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Introduction

1. The Czech Republic has participated in the thiedjye of economic and monetary union
(EMU) since its accession to the European Union)(BAhen it acquired the status of a
Member State with a derogation regarding the adapif the euro. Consequently, it is not yet
a member of the euro area, but has committed itsalitroducing the euro and joining the
euro area in the future. It is, therefore, vitahtove in place a euro adoption strategy serving
as a basis for each particular economic policy.

2. Accordingly, the Government approv@ithe Czech Republic’'s Euro-area Accession
Strategyin 2003, a document drawn up in cooperation with@zech National Bank (CNB).
As the original Strategy has not been fulfillede thovernment of the Czech Republic and the
CNB are presenting an update of the document. Ojikate takes into account domestic and
external developments since the original text wasr@ved. Like the original document, it
presents the joint and coordinated approach ofinernment of the Czech Republic and the
CNB to the future adoption of the euro.

Assessment of the Czech Republic’s 2003 Euro-arez@ession Strategy and
past fulfilment of the convergence criteria

3. The Czech Republic’'s 2003 Euro-area Accessioate®fy (hereinafter the “Strategy”)
summarised the starting points of the nation’sgrdagon into the euro area and discussed the
expected benefits and risks. The document recomedketitht the Czech Republic join the
euro ared'... as soon as economic conditions allow for doisg’. The timing of entry
depended on the speed of real and nominal conveggeinthe Czech economy to the euro
area economies. Provided that the Maastricht @iteere fulfilled (including a successful
consolidation of public finances), a sufficient é&wof real convergence was achieved and
adequate progress was made with structural refogoeranteeing sufficient economic
alignment with the euro area countries, the docuregpected the Czech Republic to join the
euro area around 2009-2010.

4. The Strategy also defined the conditions ofyeatrd the approximate length of stay in
ERM 1I, subject to fulfilment of the exchange ratenvergence criterion in the Czech
economy’ The Strategy stated that the Czech Republic wethy in ERM Il for the
minimum possible periotllt would enter ERM 11 only after conditions hademeestablished
enabling it to adopt the single currency and themefit from its introduction without
experiencing any problems, i.e. only after progread been achieved in preparing and
implementing reforms of public finances and aftéreo reforms had been adopted to increase

! The exchange rate convergence criterion requigeticjpation in ERM Il for at least two years withto
devaluation of the central rate.

2 The idea of the Czech Republic staying in ERMoH the minimum required period was adopted by th&8C
and published as early as July 2003 in a documetiieel ERM Il and the Exchange-rate Convergence
Criterion.



the flexibility of the Czech economy, and espeygidiie labour market. Such reforms were
vital not only because of the adoption of the ebrd,also for their own sake, as they were a
precondition for the further sound developmenthef €zech economy.

5. In the Strategy, the Government and the CNB citadhthemselves to annually assessing
the preparedness of the Czech Republic for eum-aceession, with reference to the current
and expected fulfilment of the Maastricht conveigenriteria and economic alignment with
the euro area. The assessment would result in @nreendation to the Government on
whether to initiate the procedure that will take #oruna into ERM 1l in the year following
the assessment. All three assessments conducteel thie approval of the Strategy have
resulted in a recommendation for the Government tooattempt to enter ERM 1l the
following year. The negative recommendation comdinn the most recent assessment,
conducted in October 2006, means that the Czechlifejs future accession to the euro area
has been postponed beyond the horizon of 2009-@0i6aged in the original Strategy.

6. The excessive deficit procedure was opened sigtie Czech Republic on its accession
to the EU, owing to its high public budget deficifthis was aimed at reducing the public
finance deficit in a sustainable and credible matetéow 3% of GDP before 2008. The plan
for a gradual reduction in the deficit was endorbgdhe EU authorities on the basis of the
Convergence Programme submitted by the Governmeldialy 2004. The plan was built on
the fiscal targets of the public finance reformmawed by the Government in 2003.

7. This fiscal reform, or consolidation programmas based on cutting public expenditure
and modestly increasing the overall tax quota. was complemented by a change to the
institutional setup introducing medium-term fisc&rgeting anchored by medium-term
spending frameworks. The reform successfully sdagtegestructuring of the revenue side of
public budgets. However, the original aims on tkpeaditure side were abandoned and the
measures taken had only a short-term impact. Merdke new medium-term expenditure
ceilings have been exceeded several times since 0@ additional income stemming from
rapid economic growth was used to increase expaediather than to reduce the deficit. The
Government thus failed to take advantage of thedra&gonomic growth to consolidate
expenditure in a sustainable manner. Neverthelleasks to the good economic situation and
to overestimation of the spending plans of indiidministries (manifesting itself in transfers
to reserve funds), the original — albeit none-towdious — deficit reduction strategy was
fulfilled.

8. However, this trend was interrupted in 2007 gwito a large increase in social

expenditure resulting from the 2006 pre-electiorasuees, leading to procyclical fiscal policy.
The 2007 consolidation programme’s original targfeB8.3% of GDP is thus not likely to be

met and the Czech Republic is thus unable to emadxicessive deficit procedure within the
stipulated deadline. The existence of the excessiefcit procedure creates a legal
impediment to entry into the euro area, as it iegphon-fulfilment of the fiscal convergence
criterion. Moreover, the current state of publicainces is hampering their stabilising effect
over the economic cycle.

9. Unlike the criterion on the general governmesgifon, the Czech Republic is compliant
with the Maastricht criterion on government deblthough the government debt recorded
significant growth up until 2003, its ratio to GDRs only 30.1% in 2006, as compared to the
reference value of 60%, thanks to its relatively &tarting level. It has stabilised roughly at
this level since then and is not expected to ndest@ntially in the near future. Fulfiiment of
the criterion should thus not be in jeopardy atekpected euro adoption horizon. From the
long-term perspective, though, significant upwarcespure might be exerted on the



government debt if fundamental reforms of the pmmsind health care systems fail to be
delivered.

10. The Czech Republic has been compliant withMiaastricht price stability criterion in
recent years. Domestic inflation has long been logilecting among other things the
successful anchoring of inflation expectations INBdmonetary policy. However, the current
outlook for inflation suggests that the referenaéug for the price stability criterion is likely
to be exceeded in 2007 and 2008, mainly becauskasfges to indirect taxes. Once this one-
off shock arising from administrative measures tawound, inflation will return to lower
levels.

11. The Czech Republic has also long been comphéhtthe criterion on long-term interest
rates. Since 2006, domestic long-term interessrhtee even been below those in the euro
area countries. This mainly reflects the long-sitagdow-inflation environment in the Czech
economy. The long-term interest rate criterion $thdoe fulfilled in the future with no
problem, provided that the Czech Republic succaedhuilfilling the other convergence
criteria.

12. Since the adoption of the Strategy, the CzegpuBlic has continued to apply a floating
exchange rate under a monetary policy regime détioh targeting. Under this regime, the
koruna exchange rate is determined by market supplydemand and the CNB intervenes on
the foreign exchange market only in exceptionalations® The exchange rate has continued
to show a gradual nominal appreciation tendencgesithe Strategy was adopted. The
previous process of catching-up with the price llefeéhe advanced EU countries through the
exchange rate and inflation channels has creataditaans for balanced fulfiiment of the
convergence criteria for inflation and interesesat

13. The stabilisation of inflation at a low levehi@ low interest rates and strong economic
growth can thus be considered positive in termsfulfilling the Strategy, as can the
increasing openness and competitiveness of thenGzmmomy. By contrast, the evolution of
public finances and the lack of reforms aimed &ivdeng balanced public sector accounts in
the long run and making the Czech economy, andcedjyethe labour market, more flexible,
can be viewed as unfavourable. This is reflectefiiinre to fulfil the original ambitions of
the Strategy regarding the date of adoption ottime in the Czech Repubilic.

14. The original time frame for introducing the @around 2009-2010 required that attention
be given to the practical preparations for the geaner. In November 2005, the Government
of the Czech Republic established the office oficwe! Coordinator of the Introduction of
the euro. Subsequently, a National Coordinationu@ror the Introduction of the euro was
set up. This body prepared a draft scenario fanglesstep transition to the euro (approved
by the Government in October 2006) and a NationabEChangeover Plan for the Czech
Republic (approved by the Government in April 200The National Plan covers the
technical, organisational, legal and communicatispects of the preparedness of the Czech
economy for the introduction and use of the eunmolfesinesses, the public and the state
administration.

15. At this stage, the actions of the NationahRlee structured independently of the specific
changeover date and are thus conceived as a &tksfto be implemented within a specific
time limit before €-day (the euro adoption dateheTtasks, arranged in terms of time
sequence, show that it is necessary to allow at khaee years for the technical preparations
from the logistical perspective. These preparatitis need to start virtually as soon as the
decision is made to join ERM II. The costs assediatvith the changeover will not be

® The CNB has never intervened in the foreign exgbanarket since the adoption of the Strategy.



covered from the public funds and will be borneeagh private entity itself. For that reason,
the target date must be set in such a way that sufficiently credible and gives all those
involved the chance to plan their expenses effityen

Developments in the EU since the Strategy was adeok

16. The introduction of the euro in 1999 was cotedavith expectations of strong pro-
growth impulses, although these were conditionalhenimplementation of structural reforms.
However, many euro area countries failed to makiéicent efforts to implement the
necessary reforms. This, coupled with an adverseselof the business cycle, led to a
slowdown in euro area economic growth. The econatagnation in the euro area chiefly
reflected problems in its main national economias, some smaller countries achieved
favourable economic results even in this environmén present, the euro area is in an
upward phase of the business cycle, which is atsoghreflected in a marked increase in job
creation. The experience with the adjustment mash@under the single monetary policy
thus shows that the economic success of the eem @untries depends primarily on their
domestic economic policies. In order for the eueado operate successfully, these policies
should focus on enhancing market flexibility anticegncy. This is an important message for
Czech economic policy.

17. The euro has been reinforcing its position asedible global currency. It has gradually
appreciated in recent years following an initigbgiation linked with uncertainty regarding
the efficiency of the institutional setup in ther@warea and rapid economic growth in the
United States. In addition to economic factors, dhgoing appreciation of the euro against
the dollar is underpinned by rising confidencehe ECB, the euro and the potential of the
euro area economy. Owing to EU enlargement andytbeing credibility of the euro, the
share of the euro in the foreign trade transactanm®many countries and in the international
reserves of many central banks is increasing.

18. A revision of the Stability and Growth Pact wasproved in 2005, setting different
medium-term budgetary objectives for individual stiies and putting an emphasis on fiscal
consolidation in good times. The Czech Republicitsetf this objective as a public budget
deficit of 1% of GDP, to be achieved in 2012 acawogdto the Convergence Programme.
Most of the EU Member States, which have faced mimgfiscal imbalances in recent years,
have adopted a series of measures leading to aajredprovement in their public budgets.
Of the new EU Member States, only the Czech Repudolid Hungary expect their fiscal
development to fall short of their obligations untiee Stability and Growth Pact in the near
future.

19. The approaches of the new EU Members Statashwiave not adopted the euro so far
but are obliged to do so in the future, remain mix@even out of the ten new Member States
that joined the EU on 1 May 2004 opted for a stgwtef adopting the euro as soon as
possible (Latvia, Lithuania, Estonia, Malta, Cypr&ovakia and Slovenia). Consequently,
these countries (including Slovenia, which joinbed turo area in 2007) joined ERM Il as
early as 2004 and 2005. However, Lithuania, Laand Estonia were forced to delay their
plans for euro area entry and have not set newialffdates so far. Malta and Cyprus are
planning to adopt the euro at the beginning of 2&0@& have already received the approval of
European institutions. Slovakia is intending tanjoihe euro area at the beginning of 2009.
Like the Czech Republic, Hungary and Poland optegarticipate in ERM Il only for the
shortest period necessary to fulfil the exchange caterion and make technical preparations
for the euro. As in the case of the Czech Repulitie, entry of these two countries into



ERM Il will depend on their expected euro adoptdate. However, neither country has set
such a date so far. Poland and Hungary are noteegé& adopt the euro until 2012 and 2014
respectively. Bulgaria and Romania, which joine@ tBU in the most recent wave of
enlargement, have relatively ambitious plans reggr@éuro area entry. Bulgaria intends to
enter ERM Il as soon as possible, and Romania 6a2@l4 as its target date for euro
adoption.

20. Slovenia’s changeover to the euro in Janua@y 2@ent smoothly from the technical point

of view. Slovenia also experienced a temporary imsperceived inflation, which deviated
from actually measured inflation, but this deviatiwas smaller in scale than that recorded
during the cash changeover in the countries of‘tint wave”. According to preliminary
analyses, the transition to euro cash in Sloveambe assessed as a successful policy, based
on active and thorough preparation from the tedirdnd organisational points of view.

21. By contrast, the “old” Member States standin¢smle the euro area — Denmark and the
United Kingdom, which have an opt-out clause, amgden, which rejected the euro in a
referendum — are not planning to adopt the eurotiamy soon and are insisting that the euro
must be approved in a referendum (and — in the Wse by the government and parliament).
Nevertheless, Denmark has participated in ERMnit&i1999, maintaining a fluctuation band
of £2.25% around the central rate on a voluntarsibavithout experiencing any significant

problems.

22. Lithuania’s application to join the euro arsabmitted in 2006, was turned down owing
to its narrow failure to meet the inflation critemi and its adverse outlook for inflation. This
example shows that the European authorities (thedean Commission, Ecofin and the
ECB) apply a strict interpretation of the Maasttictonvergence criteria and the other
conditions for euro adoption when assessing apglicauntries. Besides the strictly legal
viewpoint, this interpretation places an emphasissostainable fulfilment of the economic
criteria after euro adoption.

The ability of the Czech economy to operate in theuro area

23. To benefit from the introduction of the eultte €zech economy must show a high degree
of economic convergence, integration and alignnveitth the euro area. After the loss of
independent monetary policy, flexibility and thelidypto adjust quickly to economic shocks
will be crucial for maintaining the good performanaf the Czech economy. This was already
pointed out in the 2003 Strategy. While some o$¢hequired features of the Czech economy
have been in place for a long time, a need foh&rrtmprovement is clearly visible in other
areas.

24. The factors supporting the introduction of #wero include the high and increasing
openness of the Czech economy and its close tnakie With the euro area. The euro area
accounts for 60% of Czech exports and 50% of Czegorts, while the EU as a whole

accounts for more than 85% of Czech exports and #0%zech imports. The Czech

economy is also characterised by high direct imaest inflows from the euro area. The
Czech economy’s strong economic integration with ¢uro area creates preconditions for
increased cyclical alignment with this area.

25. The Czech financial sector remains consideraifnigller in relation to GDP than the euro
area average, but the two sectors are now relatsmalilar in terms of structure. In the Czech
Republic, the ratio of loans to GDP has been risewently as a result of strong growth in
loans to households and corporations. Loan pootfgliality and profitability in the banking



sector have increased in recent years. Capital uadgqis falling slightly but remains
sufficient for now. The Czech banking sector isrently stable and resilient to external
shocks, although this resilience has not yet bested by adverse economic conditions.

26. Another important step forward by comparisothv003 is the significant convergence

of the Czech Republic’s economic level towards ¢ieo area average. GDP per capita at
purchasing power parity remains higher in the CZAepublic than in most new EU Member

States, slightly exceeding 70% of the euro areaageein 2006. The economic level of the

Czech Republic can be expected to rise furthehédoming years, thereby reducing the
difference from the euro area average. The higlegrese of real convergence is fostering
convergence of the price level, thus reducing theré pressures for equilibrium appreciation

of the real exchange rate, which would result inrdlation differential against the euro area

average after euro adoption and thereby lower dbonvesl interest rates.

27. Despite the observed convergence, the differemthe price level compared to the euro
area remains relatively sizeable. In 2005, the Bz#e level was roughly 56% of the euro
area average and 58% of the EU average. Hourlyutabasts were about 27% of the euro
area average and 31% of the EU average. The protesal convergence and the growth in
the relative price and wage levels are likely tatowie.

28. As regards aggregate economic activity, a Sogmt difference can still be seen between
the business cycle in the Czech Republic and thahé euro area, with no significant
alignment taking place. Alignment with the euro aaralso remains low as regards
macroeconomic shocks on the demand and supply. sitiesdifference in the evolution of
the two economies in recent years has been duly pathe pick-up in economic growth in
the Czech Republic, which chiefly reflects changeshe supply side of the economy.

29. From the structural point of view, the Czecbremmy also still differs from the euro area
average in having a higher share of industry, whiak continued to grow moderately in
recent years, and a smaller share of services iR.GIdwever, a relatively high degree of
cyclical alignment can be observed for industrivdty.

30. The current state of public finances in thedbzRepublic still greatly limits the room for
their macroeconomic stabilising effect. Althougte thublic budget deficits have decreased
since 2003, they have remained relatively high tiegpe rapid economic growth, and the
outlook for the near future is rather unfavouralilee deficits are largely structural in nature,
reducing the scope for the functioning of automatebilisers and, in the extreme case, for
the implementation of discretionary measures duet@nomic downturns.

31. The employment rate is rising and total unemplent is falling, chiefly as a consequence
of the buoyant economic growth in 2005 and 200&s€hindicators are better than both the
EU and euro area averages. However, relatively loigh-term and structural unemployment
remains a serious problem. To a large extent, tbevigg demand for labour is thus being
satisfied due only to a rising number of foreigndrsis flexible feature of the Czech labour
market is only partly compensating for its ovenadjidity. The mobility of the domestic
labour force is generally low and the full libesatiion of labour movement between the
Czech Republic and all the old EU Member StateX0ihl can be expected to generate only a
partial improvement in this area. The rather logxitbility of real wages is also a problem; no
significant changes have taken place in this aeeantly. The overall ability of the Czech
labour market to absorb shocks thus remains linatetiefforts must be made to enhance it.

32. As regards the institutional setup of the laboarket, some favourable and unfavourable
changes have occurred since the Strategy was predacreases in the minimum wage have
led to a rise in its share in the average wagedent years. On the one hand, this is reducing



the demand for people with low skills. On the othand, together with certain other factors,
especially a tightening of the conditions for claigbenefits, it has resulted in a moderate
positive shift in the motivation of the unemployénl seek work since 2005. However,
insufficient alignment of the tax and benefit sysseremains a serious structural problem.
There is a relatively large number of inactive paswho are insufficiently motivated to
accept low-paid work. As regards labour law, thaditions for temporary and secondary
employment have been tightened somewhat and theitmors for fixed-term employment
contracts have been relaxed slightly since 2003wvév¥er, the institutional rules are still
failing to create good conditions for the employmeh people with low skills and for the
entry of young people onto the labour market. Theae been a partial improvement in the
regulatory environment for doing business, but bternational comparison it remains
hampered by major administrative obstacles.

Economic policy challenges and euro adoption prospts in the Czech
Republic

33. The economic policy priority associated witte tadoption of the euro in the Czech
Republic is fulfilment of the Maastricht criteritn this area, fiscal policy and the state of
public finances are absolutely key areas where domahtal measures need to be taken
towards sustainable fulfilment of the convergendeeiga. The excessive deficit procedure
needs to be ended without delay so that the Czegllitic can restore its credibility as soon
as possible and prove that the consolidation psocesler way is capable of keeping the
public finance deficit below 3% of GDP. Conditiofe achieving this objective must be
created in the state budget for 2008.

34. In this context, the Government and the CNB aware of the need for further fiscal
reforms going beyond those previously approvedhgy Government for the first phase of
fiscal consolidation. That phase represents mdredyfirst step towards sustainable public
finances. There is a need to implement further randh deeper changes, especially on the
expenditure side of the public budgets. Those cbamgust reflect the challenges arising in
particular from demographic changes (reform of gkasion and health care systems), from
growth in social benefit expenditure and from thenerally high proportion of legally
prescribed (mandatory) expenditures.

35. However, fulfilment of the Maastricht fiscaliteria should in no way be regarded as a
sufficiently ambitious goal for the fiscal reforms the medium term. The only sufficiently
ambitious goal is to provably target the publicafice deficit — at a rate of at least 0.5% of
GDP a year — well below the value of the Maastradrivergence criterion towards fulfilment
of the obligation arising under the revised Stap@ind Growth Pact. In the Czech Republic’s
case, this means heading in the medium term towasdsictural (cyclically adjusted) public
budget deficit of no more than 1% of GDP. Only mstsituation will it be possible to
consider state fiscal policy as sufficiently abte dffectively perform its macroeconomic
stabilising role following the loss of independembnetary policy.

36. In the monetary policy area, the preconditiéms achieving the relevant Maastricht
convergence criteria have largely been put in plateMarch 2007, the CNB announced a
new inflation target of 2% for annual CPI inflatigwith a tolerance band of + 1 percentage
point), effective from January 2010. At the sanmaeti it announced that it would allow
inflation to descend gradually to the new inflatitarget far enough in advance so that
inflation is close to the target by the date itesleffect. The lowering of the inflation target
primarily reflected the longer-term perspective tbe operation of the inflation targeting



regime in the Czech Republic due to the postponewifetne euro adoption date beyond the
originally envisaged horizon of 2010 and the cutyelow inflation in the Czech economy,
manifesting itself in inflation expectations anatwrat low levels. The new inflation target is
simultaneously consistent with the practice of axdea countries and its level corresponds to
the rate of inflation that the ECB views as thee¢imold with regard to the maintenance of
price stability. Lower inflation in the Czech Repiahbn line with the new target furthermore
increases the chances of satisfying the Maastpigcté stability criterion in the future and will
be accompanied in the long run by lower nominatriedgt rates, thereby also increasing the
probability of future fulfilment of the interest tea criteria while not endangering the
fulfilment of the exchange rate criteria.

37. The CNB will continue to apply ex ante exempsido the impacts of changes to indirect
taxes, i.e. it will focus its monetary policy daois-making on hitting the target for inflation

adjusted for the first-round effects of such taarues (referred to as “monetary policy-
relevant inflation”). However, during the ERM Il ppigipation period, which is

simultaneously the reference period for the pribilty criterion, this system of escape
clauses should preferably be no longer necessatyhaadline inflation ought to gradually
merge with monetary policy-relevant inflation. Tkl be the case only if no major changes
are made to indirect taxes during this period.He évent of major tax changes, the CNB
would not be able to ensure fulfilment of the pratability criterion by means of monetary

policy.

38. Increasing the flexibility of the Czech economynains another challenge for economic
policy and for the future sustainability of the béts of adopting the euro in the Czech
Republic. Some degree of difference in the strattand cyclical properties of the economy
will persist even after the single European curyeiscadopted. Given the non-existence of
independent interest-rate and exchange-rate patisfruments, the effectiveness of the
economy’s internal adjustment mechanisms will ghlay a key role in mitigating asymmetric
shocks. In addition to the insufficient stabilisirade of public finances, the Czech economy’s
main bottleneck in this area is its still limitetilgy to adjust flexibly in the labour market
and partially also in the product market.

39. As in numerous euro area countries, the Czalbul market suffers from insufficient
flexibility, reflecting strict employment protectioregulations, a rising minimum wage and
high labour taxation. Its insufficiently alignedktand benefit system creates a demotivating
environment, especially for the long-term unemptbyre low-income families with children.

A high ratio of social benefits to incomes in lomcome households is also having a negative
impact on the stabilising ability of fiscal policignhancing the flexibility of the labour market
by increasing the mobility of the Czech labour #ébadso remains a challenge.

40. The entrepreneurial environment in the CzeclpuBkc is still being hampered by
administrative obstacles, which are high by intéomal comparison. The main problems are
the high administrative costs of starting up a hess and generally complicated regulatory
and bureaucratic processes, which are reducingdimpetitive pressures on product markets
and in the long run adversely affecting job creatamd employment. The flexibility of the
economy is also being compromised by deficienarethe legislation and the long time it
takes to resolve legal disputes. These reservatadih®ugh they affect the introduction of the
euro, also relate generally to the Czech Repubdicttvities in the EU and the international
community as a whole.

41. ERM 1l entry is still viewed as only a necegseondition for adoption of the euro, hence
the Czech Republic’s stay in ERM Il should be kiepthe minimum required length of time.
In line with the previous Strategy, the decisionjdao this system must be based on an



assessment of the outlook for the fulfilment of kh@astricht criteria as well as an assessment
of the degree of economic alignment with the eumaaTo retain the option of deciding
flexibly on the adoption of the euro, it would bppeopriate to continue conducting these
evaluations at yearly intervals using the exisainglytical tools.

42. However, given the interrelated nature of thetdrs affecting the Czech economy’s
ability to operate in the environment of the singleropean currency, and given the other
restrictions of the assessment criteria, it is iggige to identify specific “sufficient” values
or to draw up an overall indicator of economic reginess for adopting the euro. Naturally,
such a measure would not be very credible and nagétlook certain important economic
factors. The assessment of economic alignment ghtherefore focus on analysing
developments in areas that pose risks — as digtuss®e — to the smooth running of the
economy after the euro changeover and in the cbofeverall economic developments.

43. As the Czech Republic’s decision to join ERMshlould be made approximately three
years ahead of euro area entry, it will be necgdsastart making technical, institutional and
organisational provision for the euro changeoveroaghly the same time, in line with the
approved National Changeover Plan.

44. Based on an overall assessment of the Czedloexgts ability to operate in the euro area,
one can say that some of the preconditions for fiigrge from the adoption of the single
currency have already been met, but others, byrasmthave yet to achieve satisfactory
parameters. The main obstacle to the fulfilmenttlod Maastricht criteria remains the
unconsolidated state of public finances. This, tedigvith the low flexibility of the economy,
and especially the labour market, simultaneoushggnmts a risk to the operation of the Czech
economy in the euro area and prevents it from negthie benefits associated with adopting
the euro.

The euro adoption date will therefore depend orolvesy these problem areas in a
fundamental reform of public finances and on enhlmndhe flexibility of the Czech
economy. The Government therefore sets itselfabk of making maximum reform efforts to
remove these obstacles by the end of its termfimieof



