas, American Economic Review, 
No.51, p.657-65 
 
15 Ronald McKinnon (1962) – Optimum Currency Areas, American Economic Review No.53, p.717-25  
 
16 Peter Kenen (1969) – The Theory of Optimum Currency Areas in R.Mundell and A.Swoboda: Monetary 
Problems of  International Economy, Chicago University Press 
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integration (very important for the Mundell II). For a detailed overview of OCA literature, 

see Mongelli (2002). 

 Most authors agree that EMU is not an optimum currency area17, however, all the 

OCA criteria are very difficult, if not impossible, to fulfil. But the question how close  

EMU is to an optimal currency area may be tricky, because the criteria do not offer any 

simple, “black and white” answers18. The EU performs very well in some criteria 

(openness, diversification), but fails in another (fiscal integration, mobility of labour) There 

have been many studies concerning this problem, e.g. Mongelli (2002)19, Crowley (2003)20 

1.3 Balassa-Samuelson Effect 

 Other concerns about functioning of the EMU were raised on the base of the 

model, suggested in 1964 separately by Béla Balassa and Paul Samuelson. Their work, 

which implies that rapid economic growth leads to real exchange rate appreciation because 

of differential trends in labour productivity growth in tradable and non-tradable sector of 

the economy, is widely known as the Balassa-Samuelson (BS) effect, but recent economic 

papers often refer to it as to the Balassa-Samuelson hypothesis. 

 The idea behind this model is that all produced goods and services can be roughly 

divided into tradable, on which thanks to low costs of international arbitrage the law of one 

price can be applied21,  and non-tradable, which are produced only for domestic consumption 

and for which the costs of arbitrage are to high. The basic assumptions of the BS-model 

are following: positive correlation between the differential of productivity of traded and 

non-tradable sector and relative prices, verification of purchasing power parity assumption 

for tradables and positive correlation between the real exchange rate prices and the non-

tradables.  

 Given these assumptions, the model states that the differential trends in labour 

productivity of the tradable and non-tradable sector in domestic and external economy 

                                                 
17 See e.g. The Euro turns ten, EU Monitor 57, Deutsche Bank research, July 2008 
 
18 Baldwin, Richard, Wyplosz, Charles. The Economics of European Integration, McGraw-Hill  
Education, 2006, page 355 
 
19 F.P.Mongelli – New Views on the Optimum currency Area Theory: Chat is EMU telling us? Working 
Paper No.138, European Central Bank 2002 
 
20 Crowley, Patrick M. (2003) "Has the EU become an OCA? Evaluation using model-based cluster analysis". 
In European Union Studies Association (EUSA) > Biennial Conference > 2003 (8th), March 27-29, 2003, 
pages 48, Nashville, TN. 
 
21 Law of one price is an economic rule which states that in an efficient market, all identical goods must have 
only one price. 
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affect the differential between the inflation differences in the two sectors in both 

economies, which leads to a change in the real exchange rate22. But exchange rate is 

irrevocably fixed in a monetary union, which means that differences in growth rates may 

lead to persistent inflation differentials within monetary union, which may destabilise it. 

Since the differences in productivity are usually higher in rapidly growing countries with 

high productivity growth in tradable sector, the B-S model states that quick economic 

growth is accompanied by higher inflation. This may be problematic for candidate 

countries, because their real convergence may be an obstacle to their pursuit of achieving 

nominal convergence specified by Maastricht criteria, especially the inflation criterion. 

Nevertheless, most studies agree that the Balassa-Samuelson effect should not be 

overstated and estimate its impact on inflation within a range of 1 to 3 percentage points 

(see e.g. Breuss (2003)23). 

 The Balassa-Samuelson effect has been criticised, mainly because of its 

assumptions (e.g. perfect labour mobility, law of one price in tradable sector) and because 

of disputableness of the division between tradable and non-tradable goods. Čihák and 

Holub (2003)24 present an augmented version of the model, adding model of accumulation 

of capital and the demand side of the economy. This extended model may be used for 

more than 2 commodities. 

2 The EMU – First years 

 The start of EMU was bound with both very low and very high expectations. Its 

critics were convinced that it would fail (see e.g. Margaret Thatcher – Statecraft, published 

2002), or endure only a very short time,  mainly due to diversity of countries ruled by a 

single monetary policy – they argued that “ one size cannot fit all” (some even believed that 

Euro will lead to war25). Its supporters, on the other hand, hoped the Euro on its own 

would foster deeper institutional reforms and political integration between the participating 

Member states. It is possible to say that the EMU did not fully meet any of these two 

                                                 
22 
http://www.cnb.cz/en/monetary_policy/inflation_reports/2002/2002_april/boxes_annexes/zpinflace_02_
april_a1.html 
 
23 BREUSS, Fritz. Balassa-Samuelson Effects in the CEEC: Are They Obstacles for Joining the EMU?, IEF 
Working Paper Nr. 52, 2003 
 
24 Tomas Holub & Martin Cihak, 2003 - Price Convergence: What Can the Balassa-Samuelson Model Tell 
Us?,Working Papers 2003/08, Czech National Bank 
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expectations. However, it fulfilled the wishes of its founders in the sense of being a 

complement to the European single market, by ensuring macroeconomic stability and thus 

providing for higher economic efficiency in the Euro zone. The Euro helped to accelerate 

integration of financial markets, mainly by removing currency risks and thus encouraging 

intra-EMU financial flows. 

 The EMU, governed by the monetary policy of ECB, has set macroeconomic 

stability as its primary objective. Concerning this goal, EMU can be considered as a success, 

as the average inflation rate per year moved only slightly above 2%26, although it was hit by 

number of shocks in its early years (Asian crisis in 1998, oil price shocks in 2000, economic 

slowdown after 11.9.2001). ECB managed to establish its credibility very quickly, also 

thanks to its independence, and managed to keep inflation on a low level. Low inflation 

rates have contributed to relatively low interest rates, which improved financing and 

inflation conditions in the area. 

 

Figure 3: Annual average inflation rate (HICP) 
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       Source: Eurostat 

 

 But despite this stable macroeconomic environment, the Euro zone average 

growth rates were a disappointment, which contrasted with the development in the United 

                                                                                                                                               

25 Martin Feldstein : EMU and International Conflict, Foreign Affairs, November/ December 1997 
 
26 ECB’s Governing Council’s Definition of Price stability: "Price stability is defined as a year-on-year increase 
in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2%." 
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States. The average numbers were largely influenced by poor performance of Germany, 

Italy and France. This showed that the macroeconomic stability, though an important 

precondition, does not automatically provide for better economical performance of 

participation countries – it must be accompanied with structural reforms, which would 

make European markets more flexible and less vulnerable to external shocks, and such take 

place only very slowly.  

 

Figure 4 : Real GDP growth rate (% change on previous year) 

 
    Source of the figure: Eurostat, Statistical Pocketbook 2006 

 

 Moreover, budgetary discipline, imposed by the Maastricht criteria, weakened 

after EMU accession. National budget deficits and public debts rose significantly after 

2001. The Stability and Growth pact (SGP) failed to sanction the problematic countries 

(Germany, France, Italy, Greece and Belgium), which resulted in readjustment of the SGP 

in 2005, which should have made the SGP more flexible, but it added more exceptions 

from sanctions. 



Bachelor thesis  

- 17 - 

 According to some authors (e.g. Schadler et al. (2005)27), one of the factors of 

increased public debts after the Euro adoption may be elimination of the risk premium. 

This effect, considered positive for the overall economy, takes place when the investors 

deem the country after introduction of common currency less risky, which results in lower 

interest rates and may eventually lead to cheaper public debt. 

The slackened budgetary discipline is a matter of common concern in a monetary union, 

because excessive national budget deficits may contribute to higher inflation and need for 

ECB intervention in the whole EMU. This calls for a stricter coordination of national fiscal 

policies, but on the other hand, one may object that with no monetary and exchange rate 

instrument, the national governments need their fiscal policies to be flexible. 

 

 The EMU has celebrated its tenth anniversary last year and its performance has 

silenced many of its critics. Nevertheless, many questions are yet to be answered and many 

problems are yet to be solved. The first decade of EMU was a “time in the sun”28 and it is 

now to be tested in stress conditions. 

2.1 Inflation 

The dynamics of EMU inflation stands in the centre of ECB’s interest, because its primary 

objective is maintaining price stability. As was already mentioned before, inflation 

converged significantly after Maastricht Treaty ratification, i.e. 1993 - 1999. Nevertheless, 

this convergence slowed after introduction of common currency and the inflation 

differences even started to widen (for evidence, see e.g.  Busetti, Forni, Harvey and 

Venditti (2006)29). Systematically lower or higher inflation in individual countries may lead 

to discrepancies between national real interest rates30, and because whole area is governed 

                                                 
27 Paulo Flavio Nacif Drummond & Zuzana Murgasova & Susan Schadler & Rachel van Elkan & Louis 
Kuijs, 2005 - Adopting the Euro in Central Europe: Challenges of the Next Step in European  Integration, 
IMF Occasional Papers 234, International Monetary Fund 
 
28 The ECB at ten: A decade in the sun, The Economist, June 2008 
 
29 Busetti, Fabio, Forni, Lorenzo, Harvey, Andrew and Venditti, Fabrizio,: Inflation Convergence and 
Divergence within the European Monetary Union(January 2006). ECB Working Paper No. 574. Available at 
SSRN: http://ssrn.com/abstract=872684 
 
30 The real interest rate cannot be, however, computed simply by subtracting ex post national inflation rate 
from the nominal interest rate. What really matters (for planning of financing, investments...) is the expected 
inflation, and moreover, the more open the economy is, the more important is the Euro-area inflation and the 
less dispersion is caused by the national inflation differentials, which leads us back to OCA criteria. 
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by single monetary policy, the resulting effect of such policy may be, in extreme cases, in 

some countries expansionary and in other restrictive 

Inflation risks of the euro cash change-over were among the most mentioned and most 

feared impacts of the EMU. There were many factors, which were expected to occur 

during the change-over and accelerate inflation, and there are also several channels, 

through which the inflation may be dampened.  

2.1.1 Inflation acceleration channels 

Among such factors, which may lead to faster price growth, there are not only 

economical, but also technical and psychological ones. Most of them affected the inflation 

development in EMU countries in only a short-term and may be viewed benignly, but there 

are also some which may lead to persistent inflation differentials. 

2.1.1.1 Short-term factors 

In a short term, the prices are affected by implementation costs of Euro – 

companies must adjust technologically to enable transactions in Euro, which implies one-

time costs. These may be partially transferred on the customer. Similarly, certain adaptation 

costs arise along with recalculation of prices (printing new menus, price tags, catalogues…). 

These so-called menu costs may also be partially borne by customers, but because of the 

period of dual pricing before Euro adoption price effects are spread to longer term. 

Concerning menu costs, there is another factor, which is usually thought of as inflationary. 

When changing prices, companies must come up with a new structure of prices in Euro 

and are likely to choose “consumer-attractive” prices.  The rounding of prices is often 

viewed by the customers as unfair abuse of situation by companies, however the prices 

adjust in both directions and the overall effect is neutral or not significant. Overall, direct 

impact of Euro introduction on price level is estimated around 0.2% 

2.1.1.2  Perceived inflation 

 After Euro cash change-over, a large gap appeared and widened between the official 

statistics of measured inflation and the opinion of public – the perceived inflation, which 

was formed on the basis of consumers´ experiences and evaluation (see Figure 5). 

Although the actual inflation was low, only slightly above the definition of price stability, 

the EMU citizens tend to feel that the inflation is high. The difference between public 

opinion and official statistics (the so-called perception gap), which appeared after Euro 
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cash changeover in 2002, raised doubts concerning appropriateness of the official measure 

– the HICP, which were later proven unjustified. 

 

Figure 5. : Measured vs. perceived inflation in the Eurozone 31 
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 There are many studies concerning this general feeling of “expensiveness” of Euro 

in individual states, e.g. Giovane, Sabbatini (2006)32 and Brachinger (2006)33, or the Euro 

area as a whole, e.g. Aucremanne, Collin  and Stragier (2007)34. 

There are three most frequent reasons given for the sharp growth of perceived 

inflation in 2002. First is that the regular consumer focus when forming opinion on 

inflation on the most frequently purchased items, such as food and often-used services 

                                                 

31 Source of the figure: The introduction of the euro in Slovenia - COM(2007) 233 final, avaiblable at 
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52007DC0233:EN:NOT 
 
 
32 Paolo Del Giovane & Roberto Sabbatini, 2006."Perceived and Measured Inflation after the Launch of the 
Euro: Explaining the Gap in Italy," GDE  Bocconi University, vol. 65(2), pages 155-192 
 
33 Hans Wolfgang Brachinger, 2006"Euro or Teuro?: The Euro-induced Perceived Inflation in Germany," 
DQE Working Papers 5, University of Fribourg, Switzerland. 
 
34 L.Aucremanne, M.Collin,, T.Stragier, 2007 - Assessing the Gap between Observed and Perceived Inflation 
in the Euro Area : Is the Credibility of the HICP at Stake ?, National Bank of Belgium. 
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(food, newspapers, restaurants, fuel…). Prices of these goods and services increased higher 

than officially measured inflation, but as these are usually low-price items, they have small 

weight in the basket used for calculations of HICP. On the other hand, prices of high-value 

products like household appliances or computers declined significantly, but these are not 

purchased so often. This accounts for a significant part of the perception gap. Second, 

consumers are unable to separate other price effects than Euro-introduction – e.g. the 

often mentioned sharp increase in fruits and vegetable prices at the beginning of 2002 was 

attributed to Euro, but was caused by adverse weather and failure of crops. Third, there is a 

psychological reason for the perception gap. The consumers tend to value gains and losses 

asymmetrically. As described by Kahneman and Tversky (1979) in their prospect theory35, 

people have different attitudes to gains and losses of the same amount – their utility 

increase from a gain is smaller than the decrease of utility from the loss of the same 

amount, i.e. they perceive small price increase stronger than a more significant price 

decrease (see Figure 6) 

 

Figure 6 – Prospect Theory: Value function 36 

 

Third, the perceptions are affected by the so-called snowball effect. At the time of 

Euro cash-changeover, a lot of attention was paid to the price development by the media. 

Public reacted sensitively to by official and informal information on price growth and were 

affected strongly by media, very influential was the German “Euro is Teuro” slogan. There 

is also a correlation to be found between insufficient information provided to the public 

                                                                                                                                               
 
35 D.Kahneman, and A.Tversky (1979) - Prospect Theory: An Analysis of Decision under Risk, 
Econometrica, XLVII (1979), 263-291 
 
36 Source of the figure: Wikipedia 
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and high perceived inflation (e.g. well-informed Finns felt the lowest inflation, whereas 

weakly informed Greeks perceived the highest level of inflation37. Fourth, people tend to 

compare the current Euro prices not with the prices right before conversion, but deeper 

from the past, and also often recalculate the prices using not precise, but rounded 

conversion price (after the dual-prices period).  

Overall, the Eurostat’s estimate of Euro cash change-over contribution to the total 

inflation of 2.3% in 2002 lies only between 0.12 – 0.29%38. The perception gap, which 

opened after Euro cash introduction, decreased gradually with time, but on average has not 

closed yet (the difference between perceived and measured inflation is still large e.g. in 

Greece or Spain, but disappeared already e.g. in Germany or Netherlands – see Figure A2 

in the Annex). High perceived inflation may influence inflation expectations and result in 

inflationary pressures (typically through pressures for increase of wages).  

2.1.1.3  Long-term factors  

The long-term factors, which may foster inflation, are no longer technical. They stem 

from the diversity of countries forming the monetary union – the Maastricht criteria should 

provide for nominal convergence, but do not impose any obligations concerning real 

convergence. The price levels of poorer EMU member states and EMU candidate 

countries lag behind the level of EMU “core members” and as the economies “catch-up” 

with fast economic and productivity growth, inflation is bound to rise., not only because 

elimination of the exchange rate convergence channel, but also because of the Balassa-

Samuelson effect. 

The Balassa-Samuelson effect or the Balassa-Samuelson hypothesis, as already 

mentioned in section 1.3, state that a rapid growth of productivity in the tradable sector 

creates upward pressure on real wages in the country, which results in inflation differentials 

between countries with different trends of productivity growth.  According to this 

hypothesis, higher inflation rates are to be expected in countries with lower initial 

productivity level – these are usually poorer countries with low price level.  For an 

overview of possible scope of the B-S effect, see Table A1. (in the Annex), which 

summarizes  inflation rates implied by B-S effect in EMU countries according to selected 

studies. 

                                                 
37 Eurobarometer, November 2001 
 
38 Euro changeover effects, Eurostat news release, June 2003 
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2.1.2 Inflation deceleration  

  Beside the more often discussed inflation accelerators, there are also some factors 

which work against rise of prices after Euro adoption. To begin with, monetary union 

should improve the comparability of prices between the member states, which increases the 

competition and creates pressure on convergence and decrease of prices.  Moreover, there 

are forces which hinder the inflation accelerating factors mention in the previous 

subsection, mainly those which stem from unjustified increase of prices. 

Competition, mentioned in the context of the whole European market, is at work also 

at local basis – if there is competition strong enough on the local market, it can prevent 

companies from abusing the currency changeover to increase of prices. Such an increase 

can be provided against by the period of dual pricing, which not only help consumers to 

orientate themselves in new prices (and familiarise with the conversion rate), but also 

facilitates more efficient monitoring of price development.  

As was already mentioned before, the development of perceived inflation is affected 

by psychological factors and the level of informedness. The authorities may prevent the hike 

of perceived inflation by providing the public enough information concerning the currency 

changeover, by monitoring the price development closely and imposing sanctions on 

companies, which take the Euro introduction as a opportunity for unjustified price 

increase. 

2.1.3 Inflation differentials 

The inflation rates within the EMU converged significantly in the 1990 and the 

inflation dispersion declined (as can be seen in Figure 2). After the introduction of 

common currency, although the ECB succeeded to keep the average inflation around 2%, 

the differences in inflation rates did not disappear. As can be seen in Figure 7, some 

member states have a persistent inflation differential, compared to the average Eurozone 

annual rate. 
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Figure 7: HICP Inflation differentials in Eurozone 
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      Source: European Commission 39 

 

It can be notices form the Figure 7 that a group of countries tend to have lower 

inflation than the Eurozone average (Finland, Austria and Germany), whereas another 

group of states show positive inflation differentials in the long-term (Spain, Greece, 

Portugal and Ireland). Such persistent inflation differentials may decrease effectiveness of 

the common monetary policy and affect the competitiveness of the country. 

. The problem of inflation differentials is a topic of many discussions and studies (see 

e.g. ECB (2003)40, ECB (2004)41 or Duarte (2003)42). Among the factors, which contribute 

to creation of inflation differentials, are e.g. limited labour mobility, rigidities in labour and 

product markets, a lack of significant centralised fiscal transfer mechanisms and 

decentralised responsibility for fiscal and other economic policies 

 The main factors which lead to inflation differential can be divided into these 

groups: 

                                                 
39 Source: European Commission(2006) – The EU economy: 2006 review – Adjustment dynamics in the 
Euro Area: 
 
40 ECB Press Releases (2003): Inflation differentials in the Euro area: Potential causes and policy implications. 
 Available at :  http://www.ecb.int/pub/pdf/other/inflationdifferentialreporten.pdf 
 
41 ANGELONI, Ignazio, EHRMAN, Michael. Euro Area Inflation Differentials, European Central Bank, 
Working Paper No. 388, 2004 
 
42 DUARTE, Margarida. The Euro and Inflation Divergence in Europe, Article provided by Federal Reserve 
Bank of Richmond in its journal Economic Quarterly, 2003, Volume 89/3, Pages: 53-70 
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• Convergence process factors 

 This group comprises inflationary effects, which arise when a country is catching-

up, e.g. has usually lower price level and lower labbcour productivity. This includes the 

effects of real and nominal convergence and the Balassa-Samuelson effect. Ireland, which 

showed high labour productivity growth in 2002-2003, may be a good example of a country 

affected by these factors43. The estimate of the scope of B-S effect in Ireland can be found 

in Table A1 in the Annex. 

 

• Cyclical factors 

 Beside the level of convergence, the development of inflation after adoption of 

common currency is affected by the cyclical position of the country. If the country grows 

very fast and experiences positive output gap, it will likely have above average inflation rate. 

The opposite holds for the countries with lower than average inflation44. This effect can 

again be demonstrated on the case of dynamically growing Ireland and also, in the opposite 

direction, on the case of slowly growing Germany. 

 

• Structural factors 

 Whereas the previously mentioned factors were primarily economical, there are 

also inflationary effects which stem from institutional and structural measures of the 

country. Moreover, in contrast to the structural factors, the convergence and cyclical 

factors are only transitory (the inflation differential in Ireland disappeared entirely in 2005).  

 The persistency of the inflation differential is connected to the efficiency of 

labour market (especially to the rigidity of wage setting) and the level of competition on the 

goods market. These effects are in operation e.g. in Spain, where the inflation is growing 

faster than the Eurozone average, but as it is accompanied with lower labour productivity 

growth, the difference is mostly due to lack of competition and rigid labour market45. The 

special case of Spain is among the EMU members discussed in next section.  

  

                                                 
43 Nevertheless, the price level in Ireland did not need to converge, as it was already higher than Eurozone 
average on 2001. Source: Eurostat 
 
44 see e.g. ECB Press Releases (2003): Inflation differentials in the Euro area: Potential causes and policy 
implications. Available at :  http://www.ecb.int/pub/pdf/other/inflationdifferentialreporten.pdf 
 
45 The Spanish Inflation differential: A never ending story?, ECFIN country focus, European Commision 
2004, available at: http://ec.europa.eu/economy_finance/publications/publication1421_en.pdf 



Bachelor thesis  

- 25 - 

2.2 Inflation development in selected EMU member states 

In this section I would like to briefly describe inflation development in selected 

European countries after they adopted Euro and try to find what it caused. The following 

countries were chosen for various reasons – Germany as the biggest European economy, 

Spain for its special inflation differential and Ireland, Slovenia and Slovakia as countries 

bearing some similarities to the Czech Republic. The situation in the latter countries is 

described in more detail, as it may serve as a source of valuable experience for future Euro 

introduction in the Czech Republic. 

2.2.1.1  Germany 

Germany is renowned for its emphasis on price stability and was among countries 

who claimed most strongly that there must be conditions for price discipline of potential 

EMU members. The German inflation was below the Eurozone average before the Euro 

adoption and remained below after introduction of the common currency46 

During the currency changeover, the price level increased by 0.9% in 1999 and by 

1.4% in 2002, when the Euro banknotes and coins were introduced. However, the direct 

impact of Euro introduction on price level is estimated around 0.2%. This official denial of 

the effect of common currency on soar of prices was not accepted by the public, who felt 

that the price level increased significantly. A gap opened between the officially measured 

inflation rate and the perceived inflation. 

 The reasons for this development are described in section 2.1.1.2. In Germany,   the 

public opinion was strongly against Euro mainly because the Deutsche Mark was a stable 

and reliable currency and because results of other factors, such as increase of excise duties 

on tobacco and gas, were attributed to Euro. The criticism of the common currency was 

expressed and popularised by the slogan Euro is Teuro47, nevertheless, the annual German 

inflation was actually lower in 2002 than in previous year. (see Figure 8). The gap between 

perceived and measured inflation, which opened widely in 2002, closed relatively quickly 

during 3 years (in contrast to e.g. Spain, where the gap remains) 

                                                 
46 The average German inflation during 1999-2006 was 1.5%, whereas the average inflation in Eurozone was 
2%. Source: Eurostat 
 
47 teuer – German word for expensive 
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Figure 8: Measured and perceived inflation in Germany48 

 

 
 

One of the determinants of the lower German inflation could have been the 

overvaluation of the central parity49 (fixed exchange rate during Euro introduction) set for 

the German Mark.  As a result of this, the competitiveness of German products decreased 

and the real interest rates were relatively higher50 and therefore have restrictive effects on 

the economy, which keeps inflation on a low level. 

 

2.2.1.2 Spain 

Spain adopted Euro in the first wave of Euro changeover, e.g. in 1999, and 

introduces Euro banknotes and coins in 2002. After the decrease of inflation due to 

restrictive monetary policy before Euro introduction, the inflation rates started to rise in 

1999(see Figure 9) and remained higher than the Eurozone average in following years 

(see Figure 10). This positive inflation differential is consider very problematic and may 

have negative impacts on the Spanish economy, as it does not stem primarily from 

catching-up with the rest of Eurozone, but from other factors of structural nature. 

                                                 
48 Source of the figure: NBB WORKING PAPER No. 112 - APRIL 2007 
 
49 see e.g. European Commission (2008): EMU@10: successes and challenges after 10 years of Economic and 
Monetary Union, 
http://ec.europa.eu/economy_finance/publications/publication12682_en.pdf 
 
50 If we accept the simplification of computing the real interest rate simply by subtracting national inflation 
rate from the nominal interest rate.  
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Figure 9: Measured and perceived inflation in Spain51 
 

  
According to an economic analysis of the European Commission52, the persistent 

positive inflation differential has two primary sources. First, the Spanish markets of 

goods and services are not efficient - there is insufficient level of competition, especially 

on the markets with non-tradable goods (some sectors are even monopolistic). As a 

result, the markets may be rigid and the mark-ups are higher.  Second, as a result of 

income convergence, the growth of wages is high, which is however not accompanied by 

corresponding labour productivity growth.  

 

Figure 10: HICP of Spain and the average HICP of Eurozone (annual average rate 

of change) 
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     Source: Eurostat 

As a result, the persistent inflation differential may decrease competitiveness of Spain 

and threaten real convergence, along with decreasing the effectiveness of monetary policy. 

Moreover, as the perceived inflation increased rapidly in 2002 and remained high, there is 

the danger of self-fulfilling inflation expectations. 

                                                 
51 Source of the figure: NBB WORKING PAPER No. 112 - APRIL 2007 
 
52 The Spanish Inflation differential: A never ending story?, ECFIN country focus, European Commision 
2004, available at: http://ec.europa.eu/economy_finance/publications/publication1421_en.pdf 
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2.2.2 Ireland 

Ireland entered the European Union in 1972, along with Great Britain, and became 

its poorest member. It is a very specific EU member – an island state, with very open 

economy and strong bounds to non-EMU countries like Great Britain or the USA. 

The Irish economy grew very fast since the 1990s53. This growth slowed down 

slightly after Euro introduction (6.4% per year). As can be seen in Figure 10, the Irish 

inflation, which was during 1992-1998 on average 2.1%, rose significantly after the 

exchange rates between EMU candidate countries were irrevocably fixed in 1999.  

 

Figure 11: Measured and perceived inflation in Ireland54 

 

  
 

There are many factors, which may have effected this development. Unlike in Spain, 

these factors are mainly economical, not structural. First, there is the cyclical factor - quick 

growth of the Irish economy combined with fixed exchange rate regime created 

inflationary pressures, because the nominal exchange rate appreciation channel closed. The 

growth was further fostered by low real interest rates55. Second; we must take into 

consideration the Balassa-Samuelson effect, which was discussed in section 1.3 and which 

states that rapid economic and productivity growth leads to real exchange rate appreciation 

because of differential trends in labour productivity growth in tradable and non-tradable 

sector of the economy. The productivity growth was highest in Ireland from all Eurozone 

countries. According to Blanchard (2001), the impact of Balassa-Samuelson effect on Irish 

                                                 
53 The Irish economy grew on average by more than 7% a year during 1992-98. Source: Eurostat 
 
54 Source of the figure: NBB WORKING PAPER No. 112 - APRIL 2007 
 
55 Again, if we accept the simplification of computing the real interest rate by subtracting national (above 
average) inflation rate from the nominal interest rate, the Irish real interest rates were lower than average 
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inflation can be assessed around 1.5%.56 Other study of Sinn and Reuter (2001)57 estimate 

the inflation rate implied by the B-S effect to be higher (3,4%), but their method of 

estimate is often considered overstated58 

As can be seen in Figure 11, after the period of high inflation during 1999-2003, the 

inflation rate started to decrease and is now comparable to EMU average. The inflation 

differential in Ireland was temporary and disappeared after Ireland reached real 

convergence with the Eurozone. 

2.2.3 Slovenia 

 Slovenia became a member of the EU on 1 May 2004, just as the Czech 

Republic.. But unlike Czech Republic, Slovenia decided to accept the single currency as 

soon as possible and entered the ERM II mechanism less then two months after joining 

the EU, already on 28 June 200459. The Slovene plan for Euro introduction, which was 

approved in 2005, outlined the basic principles of the Euro changeover. Slovenia was the 

first EMU member, who used the “big bang scenario” (described in detail in section 2.4.1), 

which accounts for introduction of Euro banknotes and coins into circulation on the very 

day of Euro adoption. The Slovenian authorities also decided, in order to minimize the 

costs of the changeover for retailers, financial intermediaries etc., to keep the period of dual 

circulation very short – only two weeks (the period of dual circulation during the first wave 

of Euro introduction lasted officially until 28.2.2002, i.e. two months). 

 In 2006, the European Commission and the European Central bank examined 

the fulfilment of the Maastricht criteria60 and consequently, the date of introduction of 

common currency to Slovenia was set on 1 January 2007. Slovenia was the first post-

communist country to adopt Euro. 

                                                 
56 Blanchard, Olivier: Country adjustments within Euroland. Lessons after two years,CEPR report on the 
European Central Bank, March 2001, available at : http://econ-www.mit.edu/files/721.  
 
57 Michael Reutter & Hans-Werner Sinn, 2000 - The Minimum Inflation Rate for Euroland, CESifo Working 
Paper Series  
 
58 : ECB, Inflation Differentials in the Euro area: Potential Causes and policy implications, September 2003 
 
59 Source: www.evro.si 
 
60 By releasing „Convergence report“ - 2006/495/EC: Council Decision of 11 July 2006 in accordance with 
Article 122(2) of the Treaty on the adoption by Slovenia of the single currency on 1 January 2007, available at: 
http://eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type_doc=Decision&an_
doc=2006&nu_doc=495 
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 In order to familiarise the citizens with the prices in Euro, the prices of goods 

and services were displayed in both tolar and Euro from 1 March 2006. This period of dual 

pricing ended six months after the Euro change over, (in June 2007). The situation in 

Slovenia was, however, very different from the situation during the first wave of Euro 

adoption – as Euro cash is available since 2002, most Slovenes were already familiar with 

using Euro, because two neighbours of Slovenia, Austria and Italy, are EMU members.  

 The dual display of prices also helped the authorities to monitor possible 

unjustified price increase. In the first months, there were some unusual price hikes in 

cafeterias and restaurants, but overall, the impact of Euro introduction on Slovene inflation 

was estimated by Eurostat around 0.3%, which is comparable with the first wave of Euro 

introduction. 

 As can be seen in Figure 12, the phenomenon of higher perceived than measured 

inflation appeared also in Slovenia, but was less significant than in the first wave of 

changeover, and decreased gradually. 

 

Figure 12: Actual and perceived inflation in Slovenia 61 
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61 Source of the figure: Communication from the Commission to the Council, the European Parliament, the 
European Economic and Social Committee, the Committee of the Regions and the European Central Bank - 
The introduction of the euro in Slovenia, COM/2007/0233 final */ 
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 Overall, the Slovenian changeover was very quick and efficient and is considered 

to be very successful. Among the factors, which determined the swift and trouble-free 

introduction of Euro in Slovenia, is the timeliness and thoroughness of preparation, 

providing enough information to the public and communicate sufficiently during the 

changeover. According to European Commission’s Flash Eurobarometer 205 from January 

200762, 92% of Slovenian citizens felt well informed about the euro and 95% Slovenes were 

satisfied with the efficiency of the Euro changeover. 

 Nevertheless, this very positive image of Slovenia as new EMU member dimmed 

slightly, as the inflation rates, which decreased significantly during 2000 – 2005, started to 

rise and reached annual rate of 5.5% in 2008 (see Figure 13), which was the highest 

inflation in whole Eurozone and nearly double the average of EMU (3.1%)63. This raised 

concern of the EU authorities - European Monetary Affairs Commissioner Joaquin 

Almunia reacted that Slovenia's inflation was "not clearly linked with membership in the 

Eurozone" and was sending a "bad signal" to future euro area candidates64. According to 

the Slovene Finance Minister Andrej Bajuk, the factors, which boosted Slovene inflation, 

were above all increase in oil prices and global increase in food prices in 2007. This increase 

was however twice the size as in other EU member states, mainly because lack of 

competition in the market (retail level prices of processed food increased 50% more than at 

the producer level). Moreover, Bajuk stressed the role of price increase of seasonal 

products and claimed that the impact of rising prices of oil on Slovene economy is much 

stronger than in the Eurozone, as the weight of oil in national HICP is higher65. 

 To sum up, the main lessons from Slovene Euro changeover are the importance 

of timely and thoroughly preparations, of sufficient information provided to the public, 

communicating the strategy, especially price issues, and analyses of the degree of 

competition on various segments of the market. 

 

 

                                                 
62 Flash Eurobarometer 205 ,General public survey after the introduction of the euro in Slovenia, available at: 
http://ec.europa.eu/public_opinion/euro_en.html 
 
63 Source: Eurostat 
 
64 Source: Europe’s not so golden pupil: Cracks emerge in Slovenia’s Model Facade, Marion Kraske, March 
2008, Spiegel Online, available at: http://www.spiegel.de/international/europe/0,1518,526439,00.html 

65 Keynote Speech by Slovenian Minister of Finance dr. Andrej Bajuk at the 3rd Luxembourg Financial 
Forum: "Slovenia’s First Experiences with the European Currency", 30.05.2008, available at: 
http://www.eu2008.si/en/News_and_Documents/Speeches_Interviews/May/0530MFbajukLF.html 
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Figure 13: Annual inflation rates in Slovenia (HICP) 
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       Source: Eurostat 

2.2.4 Slovakia 

 Slovakia adopted the Euro on 1st January 2009, on the day when Euro celebrated 

its 10th anniversary, and became the 16th member of the EMU. Slovakia was preceded by 

Cyprus and Malta, which adopted the common currency on 1st January 2008, but as 

Slovakia bears much more resemblance to the Czech Republic, I will focus on the 

development of our neighbour state. The Czech Republic will probably draw heavily from 

the experience of Slovakia in the future, as we share analogous starting position, common 

history and also adopting Euro after years of using floating exchange rate regime and 

targeting inflation. 

 Slovakia started its preparations for introduction of Euro already before its 

accession to the European Union in May 2004. The Strategy of Euro adoption in 

Slovakia66, a joint document of Slovak government and the Slovak National Bank, was 

approved already on 16th July 2003. In 2005, the National Plan of Introduction of Euro in 

Slovakia was approved by Slovak National Bank and the Slovak Government67. Both 

                                                 
66 Stratégia prijatia eura v Slovenskej republike, document approved by the Slovak government in July 2007, 
available at: 
http://www.rokovania.sk/appl/material.nsf/0/5A75954C2568AC01C1256D63003B5F98?OpenDocument 
 
67 Národný plán zavedenia eura v Slovenskej republike, approved by the Slovak Government in July 2005, 
available at: 
www.rokovania.sk/appl/material.nsf/0/D38FE39CD9BF05E5C125702F002FABD0?OpenDocument 
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documents were further updated in response to the actual situation68. The Slovak 

authorities strived hard to fulfil all the convergence criteria and succeeded, as was 

confirmed by the European Commission’s Convergence report 2008, which analysed the 

readiness of 10 EMU candidate countries69.  

 The results of the above mentioned Convergence report, concerning fulfilment of 

the convergence criteria70 by Slovak economy, are summed up in the Table 1. The results of 

the Czech Republic are added for comparison. 

 

Table 1: Fulfilment of convergence criteria – Slovakia  

 reference value Slovakia Czech Republic
inflation criterion 3.2% 2.2% 4.4%
long-term interest rate criterion 6.5% 4.5% 4.5%
exchange rate criterion 2 years in ERM II member since 11/2005 not participating 
budget deficit criterion -3.0% -2.2% -1.6%
public debt criterion 60.0% 29.4% 28.7%

    Source: Convergence Report 2008, European Economy 3/2008 

  

 Slovakia passed all the criteria, although there was some concern raised about the 

sustainability of Slovak inflation. The reasons were the rather volatile development of 

Slovak inflation rates in previous years (see Figure 14) and also the fact that Slovak 

economy was growing fastest in the whole EU71 - such fast growth may create inflationary 

pressures.  

 

 

 

 

 

 

                                                 
68 The documents and their updated versions are available at: 
http://www.finance.gov.sk/Default.aspx?catID=3852 
 
69 Convergence Report 2008, European Economy 3/2008, European Commission, available at: 
http://ec.europa.eu/economy_finance/publications/publication12574_en.pdf 
 
70 The individual convergence criteria and the computation of reference value for the criteria are described in 
section 1.1.1. 
 
71 The Slovak GDP growth accelerated from 6.6% in 2005 to 8.5% in 2006 and 10.4% in 2007. Source: 
European Commission 2008 
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Figure 14: Inflation development in Slovakia before Euro adoption 72 

  
   (HICP inflation, y-o-y percentage change) 

 

 Moreover, the price level in Slovakia is still much lower than EU average (in 2007 

it was only around 63%73), which creates space for price level increases while converging to 

the EU average in the long term. With the exchange rate appreciation channel closed, the 

Slovak National Bank assesses that in the long term, Euro introduction will bring 

“additional contribution to the inflation in comparison with the Euro area average 

amounting to 1.5 percentage points annually.” 74 

  As a result, the European Commission’s Convergence Report recommends wage 

discipline, structural reforms to improve level of competition and especially disciplined 

fiscal policy in order to maintain low inflation rates.   

 The €-day was set on 1st January 2009. According to the National Plan of Euro 

Introduction in Slovakia, the Euro banknotes and coins were introduced into circulation on 

the same day, without any transitionary period (big bang scenario, see section 3.2.1) Like 

Slovenia, Slovakia chose to impose short period of dual circulation – from 1st January to 

16th January 2009 75. Slovakia speeded up the recovery of the Slovak koruna from 

circulation by the rule of giving the change back exclusively in Euro from 1st January 2009, 

                                                 
72 Source of the figure: Convergence Report 2008, European Economy 3/2008, European Commission, 
available at: http://ec.europa.eu/economy_finance/publications/publication12574_en.pdf 
 
73 Source: Eurostat, Key Figures on Europe, 2009 Edition 
 
74 The Effects of Euro adoption on the Slovak Economy, National Bank of Slovakia, BIATEC, Volume XIV, 
6/2006 
 
75 Cyprus and Malta decided for a longer period of dual circulation – one month. 
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even if the customer paid in koruna.. This also decreased the costs of the changeover and 

eased the situation during dual circulation for retailers.  

 Slovak citizens were, similar in the case of Slovenia, already familiar with Euro 

and three day before the change over, they already possessed some Euro cash, either in the 

form of mini-kits76 provided by the Slovak National Bank or from previous trips abroad77. 

 Slovakia learned from the experience of its precedent EMU members and thanks 

to timely planning and good information campaign, the changeover processed smoothly. 

Moreover, the Slovak citizens believed that the authorities can prevent unjustified price 

increases during the changeover, and as a result, no gap opened between perceived and 

measured inflation in connection with Euro introduction78. 

 It will not be easy to determine the inflationary impact of Euro adoption on 

Slovakia. The Slovaks managed to qualify for the common currency just in time before the 

financial turmoil of the world crisis started. A longer period of time must pass, until it will 

be possible to separate the role of Euro in development of Slovak economy from the 1st 

January 2009.  Opinions vary on the subject whether a common currency is a benefit or a 

disadvantage during the economic crisis, nevertheless, according to European Parliament’s 

survey from March 200979, 66% of Slovaks believe that Euro plays a positive role during 

the financial crisis and mitigates its impacts. 

3 The Czech Republic 

The Czech Republic became a member of the European Union along with 9 other 

countries80 on 1.May 2004. As a result of this membership, the Czech Republic is obliged 

to take part in the third stage of Economic and Monetary Union and therefore must adopt 

Euro, as soon as all the convergence criteria (see section 1.1.1) are fulfilled.  The accession 

of the Czech Republic to the Eurozone is consequently only a question of time 

                                                 
76 pre-packed kits containing Euro coins worth 500 SKK (i.e. approximately €16,60) 
 
77 Flash Eurobarometer 255, January 2009. 
 
78 The difference between perceived and measured inflation appeared in 2007 as a result of global price 
increase of food and oil and decreased since the second half of 2008. 
 
79 Europeans and the economic crisis, Standard Eurobarometer (EB 71), 27 March 2009, available at: 
http://ec.europa.eu/public_opinion/archives/eb_special_en.htm 
 
80 Cyprus, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia, Slovenia 
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3.1 The Euro-Area Accession Strategy 

Besides fulfilling the macroeconomical criteria, the candidate country need to be 

prepared for the changeover also from  the technical, institutional and legislative point of 

view and have a clear strategy  in order set goals for both economic and monetary policy 

and minimize the costs and problems concerning adopting new currency. To help ensure 

that, the Czech Republic’s Euro-area Accession Strategy (thereinafter Strategy)81 was 

approved by both Czech Government and the Czech National Bank in 2003, already 

before the accession to the European Union. 

According to the Strategy, the Czech Republic is to adopt Euro “...as soon as the 

economic conditions are suitable”.  This vague notion was supported by setting some 

conditions, besides fulfilling the Maastricht criteria e.g. achieving a sufficient degree of real 

convergence with the EMU members and making progress with necessary structural 

reforms, which shall improve the correlation of our economy cycle with the Eurozone. The 

Strategy assumed that the Czech Republic will participate in the ERM II only for the 

necessary two years to fulfil the corresponding convergence criterion; nevertheless, this 

participation should take place only after the Czech Republic will be ready to fix its 

currency (this readiness is specified by the Strategy as sufficient progress with reforms 

improving flexibility of the Czech economy and reform of public finance). Moreover, the 

Strategy specifies possible benefits and drawbacks of Euro adoption. The original Strategy 

was not fulfilled, as it expected the Czech Republic to adopt Euro around 2009-20010, and 

was updated in 200782. 

3.2 Institutional framework 

The institutional structure for Euro adoption was formed in 2005, involving all 

significant institutions which were concerned. As the leading body, the National 

Coordination Group for the Introduction of Euro (NCG) was appointed by the 

Government of the Czech Republic to manage and coordinate organizational, technical and 

legislative fields of the changeover process. The members of the NCG were chosen from 

the Ministries concerned and the Czech National Bank (Member of the Bank Board of the 

                                                 
81 The Czech Republic’s Euro-area Accession Strategy, approved by the Government of the Czech Republic 
on 13 October 2003. The document and its updated versions is available at 
http://www.zavedenieura.cz/cps/rde/xchg/euro/xsl/dokumenty.html 
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Czech National Bank, the Deputy Minister of Industry and Trade, the Deputy Minister of 

Foreign Affairs, the Deputy Minister of Justice, the Deputy Minister of the Interior and the 

Deputy Prime Minister for European Affairs). The NCG is headed by the National 

Coordinator.83 

3.2.1 Choice of adoption scenario 

One of the first and important tasks of the NCG was to determine, which scenario of 

Euro adoption the Czech Republic will follow.  The choice was between these possibilities: 

 

 Scenario with transitional period - “Madrid scenario” 

This scenario was agreed on by the European Council in Madrid in 1995 – that is 

how it got its name. It specified the timetable for the first wave of Euro adoption in 1999, 

including a 3-year transitional period, during which the Euro was used only as unit of 

account or book money. Euro banknotes and coins were put into circulation on 1 January 

2002, followed by a short period of dual circulation. 

 

 Big bang scenario  

After the first wave of Euro adoption, the situation changed for the new member 

states. They are no longer launching a new currency, but accessing into already existing 

monetary union, and therefore may learn from current EMU-members and may already 

have experience with using the common currency. As a result, the EU legal framework 

enabled leaving out the transitional period between introduction of Euro as unit of account 

and introduction of Euro banknotes and coins – both is done on one day, the €-day, which 

is why this scenario is called “big bang scenario”.  After the €-day, there is a dual circulation 

period, during which both nation and common currency may be used. 

 

 Big bang scenario with phasing out 

The difference of this scenario from the previous one is that although the Euro is 

officially introduced in one day, there is a possibility to use the national currency in some 

legal contracts during a period of up to one year. With regard to possible problems with 

                                                                                                                                               

82 The Czech Republic`s Updated Euro-area Accession Strategy, approved by the Government of the Czech 
Republic on 29 August 2007, available at http://www.zavedenieura.cz/cps/rde/xchg/euro/xsl/14.html 
 
83 doc. Ing. Oldřich Dědek, CSc. 
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transparency and additional costs for financial intermediaries, this scenario is recommended 

only should any difficulties while implementing the big bang scenario occur. 

 

The Czech Republic decided to follow the big bang scenario. This decision was made 

on the basis of recommendation of the NCG, the Czech National Bank and the Ministry of 

Finance.84 This scenario reflects best the needs of new member states, which are already 

familiar with the common currency and was already followed by other countries from the 

newer EU members85 , which proved this scenario to be efficient and relatively cheap. 

3.2.2 National Euro Changeover Plan 86 

After choosing the appropriate adoption scenario, the main task of the NCG was to 

prepare a plan of institutional, technological and legislative changes to account for the 

complexity of modification of economical environment after Euro adoption. The purpose 

of this plan was not only to organize the necessary changes, but also to inform the public 

and enable them to make preparations. 

The National Euro Changeover Plan (Plan) was approved by the Government on 

11.April 2007. It outlines the basic principles of Euro adoption in the Czech Republic and 

the intended change-over timetable. Moreover, it focuses on tasks related to the Euro 

adoption for individual sectors of the economy.  

Besides confirming the intended us of the big bang scenario, the Plan also specifies 

rules for using the conversion rate, rounding up and for the period dual circulation, which 

shall last (like in Slovenia) 2 calendar weeks. During this period the Czech currency may 

also be used to pay in cash, but the retailers will give change to the customers only in Euro, 

which shall speed up the recovery of the Czech crowns from the circulation. Beside these 

rules, the Plan sets 3 basic principles87, which must be respected during the changeover: 

 

                                                 

84 Volba scénáře zavedení eura v České republice, approved by the Czech governemnt on 25. 11. 2006 
,available at: 
 http://www.zavedenieura.cz/cps/rde/xbcr/euro/Scenar_zavedeni_eura_CR.pdf 
 
85 Slovenia, Cyprus, Malta 
 
86 National Euro Changeover Plan, approved by the Government of the Czech Republic on 11 April 2007, 
available at http://www.zavedenieura.cz/cps/rde/xbcr/euro/NP_EN_06-08-07.pdf 
 
87 Source: www.zavedenieura.cz 
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 legal stability principle – all legal documents, which were contracted in 

Czech crowns, remain valid after Euro introduction. The amounts specified in Czech 

crowns will be converted into Euro using the official conversion rate. 

 consumer protection principle – the currency changeover must not be 

abused for unjustified price increase (prices will be regularly monitored, especially during 

the dual pricing period). Moreover, the fees and taxes paid by citizens will be rounded 

down, while the state payments to the public will be rounded up88. 

 cost minimization principle – as every public or private subject need to 

bear their costs of Euro introduction themselves, the changeover should be as considerate 

such costs as possible. The costs may me lowered by providing sufficient and actual 

information about the changeover. 

 

The Plan sets no Euro-adoption date – the target date should be set by the Czech 

Government. At the moment, the Czech crown does not participate in the ERM II system 

and probably will not in the nearest future, due to uncertainty and volatility during 

economic crisis89. The decision of the Government should be based on the annually 

published document, approved by both Czech National Bank and the Czech Government, 

which assesses the fulfilment of convergence criteria and alignment of the Czech economy 

to the Eurozone.  

The final decision, whether or not the Czech Republic satisfied all the conditions for 

the single currency, is based on the Convergence report issued every two years90 by the 

European Commission and the European Central Bank. 

3.3 The date of Euro-adoption 

The estimation of the impact of Euro on the Czech Republic is complicated by the 

fact, that at the moment, there is no fixed date of the Euro-adoption. 

                                                 
88 This rounding policy will not apply to payments and debts to the state arising from breaches of the 
generally applicable legislation (fines, penalties and other sanctions). Source: National Changeover Plan for 
the Czech Republic 2007, page 12 
 
89 Vyhodnocení plnění maastrichtských konvergenščích kritérií a stupně ekonomické sladěnosti ČR  s 
Eurozónou, joint document of Ministry of finance of the Czech Republic and the Czech National Bank< 
approved by the Czech Government on 16th December 2008, page 5. Available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/m
aastricht_vyhodnoceni_2008.pdf 
 
90 The Convergence Report may be issued more often, if a candidate country asks for it. Source: : 
Convergence Report 2008, European Economy 3/2008, European Commission, page 224 
 



Bachelor thesis  

- 40 - 

The original Strategy from 2003 assigned 2009-10 as the possible Euro changeover 

date (under conditions of fulfilment of the convergence criteria including consolidation of 

the public finance, achieving sufficient real convergence and proceeding with the structural 

reform, which shall ensure better economic alignment with the EU 91). Nevertheless, during 

2004 – 2006, the Czech Government and the Czech National Bank published 3 documents 

assessing the fulfilment of the Maastricht criteria and the economic alignment with the 

EU92 and every year, they recommended for the Czech crown not to enter the ERM II 

system yet. The reasons were missing reform of the public finance (healthy public finance 

is needed in order to function as automatic stabilizer, when the tool of national monetary 

policy is missing), low alignment of economic cycles with the Eurozone and low flexibility 

of the labour market(especially labour mobility and wage rigidities). The Strategy was 

updated in 2007. As the reforms of Czech pension and health system had not taken place 

yet and the flexibility of the labour market was still low, the Strategy sets no fixed date for 

Euro introduction. 

It is up to the Czech government to decide, but recently, it seems that years 2013-

2015 are realistic as the changeover date.93  

3.4 Fulfilment of the Maastricht criteria 

To qualify for the single currency, all candidate countries must meet all the conditions 

of convergence specified by The Treaty on European Union (Maastricht Treaty)94 and 

described in section 1.1.1., along with achieving compatibility of legal framework with 

Articles 108 and 109 of the aforementioned Treaty.  These criteria must be fulfilled in a 

sustainable, not temporary way. The situation of the Czech Republic is described in 

following subsections. 

                                                 
91 The Czech Republic’s Euro-area Accession Strategy, approved by the Government of the Czech Republic 
on 13 October 2003. The document and its updated versions is available at 
http://www.zavedenieura.cz/cps/rde/xchg/euro/xsl/dokumenty.html 
 
92 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint documents of the Ministry of Finance of the Czech Republic and the Czech National Bank,  
all annual versions available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/eu_vyh_maastricht_kriterii.html 
 
93 According to the governor of CNB, Zdeněk Tůma and the former Minister of Finance, Miroslav Kalousek( 
see http://www.financninoviny.cz/zpravy/kalousek-termin-vyhlaseni-eura-se-kvuli-volbam-zmeni/371251) 
 
94The Treaty on European Union, signed on 7th February 1992 in Maastricht, entered into force in 1993, 
Article 109(j).Available at : http://www.ecb.int/ecb/legal/pdf/maastricht_en.pdf  
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3.4.1 Inflation criterion 

After a long period of low inflation rates (see Table 2), the Czech Republic failed to 

fulfil the inflation criteria in 2007 and 2008 (see Figure 15). 

 

Table 2: HICP of the Czech Republic  (annual average, y-o-y change) 

2002 2003 2004 2005 2006 2007 2008 2009 est. 2010 est. 
1.4 -0.1 2.6 1.6 2.1 3.0 6.3 0.7 0.5
   Source: Forecast of the Ministry of Finance of the Czech Republic  95 

 

 Figure 15: Czech Republic’s HICP and the inflation criterion  

0.0
1.0
2.0
3.0
4.0
5.0
6.0
7.0

2005 2006 2007 2008 2009
est.

2010
est.

EU (3)
reference value
Czech Rep.

 
Source: Forecast of the Ministry of finance 96, Assessment of the Fulfillment of the Maastricht 

Convergence Criteria and the Degree of Economic Alignment of the Czech Republic with the 

Euro Area 97 

EU(3) refers to average of three lowest nonnegative annual inflation rates within EU 

 

The rise of inflation in 2007 was caused mostly by exogenous factors, e.g. by global 

increase of food and oil prices. Moreover, the inflation rate was positively impacted by 

administrative measures, e.g. the lower VAT rate was increased from 5% to 9%, the 

Government imposed new ecological taxes and raised excise duties. These effects are 

                                                 
95 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
96 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
97 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint document of the Ministry of Finance of the Czech Republic and the Czech National Bank, 
approved by the Czech Government on 16th December 2008, available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/m
aastricht_vyhodnoceni_2008.pdf 
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expected to disappear quickly during following years, as can be seen in Figure 15. In 

addition to that, the Czech National Bank announced a new inflation target from 1st 

January 201098. This target is set on 2.0% for national CPI, with tolerance band of ±1.0 

percentage point, which shall help keeping the Czech inflation rate under the reference 

value for the inflation criterion. As a result, unless further inflationary administrative 

measures take place, the Czech Republic should not face any problems to fulfil the price 

stability criterion in the future. 

3.4.2 Long-term interest rates criterion 

The Czech Republic clearly passed this criterion in previous years and according to 

the Forecast of MFCR, no problems should arise in the near future (see Table 4). 

 

Table 3: 10-year government bonds interest rates, secondary market  

  2005 2006 2007 2008 2009 est. 2010 est. 2011 est. 
EU(3) 3.4 4.2 4.4 4.6 3.9 3.2 3.2
Reference value 5.4 6.2 6.4 6.6 5.9 5.2 5.2
Czech Rep. 3.5 3.8 4.3 4.6 4.3 4.5 4.2

 

  

Figure 16: Long-term interest rate in Czech Republic and the Maastricht criterion 
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Source of data for Table 4 and Figure 14: Forecast of the Ministry of finance  99, Assessment 

of the Fulfillment of the Maastricht Convergence Criteria and the Degree of Economic 

                                                                                                                                               
 
98 http://www.cnb.cz/cs/verejnost/pro_media/tiskove_zpravy_cnb/2007/070308_TK_novy_cil.html 
 
99 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
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Alignment of the Czech Republic with the Euro Area 100, EU(3) refers to average of  long-

term interest rates in 3 EU member states with thee lowest nonnegative annual inflation rates  

  

The interest rate on long-term government bonds reflects the expectations of the 

market. The current economic crisis may have negative impact on expectations of the 

financial markets about fiscal development, maybe even about economic development of 

the whole region, which may result in increase of risk premium of the long-term interest 

rate. This shifts the national long-term interest rate upwards, nearer to the criterion 

reference value and may lead to not fulfilling this criterion. Nevertheless, according to the 

estimates, the Czech Republic should pass this criterion clearly (see Figure 16). 

3.4.3 Exchange rate criterion 

In order to fulfil the exchange rate criterion, the candidate country must stay 2 

consecutive years in the ERM II system without having to devaluate its currency. The 

Czech crown has not entered the ERM II yet and according to Assessment of the 

Fulfilment of the Maastricht Convergence Criteria and the Degree of Economic Alignment 

of the Czech Republic with the Euro Area101, does not plan to enter in the nearest future – 

the risks of volatility of the exchange rate is too high and fixing the exchange rate may lead 

to macroeconomical costs and decrease of economic alignment of the Czech Republic with 

the Eurozone. 

The exchange rate of the Czech crown vis-à-vis Euro has a long-term appreciation 

trend (see Figure 17). After the volatile development during 2008, when it swayed in both 

direction and probably 2009, the Czech crown should assume this trend back. As can be 

seen from the Slovak example, the European Commission is benevolent towards 

appreciating currencies – since entering the ERM II in 2005, the central parity of the 

Slovak crown was changed twice - in 2007 by 8.5% from the original 38.455 SKK/EUR to 

35.442 SKK/EUR and in 2008 by 17.64% to 30.126SKK/EUR. 

                                                 
100 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint document of the Ministry of Finance of the Czech Republic and the Czech National Bank, 
approved by the Czech Government on 16th December 2008, available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/m
aastricht_vyhodnoceni_2008.pdf 
 
101 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint document of the Ministry of Finance of the Czech Republic and the Czech National Bank, 
approved by the Czech Government on 16th December 2008, available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/m
aastricht_vyhodnoceni_2008.pdf 
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The Czech Republic thus fails to pass the exchange rate criterion, because the 

Czech crown is not a member of the ERM II yet. 

 

Figure 17: Nominal exchange rate CZK/EUR  
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     Source: Forecast of the Ministry of finance  102 

3.4.4 Sustainability of public finance 

The sustainability of public finance of the candidate country is tested via two 

criteria, the budget deficit criterion and the public debt criterion. 

 

 Budget deficit criterion 

This criterion is among the more problematic for the Czech Republic. In 2004, the 

Excessive Deficit Procedure103 was declared for the Czech Republic (see Table 4), 

but was ended in 2008, thanks the low budget deficit in 2007. 

 

Table 4: Budget Deficit of the Czech Republic 

2003 2004 2005 2006 2007 2008 est. 2009 est. 2010 est. 2011 est. 
-6.6 -3.0 -3.6 -2.7 -1.0 -1.2 -3.0 -2.9 -2.5

      Source: Forecast of the Ministry of finance  104 

 

                                                 
102 Macroeconomic Forecast of the Ministry of  Finance of the Czech Republic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
103 According to Stability and Growth Pact, deficit is deemed excessive, when it exceeds 3 % of the country’s 
GDP.  
 
104 Macroeconomic Forecast of the Ministry of  Finance of the Czech Republic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
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As can be seen in Table 4, the Czech Republic may not pass the budget deficit 

criterion this year. The Forecast of the Ministry of Finance of the Czech Republic 

was amended in order to respond to the current situation, i.e. contraction of GDP 

in 2009 and higher government expenditures in the context of economic crisis, 

nevertheless, the currently available information indicate that the deficit in 2009 

may be even higher than the estimated 114.8 billion CZK. 

 

Figure 18: Budget deficit of the Czech Republic 
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     Source: Forecast of the Ministry of finance  105 

 Public debt criterion 

The ratio of public debt to GDP of the Czech Republic is relatively low, not 

because of any extraordinary fiscal discipline, but because of low initial level. The 

ratio moves around 30% and even it is expected to increase this year, the Czech 

Republic shall pass this criterion without need of any additional measurements (see 

Table 5 and Figure 19). Nevertheless, problems may arise in the long term, if the 

Czech Republic does not apply necessary fiscal reforms to account for the ageing 

population. 

 

Table 5: Public debt of the Czech Republic 

2003 2004 2005 2006 2007 2008 est.  2009 est. 2010 est. 2011 est. 
30.10 30.40 29.80 29.60 28.90 29.40 30.40 31.30 31.20

     Source: Forecast of the Ministry of finance  106 

                                                                                                                                               
 
105 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
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Figure 19: Public debt of the Czech Republic and the Maastricht criterion 

(in % GDP) 
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     Source: Forecast of the Ministry of finance  107 

 

3.4.5 Legal compatibility 

Besides the economical convergence criteria, the candidate country’s legal 

framework must be compatible with Articles 108 and 109 of the Treaty on European 

Union108 and with the Statute of European System of Central Banks (ESCB).  Although the 

objectives of the Czech National Bank are compatible, Czech Republic does not currently 

fulfil the condition of legal compatibility. According to the European Commission’s 

Convergence Report109, there are still imperfections concerning independence of the Czech 

National Bank, the role of ESCB and the prohibition of monetary financing110. 

                                                                                                                                               
106 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
107 Macroeconomic Forecast of the Ministry of  Finance of the CzechRepublic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
108The Treaty on European Union, signed on 7th February 1992 in Maastricht, entered into force in 1993. 
Available at : http://www.ecb.int/ecb/legal/pdf/maastricht_en.pdf 
 
109 Convergence Report 2008, European Economy 3/2008, European Commission, available at: 
http://ec.europa.eu/economy_finance/publications/publication12574_en.pdf 
 
110 Central banks must not finance the government of other bodies of the public sector (primary markets) 
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To account for this incompatibility, the NCG has prepared a document, which 

plans the adaptation of the legal framework of the Czech Republic to the Euro 

introduction111. This document was approved by the Czech Government in March 2009. 

3.4.6 Summary 

The Czech Republic has no fixed Euro-adoption date, therefore it is not possible to 

state whether or not will it pass the criteria by the time we decide to introduce Euro. The 

date which is deemed realistic at the moment (e.g. 2013-2015) is further in the future than 

the predictions may reach. Nevertheless, if we just extrapolate the forecasts of the Ministry 

of Finance of the Czech Republic, the Czech Republic should probably not face any 

problems while passing the inflation criterion, long-term interest rate criterion or the public 

debt criterion. On the other hand, complications may arise concerning the budget deficit 

criterion.  

3.5 Inflationary impacts of Euro on the Czech Republic 

The assessment of the inflation development in the Czech Republic is quite 

complicated, and for many reasons. First, there is no fixed Euro-adoption date, and as was 

already mentioned before, the forecasts do not reach to the time which seems realistic for 

the changeover (i.e. 4 – 5 years in the future). Second, although it is possible to use the 

experience of current EMU member states with Euro introduction and draw conclusions 

for the Czech Republic from them, it is not easy to separate the inflationary effects of Euro 

adoption from impact of other factors, operating during or shortly after the adoption, 

especially after such a short period of time like in the case of Slovakia. And finally, third, the 

effects, which are deemed most important, i.e. the effects of nominal and real convergence, 

are also difficult to estimate, as the real and nominal convergence takes place also in the 

present and the scope of their inflationary impact depends on how much will the Czech 

Republic need to catch up with the exchange rate already irrevocably fixed. The current 

economic crisis and the uncertainty caused by it may be added as the fourth reason. 

Therefore, as it is not possible to express the expected development of inflation of the 

Czech Republic after Euro adoption in numbers, I will focus on specifying the possible 

factors, which may affect Czech inflation rates, i.e. on the qualitative, not quantitative 

                                                 
111 Příprava právního prostředí na zavedení eura v České republice, National Coordination Group, approved 
by the Czech Government in March 2009, available at: 
http://www.zavedenieura.cz/cps/rde/xbcr/euro/Priprava_pravniho_prostredi_na_zavedeni_eura_pdf.pdf 
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analysis. I will use the division of inflation acceleration and deceleration channels, described 

in sections 2.11 and 2.1.2.  

3.5.1  Short term factors 

The short term effects of Euro introduction, although feared mostly by the public, 

are usually considered negligible. During the first wave of Euro introduction, the impact of 

implementation costs, menu costs and the most discussed rounding of prices on inflation is 

assessed to be around 0.2%112. There is no reason for these effects to have a larger scope in 

the Czech Republic.  The National Plan states consumer protection principle as one of its 

basic principles and sets rules for the rounding of prices, which will be regularly monitored 

during the dual pricing period. 

 The fear of the short-term effects of the Euro adoption, often expressed as an 

anticipated “jump” in prices after the changeover, can be fought against by the 

Government by efficient information campaign. Once the fears of the public translate into 

higher perceived inflation, the danger of self-fulfilling expectations arises. In the case of 

Czech Republic, in my opinion, the risk of a wide perception gap is relatively low. The 

Czech National Bank has succeeded to keep the expected inflation low in previous years 

and may use its credibility, in connection with the state information campaign, to quiet 

down the worries of the public. 

3.5.2 Long-term factors 

3.5.3 Inflation acceleration channels 

 In the long-term, the impacts of Euro adoption on the Czech Republic are no 

longer negligible. The most significant factors are connected with nominal and real 

convergence of the Czech Republic to the Eurozone. The cohesion of the nominal and real 

convergence are described e.g. in Lein, León-Ledesma and Nehrlich (2007).113 

 

 

                                                 
112 Euro changeover effects, Eurostat news release, June 2003 
 
113 Lein, Sarah M. & León-Ledesma, Miguel A. & Nerlich, Carolin, 2007. 
"How is real convergence driving nominal convergence in the new EU Member States?," ECB Working 
paper No.827 
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3.5.3.1 Nominal and real  convergence 

 
 As both the price level and the living standard (measured usually by GDP per 

capita) are lower in the Czech Republic than in the Eurozone (see Figures 20 and 21), the 

Czech Republic is considered as a catching-up or transitory country. 

 

Figure 20: Real convergence: GDP per capita (100 = Eurozone - 12 members) 
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      Source: Forecast of Ministry of Finance 114 

 

Figure 21: Nominal convergence: Price levels (100 = Eurozone – 12 members) 
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     Source: Forecast of Ministry of Finance 115 

                                                 
114 Macroeconomic Forecast of the Ministry of  Finance of the Czech Republic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
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 As can be seen in Figure 20, the GDP per capita of the Czech Republic is for 

2008 preliminarily set at 73% and is expected to grow around 1% a year. This means that 

there is still a lot of room for real convergence, nevertheless, compared to other candidate 

countries, the Czech GDP per capita is relatively high, comparable to the level of some 

poorer EMU Member states (even higher than in Portugal and Slovakia). As a result the 

space for real convergence is lower in the Czech Republic than e.g. in Lithuania or Latvia 

or even Slovakia, which means that the inflationary effects of convergence will be lower 

than in these countries..  

  The difference in price level is more distinctive, as can be seen in Figure 21. 

Concerning nominal convergence, the Czech Republic seems to be lagging more behind. 

This may imply that the price level in the Czech Republic is lower than it should be with 

regard to its GDP per capita116, or that the living standard of Czech citizens is growing 

faster than the price level. For 2008, the comparative price level of the Czech Republic is 

preliminary set at 69%, compared to the average of the first 12 Eurozone members, and is 

expected to decrease this year on the level of 64%.  

 Overall, the gap between the comparative price levels of Czech Republic and 

Eurozone is still relatively large and inflationary effects of catching-up must be expected in 

the future. Until now, the convergence to the Eurozone proceeded, with regard to low 

inflation targets set by the Czech National Bank, mainly through the nominal exchange rate 

channel. After Euro adoption, the exchange rate of the Czech crown will be irrevocably 

fixed and this channel will close. As a result, the catching-up will have to take place through 

the remaining channel, i.e. via higher domestic inflation. According to the analysis of the 

Ministry of Finance of the Czech Republic and the Czech National Bank117, the expected 

positive inflation differential due to convergence after introduction of Euro may be around 

1.3 – 2.4% in the near future. Nevertheless, the actual scope of the increase inflation 

depends how much will the Czech Republic proceed with its convergence to the Eurozone, 

before we adopt the common currency. 

                                                                                                                                               
115 Macroeconomic Forecast of the Ministry of  Finance of the Czech Republic, April 2009, available at: 
http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makro_pre.html 
 
116 see e.g. Čihák and Holub (2003) 
 
117 Vyhodnocení plnění maastrichtských konvergenčních kritérií a stupně ekonomické sladěnosti ČR s 
eurozónou, joint document of the Ministry of Finance of the Czech Republic and the Czech National Bank, 
approved by the Czech Government on 16th December 2008, page 18available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/m
aastricht_vyhodnoceni_2008.pdf 
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3.5.3.2 Balassa – Samuelson effect 

The Balassa-Samuelson effect or the Balassa-Samuelson hypothesis, described in 

section 1.3, explains part of the positive inflation differential in the catching-up countries 

with high productivity growth. According to the B-S effect, the productivity of labour 

grows faster in the tradable sector (due to foreign competition and higher foreign 

investment), but the wage increase spreads through the whole economy, i.e. also to the 

non-tradable sector, which results in growing overall price level 

The growth of productivity of labour in the Czech Republic, compared to the 

average annual change of productivity in Eurozone(15 members), can be seen in Figure 22. 

The labour productivity of Slovakia and Slovenia are added for comparison. 

 

Figure 22: Labour productivity growth: Czech Republic compared to 

Eurozone 
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As can be seen in Figure 22, the productivity growth in the Czech Republic is much 

higher than in the Eurozone and although it is expected to decrease a bit this year118, it will 

remain above EMU(15) average. The productivity growth has been faster by our eastern 

neighbours in Slovakia in previous years, the development of Czech labour productivity 

growth in recent is roughly comparable to Slovenia. 

Concerning an estimate of the Balassa-Samuelson effects, there are some studies 

analysing the impact of Balassa-Samuelson effect, some of which are summarised e.g. in 

                                                                                                                                               
 
118 Macroeconomic Forecast of the Ministry of Finance of the Czech Republic, April 2009, Labour Market. 
Available at: http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/macroeconomic_47102.html 
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Schadler et al. (2005)119. According to this study, the contribution of the Balassa-Samuelson 

effect to the inflation rates of the countries in Central Europe, once they fix their exchange 

rates in ERM II, can be estimated around 1 – 2% annually. In compliance with this result, 

according to another study (Lojschová, 2003120), under the standard B-S model 

assumptions121, the estimated impact of B-S effect on the Czech inflation rate is 1.3% 

annually. However, the actual scope of contribution of Balassa-Samuelson effect to the 

inflation rates depends on how fast will the productivity grow in the time and after Euro 

introduction. 

3.5.3.3 The loss of independent monetary policy 

Although the objectives of the ECB and the Czech National Bank will be 

approximately the same from 2010 (maintaining inflation rate around 2%), the transfer of 

responsibility for the monetary policy from the Czech National Bank may create additional 

inflationary pressures.   The Czech National Bank has succeeded to keep the inflation rates, 

both measured and expected, on a low level in the previous years, and its loss of 

competitiveness may cause the expected inflation to rise, although the ECB has a high 

credibility.  

Moreover, in the case of an asymmetric shock, without the tool of monetary policy, 

the Government will have to use the fiscal policy to react. Therefore, the public finance 

must be flexible enough to act as an automatic stabilisator. To ensure that, the Czech 

Republic must proceed with the necessary reforms to provide for long-term sustainability 

of public finance, especially the pension system and health care reform. Without healthy 

and operational public finance, the long-term costs of the Euro introduction for the Czech 

Republic may be higher – due to inflexibility. However, these reforms are needed regardless 

of the Euro introduction.  

3.5.4 Inflation deceleration effects 

As was already discussed, the Euro was given the label of Teuro, however, among 

the effects of the introduction of the common currency are also some factors working 

                                                 
119 Paulo Flavio Nacif Drummond & Zuzana Murgasova & Susan Schadler & Rachel van Elkan & Louis 
Kuijs, 2005 - Adopting the Euro in Central Europe: Challenges of the Next Step in European  Integration, 
IMF Occasional Papers 234, International Monetary Fund 
 
120 Lojschová, Adriana, 2003 - Estimating the Impact of the Balassa-Samuelson Effect in Transition 
Economies, Economics Series 140, Institute for Advanced Studies 
 
121 mobility of capital and labour, law of one price holds for tradable goods 
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against price increase. There are not “one-off”, short-term effects, which are usually 

perceived stronger by the public, but they hinder inflation in a longer term. These effects 

are discussed in section 2.1.2 and include higher comparability of prices between the 

member states, which should, with regard to high openness of the Czech economy, 

increase the competition on the market. Moreover, the competition on the Czech market 

(along with price monitoring during the dual pricing period) should prevent retailers form 

increasing the prices unjustifiably during the changeover.  

3.5.5 Experiences from the EMU member states 

One of the advantages of the postponed adoption of Euro in the Czech Republic is 

that we can draw from the experiences of our predecessors.  

To sum up, the case of Ireland showed that even with very dynamic growth of the 

economy and increase of labour productivity, the effect on inflation is only transitory. The 

effect of convergence on inflation is natural and cannot be evaded; however, the Czech 

Republic must prevent another cause of inflation from taking effect. As can be seen in the 

case of Spain, persistent positive inflation differentials may appear as a result of structural 

factors, mainly inefficiency of labour and product markets. It is therefore appropriate to 

monitor the flexibility of the labour market122 and the level of competitions in individual 

sectors of the economy. Finally, the case of Slovenia showed that with a well-prepared 

timely plan of the changeover and a good informational campaign, it is possible to decrease 

both the gap between perceived and measured inflation and its duration. The subsequent 

increase of inflation in Slovenia was a result of external factors (global increase of prices of 

food and oil), but accentuated by the lack of competition on the market. 

The most beneficial source of information will be Slovakia, as we share analogous starting 

position, common history and also adopting Euro after years of using floating exchange 

rate regime and targeting inflation. However, it is too soon to draw conclusion from the 

development of inflation in Slovakia – a longer period of time must pass and moreover, the 

impact of Euro adoption will have to be separated from the effects of economic crisis and 

other factors. 

 

                                                 
122 As it is done by Ministry of Finance and the Czech National Bank in their Analysis of Alignment of the 
Czech Republic with the Eurozone. 
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3.5.6 Summary 

Overall, the most significant factors of inflation development after Euro 

introduction are connected with convergence of the Czech Republic to the Eurozone. The 

often feared one-off “jump” of prices after the changeover has been proved redundant by 

the development in current EMU member states.  

As was already stated before, due to the fact, that there is no official Euro-adoption 

date set for the Czech Republic and the date, which seems realistic is further in the future  

than the forecasts may reach, and due to the currently proceeding convergence, it is 

impossible to quantify the effect of Euro adoption in exact numbers. Therefore, I focus on 

a qualitative analysis. The overview of the factors with the expected direction of their effect 

on inflation rate can be found in Table 6. 

  

Table 6: Summary of factors potentially affecting inflation rate  

FACTORS EFFECTING INFLATION RATE       
          
Short term             
  implementation + menu costs +  (negligible)    
  rounding of prices   + (neutral)    
           
         
Long-term               
  increased price transparency -     
  competition  -     
  price level convergence +     
  real convergence  +     
  Balassa-Samuelson effect +     
  loss of monetary policy + (without  the necessary reforms) 
                

 

Overall, even if it is not possible to precisely quantify the effect of Euro introduction 

on the inflation rates of the Czech Republic, it is realistic to expect that there will be a 

positive inflation differential. As can be seen at the example of Ireland, if this differential 

would stem from just from convergence process factors, it would not threaten the stability 

or the competitiveness of the Czech economy. Moreover, according to the study of the 

Ministry of Finance of the Czech Republic and the Czech National Bank123, the inflation 

                                                 

123 Economic Alignment of the Czech Republic with the Euro Area – 2008, Czech National Bank, page 72, 
available at: 
http://www.cnb.cz/m2export/sites/www.cnb.cz/cs/menova_politika/strategicke_dokumenty/download/a
nalyzy_sladenosti_2008.pdf 
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persistence124 in the Czech Republic is relatively low, i.e. it shall restore its equilibrium value 

after a shock relatively quickly. 

However, if the reasons for this difference in inflation rate are of structural nature, 

the costs of Euro adoption for the Czech Republic may increase; as such long-term 

inflation differential threatens competitiveness of the economy and affects the impact of 

the central monetary policy. 

 

Conclusion 

  Inflationary risks of Euro change-over are among the most mentioned and most 

feared impacts of the EMU. This thesis focused on describing the inflationary development 

in EMU member states and analysed possible factors, which may affected it, including the 

description of the phenomenon of perception gap (difference between perceived and 

officially measured inflation), and drew conclusions for the Czech Republic. 

 The aim of this thesis was to provide an overview of the current position of the 

Czech Republic and to assess possible inflationary effects of Euro adoption on the Czech 

inflation rate. It evaluated the fulfilment of the convergence criteria for Euro adoption. At 

the moment, the Czech Republic has no official Euro adoption date and it is currently 

expected to adopt Euro at a date, which is farther in the future that the forecasts reach. 

Therefore, this thesis focused on qualitative, not quantitative analysis.  

 The inflationary effects of Euro adoption were divided between short-term and 

long-term. This thesis states that the short-term effects, although feared by the public, are 

relatively negligible, as was shown in the thesis on the examples of current EMU members 

(ECB estimate of contribution of short-term effects of Euro adoption to inflation rates is 

around 0.2%). On the other hand, the long-term effects, which stem mainly from the 

diversity of the countries forming the monetary union, are significant and may result in 

persistent inflation differential, which is caused by convergence, cyclical or structural 

factors. The main factor, which may increase the Czech national inflation rate, is the 

nominal and real convergence, which would have to proceed through the domestic 

inflation rate channel, given that the exchange rate channel will be closed. Other effects, 

which may increase the positive inflation differential, are the Balassa-Samuelson effect and 

the loss of monetary policy, especially when the necessary reforms of the public finances 

                                                 
124 Inflation persistence or rigidity is a method of analysing the flexibility of prices in the economy, i.e. how 
long does it take for the inflation to return to equilibrium after a shock.  
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do not take place. On the other hand, there are effects which may operate against price 

increase, e.g. higher comparability of prices and increased competition. 

 To conclude, although it would be very difficult to numerically asses the 

inflationary impact of Euro adoption in the Czech Republic, this thesis states that there is a 

positive inflation differential to be expected. The actual scope of the increase of domestic 

inflation will depend on how much will the Czech Republic proceed with its convergence 

to the Eurozone and how will we succeed in proceeding with necessary reforms, before we 

adopt the common currency. The case of Ireland showed that the convergence effect on 

inflation, if accompanied with growth of labour productivity, is only transitory and cannot 

be evaded; however, the Czech Republic must prevent another cause of inflation from 

taking effect. As can be seen in the case of Spain, persistent positive inflation differentials 

may appear as a result of structural factors, mainly inefficiency of labour and product 

markets. It is therefore appropriate to monitor the flexibility of the labour market and the 

level of competitions in individual sectors of the economy. Finally, the case of Slovenia 

showed that with a well-prepared timely plan of the changeover and a good informational 

campaign, it is possible to decrease both the gap between perceived and measured inflation 

and its duration.  

 In the future, it will be very beneficial to monitor the case of Slovakia, as it can 

indicate the possible inflationary development in the Czech Republic, because we share 

analogous starting position, common history and also adopting Euro after years of using 

floating exchange rate regime and targeting inflation.  
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Annex 1:  Estimates of the scope of Balassa-Samuelson model 

 

Source: ECB, Inflation Differentials in the Euro area: Potential Causes and policy implications, page 32 
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