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Price Level Convergence in Europe: 
Did the Introduction of the Euro Matter?1

1   Economic Integration 
Fosters Price Level 
Convergence1 2 3 4

Several processes, such as globaliza-
tion, trade liberalization or stronger 
product standardization, imply that 
price level convergence is a global 
phenomenon. Within Europe, price 
level convergence is likely to have 
been speeded up additionally by the 
process of European integration, in-
cluding product market integration 
and the introduction of the common 
currency in 1999/2002.5 A number 
of arguments would support this 
proposition:

First, removing trade barriers 
 facilitates access to products across 
national borders, and enhances arbi-
trage that helps eliminate price dif-
ferences.6 A number of European 

countries agreed to abolish internal 
tariff barriers already in 1968.7 Fur-
ther barriers to trade were removed 
with the adoption of the Single Euro-
pean Act in 1986 and the Single 
 Market Programme in 1992, which 
among other things led to a partial 
harmonization of sales taxes within 
the European Union (EU). But it is 
only with the physical introduction of 
the euro in 2002 that price differ-
ences became clearly visible, enhanc-
ing both competition and goods arbi-
trage.

Second, the harmonization of reg-
ulation and taxation has gradually re-
duced the cost of doing business in 
other EU member countries. The 
common European currency further 
contributes to lowering such costs by 
eliminating exchange rate uncertainty 
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Several theoretical arguments suggest that price level divergence across EU countries has 
diminished in the course of the European integration process as a result of both product 
market integration and the introduction of the common currency. In this paper, we 
empirically assess this hypothesis for the euro area countries and a group of control 
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27 European cities. Our conclusions confirm that price convergence took place at the 
beginning of the 1990s. There is, however, not much evidence that the introduction of the 
single currency has led to a further narrowing of price differentials. In fact, price dispersion 
has remained remarkably stable in recent years, whereas it has increased slightly since 
2003 in the control group.
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and related risk premiums as well as 
currency conversion costs. Clearly, 
this enhances goods arbitrage.

Third, flexible nominal exchange 
rates can generate or reduce price dif-
ferences if local currency prices are 
sticky in the short run. If goods and 
services are priced in each country’s 
national currency (local currency 
pricing), a nominal depreciation in 
the country with the lower price im-
plies widening price differences. In 
turn, an appreciation leads to conver-
gence of prices expressed in the same 
currency unit. Within the euro area, 
the impact of the nominal exchange 
rate on price differences across coun-
tries was eliminated when the ex-
change rates of the euro’s legacy cur-
rencies were irrevocably fixed in 
1999.

Finally, firms outside the euro 
area may increasingly tend to set com-
mon prices for the entire euro area, 
so that monetary unification itself 
eliminates pricing-to-market prac-
tices across different member states 
(Devereux et al., 2003).

Moreover, as Engel and Rogers 
(2004) suggest, the effects of the 
common currency on European inte-
gration could go beyond those direct 
effects. The commitment to a com-
mon currency may signal even broader 
integration on issues such as nontariff 
trade barriers, labor policy or prop-
erty rights. This may increase pro-
ducers’ and retailers’ willingness to 
assume the fixed costs of opening for-
eign sales offices or training foreign 
representatives.

All these arguments would imply 
an initial wave of price level conver-
gence after the creation of the Single 
Market and potentially a second wave 
when the common currency was im-
plemented and reinforced the path 
towards integrated markets.

On the empirical side, the ques-
tion of whether prices equalize across 
countries over time – defined in the 
literature as the question of whether 
purchasing power parity (PPP) holds 
– has long been haunting the eco-
nomic profession and has generated 
one of the most hotly debated areas in 
international economics. Since Rog-
off drew attention to the puzzlingly 
slow reduction in differences in price 
levels (Rogoff, 1996), much research 
has been done, without, however, of-
fering a universally accepted view for 
the causes of this puzzle. For instance, 
Engel (2000) shows that the correc-
tion of the relative price level occurs 
more quickly for items such as fruits, 
fuel and energy than for other types 
of goods in a number of European 
economies. Imbs et al. (2005), who 
use very disaggregated price catego-
ries, find an average half-life of price 
differentials of close to one year. This 
so-called aggregation bias has drawn 
strong objections from e.g. Chen and 
Engel (2004). Others, like Taylor and 
Taylor (2004), argue that price differ-
ences may persist because of trans-
portation costs and that price differ-
ences beyond transportation costs 
narrow quickly.

One of the major weaknesses of 
the conventional PPP literature is that 
it does not use price level data but cu-
mulated inflation rates. While this al-
lows researchers to investigate 
whether the price level of goods and 
services move in sync in different 
countries, it does not permit them to 
assess whether or not the prices of 
goods equalize across countries. The 
first researchers who tried to tackle 
this problem were looking at the ab-
solute price of small sets of well-iden-
tified goods. For instance, Gosh and 
Wolf (1994) analyzed the price of the 
“The Economist” magazine and found 
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that the absolute version of PPP8 is 
violated. Crucini and Shintani (2002) 
enlarged the coverage of goods and 
services, using the absolute price level 
data provided by the CityData data-
base of the Economist Intelligence 
Unit (EIU). They detected very large 
differences in the prices of individual 
goods and found evidence of very 
quick mean reversion to these large 
deviations. Hence, differences in 
prices are large in absolute terms and 
stay stable over time. The authors also 
show that it does not matter whether 
data for single goods or aggregated 
data are used. This casts doubt on the 
aggregation bias hypothesis put forth 
by Imbs et al. (2005). Goldberg and 
Verboven (2005) and Lutz (2000) 
could not find much evidence in favor 
of absolute PPP for car prices, either.

The EIU CityData database has 
been extensively used to study the 
extent to which price levels have con-
verged in the euro area over time. In-
deed, the implementation of the Sin-
gle Market and the introduction of 
the euro are both expected to stimu-
late price level convergence. The gen-
eral finding of the literature seems to 
support the effect of the first factor, 
but not of the second one. Most of the 
price level convergence occurred dur-
ing the early 1990s mainly due to 
convergence in tradable price levels 
as a result of tax harmonization and a 
decline in income dispersion (Rogers, 
2001, 2007). The introduction of the 
euro, however, failed to produce the 
much expected further price conver-
gence-enhancing effect (Engel and 
Rogers, 2004; Lutz, 2002; European 
Commission, 2004). This is not sur-

prising, as price discrimination is still 
an important feature of price setting 
in the euro area (Fabiani et al., 
2006).9 Baye et al. (2002) point out 
that price dispersion even increased 
after 1999 for goods sold on the 
 Internet. Still, the dispersion of price 
levels today is found not to be much 
larger than in the U.S.A., which 
could be viewed as a natural bench-
mark (Rogers, 2007). Allington et al. 
(2005), who show the positive impact 
of the euro on price level dispersion 
using disaggregated price data ob-
tained from Eurostat, are an excep-
tion.

Now, five years after the intro-
duction of the euro as a cash cur-
rency, we revisit the question of price 
convergence, using EIU CityData 
price level data from 1990 to 2006 
for the euro area countries (excluding 
Slovenia). We also use a set of devel-
oped European countries that are not 
members of the euro area as a control 
group. It is not absolutely clear 
whether enhanced price level conver-
gence related to monetary integration 
would be triggered by the introduc-
tion of the euro as an accounting unit 
in 1999 or only by the use of the euro 
as cash currency three years later. In 
our benchmark investigation we as-
sume that the euro cash changeover 
was more relevant, but also perform 
robustness checks based on the year 
1999. We investigate this question for 
a large number of goods and services 
sold in conventional shops and hyper-
markets in the capital cities of the 
countries under study. Our results 
broadly confirm the findings of ear-
lier studies, suggesting that most of 

8  Absolute PPP means that the price of the same good sold in two countries is the same if expressed in the same 
currency unit. Relative PPP indicates that the domestic-to-foreign price ratio remains stable over time.

9  For instance, a large majority of Dutch companies operating abroad report that their pricing policies have not 
changed since the start of the Economic and Monetary Union (Hoeberichts and Stokman, 2006).



Price	Level	Convergence	in	Europe:	
Did	the	Introduction	of	the	Euro	Matter?

Monetary	Policy	&	the	Economy	Q1/07	 ◊	 103

price level convergence took place in 
the early 1990s. There is not much 
evidence, however, that the introduc-
tion of the single currency has sys-
tematically led to a further narrow-
ing of price differentials.10 Price con-
vergence took place only for a limited 
number of goods and services.

The outline of the paper is as fol-
lows: Section 2 describes the dataset 
and the methodology of the paper. 
Section 3 sketches out some stylized 
facts emerging from eyeball econo-
metrics and presents the results of the 
convergence analysis. Section 4 con-
cludes.

2   EIU CityData – A Unique 
Database

We use data obtained from the EIU 
CityData database. This is a remark-
able database that contains obser-
vations for the price levels of over 
160 products and services in 140 cities 
in 91 countries worldwide from 1990 
to 2006. Table 1 provides insight into 
the range of goods and services cov-
ered. The original purpose of the data 
collection was not to provide data 
for research but rather to calculate a 
cost-of-living index for multinational 
corporations that move employees 
around the world.

We use data for euro area mem-
bers (excluding Slovenia) and a con-
trol group including developed non-
euro area countries from Western 
Europe: Denmark, the United King-
dom, Iceland, Norway, Sweden and 
Switzerland. While the dataset re-
ports data for more than one city for 

some of the countries,11 we focus our 
empirical study on the capital cities 
only. As a robustness check, we alter-
natively use the average of the avail-
able cities for the country. For the 
non-euro area countries, the price 
data are converted from national cur-
rency units to euro using the dollar/
euro and the dollar/national currency 
unit exchange rates drawn from City-
Data.

The data provided by the EIU is 
collected by EIU correspondents 
 operating in the cities considered. 
The price data refer to prices in 
 supermarkets and medium-priced re-
tail outlets. While efforts are made to 
gather price data for goods and ser-
vices of internationally comparable 
quality, full comparability is not 
 always warranted due to differences 
in quality and the range of the goods 
available. Furthermore, items such as 
residential properties for monthly 
rent or clothing are hard to compare 
across countries, given differences in 
preferences, local taste and the wide 
variety of choice.

We evaluate the existence and de-
gree of price convergence in the euro 
area by studying the changes in price 
dispersion across euro area countries 
for the individual items in our data-
set. A reduction in price level disper-
sion (measured in terms of the varia-
tion coefficient of the price of a given 
product across cities) indicates price 
convergence, while an increase indi-
cates price divergence. This concept 
of convergence has been labeled 
“sigma convergence” in the literature 

10  Parsley and Wei (2001) and Faber and Stokman (2004) show that a stabilization of the exchange rate reflected 
in diminishing exchange rate risk promotes goods market integration and price level convergence. A decrease in 
foreign exchange rate risk is indeed a prominent feature of the run-up to the euro and could partly explain why 
the benefits of the euro were “cashed in” before the introduction of the euro.

11  The EIU CityData contains data for five cities in Germany and for two cities in Spain, France, Italy, Switzerland 
and the U.K.
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on economic growth (see for example 
Barro and Sala-i-Martin, 1992).

Following this approach, we in-
vestigate whether the prices for 
 individual items in our sample show 
convergence or divergence trends 
throughout the whole sample. We 
then also explicitly investigate these 
trends in the pre- and post-euro pe-
riod. In our benchmark exercise we 
assume that the cash changeover was 
the relevant event enhancing price 
level convergence. It was only with 
the euro as a cash currency that price 
differences became clearly visible to 
consumers, enhancing both competi-
tion and goods arbitrage. We there-
fore compute for all products the 
change in dispersion in the period 
preceding the euro cash changeover 
(1990 until 2002) and afterwards 
(2002 to 2006). As we cannot ex-
clude that the bulk of the effect – if 

any – happened already with the 
 irrevocable fixing of the exchange 
rates and the introduction of the euro 
as an accounting unit, we also gener-
ate alternative subperiods by splitting 
the sample in 1999, as a check for ro-
bustness. To distinguish the potential 
effects of monetary unification from 
general Europe-wide trends, we also 
perform the exercise for the set of 
European control countries. 

3   Little Empirical Evidence 
for Euro Effects, but Large 
Differences at a 
Disaggregate Level

A preliminary look at the data pro-
vides a rough idea of the extent of 
possible price convergence effects of 
the euro. Chart 1 depicts the evolu-
tion over time of the cross-country 
dispersion of the overall price level 
for the euro area and the group of 

Table 1

Goods and Services Included in the Dataset

Goods Clothing: dress, business shirt, business suit, women’s sweater, raincoat and shoes, men’s raincoat 
and shoes, girl’s dress, boy’s jacket and trousers, child’s jeans and shoes, socks, tights
Cars: compact, deluxe, family, low price
Other durable goods: electric toaster, frying pan, CD, color TV, PC, Kodak film, batteries  
Semidurable goods: Toilet tissue, toothpaste, shampoo, soap, razor blade, light bulb, hand lotion, 
laundry detergent, dishwashing liquid, lipstick, insect repellent, facial tissues, Aspirin
Tobacco products: local cigarettes, Marlboro cigarettes, pipe tobacco

Food Fruits: apples, bananas, lemons, oranges
Vegetables: carrots, lettuce, mushrooms, onions, potatoes, tomatoes
Canned fruits and vegetables: peas, peaches, pineapples, tomatoes
Meat: beef, lamb, veal and pork (various types), fresh and frozen chicken and fish, ham, bacon
Dairy products and eggs: milk, butter, margarine, natural yogurt, imported cheese, eggs 
Semidurable food: bread, cornflakes, corn oil, olive oil, flour, rice, spaghetti, sugar
Nonalcoholic beverages: chocolate milk, cocoa, Coca-Cola, mineral water, tonic water, 
orange juice
Coffee and tea: ground coffee, instant coffee, tea bags
Beer and wine: local and top quality beer, wine of superior, fine and table quality 
Hard liquor: cognac, gin, cointreau, scotch, vermouth

Services Household-related services: babysitter, domestic cleaning help, dry cleaning, laundry, man’s and 
woman’s haircut, telephone and line, telephone charge
Car and transport-related services: car repair, car insurance, taxi charges, road tax
Recreation services: cinema and theater seats, drink in a bar, Hilton-type hotel, moderate hotel, 
development of a film, local or foreign newspaper, weekly magazine, paperback book, 
three-course dinner, different quality lunches

Household energy: water, electricity, heating oil, gasoline, gas
Rents: car rental, office and industrial space rent, rents for a range of furnished and unfurnished 
apartments and houses

Source: EIU-CityData.
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control countries, measured in terms 
of the variation coefficient. These fig-
ures for the overall price level are 
only very rough measures, calculated 
simply as the unweighted average of 
the dispersion measures for each good 
and service item. To calculate the 
variation coefficient of a proper price 
index would require the weights for 
each item in the consumer basket for 
each city/country, information that 
EIU CityData does not provide.

According to the plotted series 
from 1990 to 2006, price dispersion 
decreased mostly during the early 
1990s and remained flat afterward. 
This result is in line with the earlier 
literature that allocates the major 
convergence wave to the first half of 
the 1990s. Around 2000, we observe 
a pickup in price dispersion that ap-
pears to be unrelated to the euro, 
given that the same peak shows up 
also in the data for the control group. 
While price dispersion in the euro 
area is persistently at a higher level in 
the euro area than in the group of 
control countries, it remained flat in 
recent years, whereas the variation 
coefficient showed a slight increase 
since 2003 in the control group.

Overall, notwithstanding prog-
ress in price level convergence, prices 
still show substantial differences 
across cities going beyond levels ex-

plained by factors such as taxation. 
For instance, in 2006, one kilogram 
of apples cost EUR 2.68 in a super-
market in the German city of 
Mannheim but only EUR 0.85 in 
 Vienna. 

Looking at more disaggregated 
data grouped according to the classi-
fication given in table 1, the overall 
picture becomes much more hetero-
geneous. The series plotted on charts 
2 to 5 reveal that in several cases, the 
level of price dispersion is substan-
tially higher in the euro area than in 
the control group. Moreover, in some 
cases it showed an increasing trend 
over recent years, particularly for 
vegetables, nonalcoholic beverages 
and for dairy products and eggs. For 
other items, it is difficult to discern 
tangible and systematic differences in 
price dispersion between the euro 
area and the control group. For in-
stance, meat and durable goods show 
similarities both in levels and in evo-
lution. Furthermore, we can observe 
initial price convergence for clothing, 
followed by a rise in price dispersion 
both for the euro area and the control 
group. This could indicate that some 
international factors, such as global-
ization or product standardization, 
are at play.

We also note that – in line with 
international trade theory – the price 
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dispersion of goods that are easily 
tradable, such as canned fruits and 
vegetables, durable household goods 
and cars, tend to be below the levels 
shown for other items. The lower 
and/or decreasing dispersion of prices 
for alcohol and tobacco in the euro 
area may be related both to the har-
monization efforts at the EU level 
(i.e. minimum taxation on alcoholic 
beverages or cigarettes) and the low 
price elasticity of these items, which 
makes them a first-rate candidate for 
tax revenue-raising attempts in bud-
getary consolidation periods, espe-
cially in countries with initially low 
tax rates. Overall, there are only few 
items (cars, hard liquor, tobacco 
products) where dispersion has de-
clined markedly in the euro area since 
the cash changeover with no corre-
sponding decline in the control 
group.

Finally, it appears that there has 
been some convergence in service 
prices and that service price disper-
sion is lower in the euro area than in 
the control group, especially toward 
the end of the sample and except for 
household-related services. One way 
of interpreting this is that economic 
convergence within the euro area 
causes inputs for services, mostly 
wages, to converge across countries. 
But convergence in services prices 
can come not only via convergence in 
costs, but also through an increase in 
market competition in services, fu-
eled by privatization and market lib-
eralization. Examples in our data 
sample are car insurance, telephone 
charges or the costs for electricity.12

Overall, in line with the existing 
literature, there are indications of 
price level convergence for some 
items during the first half of the 
1990s. Evidence of a further surge in 
convergence related to the introduc-
tion of the euro can, however, hardly 
be inferred from charts 1 through 5.

To confirm the preliminary con-
clusion of the purely visual inspection 
of price dispersions, table 2 indicates 
for the euro area and the group of 
control countries whether there are 
overall convergence or divergence 
trends within each of the item sub-
groups.13 For instance, the category 
beer and wine refers to the overall 
picture for local and top quality beer 
and wine of superior, fine and table 
quality, each in small outlets and in 
big stores. For the euro area we show 
the results for the entire sample as 
well as for the subperiods 1990 to 
2002 and 2002 to 2006.

The analysis of table 2 sheds light 
on a number of interesting aspects of 
the price level convergence process in 
the euro area and in Europe more 
generally.

A first general observation is that 
convergence mostly took place before 
the cash changeover in 2002. A simi-
lar conclusion can be drawn when 
splitting the sample in 1999 (not 
shown in table 2). There are only few 
instances in which the introduction 
of the euro can be associated with 
price level convergence. Examples 
are cigarettes and tobacco products, 
as well as several food items.

Second, tradable and branded 
goods prices do not seem to have con-

12  The temporary steep increase in rent prices dispersion in the group of control countries can be entirely attributed 
to housing market developments in the city of London.

13  “Overall convergence” is defined as convergence in at least two-thirds of the subitems. A corresponding definition 
holds for “overall divergence”; all other cases are labeled as “mixed.”
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Chart 2
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Chart 3

Price Dispersion of Foods – Part 2

Variation coefficient
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Source: Authors' calculation using EIU CityData prices.
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Chart 4

Price Dispersion of Services – Part 2

Variation coefficient

Car and Transport-Related Services Rents

Source: Authors' calculation using EIU CityData prices.
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verged more than service prices. As 
mentioned above, this may be inter-
preted as a sign of wage convergence 
and of stepped-up market competi-
tion triggered by privatization and 
market liberalization. Also, the type 
of outlet, i.e. hypermarkets/super-
markets versus normal-sized shops, 
does not substantially influence price 
level convergence and divergence.

Third, the control group’s price 
level convergence and divergence be-
havior is different, with some excep-
tions, such as beverages or cigarettes 
and tobacco. Price dispersion tends 
to be lower in the euro area coun-
tries, especially at the end of the sam-
ple. This may relate to the lack of ex-
change rate variability.

Carree and Klomp (1997) provide 
a method for testing for the statisti-
cal significance of changes in price 

dispersion. The T2 test statistic is 
given by

where σ̂ it
2  is the variance of the price 

of product i across the cities in the 
sample evaluated at period t, σ̂ itT

2  is 
the squared covariance between the 
price data at period t and period T, 
and N is the number of cities in the 
sample. Under the null hypothesis of 
no change in dispersion, the T2 test 
statistic is χ2 distributed with one de-
gree of freedom.

Carree and Klomp’s test statistic 
is defined for the standard deviation 
as a measure of dispersion. However, 
our investigation is based on the vari-
ation coefficient, defined as the stan-
dard deviation divided by the mean. 
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Table 2

Price Convergence and Divergence before and after the Euro Cash Changeover

Euro area Control countries

1990 to 
2006

pre-euro post-euro pre-euro post-euro

Goods
Clothing C C D M M
Cars C C C M D
Other durable goods C M D M M
Semidurable goods C C M C D
Tobacco products M D C D C

Food
Fruits D D C M D
Vegetables C C M C M
Canned fruits and vegetables C C M C D
Meat C M C M M
Dairy products and eggs D M M C C
Semidurable food C M C M M
Nonalcoholic beverages C C D C D
Coffee and tea D D M C M
Beer and wine C C M C M
Hard liquor C C C C D

Services
Household-related services M M M M M
Car- and transport-related services M C M M C
Recreation services C C M M D
Household energy M M M C M
Rents C C M M D

Source: EIU CityData.
Note: Pre-euro: 1990 to 2001, post-euro: 2002 to 2006. C represents convergence, D divergence and M mixed evidence. 
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This measure accounts for the fact 
that dispersion may rise when the 
 average price level increases. In con-
trast to the standard deviation, this 
measure is comparable across items 
and country groups and thus more 
appropriate for our purpose. As an 
additional check, we nevertheless 
perform Carree and Klomp’s test for 
the standard deviation of all individ-
ual items. The results are not over-
whelming, given that the tests are 
very often not statistically significant, 
especially for the subperiods. We 
should thus interpret the cases of con-
vergence and divergence in table 2 
with some caution.

As a check of robustness, we per-
form the same exercise using not just 
the capital city for those countries 
where more than one city is covered 
by the data set (Germany, France, Italy 
and Spain), but the average of the cit-
ies. The results show some differ-
ences, indicating some intracountry 
heterogeneity. Furthermore, we re-
peat the exercise using the year 1999 
as the threshold between the two sub-
periods. The results are broadly in 
line with the baseline scenario.

4   Other Factors May Out-
weigh Possible Euro Effects

In this study, we assessed the degree 
of price convergence in the euro area 
using the widest set of products for 
which price level data are available. 
We specifically investigated the ques-
tion whether the introduction of the 
euro was a driving force of price level 
convergence. Our conclusions broadly 
confirm the findings of earlier stud-
ies, suggesting that the bulk of price 

convergence took place in the early 
1990s and that there is not much 
 evidence that the introduction of the 
single currency as an accounting unit 
and later as cash currency has led to a 
further narrowing of price differen-
tials.14

The evolution of price dispersion 
in the euro area since the introduc-
tion of the euro differs, however, 
from that in a group of comparable 
European countries which we use as 
a control group. Overall, price dis-
persion in the euro area exceeds that 
of the control group, but has re-
mained remarkably stable after the 
introduction of the euro, while the 
control group has experienced an in-
crease in dispersion since 2003. For 
some tradable goods, there is price 
convergence (e.g. cars), but surpris-
ingly, there is also price convergence 
for some services. This could be ex-
plained by an increase in competition 
in services and perhaps also by the 
convergence that took place for local 
factors such as wages and per capita 
income. 

Several reasons can be put for-
ward to explain this lack of further 
convergence after euro introduction. 
One explanation is that most product 
market integration took place in the 
early 1990s, so that no second con-
vergence wave was to be expected. 
By 1999/2002, the consumer goods 
markets had already become highly 
integrated, with some notable excep-
tions, such as cigarettes and tobacco 
products. Also, convergence of mon-
etary and fiscal policies was already a 
precondition for monetary unifica-
tion. Engel and Rogers (2004) claim 

14  While earlier studies (Rogers, 2001 and 2007; Engel and Rogers, 2004) were written soon after monetary 
unification and often claimed that it may have been too early to detect significant effects, this argument applies 
much less to our study. Depending on whether one judges the introduction of the euro as an accounting unit or as 
cash currency as the relevant event, the euro has now been reality for eight or five years, so that potential effects 
should be visible in the price data.



Price	Level	Convergence	in	Europe:	
Did	the	Introduction	of	the	Euro	Matter?

112	 ◊		 Monetary	Policy	&	the	Economy	Q1/07

that it was not the adoption of the 
euro per se that effected market inte-
gration, but rather the commitment 
toward harmonizing monetary pol-
icy. Along this argument, it would 
not be surprising that the final step of 
this integration process, the intro-
duction of the common currency, had 
no overwhelming visible effect.

Another argument is that the euro 
may have had small convergence ef-
fects after all, but that other factors 
continue to hamper market integra-
tion and dominate the euro effects. 
Sales taxes are only fractionally har-
monized at the EU level, where only 
minimum standards are required. 
Other local factors, such as price 
 regulation, transport or distribution 
costs, market segmentation or local 
consumer preferences, may play a 
role. Some goods and services con-
tain a large nontradable component 
or are not tradable at all. The Services 
Directive was decided only recently 
and allows for several exceptions, so 
that effects will be limited and visible 
only in the years to come. Further-
more, factors such as transaction 
costs or information barriers between 
local and foreign consumers may se-
verely hamper international competi-
tion between producers and distribu-
tors. In some cases, finally, structural 

policy measures that are expected to 
induce price level convergence in the 
longer run may even increase price 
dispersion in the short to medium 
run. An example is the liberalization 
of network industries, which each EU 
country implemented at its own pace 
(European Commission, 2001). All 
these factors may have outweighed 
the potential positive effects of the 
 introduction of the common currency 
as an accounting unit and later as a 
cash currency.

From a monetary policy point of 
view, the remaining substantial price 
level differentials matter only insofar 
as potential future price level conver-
gence may imply future temporary 
inflation divergence. As low-price 
countries tend to be those with high 
inflation rates and high-price coun-
tries mostly show low inflation, price 
level convergence could imply an am-
plification of these inflation differen-
tials. This does not pose a problem 
for decision-making itself, as the 
common monetary policy is geared 
toward price stability at the euro area 
average and the overall effect of price 
convergence on aggregate inflation 
remains a priori unclear. Widening 
inflation differentials may, however, 
pose a challenge for the communica-
tion of the common monetary policy.15

15   For a related discussion, see also ECB (2003).
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