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Abstract:  The commitment to join the eurozone in 2009-2010 was rejected by Czech 
Republic in 2006 at a time when signs of the eurozone crisis were not yet apparent. Nor 
did the prospects of failure to fulfil any of the Maastricht Convergence Criteria have any 
realistic basis. Real or alleged difficulties in meeting the Maastricht Convergence 
Criteria and attaining economic alignment with the eurozone did not serve as a 
mobilization factor for economic policies. Instead, these issues were perceived to offer 
an objective reason against euro adoption within the declared timeframe. The official 
stance against the euro was partly based on serious analytical and short-term forecasting 
errors, if not on deliberate manipulations, including an overemphasised misalignment of 
the Czech economy with the eurozone.  
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Introduction  

It is generally acknowledged that the Czech Republic’s membership in the eurozone has 
never been a topical issue for any Czech government. In the light of the current 
economic, fiscal and financial crisis in some eurozone countries, and especially in view 
of the situation in countries in the literature referred to as PIIGS (Portugal, Italy, 
Ireland, Greece, and Spain), such attitude looks natural, almost wise. 

The greatest problems faced by these countries are in the area of excessive public sector 
deficits, total indebtedness, contractions in the banking sector, economic recession, 
increasing unemployment and related social tensions. In order to cope with these 
problems the eurozone will probably have to reshape its current institutional design and 
engage an unprecedented amount of financial means. The future functioning of the 
eurozone, the number of its members and the precise rules of the game are difficult to 
predict for potential new eurozone entrants. 

Yet, it is of legitimate research interest to answer a question about what had actually 
prevented the Czech Republic from seeking to join the eurozone in the good, pre-crisis 
times together with Slovenia, Malta, Cyprus and Slovakia. Where are the roots of the 
Czech reluctance? Was it the country’s ability to spot the signs of the eurozone crisis 
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earlier than others? Were there serious internal economic obstacles to adopt the euro? 
Or was it mainly due to the lack of political commitment, with economic arguments 
playing just a subordinate role?  

In order to answer these questions, we shall concentrate on a situation before the crisis 
significantly changed political and economic environment in Europe, especially on the 
period between the entry of the Czech Republic to the European Union in May 2004 
and the year 2008. We believe that the lessons learned from the pre-crisis period are in 
many respects relevant for future decisions related to adoption of the euro in the Czech 
Republic. 

In the following sections we demonstrate a lack of strong economic arguments to justify 
the negative government stance towards adopting the single European currency in the 
above-noted period. Furthermore, we show that the existing key arguments were partly 
based on serious analytical and short-term forecasting errors, if not on deliberate 
manipulations. Contrary to popular beliefs, we also challenge the view that Czech 
National Bank was the key or sole actor responsible for the country’s negative attitude 
towards the adoption of the euro. 

1. Government Decision-Making: A Summary  

This section opens with a brief discussion of economic conditions to be met by any EU 
member state with temporary derogation to enter the eurozone.2 This conceptualization 
is then confronted with the development of the actual decision-making processes tied to 
the preparation of the Czech Republic’s (hereafter referred to as the CR) accession into 
the eurozone.  

During the years 2004-2008, two interrelated factors were crucial for the country’s entry 
into the eurozone: (i) the readiness of the national economy in terms of the required 
degree of sustainable economic convergence;3 and (ii) broader economic considerations 
which include adequate structural and cyclical alignment of the national economy with 
the eurozone.4 Just from 2008 onwards we have to add another factor: the dynamics of 
eurozone crisis.  

The interdependence of the first two factors is evident and has both intuitive and 
theoretical support.5 It tells us that even an economy fulfilling the Maastricht 
Convergence Criteria in spite of its inflexible markets, pronounced lags in productivity 
or price levels and its unaligned economic cycle with the eurozone, might lose rather 
than gain from joining the monetary union, especially in the short run.  

                                                           
2  Authoritative interpretation of legal and economic aspects of this procedure by European 
Commission and European Central Bank is summarised by e.g. Stark (2008). 
3 This factor is embodied in the Maastricht Convergence Criteria. See European Commission 
(2008), ECB (2008) or Assessments (2004-2008) for detailed evaluation with regard to the CR.  
4 The second factor focuses primarily on seeing the Maastricht Convergence Criteria met in a 
manner supported by adequate flexibility of particular markets, comparable price and productivity 
levels, and the national business cycle aligned with the eurozone. Analyses (2008) provide 
extensive evaluation for the CR.  
5 This support comes from the theory of optimum currency areas (Mundell, 1961). For discussion 
which relates to the CR also see Dědek (2002), Komárek et al.  (2003), Flek et al.  (2004), Lacina, 
Rozmahel et al. (2010). 
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Any responsible government would then incline towards a rather cautious approach 
towards declaring the euro changeover date. With such approach, a country is allowed 
to apply an independent national monetary policy and can make use of the equilibrating 
role of exchange rate adjustments for an extended period. The impact of the 
convergence process may thus diffuse efficiently through both the domestic price- and 
the nominal exchange rate channels. As a result, the country would avoid the costs of a 
premature entry into the eurozone, such as accelerating domestic inflation, potentially 
inappropriate ECB monetary policy stance and lower ability to absorb future 
asymmetric shocks to name but the most important ones.  

In contrast, when both factors show positive results, one may hope that the benefits of 
introducing the euro will be maximised and may judge the national economy to be ready 
to enter the eurozone. Such a diagnosis should result in a political decision in favour of 
a swift introduction of the euro. Otherwise, postponing the entry into the eurozone can 
needlessly raise the costs of preserving national currency, such as currency risk, 
transaction costs linked with currency conversions, barriers to deeper integration 
between domestic business and the eurozone, less inflow of foreign investment and 
lower price transparency.  

The specific Czech approach to the introduction of the euro has been laid down in 
official documents from the very beginning. The first of the official documents issued 
by the government and the central bank is “The Czech Republic’s Euro-area Accession 
Strategy”, approved on October 13, 2003, i.e. practically on the eve of the country’s 
accession to the European Union.  

The document formulates the benefits and risks connected with the entry into the 
eurozone as well as the related demands on domestic economic policy and desired 
functioning of particular markets. It stipulates that “the government’s strategic aim is to 
introduce conditions for adoption of the euro in the CR”. Finally, it formulates a target 
date for euro adoption as follows: “Presuming successful fulfilment of the Maastricht 
Convergence Criteria, including successful consolidation of public finances, the 
achievement of an adequate level of real convergence and reasonable progress with 
regard to structural reforms guaranteeing sufficient economic alignment with the 
countries of the EU, accession of the CR to the eurozone may be anticipated in 2009-
2010” (Strategy, 2003, p. 8). 

As part of their Strategy the government and the central bank committed to annually 
carry out an evaluation of the CR’s readiness for entry into the eurozone. Readiness was 
defined both in terms of current and anticipated fulfilment of the Maastricht 
Convergence Criteria as well as of the economic alignment of CR with the eurozone. 
This annual assessment was to result in recommendations as to whether in the following 
year the procedure should be initiated for the national currency to enter the ERM II 
mechanism for a minimum of two-year period, and consequently to enter the eurozone. 

As documented above, the way in which the Strategy declared the period of 2009-2010 
as euro changeover target date was very conditional. That is why it remained unclear 
even to Czech central bankers how seriously this declaration was intended.6 No wonder 

                                                           
6 Closed Bank Board session held on June 30, 2005 evidences that Czech central bankers were 
indeed uncertain with respect to government intentions to adopt the euro. That is why vice-



Volume 13, Issue 3, 2013 
 

  

 

135

that in such circumstances the country was lagging behind in terms of institutional and 
logistical support required for transition to the single European currency.7 In reality, the 
process never achieved a level comparable to that in countries seriously seeking to 
adopt the euro (see Lalinsky, 2010, for comparison with Slovakia). 

The 2004 Assessment was approved by the government on 12 January 2005. The 
recommendation to the government called for the CR not to apply for entry into the 
ERM II mechanism, stating that “conditions have not been created for the time being 
which would allow the CR to fulfil the designated conditions for entry into the eurozone 
two years after entry into ERM II. The country would thus not benefit from adopting the 
euro”. In addition to a failure to fulfil the government’s general deficit criterion and 
facing unresolved long-term fiscal problems, the document notes ”structural problems“ 
of the Czech economy. Both sets of arguments, with certain variations, serve as the 
basis for all other documents officially formulating the position of the CR on 
introduction of the euro (see also Helísek et al., 2009).  

Another major milestone in timing entry into the eurozone came in 2006 with a 
definitive hold placed on all attempts to introduce the single European currency before 
2010. The October 2006 Assessment again adopted the negative view of not 
recommending that the CR enters the ERM II mechanism in 2007. This led to a 
proposed“ shift in the potential entry date of the CR into the eurozone beyond the 2009-
2010 timeframe originally envisaged” (Assessment, 2006, p. 6). 

Further significant episode came with the approval of “The Czech Republic’s Updated 
Euro-area Accession Strategy“ in August 2007. Arguments presented in this document 
led to the definitive rejection of any new euro changeover target date: “The date for 
adoption of the euro... depends upon resolving... problem areas as part of a fundamental 
reform of public finance and reinforcing the flexibility of the Czech economy“ (Updated 
Strategy, 2007, p. 9). 

In the next section we concentrate mainly on the arguments related to Maastricht 
Convergence Criteria and analyse their relevance for government decision-making 
processes. 

                                                                                                                                              
governor Niedermayer proposed “… to ask the politicians whether we really should rely on the 
year 2009. Otherwise there is a threat of delaying the timely entry into to ERM II, and the 
declared euro changeover target date would be impossible to fulfil.” Governor Tůma added that it 
is hard for Czech National Bank “… to undertake strong steps towards euro changeover 
preparations in a situation when the current political position (or the one in 2006) towards this 
issue is unknown” (Protocol, 2005, p. 6).  
7 A timetable including organizational measures to introduce the euro in CR on 1 January 2009 is 
contained in a Ministry of Finance document titled ”Institutional Support for the Adoption of the 
Euro in the Czech Republic“, approved by the government in November 2005. It involves 
timetables for introduction of the euro and calls for entry to ERM II during the first half of 2006. 
National coordinator was named and National Coordination Group for Euro Adoption was set up. 
But the document was never implemented in full, mainly due to the discontinuity stemming from 
the parliamentary elections of June 2006. National Euro Changeover Plan was finally approved by 
the new government in April 2007; however, it includes no euro changeover target date.  
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2. Why Did We Actually Give Up?  
International comparisons demonstrate that during its entry into the EU in 2004, the CR 
could have been compared to Slovenia, Slovakia, Cyprus, and Malta as regards its 
ability to meet the Maastricht Convergence Criteria (Table 1).  

Table 1: Fulfilment of the Maastricht Convergence Criteria (2004) 

 
price stability 

government budgetary 
position 

(deficit, debt) 
exchange rates 

long-term 
interest rates 

Czech R.* Yes No x Yes 

Slovakia* No No x Yes 

Slovenia  No Yes x Yes 

Cyprus* Yes No x Yes 

Malta* No No x Yes 

Note: * Excessive deficit procedure launched against country by Council decision of July 5,      
2004. X - the criterion cannot be evaluated due to the absence in the ERM II mechanism. 
Source: Assessment (2004, p. 4).  

Yet, while all these countries managed to introduce the euro during the 2007-2009 
period, the CR backed off in October 2006. Note that upon entry to the EU, the CR was 
one of the few countries listed in Table 1 to fulfil the inflation criterion. Together with 
the other countries, it also fulfilled the criterion on long-term interest rates and fulfilled 
the government debt criterion. No country (with the exception of Slovenia) fulfilled the 
criterion on general government deficit of -3% of GDP. That is why, soon after entering 
the EU, the Council decided on July 5, 2004, to invoke the excessive deficit procedure 
(EDP) against the countries in question.  

This procedure intended to ensure that the deficit would be reduced in a ”sustainable 
and credible way“ to under the -3% GDP threshold by 2008. For the CR, the EU agreed 
to a plan of gradual deficit reduction proposed by the Czech government as a part of the 
Convergence Program of May 2004, based upon the fiscal goals of governmental 
reform of public finance from 2003. Table 2 indicates progress in meeting the 
government deficit criterion in all affected countries in successive years. 

Table 2: General government deficits (in % of GDP) 
 2005 2006 2007 2008 

EU 27 –2.4 –1.4 –0.8 –2.3 

eurozone –2.5 –1.2 –0.6 –1.9 

Czech Rep. –3.6 –2.6 –0.6 –1.5 

Slovakia –2.8 –3.5 –1.9 –2.2 

Slovenia –1.4 –1.3  0.5 –0.9 

Cyprus –2.4 –1.2  3.4  0.9 

Malta –2.9 –2.6 –2.2 –4.7 

Source: Fiscal Outlook of the Czech Republic (2009, p. 50).  
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Objectively, it must be noted that this was largely a temporary state of affairs and was to 
a high degree due to an unexpectedly positive GDP growth in the given phase of the 
business cycle. As a result, fulfilling the criteria on public finance sustainability did not 
necessarily mean a truly deep, long-term fiscal consolidation. Indeed, financial and 
economic crisis showed soon a dramatic impact on fiscal position of the majority of EU 
member states. Out of the 27 EU member states 26 were on the list of countries with 
excessive deficits in 2010 (European Commission, 2010). 

However, seeing from the time perspective of 2005-2008, all countries gradually began 
to meet the criteria on government deficit and also had a favourable outlook for obeying 
the EU’s medium-term fiscal rules. Therefore, the EDP procedure was abrogated in all 
the aforementioned countries in June 2008, including the CR. Consequently, the results 
in Table 2 suggest that neither the temporary failure to fulfil the government deficit 
criterion, nor the invocation of the EDP procedure constituted a real obstacle for any of 
the countries to access the eurozone within the planned timeframe.  

Prospects of the CR to enter the eurozone as of January 1, 2009, may hypothetically be 
judged on the basis of Convergence Reports executed by European Commission and 
European Central Bank in 2008. As of that date, the CR had failed to fulfil only the 
inflation criterion (see Table 3). Using the 12-month average of the harmonized 
consumer price index of 3.2% as a reference value (April 2007-March 2008), inflation 
in CR in the same period was 4.4%, i.e. 1.2 percentage points above the reference value.  

During the reference period, inflation reflected the global energy and food price shocks, 
and also substantial rise in indirect taxes and administered prices in the CR. However, 
the second factor alone appears to be responsible for the country’s failure to fulfil the 
price stability criterion in March 2008.8 Although inevitable in principle, price 
deregulation and tax harmonisation measures with strong inflationary impact clearly had 
to be avoided in the year preceding the targeted euro changeover date providing the 
target date was meant seriously.9  

Simulations made by the Czech National Bank show that meeting the exchange rate 
stability criterion would have been feasible in the period 2006-2007 (Assessment, 2008, 
p. 13). That is why one may argue that, with a different timing of tax harmonisation and 
price deregulation (or with slightly more restrictive monetary policy stance), the CR 

                                                           
8  Indeed, at the beginning of 2008 the inflationary impact of price deregulation and tax 
harmonisation measures was relatively strong: “…the first-round effects of indirect tax changes - 
including a preferential VAT rate increase (from 5% to 9%), introduction of an environmental tax 
and a hike in tobacco excise duties - are estimated to have contributed by around 2 percentage 
points to the increase in annual headline inflation in January 2008. Increases in regulated prices, 
in particular to the housing and energy, have also added significantly to price dynamics. Newly 
introduced health-care regulatory fees accounted for about ½ percentage points of annual price 
growth in January 2008” (European Commission, 2008, p. 67).  
9 CNB was aware of the risk of nonfulfillment of the price stability criterion resulting from the 
planned price deregulation and tax harmonisation: “The likelihood of non-fulfillment of the 
criterion depends on …the strength of the impact of the planned changes to indirect taxes: the 
Ministry of Finance outlook indicates that there should be no problem, whereas the CNB outlook 
regards future non-fulfillment of the criterion as highly likely if the current inflation target of 3% 
is maintained” (Assessment 2006, p. 4). 
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would have fulfilled all the Maastricht Convergence Criteria in March 2008 and would 
have been allowed to access the eurozone in 2009 together with Slovakia (see Table 
3).10 

Table 3: Fulfilment of Maastricht Convergence Criteria (April 2007-March 2008)  
 

price stability 
government budget position exchange 

rates 

long-term 

interest rates deficit debt 

Czech R.  4.4 / 3.2* –1.6 / –3.0*             28.7 / 60.0* x 4.5 / 6.5* 

Slovakia 2.2 / 3.2* –2.2 / –3.0*            29.4 / 60.0* Yes 4.5 / 6.5* 

Notes: * reference value of the criterion (in per cent) to allow the country to enter the eurozone 
on 1 January 2009; x - the criterion cannot be evaluated because of the absence of the CR           
in the ERM II mechanism. 
Source: ECB (2008). 
 
In the following section we place our chief focus on fiscal developments in the CR, as 
the alleged failure to fulfil the government deficit criterion was the major official 
argument to reject the originally set euro changeover date.  

3. Government Deficit:  A Closer Look 
The following was the key official argument against the euro adoption raised in 2006: 
“Current public finance parameters do not allow the deficit criterion to be met... The 
proposed state budget for 2007 confirms a worsening trend in the development of public 
finance which will not permit the CR to maintain the consolidation strategy to which it 
obligated itself upon entry into the EU” (Assessment, 2006, p. 9). 

As evidenced by Table 2, this presumption has not been confirmed. Even the not quite 
ambitious approach to public finance reform from 2006 was enough to ensure the 
fulfilment of the government deficit criterion for the year. Obviously, unexpectedly high 
economic growth also played a role, along with the fact that the Ministries transferred 
their unspent funds from overestimated budgets into reserve funds.  

The October 2006 Assessment expressed concerns that social expenditures which had 
been dramatically increased in the pre-election atmosphere of 2006, would not permit to 
terminate the EDP procedure within the designated deadline (i.e. in 2008). This would 
create a legal impediment to the entry into the eurozone in line with the originally 
envisaged timeframe of 2009-2010. However, when 2007 came around, the government 
deficit displayed comfortable fulfilment of the criterion on fiscal sustainability (Table 
3). Nonetheless, the Assessment from December 2007 still misleadingly continues to 
signal a failure to fulfil this criterion for 2007 (with the deficit estimated at -3.4% of 
GDP). 

                                                           
10 This is not to say that in 2008, European authorities did not formulate a wide range of partial 
objections with regard to long-term sustainability of fulfilment of Maastricht Convergence 
Criteria both in the CR and Slovakia. The same applies to the achieved degree of economic 
alignment of both countries with the eurozone.  But, as evidenced by the case of Slovakia, these 
reservations did not represent crucial obstacle to the country accession to the eurozone in 2009. 
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In relation to this, let us not forget that just three months later, the Commission 
proposed to abrogate the EDP procedure as regards the CR.11 In subsequent two months 
(i.e. in May, 2008), the Convergence Reports of European Commission and ECB stated 
that the Czech government deficit for 2007 was -1.6% of GDP, i.e. far below the -3 % 
reference value.12 The public finance sustainability criterion required for introduction of 
the euro by 2009 was in fact easily met by the CR and the key government argument of 
“legal obstacles” for entry of the CR into the eurozone before 2010 was therefore odd.13  

Can all this be explained just by an honest fiscal forecasting error? We have serious 
reasons to believe that there was much more behind such seemingly poor forecasting 
performance of Czech fiscal authority. Indeed, it is evident that its “…practice of 
making overly conservative estimates of current-year fiscal outcomes, which introduces 
an additional source of uncertainty, should be reconsidered“ (ECB 2008, p. 74). 

4. Economic Alignment with the Eurozone 
In addition to the alleged incapability to meet the government deficit criterion, voices 
from Czech National Bank pointed out a low economic alignment of the Czech 
economy with the eurozone (i.e. to the second factor of our categorisation made in 
Section 1). The rest of this section examines this official argument.14 

Two groups of factors are central to determining the degree of economic alignment with 
the eurozone: (i) the similarity of cyclical and structural characteristics; and (ii) the 
functioning of adjustment mechanisms. The first group of factors includes a degree of 
real convergence achieved by a candidate country, similarity in the economy’s structural 
profile and business cycle evolution, integration of particular markets etc. Flexibility of 
labour and product markets, and the ability of fiscal policy to stabilise the economy are 
the most important factors which form the second group. 

The key document each year evaluating the factors for the CR noted above is called 
“Analyses of the Czech Republic’s Current Economic Alignment with the Euro Area“. 
It represents a collection of analyses made by Czech National Bank with a strong 
influence on all government’s Assessments discussed in the previous section. Analyses 
from 2008 are most relevant for our purposes since they evaluate the situation one year 
before the original target date of the CR’s accession into the eurozone.  

                                                           
11 A press release of the Ministry of Finance from May of 2008 says: “According to the 
notification data, the public sector deficit should remain lower than the reference value in the 
Maastricht Convergence Criteria for three years in a row (2006-2008). The matter of terminating 
the EDP procedure has arisen as a result. At the end of March 2008, the Ministry of Finance 
received a proposal from the European Commission to terminate the EDP in advance (under 
standard operating procedures, CR was evaluated only after spring notifications in 2009). The 
Ministry of Finance welcomes this initiative on the part of the Commission.”  
12 This figure was even more favourable after further notifications (i.e. -0.6%, see Table 2).  
13  There was obviously more to having the EDP terminated in June 2008 than just the 
satisfactorily low government deficit relative to GDP for 2007. At that time, it also entailed 
medium-term consolidation measures designed to meeting the structural deficit target of -1% of 
GDP by 2012, i.e. fully in line with obligations of the CR with respect to the EU fiscal rules. 
14 See also Flek (2010) for discussion.  
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First, we concentrate on the most important factor of economic alignment, i.e. on the 
degree of real economic convergence achieved. The Analyses acknowledge 
undisputable progress in real convergence in terms of real GDP per capita: “This 
process has accelerated in the last five years or so. With this indicator currently at 
almost 75% of the euro area average, the Czech Republic ranks between Portugal and 
Slovenia, i.e. it has a standard of living comparable with the least advanced countries of 
the monetary union“ (Analyses, 2008, p. 17).15 

The Analyses also state that the level of real GDP per capita in the CR was by some ten 
percentage points closer to the eurozone average than Slovakia. However, despite 
having provided these relatively favourable data, the Analyses fail to conclude from this 
perspective on the readiness of the CR to join the eurozone. 

Comparability of domestic price level with that in the eurozone is another related 
problem. The Analyses note that the price level in the CR was below the one that would 
correspond to the economic level achieved (in 2007, price level in CR corresponded to 
just 60% of the eurozone average). However, for 2008 the document expected that the 
domestic price level would approximate the European average by some ten percentage 
points, above all due to a strong nominal exchange rate appreciation trend. Considering 
the already achieved 75% of the EU level of GDP per capita, most of the existing gap 
between the domestic price- and economic levels would have been dissolved.  

The 2008 Analyses worried about the possible real exchange rate appreciation pressures 
related to further catching-up in productivity with the eurozone (the so-called Balassa-
Samuelson effect). These pressures were estimated between 1.3% and 2.4% per year. If 
we take these figures for a fact, with abandoning the national currency in 2009 this real 
appreciation trend would have transformed itself fully into the domestic price channel. 
In other words, inflation differential between the CR and the eurozone based on the real 
convergence process would have ranged somewhere between 1 and 2 per cent.  

The document claims that if such not particularly strong inflation differential persists 
after joining the EMU, it could have an adverse effect on macroeconomic and financial 
stability in the CR. Such a strong statement would obviously require more justification. 
Moreover, it neglects available alternative estimations delivering evidence that further 
catching up in productivity cannot create any significant long-term inflationary trend in 
the CR. A newer strand of literature is equally sceptical with respect to the relevance of 
the Balassa-Samuelson effect for the CR and other new EU member countries.16  

                                                           
15 What was even more favourable than the above-noted convergence in terms of real GDP per 
capita was the structure of economic growth in the CR. As shown by Dybczak et al.   (2006), 
annual potential output grew during 2002-2005 on average by 4.2%, as compared with just 2.7% 
recorded for 1995-2005. The results for 2006 and 2007 were even more favourable, see Hájek 
(2008). These figures therefore show that acceleration in the real convergence process was 
accompanied by potential output growth. Even more importantly, the decisive part of potential 
output growth was due to increases in total factor productivity. This means that the real 
convergence process in the CR was not only quite rapid in absolute terms, but also firmly based 
on positive fundamental characteristics of the Czech economy.    
16 Flek et al.  (2003) show that the Balassa-Samuelson effect for the CR is (and will remain) very 
close to zero. This finding is supported by Egert (2002) and Mihajlek, Klau (2003). See also Lein 
et al. (2008). Considering non-trivial problems with the estimation procedure, Mihajlek, Klau 
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Also the analysis of other indicators of economic alignment does not deliver convincing 
arguments against the entry of CR into the eurozone. Above all, this concerns the 
cyclical alignment with the eurozone. In this sense, the Analyses argue that “… 
compared to the countries under review, the cyclical alignment of the Czech Republic is 
roughly average and the measured correlation is, for example, somewhat higher than 
that for the currently acceding Slovakia” (Analyses, 2008, p. 21).  

What was the CNB telling us about the state of the adjustment mechanisms? In general, 
labour market flexibility and the ability of national fiscal policy to respond to 
macroeconomic shocks will gain in importance after adoption of the euro. The reason is 
simple: after abandoning the national monetary policy and closing the exchange rate 
equilibrating channel, the above-noted adjustment mechanisms will remain the key 
factor for restoring macroeconomic stability at the national level. 

In sharp contrast to previous years, the 2008 Analyses eventually acknowledged 
improvement in public finances in the CR and expressed an outlook of meeting the 
public deficit criterion and preserving a relatively favourable level of public debt. Some 
concerns are expressed with regard to a high share of mandatory expenditures in public 
expenditures and long-term problems linked especially with population ageing. Both 
aspects are claimed to reduce the room for fiscal policy manoeuvres in case of future 
macroeconomic shocks. However, instead of fiscal issues, the document concentrates on 
the situation on the labour market, which is subject to severe criticism.  

The Analyses claim that insufficient real wage flexibility prevails on domestic labour 
market. Furthermore, sharp differences in regional unemployment rates, high 
redundancy costs and high long-term unemployment are likely to undermine the 
equilibrating role of the Czech labour market. On the other hand, the Analyses notice 
partial improvement in structural unemployment while stressing the positive impact of 
inflow of foreign labour force on labour market competition. 

Such partial analyses, however, cannot deliver the synthetic view on labour market 
development, and on whether it represents an obstacle to adopt the euro. The Analyses 
fail to evaluate relative contributions of “positive” and “negative” observations to the 
overall shape of the labour market. Any well-defined benchmark to judge the overall 
Czech labour market performance is absent in the Analyses.  

 The document lacks answers to key questions: What degree of real wage flexibility is 
“high enough” for the CR to enter the eurozone? Is improvement in structural 
unemployment less relevant than the persistence of regional disparities in 
unemployment rates? As a result, an uninformed reader may conclude that any of the 
still existing labour market imperfections actually represent an obstacle to joining the 
eurozone. The Analyses also appear to underestimate/ignore some of the key labour 

                                                                                                                                              
(2008, p. 17) warn that “we should perhaps caution against attempts to start using estimates of the 
Balassa-Samuelson effects in policy assessment”. The contemporary view is as follows: “Despite 
its strong theoretical position when it comes to explaining inflation in transition economies, the 
empirical findings of the Balassa–Samuelson (B–S) effect assign only a minor role to structural 
inflation – to the disappointment of analysts and policymakers” (Borgersen, King, 2011, p. 287).     
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market trends in the CR, namely a positive contribution of labour to potential output 
growth since 2004 as well as a break in an increasing trend in the NAIRU since 2000.17  

Because of the conceptual limitations noted above, the Analyses fail to provide 
convincing arguments that the CR could not adopt the euro in 2009 because of 
insufficient labour market performance. At the same time, in the analysed period, the 
CR achieved undisputable progress in nominal and real convergence, cyclical 
synchronisation with the eurozone and in most of the remaining relevant characteristics 
of economic alignment. In any case, none of the still prevailing shortcomings in 
economic alignment appear to be strong enough to justify the government decision not 
to join the eurozone within the originally set timeframe.  

5. Concluding remarks  
In this article we attempted to address the issue of why the CR decided not to introduce 
the euro when the window of opportunity was still open before the crisis. There were 
two major official economic reasons: (i) uncertainty concerning fiscal development, 
namely distrust as to whether the country could free itself from the excessive deficit 
procedure in time; and (ii) great emphasis on allegedly inadequate flexibility of 
domestic markets and an insufficient alignment of the Czech economy with the 
eurozone. 

The first reason proved to be invalid, as it was based on serious short-term forecasting 
error, if not on deliberate manipulation with short-term fiscal outlook. From this 
perspective, the tale of how the target date for introduction of the euro in the CR came 
to be put off allows for some generalisations. Namely, it may serve as a textbook 
example of how risks and uncertainties inherent in the economic forecasting process 
affect irreversibly key political decisions.  

The second officially articulated reason remains highly disputable and open to 
fundamental criticism. The problems linked to structural problems of the Czech 
economy and the economic alignment with the eurozone were overemphasised in order 
to provide additional justification for the CR not to enter the ERM II and not to join the 
eurozone. Note that the further we move away from the Maastricht Convergence 
Criteria and the more we focus on economic alignment, the more the difficulty arises of 
selecting appropriate indicators for assessing "sufficient” progress for the introduction 
of the euro.  Such a selection would always be somewhat arbitrary.   

One can even imagine that there is always a space for improvement before the euro is 
adopted. We may never be certain that the Maastricht Convergence Criteria will be 
fulfilled in a sustainable manner and the economy may never be “adequately” aligned. 
Entering the eurozone thus becomes “permanently” impossible. We suspect that this is 

                                                           
17 See Flek (2007) or Dybczak et al. (2006) for more detail. Note also that the CR reached in 2004 
the fifth lowest Employment Protection Index among the OECD countries. In 2007 the value of 
this index remained relatively favourable and proved that CR did not suffer substantially from 
excessive labour market regulations (Eurofound, 2007). World Bank (2009) shows that 
employment conditions in CR were better from entrepreneurs‘ viewpoint not only in comparison 
with the neighbouring countries, but even in comparison with countries like the Netherlands.  
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the key message hidden behind the official methodology of assessing the readiness of 
the CR to enter the eurozone.  

These two economic reasons, however disputable, served as an official justification of 
the Czech Republic’s failure to enter the eurozone on January 1, 2009, and with a view 
to the current eurozone crisis thus closing the window of opportunity for an extended 
period. Nonetheless, our pre-crisis retrospective shows what should always be avoided 
in any serious decision making process linked with adoption of the euro: 

Real or alleged difficulties in meeting the Maastricht Convergence Criteria and attaining 
economic alignment must serve as a mobilization factor for Czech economic policies. 
Instead, these issues were perceived to offer an objective reason against the adoption of 
the euro. The commitment to adopt the euro must be formulated and promoted in a 
much clearer manner by the coordinated forces of the government and the central bank. 

From what we know today, it seems technically almost impossible that the CR will 
enter the eurozone earlier than in 2018-2020. In addition, before declaring the new euro 
changeover target date the government will probably want to see some empirical 
verification of the desired path of fiscal consolidation (hopefully without repeating 
profound fiscal forecasting errors or even manipulations). Possible risks linked with an 
inadequate economic alignment must be assessed on a realistic basis, too, i.e. without 
any deliberate overestimations. The same obviously applies to assessment of the future 
shape of the eurozone itself. 
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