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MONETARY POLICY

OPEN QUESTIONS OF MONETARY INTEGRATION

1. Introduction

The main objective of Slovakia’s macro-economic policy is
to complete the final stage of transition and to successfully in-
tegrate into the European Union. The effort to join the EU is
motivated mainly by the advantages of real convergence. As
membership of the economic union is a prerequisite for ad-
mission to the monetary union, the adoption of the euro will
probably be one of the chief priorities of monetary policy.

The proclaimed date of Slovakia’s admission to the EU is
common knowledge. The Government of the SR declared that
the country would be prepared for entry by the beginning of
2004. The timing of the further stage of integration remains an
open question, i.e. the date of entry into the European Mone-
tary Union (EMU). The need for an official position on that
date arises from the attitude of other candidate countries to
this issue (Hungary shows interest in joining the euro area as
early as 2006 and expects to fulfil all the Maastricht criteria
including inflation, which is currently below 8%; a more scep-
tical attitude is held by the Czech Republic, where public fi-
nances, the fluctuation in interest rates, the state of the econo-
my, and other factors indicate that the adoption of the euro
without marked shocks will be possible only after a longer
transitional period as from the country’s entry into the EU).

The first part of the article is devoted to questions concer-
ning Slovakia’s convergence to EU and/or EMU countries
from the point of view of structural convergence based on the
theory of Optimum Currency Area, the second part is devo-
ted to nominal convergence (fulfilment of the Maastricht cri-
teria) and real convergence (assessment of economic perfor-
mance on the basis of GDP per capita). Within this part, the
date of possible entry into EMU is also discussed. The follo-
wing two parts are devoted to an analysis of non-standard
procedures, including variants of the exchange rate regime
within the integration process, which include the unilateral
adoption of the euro and the establishment of a currency bo-
ard!.

2. Open questions of convergence

Theoretically, entry into EMU is permissible no earlier
than two years after entry into the EU. If the Slovak Repub-
lic were to become a member of the EU on 1 January 2004,
admission to EMU could be gained at the beginning of 2006.
The length of this period is given by the Maastricht criterion
for exchange rate stability, including the participation of the

I The article has been written by a group of authors from the Moneta-
ry Division of the National Bank of Slovakia.

currency in ERM (currently in ERM II) and its maintenance
within the prescribed range at least two years prior to the
country’s assessment for entry into EMU. However, we assu-
me that Slovakia’s entry into EMU is practicable only during
the course of 2006 (not on 1 January 2006), because if SKK
was included in ERM II on 1 January 2004, the minimum
two-year period would last until the end of 2005 and Slova-
kia could probably meet the conditions for entry into EMU
only in the first half of 20062. In the same period, the fulfil-
ment of other convergence criteria would also evaluated.

As the Slovak Republic will probably not be able to meet
the criteria for entry into EMU after joining the EU, the count-
ry will be granted derogation (exception) for the adoption of
the euro. Such status was previously enjoyed by Greece until
June 2000 and is currently held by Sweden3. The said status
will be guaranteed by an accession agreement. Under the EC
Treaty (Article 122 (1)), the European Commission and the
ECB are to prepare, at least once in two years or at the requ-
est of the Member State concerned, convergence reports, on
the basis of which the European Council may decide whether
the given country meets the conditions for entry into EMU and
the derogation may be cancelled. In this connection, we
should mention that reports were prepared in November 1996
(according to that report, the majority of EU countries failed
to meet the criteria for entry into EMU and therefore the 3rd
stage of EMU was not started on 1 January 1997), in March
1998 (on the basis of which, 11 Member States were admitted
to EMU with effect from 1 January 1999), and in May 2000
(according to which Greece fulfilled the criteria for entry into
EMU and gained admission from 1 January 2001, while Swe-
den remained outside, since Swedish legislation, including the
statute of the central bank, is not compatible with the EC Tre-
aty and the Swedish crown is not included in ERM). On this
basis, we assume that the first convergence reports on candi-
date countries (which are to enter the EU at the beginning of
2004) will be issued as late as 2006.

Regarding the position of the candidate countries on the da-
te of entry into EMU, we should mention the statement of P.

2 The convergence report on Greece was elaborated in May 2000, but
the period for the evaluation of inflation and long-term interest rates
was April 1999 to March 2000, for the exchange rate April 1998 to
March 2000 (the Greek drachma was included in ERM on 16 March
1998, an in ERM II on 1 January 1999), and the fiscal position was eva-
luated as at the end of 1999. In June 2000, ECOFIN approved the ent-
ry of Greece into EMU with effect from 1 January 2001.

3 On the basis of the EC Treaty, Great Britain and Denmark have a spe-
cial status, which allows them not to participate in the 3rd Stage of
EMU. These countries may ask for the cancellation of this exemption
at any time.
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Solbes, EU commissioner for economic and monetary affairs
(September 2001), who appealed to the candidate countries
not to focus their economic and budgetary policies on accele-
rated entry into the euro area, i.e. immediately after joining
the EU. Priority should be given to the strengthening of eco-
nomic structures in general; candidate countries should not
attempt to fulfil the convergence criteria prematurely. During
the pre-accession process, they should concentrate on the
continuation of structural and economic reforms, and strengt-
hening of the competitiveness of their economies.

Due to the ambiguous position of the representatives of
candidate countries and the EU on the entry of those countri-
es into EMU, the following sub-chapters are devoted to the
evaluation of Slovakia’s convergence, in both structural, no-
minal, and real terms.

2.1. Structural convergence

In analysing the structural convergence of the Slovak eco-
nomy to the euro area, we applied the theory of Optimum
Currency Area (OCA), which was developed in the 60ties by
Mundell (1961), McKinnon (1963), and Kenen (1969), but
which has only recently become popular (due mainly to the
analysis of the pros and cons of monetary integration within
the EMU). The basic idea of the OCA theory is that, for
countries or areas exposed to symmetric shocks or having
a mechanism for the absorption of asymmetric shocks, the
adoption of the single currency is an optimum solution.

In general, the OCA theory is based on the following crite-
ria:

1. degree of openness of the economy — a country whose
trade within an OCA represents a marked share in GDP, may
profit from the OCA;

2. correspondence between shocks and business cycles —
the asymmetry of shocks and business cycles in a country re-
quires the adoption of a specific reform policy, which is, ho-
wever, not possible in the case of a single currency (i.e. sing-
le monetary policy);

Table 1 Structure of Slovak exports by territory (%)
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3. diversification of products — a country exporting a wide
range of products is less exposed to specific shocks within
a certain sector and is unlikely that, in the case of such
a shock, the country would employ the exchange rate for its
elimination;

4. international factor of mobility (e.g. labour force) as an
alternative to reform policies — in the case of asymmetric
shocks, the higher mobility of the labour force facilitates the
adoption of reform policies and thus reduces pressure on the
exchange rate;

5. fiscal transfers — fiscal transfers may be used in the case
of asymmetric shocks.

In the light of the above criteria, it is evident that the stron-
ger the ties between the countries of a currency area are, the
more these countries will profit from their participation in the
OCA. Closer business relations lead to convergence between
the business cycles, which provides a basis for integration
and the creation of a currency area. However, there are coun-
ter-arguments to this opinion, based on the idea that the hig-
her level of integration is achieved in trade, the more the
countries begin to specialise.

In the following section, we analyse the first three criteria
of OCA (considered as the most important) for the Slovak
economy in comparison with Germany, EMU, and the EU.

Degree of openness of the economy (orientation of
foreign trade)

The asymmetric orientation of foreign trade represents
a typical source of real shock, since it is foreign trade through
which fluctuations may be imported into the economy. Ideal-
ly, countries in a monetary union should trade only among
themselves with equal intensity. If the orientation of foreign
trade differs substantially, the countries may be hit by various
shocks at different times.

In contrast with the EU and/or EMU, the Slovak Republic
is a small open economy, with a share of exports and imports
in GDP increasing from 122% in 1993 to 150% in 2000. The

1993 1994 1995 1996 1997 1998 1999 2000 1 -6/2001
Germany 15.21 17.10 2237 21.19 28.37 28.80 27.65 26.77 27.58
EMU 21.72 32.50 41.37 38.55 53.07 52.83 56.00 55.47 57.86*
EU 29.63 34.97 44.50 41.27 56.37 55.65 59.38 59.03 61.38
EU+H+P+CR** 71.50 78.18 93.98 78.96 95.19 83.44 83.91 83.58 84.76
Table 2 Structure of Slovak imports by territory (%)

1993 1994 1995 1996 1997 1998 1999 2000 1 -6/2001
Germany 11.42 13.43 14.27 14.61 19.69 25.68 26.14 25.05 25.90
EMU 19.07 24.71 31.20 33.92 39.74 46.48 4797 45.08 46.63*
EU 27.93 33.44 34.76 37.28 43.79 50.13 51.69 48.88 50.22
EU+ H+P+CR** 67.12 67.11 67.49 66.05 69.76 73.46 73.53 68.76 70.05

Note to tables 1 — 2: * Including Greece; ** EU + Hungary, Poland, Czech Republic
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Table 3 Share of Slovakia in the exports of selected countries (%)
1993 1994 1995 1996 1997 1998 1999 2000
Germany 0.22 0.30 0.41 0.47 0.51 0.65 0.55 0.56
EMU 0.15 0.18 0.24 0.27 0.28 0.33 0.29
EU 0.13 0.16 0.21 0.23 0.25 0.28 0.26
EU+H+P+CR** 0.34 0.32 0.37 0.41 0.42 0.45 0.39
Table 4 Share of Slovakia in the imports of selected countries (%)
1993 1994 1995 1996 1997 1998 1999 2000
Germany 0.26 0.36 0.47 0.50 0.54 0.73 0.72 0.63
EMU 0.14 0.20 0.25 0.24 0.26 0.34 0.36
EU 0.12 0.17 0.21 0.21 0.22 0.28 0.30
EU+H+P+CR** 0.30 0.34 0.39 0.38 0.38 043 043
Note to tables 3 — 4: ** EU + Hungary, Poland, Czech Republic
Table 5 Variable TRADE - average share of bilateral exports in GDP
1993 1994 1995 1996 1997 1998 1999 1993 - 1997 | 1998 — 1999|1993 - 1999
Germany 0.044 0.055 0.070 0.076 0.086 0.112 0.066 0.112 0.074
EMU 0.112 0.120 0.140 0.174 0.181 0.124 0.178 0.146
EU 0.076 0.096 0.111 0.119 0.139 0.172 0.182 0.108 0.177 0.128

difference between the Slovak economy and the EU and/or
EMU is apparent from the proportions of mutual trade bet-
ween these regions. While the Member States of the EU
and/or EMU account for roughly 60% of Slovak exports, Slo-
vakia has a share of a mere 0.3% in the total exports of the
EU and/or EMU. This also applies to imports (See Tables 1,
2,3, 4%

Under these conditions, a sudden crisis in the region would
represent a bigger shock for the Slovak economy than for
Germany, the EU or the EMU. Another example may be the
problems of liquidity and the outflow of funds from emerging
markets. Currency depreciation in these countries could act
as a brake on the activities of Slovak exporters, while the im-
pacts on Germany, the EU, and EMU would be negligible.

This indicates that membership of the EMU would make
the Slovak Republic more resistant to the risk of shocks wit-
hin the EU and/or EMU. This statement is supported with
the increasing share of mutual trade in GDP. The variable
TRADE (Bayoumi and Eichengreen, 1996) expresses the
average share of bilateral exports in GDP, e.g. in the case of
Germany, the average share of Slovak exports to Germany
in Slovakia’s GDP and the share of German exports to Slo-
vakia in Germany’s GDP (Tab. 5). The individual values of
this variable have no information value, but their upward
trend is a sign of continued convergence in all regions un-
der analysis.

4 For Slovakia, trade relations with other countries also remain impor-
tant. Exports to Hungary, Poland, and the Czech Republic account for
about 28% of total exports, while the share of imports is roughly 20%.
Tables 1 and 2 show that, after the integration of V4 into the EU, Slo-
vakia’s foreign trade would take place mostly within this grouping.

Convergence of business cycles

During the period of central planning, the most pronounced
differences were recorded between the economies of Western
and Eastern Europe. The marked divergence, which widened
the gap between market-based and centrally planned econo-
mies, was one of the main reasons for the introduction of re-
forms in Central and Eastern Europe.

At present, there are several studies at our disposal about
the convergence of business cycles between the EU and the
countries of Central and Eastern Europe, confirming the con-
vergence of business cycles mainly to Germany. (Boone and
Maurel, 1998, pointed out a high degree of correlation bet-
ween industrial production in Germany and the candidate
countries). This is due probably to the high share of Germa-
ny in the exports of these countries.

The degree of correlation between economic cycles is ex-
pressed by the variable SDY, which represents the standard de-
viation of percentage changes between the relative products of
Slovakia and Germany, and/or the EU or EMU (Bayoumi and
Eichengreen, 1996). In general, the low value of this variable
indicates a relative symmetry between the business cycles. The
period under analysis was divided into two time sections, i.e.
1993 — 1997 and 1998 — 1999 in respect of Germany and the
EU, and in respect of EMU to 1995 — 1997 and 1998 — 1999
with regard to the availability of data for those periods.

The results obtained indicate that increased convergence
was achieved during the period 1993 — 1997, while the busi-
ness cycles began to diverge slightly over the years 1998 —
1999. These results may be attributed partly to the shortness
of the time series and partly to the changes in the
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Table 6 Variable SDY - standard deviation of percentage chan-
ges in real GDP

1993 - 1997 | 1998 — 1999 | 1993 — 1999
SR — Germany 0.012 0.019 0.020
SR - EMU 0.006 0.019 0.024
EU 0.011 0.019 0.021

country’s economic policy after 1998 (economic restructu-
ring, consolidation of public finances), which affected the ra-
te of economic growth and probably the character of the SDY
variable as well. Despite the above results, we cannot exclude
the suitability of monetary union between Slovakia with the
said areas.

Structure of foreign trade by commodity

The structure of foreign trade by commodity is another in-
dicator reflecting the structural similarity or dissimilarity bet-
ween the economy of Slovakia and those of Germany, the EU
and EMU. If the ongoing bilateral trade is based on compara-
tive advantages (intersectoral trade), then the tradeable sector
of the Slovak economy is forced to specialise and becomes
more sensitive to fluctuations than the aforementioned econo-
mies. Where, however, trade is based mostly on intrasectoral
barter, the economies are converging in terms of structure.

The structural similarity or difference between the Slovak
economy and the economies of Germany, the EU, and EMU
is expressed in terms of the DISSIM variable (Bayoumi and
Eichengreen, 1996), which is defined as the sum of the abso-
lute differences between the weights of agricultural products,
mineral raw materials, and industrial goods in total exports
(SITC classification). In the case of this variable, it is again
true that the absolute values are difficult to interpret, but the-
ir downward trend (except 1999) confirms that there is con-
vergence even in this case.

The above variables all indicated the probability that the
economies of Slovakia and Germany, and the EU or EMU
will be hit by real asymmetric shocks, which would have
a negative effect on economic performance in the absence of
flexible exchange rates. They represent the costs incurred in
connection with the adoption of a fixed exchange rate regime.
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On the other hand, the advantages arising from the introduc-
tion of a single currency may be assessed according to the re-
lative size of the Slovak economy. The said advantages are
expressed in terms of the SIZE variable, which is defined as
the arithmetical average logarithms of real GDP in Slovakia
and the areas concerned (Bayoumi and Eichengreen, 1996).
The absolute values of this variable (Tab. 8) may be interpre-
ted as transaction values for the use of national currencies.
The comparison of transaction values for Germany, EMU and
the EU shows that the transaction advantages for smaller
groupings (SR and Germany) are greater than those for the
larger ones (SR and EMU or SR and the EU).

OCA index

In the foregoing part, we tested the basic features of OCA
for the economies of Slovakia, Germany, the EU and EMU:
the orientation of foreign trade, structure of foreign trade by
commodity, and the convergence of business cycles. Within
the scope of individual criteria, we obtained ambiguous re-
sults. One of the factors casting doubts on the conclusions of
this study is the shortness of the time series applied. In the ca-
se of the orientation of foreign trade, the study confirmed the
persistent asymmetry, which is, however, a sign of an advan-
tage of EMU membership. The correlation between the busi-
ness cycles does not yet indicate a convergence between the
economies, which is connected with the structural changes
effected in the Slovak economy in the years 1998 to 1999. On
the other hand, the similarity in the structure of foreign trade
by commodity indicates a structural convergence between the
Slovak economy and the areas under analysis.

Since the results were rather ambiguous, we used the va-
lues of individual variables for the calculation of a single
variable, i.e. the OCA index, indicating the degree of the
country’s readiness for the adoption of the single European
currency. The definition of this variable has been taken over
from a study made by Bayoumi and Eichengreen (1996). The-
se authors concentrate mainly on the conditions set out for
OCA and assume that the long-term volatility of bilateral in-
terest rates will reflect the level of fulfilment of these conditi-
ons irrespective of the actual exchange rate regime. Thus,
countries meeting the OCA criteria are expected to record low

Table 7 Variable DISSIM - Slovak exports and related areas by commodity

1993 1994 1995 1996 1997 1998 1999 1993 - 1997 | 1998 — 1999 |1993 — 1999
SR - Germany | 0.158 0.143 0.151 0.129 0.119 0.089 0.120 0.140 0.105 0.130
SR - EMU 0.109 0.109 0.101 0.077 0.104 0.106 0.090 0.100
SR -EU 0.100 0.101 0.09 0.072 0.094 0.098 0.083 0.092
Table 8 Variable SIZE - relative size of the Slovak economy and related areas

1993 1994 1995 1996 1997 1998 1999 1993 - 1997 | 1998 — 1999 | 1993 — 1999
SR - Germany | 5.28 5.32 5.36 5.39 5.43 5.46 5.48 5.36 5.47 5.39
SR - EMU 5.88 5.91 5.96 5.99 6.01 5.92 6.00 5.95
SR - EU 5.82 5.86 5.90 5.94 5.98 6.02 6.04 5.90 6.03 5.93
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volatility in bilateral exchange rates. Within the scope of the
said analysis, we tested the relationship between the volatility
of bilateral exchange rates and the SDY, DISSIM, TRADE,
and SIZE variables in several advanced industrial countries
and identified the following formula, which is stable in time:

OCA =-0.09 + 1.46 SDY + 0.022 DISSIM - 0.054 TRADE
+0.012 SIZE

On the basis of this analysis, we divided the countries of
the EU into three groups: countries fully converging, conver-
ging, and diverging.

Since the analysis was carried out in 21 countries during the
period 1973 — 1992 and the coefficients of the above relations-
hip were stable over that period, we used the equation for testing
the preparedness of Slovakia for monetary union with Germany,
the EU and EMU. A lower value of the OCA index indicates
a higher level of preparedness for the adoption of the single cur-
rency. The results shown in Table 9 cannot be interpreted unam-
biguously: the OCA index should reflect only positive values,
which was not confirmed during the years 1993 — 1997. On the
other hand, the results for the periods 1998 — 1999 and 1993 —
1999 indicate that the structural convergence continued. (In this
respect, however, we should emphasize that, with regard to the
inflow of foreign capital into Slovakia in the form of direct in-
vestment during the last two years — the analysis of OCA cove-
red only the years 1993 to 1999 — the structural convergence of
Slovakia with the tested regions is expected to continue.)

Table 9 OCA index

1993 - 1997 | 1998 — 1999 | 1993 - 1999
SR — Germany -0.009 0.000 0.002
SR - EMU -0.015 0.002 0.011
SR-EU -0.007 0.003 0.006

The analysis of the basic features of OCA leads to the
conclusion that the Slovak economy has reached a certain le-
vel of structural convergence over the recent period and, des-
pite some differences, the probability of asymmetric shocks
has fallen to some extent.

2.2. Nominal convergence

Apart from structural convergence, it is also necessary to
evaluate the possibilities of the SR meeting the criteria of no-
minal convergence (i.e. the Maastricht criteria), and the peri-
od of time necessary for the fulfilment of these criteria.

In the fiscal area, the Slovak Republic will probably not
meet the criterion for the size of the fiscal deficit (3% of
GDP) even in the present year, since the deficit planned for
2001 was 3.9% and that for 2002 amounted to 3.5% (the Mi-
nistry of Finance modified the deficit for 2002 to 3.6% as
aresult of a higher-than-expected valorisation of old-age pen-
sions; this value is, however, above the limit set in the Staff
Monitored Programme). In addition, these values are adjusted
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for the costs of restructuring in the banking and corporate
sectors. With the costs taken into account, the share of the fis-
cal deficit in GDP would be higher by roughly 1 percentage
point in both years. The criterion for government debt in
(60% of GDP) is being met by the Slovak Republic (to app-
roximately 30% in 2000, excluding bonds issued for bank re-
structuring in the amount of roughly Sk 105 billion; with this
figure included, government debt would reach 44% as a sha-
re of GDP). Despite a moderate deterioration in the value of
this indicator in recent years, the SR should fulfil this criteri-
on on condition that receipts from privatisation are employed
for reducing the level of national debt.

As yet, the Slovak Republic does not meet even the long-
term interest rate criterion (i.e. that for interest rates on 10-ye-
ar government bonds). However, it is problematical to evalu-
ate the development of long-term interest rates, since the
Slovak Republic issued 10-year government bonds for the
first time in 2000, when two issues were floated (one of them
was made for bank restructuring, but was left out of conside-
ration since the bonds were not sold by auction). The rate of
interest on the remaining issue reached 8.42% (the Maastricht
criterion for 2000 was 7.4%). In 2001, three issues of 10-ye-
ar government bonds were floated, one of which was again
intended for bank restructuring. Interest rates on the remai-
ning two issues fluctuated above 8.0%. From the point of
view of Slovakia, the interest rate criterion seems to be reali-
sable in 5 years on condition that an official proclamation is
made of entry into EMU and the other criteria are also met.

The exchange rate criterion requires that the currency be
included in ERM II and the rate of exchange maintained wit-
hin the set range for a period of two years. Since the Slovak
currency may be included in ERM 1II only after the coun-
try’s entry into the EU, this criterion cannot be evaluated for
the time being. According to actual data, the SKK/EUR rate
has, since January 1999, been fluctuating within the range of
(15%3, indicating that the Slovak crown can hypothetically
meet the said criterion and its future fulfilment is regarded as
more or less free of problems.

Inflation is another criterion that is not yet met by the Slovak
economy. After disinflation in 1996, the average rate of inflati-
on showed a tendency to rise until the year 2000, up to 12.0%
(the Maastricht criterion in 2000 was 2.8%?9). In the Monetary
Programme of the NBS for 2001, the average inflation rate was
expected to fall to 7.1 — 8.3%, and the updated figure for the
end of 2001 was 7.5 — 7.6%, which is, however, still far from
the level of the Maastricht criterion?. With regard to the future

5 The deviation of the SKK/EUR exchange rate ranged from + 3.8%
to — 8.9% from the initial value, i.e. 43.097 (01.01.1999), and/or from
+4.4% to —8.4% from the average for the period January 1999 to Sep-
tember 2001.

6 The Maastricht criterion for inflation is defined as the average of the
three lowest (average) rates of inflation in EU Member States, increased
by 1.5 percentage points. For the time being, this value is given by the
rates of inflation in France, Great Britain, and Sweden, i.e. the Maa-
stricht criterion is also determined by Member States outside the EMU.
7 During the years 1999 to 2001, a marked contribution to the rise in in-
flation was made by adjustments to regulated prices.
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Table 10 Fulfilment by Slovakia of the Maastricht criterion for inflation

1993 | 1994 1995 1996 1997 | 1998 1999 2000 | 82000 | Estimate 2005
Slovakia* 232 13.4 9.9 5.8 6.1 6.7 10.6 12.0 79 46
Reference 3.1 3.1 2.7 25 27 22 2.1 2.8 33 2.7%
value

* The rate of inflation is expressed in terms of the harmonised index of consumer prices.
** The reference value of inflation for 2005 is defined as the average of reference values for the period 1993 to August 2001.

course of inflation, two major problems may occur. One of
them comprises the modification of regulated prices, the cur-
rently unknown deregulation calendar for the next years, and
the adjustments to indirect tax rates in connection with entry
into the EU. For the year 2002, the Slovak Government app-
roved an increase in the price of gas only for industry and an
increase in the maximum price of heating for households,
while the direct effect of the adjustment to the price of heat
for households on inflation in 2002 will amount to roughly
0.6 of a percentage point. Compared with the originally app-
roved calendar of price adjustments (according to which the
impact on inflation would be 3.2 percentage points), this is
only a moderate impact. Such a decision will, however, requ-
ire more extensive adjustments to administratively controlled
prices in the period to come. The other problem is the need
for an increase in price levels with a view to approximating
the level of prices in the EU (in 2000, price levels in the SR
reached roughly at 40% of the level in EU 15). With regard to
these factors, it is difficult to forecast the time necessary for
the fulfilment of the Maastricht criteria. In 2005, the average
rate of inflation is expected to reach 4.6%, so it is probable
that the SR will not meet the inflation criterion even by that
time (Tab. 10). However, it should be emphasized that this va-
lue includes the effect of deregulation (according to the as-
sumptions). Since Slovakia requires a transitional period in
the area of taxations (e.g. maintenance of reduced VAT rates
for heat and electricity, gas, construction work, and minimum
excise duties on cigarettes, i.e. less than 57% of the maximum
retail price, etc.) and it is not clear what sort of adjustments
will be made to these items during the transitional period
(one-off adjustment at the end of the transitional period or
gradual adjustment spread over the individual years), the ave-
rage inflation rate in 2006 may be 1 to 2 percentage points lo-
wer than in 2005.

The fulfilment of the inflation criterion at the expense of
postponement of the deregulation of some administratively
controlled prices, does not appear to be the most suitable so-
lution (most regulated prices, e.g. the to the level of econo-
mically justified costs, before the entry of Slovakia into the
EU). If the SR meets the inflation criterion in this manner, ad-
ditional adjustments to administratively controlled prices af-
ter entry into the EMU could have an upward effect on infla-
tion. A slowdown in the rate of growth in the euro area and
the subsequent cut in the interest rates of ECB may further

8 Chapter 10 ‘Taxes’ has not yet been closed; the European Commissi-
on recommends that the transitional periods should be re-considered.
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accelerate the rate of inflation in the SR.

The convergence of price levels should take place before
entry into EMU, when the SR as a potential member of the
EU may expect that the inflow of foreign direct investments
will continue. Thus the rise in price levels and their conver-
gence with the EU average would be accompanied by dyna-
mic growth in labour productivity and overall economic per-
formance, which would offset, to a significant extent, the
impact of increased inflation on the competitiveness of the
Slovak economy.

2.3. Real convergence

From the point of view of Slovakia’s entry into the mone-
tary union, the question of need for real convergence also ari-
ses (in 2000, the SR reached approximately 50% of the ave-
rage per-capita PPP in the EU).

The integration of the SR into EMU is expected to lead to
the consolidation of the fiscal budget (fiscal criterion), which
should be maintained even after the country’s entry into EMU
(Stability and Growth Pact). At the same time, the adoption
of the euro is expected to bring about a fall in interest levels
with a positive impact on the rate of economic growth and fis-
cal position, a reduction in transaction costs, elimination of
exchange rate volatility, and a fall in the inflation rate (the
advantages of the single European currency will be analysed
in detail in Chapter 3.1).

The currently non-existing labour mobility, which is a me-
chanism enabling adaptation to asymmetric shocks, is expec-
ted to increase somewhat after the entry of Slovakia into the
EU. After the Chapter ‘Free Movement of Persons’ had been
tentatively closed, the Slovak Republic agreed to a 7-year
transitional period of restriction on the employment of Slovak
citizens (in certain professions) in some of the Member Sta-
tes (Germany, Austria), with the possibility of reciprocal me-
asures on the part of Slovakia. At the same time, the EU
accepted the requirements of the Czech Republic for the int-
roduction of a transitional period for the free movement of
persons in relation to the present or future Member States, if
such restrictions are imposed on the Czech Republic by some
of EU Member States. The same system was offered to other
candidate countries. The described partial mobility of persons
could be replaced as a means for reducing the probability of
asymmetric shocks by the provision of pre-accession funds
from the budget of the EU (fiscal transfers).
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