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Main challenges for the new EU Member States

The new EU Member States and euro adoption —
possible caveats:

Convergence of prices (= importance of Harrod-
Balassa-Samuelson effect on annual inflation, influence
of administered prices, taxation, etc.);

Convergence of other nominal values (prices, wages,
_pensions, etc.);

/ Fehagge rate fluctuations (ERM II parity);
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Well_knewn Impossible Trinity (stability of ER,

& c’on7 gemce of inflation and capital flows);
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Monetary union — motivation of this study

The new EU Member States and euro adoption:

OCA theory — synchronisation of economic cycles (one-
all fits policy of ECB);

Inflation differentials and its impact (for the Eurozone
and for the entrants);

Process of real and nominal convergence;
__ fEXlSteIlCC of external shocks (idiosyncratic).
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Nﬂt cus on the new EU Member States (CEE-9) without Cyprus
Ita Wthh are due to introduce euro in January 2008 and
// S,lo/ ema Which launched euro in J anuary 2007.
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Key terms

1. Real convergence — convergence of GDP p. c. (e. g. see de la Fuente,
2000[1], see Lopez-Salido, Quiros, 2006[2]);

(= refinements of the definition — o—convergence, f—convergence,
e.g. see Barro, Sala-1-Martin, 2004)

[1] Convergence across countries and regions: Theory and empirics, EIB Papers, 2002, No. 2;

[2] Lépez-Salido, J. D., Quirds, G. P.: Comparative analysis: real convergence, cyclical synchrony and inflation differentials. In: The analysis of the
Spanish economy: data, instruments and procedures. Bank of Spain, 2006;

Price convergence (narrow, €.g. see Lopez-Salido, Quirds, 2006[1]);
Convergence of all nominal values (broad, e.g. see Vintrova, 2002[2]);

_Maastricht convergence criteria (the most common view, see EC, 2006[3],
€ENB; ;2000[4], Schadler et al., 2005[5], Dobrinsky 2006[_1 Vavra

199'_9L1)**-

e L]j’ﬁopez ,.S uj os G 3 P.: Comparative analysis: real convergence, cyclical synchrony and inflation differentials. In: The analysis of the
1sh y: data instruments and procedures. Bank of Spain, 2006;

[_] oci and E?X c Consequ ces of the Czech Republic's Integration into the European Union, Prague, 2002;

largemer;_t o Year$ After: An Economic Evaluation. Occasional Paper No. 24, May 2006. EC, 2006;

[_,IConver-gé/ ce"repo;‘wéctoﬁer 2006;

"'[_fAdopﬁng the Eur0 inCentral Europe. Challenges of the Next Step in European Integration. IMF Occasional Paper, No. 234, 2005;
U-Ngmlr_laLve'r'éjys-R%af;n?gence The Balancing Act for New EU Entrants, March 2006;

WNonﬂﬂal*V'érsus real.ednvergence in a CEE transition country: Do the Maastricht criteria make sense for the Czech republic? Prague: CERGE-
o El, 19995(Discussion Paper Series, No. 16).
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Key terms

Purchasing power parities (PPP) are the rates of currency conversion that
climinate the differences in price levels between countries. Per capita
volume indices based on PPP converted data reflect only differences in the
volume of goods and services produced. Comparative price levels are defined
as the ratios of PPPs to exchange rates. They provide measures of the
differences in price levels between countries. The PPPs are given in national
currency units per US dollar (US$). The price levels and volume indices
derived using these PPPs have been rebased on the OECD average (see
OECD).

Purchasing Power Standard (PPS) — is a currency conversion rate that equalises
the level of prices in a country with the level of prices in another benchmark
country. prices that are compared and PPS that results from the comparison

~mayrefer to individual products or to groups of goods, broader aggregates or
,/ “total GDP\(‘see Eurostat).

Comp’aratlve e price level (CPL) is defined as the ratio of PPS (PPP) for given
e ecenon;/y/aggregate (total GDP or its components) to exchange rate or as a
c

lue, of Exchange Rate Deviation Index (ERDI).
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2. Convergence — Comparative Prlce ‘evé?T”“
for GDP vs. GDP 1n PPS, 2006 (EU-15 = 100)
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GDP p. c.in PPS

'- L—uxernbourg 1S’ 1n1tted from the analysis. Linear regression: CPL = 0,1024 (0,054) + 0,8714-GDP
(0,06272), R2=63943 F-test = 193.4; S.E. in parentheses. Source: EUROSTAT, Structural Indicators, National
Accoun’ts{—September 2007), own calculation.




2. Convergence (transition dynamics) — changes of CPL for
GDP and GDP p.c. in PPS, CEE9, 1995-2006 (EU-15 = 100)
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GDP p.c.in PPS

Source: Eurostat (2007), own calculations.




2. Convergence (transition dynamics) ...
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Source: Eurostat (2007), own calculations.



3. Path to the Eurozone

Euro will bring some advantages and disadvantages

Advantages (+)

e Solution to BP
problems (e.g. the

Baltic States,
Bulgaria),

M:thgatlon of
@xcmnge rate

Disadvantages (—)

Fulfilment of
Maastricht

convergence criteria

— Competitiveness of
corporate sector,

— Keeping right balance
between real and
nominal convergence,

Public investment,




3. Path to the Eurozone and nominal convéf

Nominal (price) convergence (i.e. change of CPL) can go through:

X =Ae +7, + o,

where y; is comparative price level in country i, de is change of nominal exchange rate in country i
(percentage change of domestic currency in relation to euro) and 7 is rate of inflation in country i (all
changes are linked to the same period of time whose sign was not introduced for the sake of simplicity) and
o 1s error term resulting form mis-measurement.

The relative importance of channels is influenced by exchange rate arrangement:
1) fixed exchange rate (like currency board), the nominal convergence relies on
price channel (y; 1s equal to 7);

2) flexible exchange rate (both channels).

e Incase: af.inflation targeting is the main source of nominal convergence influenced
~ b scjtmﬂaﬁon target. If it is the same as the ECB has, convergence is realised by
> apprematlon of nominal exchange rate (y; is equal to Ae and ;). After rearranging

-~ equatton,Atispossible to estimate the maximum real exchange rate appreciation for
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3. Path to the Eurozone and nominal con?

How important are these channels for the NMS:

HICP (annual percentage change) Nominal exchange rate (annual per. chg)
1997-1999 | 2000-2002 | 2003-2005 | 2006 | 1997-1999 | 2000-2002 | 2003-2005 | 2006
Czech Rep. 6.4 33 14| 21 2.31 -5.79 -1.03 | -4.84
Hungary 14.2 8.1 50| 4.0 9.32 -1.25 0.73 | 6.53
Poland 11.3 5.7 22| 1.3 7.31 -2.84 1.94 | -3.16
Slovenia 7.4 8.3 40| 25 4.23 5.14 1.97 | 0.01
Slovakia 7.7 7.6 62| 43 4.42 -1.07 -3.30 | -3.54
Estonia 7.0 4.4 28| 44 0.82 0.00 0.00 | 0.00
Latvi%-:; —— 151'8 2.4 53| 6.6 -3.60 -2.24 6.25 | 0.00
Lithdania _|-—==>59 1.0 09| 38 -5.58 -6.61 -0.06 | 0.00
Cyprus™ | .2 3.2 26| 22 -0.74 -0.20 0.09 | -0.18
Maflit;ﬁ; "’if ) . 2.7 24| 2.6 -2.37 -1.30 1.70 | -0.14
%q}g_y{a{ - 1 4.7 67| 74 0.90 -0.11 0.11 | -2.6
Romanfa~ - | <419 16.5 78| 6.6 36.2 24.2 578 | 0.0

-

- —
-

. >
}biéj.; -2Fare 1.4 %; 2.1 %; 2.1 % and 2.2 %; for EU-12 1.3 %; 2.2 %; 2.1 % and 2.2 %. Exchange rate: positive
value = depreetation. Source: ECFIN (2006), p. 128-129, ECB (2007), p. S68, EUROSTAT (2007), own calculations.




3. Path to the Eurozone and nominal convé*;z' Sl B S

How important are these channels ...
the Czech Republic (chg. in p.p.) and Poland (chg. in p.p.)

- - - - - _ - o 00 200 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Souree’T—EUEQS—TAT@Om) own calculations.




3. Path to the Eurozone and nominal convergence

Maastricht inflation criterion and its pitfalls (e.g. see
Brook, 2005; Dobrinsky, 2006; Bulif, Hurnik, 2006):
L Price stability (its definition)

L Moving target (forecasts)
O ,,Boxer effect (see Szapary, 2000)

Balassa-Samuleson effect — results in the new EU
Member States

= s’ea:tl\stlcal mis-measurement (the existence is difficult to prove, vs. influence of flows
- —”—of FBI investment in recent years);

J;radab‘fé vs. non-tradable goods (theoretical and empirical non-tradability);

0. f 4 4 ;> Fé% of feliable statistical evidence on productivity growth in services (see Egert,
04, 20006);

= 4 uneXplamed high proportion of observed real exchange rate appreciation (e.g. in the
~sz€ch Republic) — search for other explanations.
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4. Main challenges — existence of inflation dlfftléls
in the EU

The existence of inflation differentials in the Eurozone
reflects not only the current state of economic cycle (boom
or slowdown), but also the process of catching-up.

As a result, one can observe:

Bias 1n average HICP for the Eurozone; (given the weight
of country in HICP average);

«  Difference of real IR between countries (resulting in
/ —~misallocation of investment, asset booms, sub-optimality
“ ff@?ﬁrﬁﬁs by decision- makmg etc.).

/*f" F7

/'Pﬁékey eStllons

P 1:— = I'[;IS’ good or bad for the Eurozone as a whole and
\2 ““W;Hatfﬂv/e one-fits-all* monetary policy should do.




4. Main challenges — existence of inflation differentials
in the EU
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Average of HICP, 1999-2006 (in %)

"N na 23 0 %; year 2006: 6.6 %, Bulgaria: 6.0%; 7.4 %; triangles — EU-25: 2.1%; 2.2%; EU-15: 2.0
%, 22 %, EU-12: 2.1%; 2.2%. Within a narrow range (HICP: 0—2%) only 6 countries (AT DE, DK, FI, FR,
-SE), within __'rbader range (HICP: 0-3 %) 14 countries. Source: EUROSTAT (2007), own calculatlon




4. Main challenges — contributions of EMU cournyZgmm g g=s
to average EMU inflation (p.p.) & =

~ __N_Ol;e* contrlbutlon of EMU countries in p.p. to the aggregate inflation in EMU.
~Source: EUROSTAT (2007), own calculations.




4. Main challenges — contributions of EMU ...

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

-.N()Ie wclghted ferentials of inflation in EMU countries and their direction of influence of aggregate
inflatienim EMU (in p.p.). The country weight of a Member State is its share of Household Final Monetary
Consumption Expenditure (as measured under ESA 1995). Source: EUROSTAT (2007), own calculations.
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4. Main challenges — GDP output gap for EMU 227> FE-_
countries (percentage of potential GDP)

Belgium —-—-—-Germany — Ireland
Greece Spain France

ltaly — Netherlands —— Austria

Portugal —— Finland

1997 1998 1999 2000 2001 2002 2003 2004

Note=output gap = (Y — Y*)/Y". Actual GDP (Y) in constant prices 2000. Source: DG
ECFIN, AMECO database (2007).
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4. Main challenges — REER in EMU, 1995-2006 (1999 = 100)

Germany and Austria have gained some competitiveness while Ireland, Portugal, Italy, Spain, the
Netherlands and Greece have lost (importance of exchange rate, appreciation of REER).

Germany — Ireland — Greece —— Spain
France — ltaly Netherlands — Austria

Portugal Finland

NoteN—EER—deﬂatedby ULC (total economy) of EU countries and main trading partners (EU25+9 industrial countries). A rise 20
in the indexmmeans a loss of competitiveness. Data for Belgium and Luxembourg not available. Source: EUROSTAT (2007).




5. Conclusions

The real convergence has been successful in the new EU Member States.

However, the nominal convergence poses some risks for some countries in
the future, in particular during the EMR II period:

Nominal and real convergence versus Maastricht convergence
criteria;
Harrod-Balassa-Samuelson effect and its influence on inflation and
exchange rate in the new EU Member States;
Influence of tradable and non-tradable goods;
Changes of administrative and regulated prices;
Development of prices of public services;

Speed of nominal convergence and its impacts after abolishing
national currency resulting in loosing competitiveness (e.g.
appreciation of REER).

£ F,utu‘f«ﬁh]‘eeflons for empirical analysis of the influence of monetary policy
4 m’fﬁe Eurozote:

L) ﬁowpﬁ can estimate the influence of inflation differentials on
dzvzgu/ ounhy in EMU

£ 2) Where.i§.a threshold for REER appreciation beyond that REER may
harm,donféstz industry.
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Thank you for your attention

Vaclav Zdarek

vaclav.zdarek@vsem.cz




