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What are the key determinants of inflation in the new EU Member States (NMS)? This question was at the 
centre of the workshop organized by the Directorate-General for Economic and Financial Affairs (DG ECFIN) 
of the European Commission on 22 October 2008 in Brussels. The workshop brought together participants from 
academia, central banks, ministries of finance and permanent Member States' representations to the European 
Commission. It was largely motivated by the very rapid increase in inflation in NMS, most visibly in countries 
with fixed exchange rate regime, even before the most recent energy and food price shock. While at the time of 
the workshop, much of the public and policy-makers attention had started to focus on immediate measures to 
handle the financial crisis and pull these countries out of recession, the workshop provided a timely forum to 
discuss how persistent inflation in those NMS could be in this new environment, and to draw some lessons that 
will no doubt prove useful in the future.  

The workshop discussed cross-country and quantitative analyses of the determinants of inflation in the NMS, 
focusing in particular on three broad questions. First, the workshop attempted to assess the relative importance 
of external versus domestic drivers of inflation. External shocks such as the increase in energy and food 
prices, globalization or EU accession have clearly significantly affected inflation in NMS. NMS are typically 
small and very open economies. As they are on average at a lower level of economic development than 'old' 
Member States, food and energy represent a higher share of consumer spending. At the same time, the diversity 
of countries' inflation performance suggests that endogenous, country-specific factors, notably strong domestic 
demand pressures and accelerating wages and unit labour costs, have also significantly contributed to 
inflationary pressures in some NMS.  

In his paper "Driving forces of inflation in the New EU 10 Members", Emil Stavrev decomposed inflation 
drivers between factors common to all NMS and factors specific to each country. The decomposition was 
achieved via a panel estimation of the common factors driving inflation across countries and country-by-country 
estimations of the country-specific component. 65% of inflation was found to be ‘common‘, of which 40% 
(around ¼ of total inflation) could be explained by price level convergence, changes in interest rates (EU 
integration) and energy inflation. In the country-by-country estimations, the key variables were the output gap, 
real interest rates, and the nominal effective exchange rate. They explained between 30 and 84% of the country-
specific inflation components (on average around 50%).  

John Beirne, in his paper "Vulnerability of inflation in the New EU Member States to country-specific and 
global factors" quantitatively assessed the relative importance of country-specific and global factors in 
explaining inflation in NMS over the period 1998 to 2007. By contrast to the previous paper, this paper 
suggested that country-specific factors (such as exchange rate, productivity growth, government consumption, 
capital growth, current account balance, stock market capitalization, domestic credit and reforms on price 
liberalization) dominate global influences on inflation in the CEECs. External factors having the largest impact 
included energy prices, food prices, and EU accession in the 2002-2007 period.  

In his paper "Inflation in the New EU Countries from Central and Eastern Europe: Theories and Panel 
Data Estimations", Karsten Staehr discussed a number of theories of inflation including some of particular 
importance for catching-up economies. The many theories and explanations of inflation were grouped under four 
headings: (i) institutions and policies, (ii) structural factors, (iii) business-cycle factors and (iv) shocks. The 
explanatory power of the various theories was then assessed. The results pointed to imported inflation, the 
Balassa-Samuelson effect, the size of the government and the current account balance as statistically significant 
drivers of inflation in the CEE countries. The inflation process is also found to have a substantial autoregressive 
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component (of the size 0.3-0.5), suggesting possible inertia in price and wage setting and backward-looking 
price expectations. 

A second question of interest was to ascertain more specifically the specific role of catching-up and 
transition-related effects in observed inflation developments. More specifically, it is important for policy-
makers to know to what extent price developments are driven by equilibrium phenomena, reflecting their lower 
initial price level and their ongoing catching-up process, as opposed to demand-supply disequilibria. Replying to 
this question implied gauging the magnitude of the so-called "Balassa-Samuelson effect", but also the effect of 
other structural changes associated to real income catching-up (such as an increased weight for services in 
consumption and rising demand for higher-quality goods and services,…). It also implied an analysis of the other 
elements driving price level convergence, including price deregulation, changes in the level of public subsidies 
and accession-related taxes. 

The paper "Catching-up and transition-related inflation: the Balassa-Samuelson effect revisited" by 
Dubravko Mihajlek and Marc Klau aimed at estimating the Balassa-Samuelson (BS) effect for eleven countries 
in Central and Eastern Europe (all NMS and Croatia). The paper concluded that the BS effects were clearly 
present: 25% of inflation differential between new EU member states vis-à-vis the euro area and 50% of 
domestic relative price differentials between non-tradable and tradable industries could be explained by the BS 
effect. Nevertheless, the effect was found to decline in the more recent period observed, most probably due to 
real convergence process. Further, the authors claimed that the BS effect was stronger in the Central European 
countries (Slovakia, Slovenia, Lithuania, Hungary, Estonia, Poland) than in Southern European countries 
(Bulgaria, Croatia, Romania). They also argued that the Slovak and Slovenian experiences showed that it was 
possible to fulfil the Maastricht inflation criterion even in the presence of a relatively strong BS effect (larger 
that 1.5 percentage points). The authors however stressed that the large measurements errors and high room for 
discretion in transforming data and applying estimation procedures invited utmost caution in drawing policy 
implications based on estimates of the BS effect.  

In his paper "Catching-up and transition related inflation", Balázs Égert provided a detailed account of 
stylized facts regarding the determinants of inflation in NMS and assessed the relative importance of these 
factors on observed inflation rate in the Central and Eastern Europe. By contrast with D. Mihajlek and M. Klau, 
Égert found that the BS effect was not an important inflation driver in either the old or the new member states. 
Other structural factors affecting goods and services prices, monetary aggregates and cyclical and external 
factors appeared to matter much more than the BS effect. Moreover, regulated prices, house prices, food prices, 
nominal exchange rate and the output gap were found to be important in explaining inflation developments in 
Europe. 

The third question explored in the workshop was the role of policies in determining the dynamics of inflation 
in NMS. Differences in the stance of monetary and fiscal policy (including via the determination of public 
wages), as well as structural policies impacting on competition or markets flexibility are likely to have 
contributed to different inflation patterns in NMS. An issue of special interest in this context was to ascertain the 
impact of different exchange rate regimes.   

In their paper "Is persistence a driving force of inflation in the new EU Member States?", Michael Franta 
Branislav Saxa and Katerina Smidkova compared inflation persistence between the countries that joined the 
European Union in 2004 and 2007 and selected current members of the euro area. Using two inflation 
persistence measures, the authors identified two different groups within the New Member States. The first group 
(consisting of Bulgaria, Cyprus, the Czech Republic, Malta, Romania, and Slovakia) displayed a very similar 
degree of inflation persistence compared to the current euro area members, suggesting a comparable reaction to 
inflationary shocks. By contrast, the second group (the Baltics, Hungary, Poland, Slovenia) exhibited a very high 
level of inflation persistence, which would make it more difficult to fulfil the Maastricht inflation criterion for 
these countries. 

The paper "Inflation forecasting in the New EU Member States" by Olga Arratibel, Christophe Kamps and 
Nadine Leiner-Killinger presented stylized facts on monetary versus non-monetary (economic and fiscal) 
determinants of inflation in NMS as well as formal econometric evidence on the forecasting performance (for 
inflation) of a large set of monetary and non-monetary indicators for the New Member States. In line with 
previous research for the euro area, monetary indicators were found to contain useful information for predicting 
inflation at longer horizons (three years). It was however difficult to find models that significantly outperform 
simple benchmarks at shorter time horizons.  

 


