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Abstract

The enlargement of the European monetary union to include the accession countries (ACs)
will not lead to higher average inflation in the enlarged euro area, but only to inflation
redistribution across countries if continuity of the monetary policy framework is preserved. In
the short term, unanticipated shocks to the real exchange rate may instead affect aggregate
inflation if member countries’ economic structure differs. When comparing welfare, inflation
and output stabilisation, we find that the size, differences in economic structure and the
variance-covariance matrix of supply and real exchange rate shocks play a key role. The
numerical results indicate that the implications for the euro area are significant only if we
assume a strong real exchange rate appreciation and if ACs are weighted in terms of
purchasing power parity standards. In the event of real exchange rate or country-specific
supply shocks in ACs, the consequences would be limited for both the current and the
enlarged euro area, but sizeable for ACs themselves.

Keywords: Accession Countries, Balassa-Samuelson Effect, European Monetary Union,
Exchange Rate Regimes, Monetary Policy.

JEL Classification Codes: E52, E58, F33, F40
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Non-technical summary

This paper studies the impact of the enlargement of the European monetary union to include

the accession countries (ACs) in the context of a simple modelling framework characterised

by the pre-Maastricht, the Maastricht and the enlarged monetary union phases.

As one would expect, prior to adopting the Maastricht criteria steady state inflation depends

on the monetary policy framework adopted. With a flexible exchange rate, steady state

inflation in ACs will be higher, the less credible the monetary policy framework and the

flatter the Phillips curve. In the case of a currency board regime instead, inflation is partly

imported from the anchor country and partly determined by the real exchange rate

appreciation process. The model is also consistent with the view that the currency board

regime may be suited to countries that need to enhance the credibility of their monetary policy

framework; whereas it poses a number of risks if country-specific supply shocks are thought

to be likely.

In the Maastricht phase, the model assumes that the inflation requirement of the Treaty

determines a radical change to the way inflationary expectations are formed, consistent with

the rapid achievement of the nominal convergence objective. As a consequence of this, the

process of appreciation of the real exchange rate in ACs may exert an upward pressure on the

nominal exchange rate of ACs.

In the enlarged monetary union phase, the model suggests that average inflation in the

enlarged euro area is not affected via the credibility channel or via the real exchange rate

appreciation process, provided that the monetary policy framework is unchanged.

Enlargement in this case simply results in a different distribution of inflation across countries,

with a deflationary impact on the euro area.

This analytical framework is then applied to ten ACs and the euro area with the aim of

simulating the impact of institutional changes and of supply and real exchange rate shocks.

Several alternative scenarios are considered, in order to account for the uncertainty over the

real appreciation trend in ACs and the parameter values of the model.

In the enlarged monetary union case, the main insights of the numerical simulations can be

summarised as follows. The deflationary impact on the euro area is negligible, if participating

countries are weighted on the basis of their nominal GDP and if the upward pressure on the

equilibrium exchange rate is in line with most estimates of the Balassa Samuelson effect
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(between 1.5 and 3% per annum). However, the deflationary impact is more sizeable if ACs

are weighted in terms of purchasing power parity and if a stronger real exchange rate

appreciation process, more in line with recent trends in ACs, is postulated.

With regard to shocks, the results depend on whether they are symmetric or country-specific.

If supply shocks are symmetric, the response of inflation and output in the enlarged currency

area is very similar to that of the euro area before enlargement, while the response in ACs is

sensitive to the slope of the Phillips curve. In the event of country-specific shocks (i.e. supply

shocks and real exchange rate shocks) in ACs, the response of inflation and output is small in

the enlarged currency area but sizeable in the ACs themselves, irrespective of the slope of the

Phillips curve. The welfare impact on the euro area and the ACs is nevertheless unclear. It is

positive, if the variance of supply and real exchange rate shocks in ACs falls sufficiently after

euro area enlargement.
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Table 2: Pre-Maastricht Phase: The Impact of Symmetric Supply
Shocks on Inflation and Output (percentage points)

2.3=aα 2.3=aα 6.1=aα 6.1=aα 8.0=aα 8.0=aα

ii επ ˆˆ iiy ε̂ˆ ii επ ˆˆ iiy ε̂ˆ ii επ ˆˆ iiy ε̂ˆ

Bulgaria -0.38 -0.22 -0.38 0.39 -0.38 0.69
Czech Republic -0.29 0.08 -0.53 0.15 -0.92 0.26
Estonia -0.38 -0.22 -0.38 0.39 -0.38 0.69
Hungary -0.31 0.02 -0.60 0.05 -1.14 0.09
Latvia -0.26 0.17 -0.45 0.28 -0.70 0.44
Lithuania -0.38 -0.22 -0.38 0.39 -0.38 0.69
Poland -0.30 0.05 -0.56 0.10 -1.02 0.18
Romania -0.31 0.02 -0.60 0.03 -1.17 0.07
Slovak Republic -0.29 0.06 -0.56 0.11 -1.00 0.20
Slovenia -0.31 0.02 -0.60 0.04 -1.15 0.08
EU12 -0.38 0.39 -0.38 0.39 -0.38 0.39
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Table 3: The Enlargement Phase: Dispersion of Inflation
Among the Member States ( 0=uφ , percentage points)

5.1−=aq 3−=aq aq  (Table 1)

GDP in Euro

Bulgaria 2.9 4.3 5.4
Czech Republic 2.9 4.3 5.3
Estonia 2.9 4.3 5.6
Hungary 2.9 4.3 5.7
Latvia 2.9 4.3 7.9
Lithuania 2.9 4.3 10.0
Poland 2.9 4.3 7.7
Romania 2.9 4.3 10.9
Slovak Republic 2.9 4.3 5.8
Slovenia 2.9 4.3 2.6
EU12 1.4 1.3 1.2
Enlarged area 1.5 1.5 1.5

GDP in PPP

Bulgaria 2.8 4.1 5.0
Czech Republic 2.8 4.1 4.9
Estonia 2.8 4.1 5.2
Hungary 2.8 4.1 5.3
Latvia 2.8 4.1 7.5
Lithuania 2.8 4.1 9.6
Poland 2.8 4.1 7.3
Romania 2.8 4.1 10.5
Slovak Republic 2.8 4.1 5.4
Slovenia 2.8 4.1 2.2
EU12 1.3 1.1 0.8
Enlarged area 1.5 1.5 1.5
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Table 5: Iso-welfare and the relative variance of supply shocks
(percentage points)

Correlation
among supply shocks

22
na σσ

GDP in Euro
0.0 36.2
0.2 11.9
0.5 3.5
0.8 1.5
1.0 1.0

GDP in PPP

0.0 16.0
0.2 7.7
0.5 3.0
0.8 1.5
1.0 1.0
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