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Milo§ Pick, Martin Fassmann

SOCIAL MARKET ECONOMY IN THE INDUSTRIAL
AND POSTINDUSTRIAL ERA

This analysis is limited to two issues, which are obviously the decisive ones for
the future of a social market economy: the development policy in the industrial era
and the policy of development of public services in the postindustrial era.

The present conflict between the system of the “pure" market - put through by
the neoliberal wave of the 1980’s and the 1990's - and the system of social market
economy is concentrated most just on the two above-mentioned issues. These issues
are obviously decisive for the future not only of an economic system, but also the
economies themselves. Interests of underdeveloped and developed countries
intermingle most just in these issues. '

I. DEVELOPMENT POLICY IN THE INDUSTRIAL ERA

The first issue concerns the development policy. Regardless of the newness
of this term which is at present used for support and overcoming of the development
stage of less developed countries, let us have a look at from a certain retrospective,
historical, detached point of view. The thing is that the social market economy has
inherited it from the distant history.

During Industrialization and Sophistication

The first step can be seen as early as in the stage of the first industrial
revolution. According to short-term comparative advantages of free market Britain
would have specialized on textile and the United States on corn. That is to say Britain
surpassed Europe and America with its industrial revolution by one century. In order
to be able to catch up with and surpass Britain also in industry, Europe and America
had to proceed according to List and Hamilton and apply an interventionist,
protectionist policy, because they needed certain adaptation time for industrialization.
In that era especially for accumulation of capital. That is why they could not proceed
only according to a short-term conception and application of Ricardo’s comparative
advantages, but according to perspective comparative advantages. Just the
interventionist policy made it possible for the countries lagging behind to become
industrialized and overcome the development stage. Nowadays, even the largest



liberals acknowledge this stage at least for young countries and young branches of
industry. :

The second step - where the social market economy with this interpretation of
the development policy has already interfered - was implemented after World War I
in the stage of the beginning second industrial revolution, where above all
sophistication of industry, perfection of products (the more the more complicated the
product is) was concerned. The pioneer of this second industrial revolution was the
most developed country - USA. If after World War Il "Erhard’s" Germany and other
industrial countries (from Europe to Japan and later also the newly industrialized
“tigers") had liberalized not only the domestic market, but immediately also foreign
trade regardless of the development of economy, their economies would have been
specialized according to short-term comparative advantages. Then Germany would
have exchanged above all textile, cement and steel for computers with the USA
probably "up to now". The above-mentioned countries prevented from it with a
protectionist policy, which applied a foreign currency regulation for a very long period
(in Germany until 1958, or 1961, as the case may be, and in Japan until 1964). When
they afterwards passed to foreign trade liberalization and convertibility of their
currencies, they applied a market conform protectionism, beginning with tariff barriers.
The following twenty years of liberalization of international trade through GATT led to
the decrease of only tariff barriers, and on the contrary, the developed countries
increased their nontariff barriers from the share of 30 - 35 % in their import to 45 -
55 %. They only transformed protection of their market to other forms (see Table 1):

Table 1

The development of nontariff barriers of import in developed countries
(in % of import)

Country 1966 1986
EC 20.8 54.1
USA 36.4 45.0
Japan 314 43.5

Source: Kovaé, 0., European University Institute, Firenze 1993.

Just for this reason postwar Europe and Japan (and later on also the"tigers")
could approach the american top thanks to their interventions, because they needed
a considerably long adaptation period for sophistication of their industry (in this era
especially for acquisition of know-how), although they have not caught up with the
United States in the most sophisticated products (so-called "high tech") so far.



During Transformation

However, nowadays the model of "pure" market is being applied on the less
developed countries in transformation. As if the lagging of productivity of these
countries behind the developed world consisted only in the consequences of a
nonmarket system {in production of a product of poor quality and waste of factors
of production - including overemployment). Consequently, as if only the change of
the system from a nonmarket to a market one was sufficient, which change would be
necessary and at the same time sufficient for an accelerated overcoming of this
"system” gap of productivity. As if these countries were not parallelly also less
developed countries which require also a certain development policy until the time of
their advancement in order to overcome their "technological' gap in productivity. As
if just this technological gap did not represent the decisive part of lagging behind of
productivity of these countries.

The failure to respect these facts has its consequences - in the first stage a
deep aggregate and structural decline of GDP to less sophisticated products, and in
the second stage - stage of growth - an accelerating deficit of the trade balance and
the current account of the balance of payments.

Structural Defect

A common problem of not only these economies in transformation, but also
of all less developed countries is their technological gap - the depth, structural shape
and qualitative nature of lagging of their productivity behind the developed world
especially as a result of lagging behind of knowledge and level of education (Denison
1967, 1985) - their structural defect (Pick 1994, 1995, 1996).

The present technological progress increases the lead of developed countries
in productivity especially by perfection of products, the more the more sophisticated
the product is. Consequently, the level of lagging behind of productivity of less
developed countries is progressively proportional to the sophistication of products
(outputs). If we arrange products upwardly from the left to the right according to their
sophistication, the productivity curve of a less developed country defined in such way
is of the shape of an inverted letter J: (1), when compared with the developed
countries. '

An analogous curve of unit costs is of the shape of a non-inverted letter J. In

a medium-developed country this curve is of the shape of the letter U: "on the right

side" (for example in machinery - where the share of "white collars", i.e. intellectual
labour, is 32 %) it lags behind the developed world with its level of productivity, "on .
the left side" {for exampile in the textile, clothing and leather industry where the share
of white collars is 17 %) it exceeds underdeveloped countries with its wage level. It
has the biggest advantages "in the middle" - in "heavy", capital, energy, raw materials



and ecologically intensive basic industries with only medium sophistication. This
shape of the unit domestic cost curve of a medium-developed country in comparison
with the developed world (with the prices of the developed world) was expressed in
the case of the Czech and Slovak Federal Republic before transformation of its
economy (with a regression analysis of unit cost of exports' to market economies for
55 branches of the manufacturing industry for 1989 (see Graph 1).

This structural defect of productivity has not only not been overcome in the.
hitherto course of transformation in the Czech Republic, but in its first stage until the
year 1993 (in the period of recession of economy) it further deepened, and the
subsequent recovery in the stage of growth of economy (until 1995) has not restore
the original state so far (see Table 2):

Table 2

The development of productivity in selected branches of industry
of the Czech Republic in the period 1995/1989

Productivity
Branch Sophistication”
(in %) Index 1993/1989% | Index 1995/1989”

(in %) (in %)
Total industry 81 - 83 85 - 96
including:
textile, clothing and leather 17 70-71 75-76
industry
wood-working industry 21 61 - 63 66 - 67
glass and ceramic industry - 23 ' 80 - 81 95 - 97
metallurgy 24 73-78 90 - 95
food industry 28 82-85 - 83 -85
chemical and rubber industry 32 75-77 83 -85
machine and electrical industry 32 66 - 67 82 -83

Notes: 1) Share of intellectual labour in the USA 1986. 2} Enterprises with 25 and more employees.
3) Enterprises with 100 and more employees.

Sources: Federal Statistical Office of the Czech and Slovak Federal Republic, Czech Statistical Office,

Ministry of Trade of the USA.

"This curve expresses domestic costs in CZK to 1 USD produced by exports in the achieved
foreign prices - le. unit domestic costs in the ratio to foreign prices. To characterization of
sophistication of branches the data of a market economy (USA) were used, although they need not
be quite compatible with unit domestic costs of the Czech and Siovak Federal Republic. Under a high
degree of freedom (N=52), despite a low correlation index (R=0.33), the results of this regression
analysis were admitted by the statistical so-called Student’s test at 97.5 % of the probability level.

4



Unit costs exports of the Q:ach and.Slovek Federal Repubhc
in market economlés in 1989 dependent on thelr sophistication -

Graph 1
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In the course of the transformation process - as a result of almost full
liberalization of foreign trade and absence of an interventionist policy - the foreign
price structure penetrated also to the domestic price relations. That is why the
structural defect, which revealed itself only in the "U* curve of unit domestic costs in
relation to foreign prices formerly, begins to manifest itself also in the analogous "U"
curve of unit domestic costs in ratio to the average foreign and domestic prices. Also
in the domestic market domestic products have the largest competition advantages
already only "in the middle" of this curve. This shape of the curve of unit domestic
costs in ratio to the average foreign and domestic prices was expressed in the case
of the Czech Republic in the present stage of transformation of its economy (with a
regression analysis of unit costs of revenues in foreign and domestic markets? for 85
branches of the manufacturing industry® for 1995 - see Graph 2).

Consequently, the structural defect acts at present not only in exports to more
developed countries, but also in the domestic market. Consequently, it impacts on
the whole extent of domestic production.

This structural defect reveals itself above all in loss-making enterprises, the
share of which is still considerable. This defect is obviously the decisive cause of
their loss, because especially for them the hitherto time and conditions of adaptation
were insufficient. The curve of unit domestic costs expressing this defect is steeper
{sharper) and more cogent here. Also this its shape was expressed in the case of the
Czech Republic in the present stage of transformation of its economy (with a
regression analysis of unit costs of revenues of loss-making enterprises® for 69
branches of the manufacturing industry® for 1995 (see Graph 3).

The structural defect deepens the discrepancy between the aggregate and
structural growth and equilibrium of economy.

*This curve represents unit domestic costs in CZK to 1 CZK of revenues - produced by domestic
enterprises in foreign and domestic markets in foreign or domestic prices - i.e. unit domestic costs
in the ratio to the average of foreign and domestic prices. Under a high degree of freedom (N=82),
despite a very low correlation index (R=0.18), the results of this regression analysis were admitted
by the statistical so-calfed Student's test on the level of probability of 90 %.

*Enterprises with 100 and more employees.

*The share of these loss-making enterprises in the number of employees of the monitored set of
enterprises of the manufacturing industry was 34 % in 1995.

*To the characteristics of sophistication of branches fully compatible data of this set of enterprises
of the Czech Republic have been used here. Under a high number of degrees of freedom (N=66) and
the correlation index R=0.61, the results of regression analysis were admitted by the statistical so-
calfed Student’s test on the level of probability of 99.9 %.

*Enterprises with 100 and more employees.



Unit costs of revenues of the Czech Republic in foreign and domestic market
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GRAPH 3

Unit costs of revenues of the Czech Republic in foreign and domestic market
in 1995 in relation to their sophistication

LOSS-MAKING ENTERPRISES
Graphic representation of the course of the regression function

1,80
o)
3 1,60 o o Empir. date e Fitted value’ ]
©
~
S
E o] le)
&
.
3 unit costs
2
o
S
ﬂ 1140 b e e L im e e — el e . e - ———_—
w .
3
2
§ .
E
O
L]
T
=
©
5
“
8
-
& 120 b——— i
o prices
1,00 | ' '
0 0,1 0,2 03 0.4 05 0,

The share of intellectual labout (In %} - Intensity of sofistication



The structural defect in a liberalized economy in transformation grades unit
costs and {(inversely) profitability’, rate of profit from ¢apital, and thus also the rate
of growth of enterprises according to sophistication of their product (dependent on
it). The intensity of this grading (and thus also of the structural decline of economy)
is inversely proportional to the average rate of profit (aggregate dynamics of
economy).

Similarly, the intensity of grading of unit costs and (inversely) of profitability of
export (and thus aiso of its structural decline) is inversely proportional to its average
profitability (its dynamics).

The structural defect in liberalized foreign trade creates at the same time
marked differences (dispersion) of unit costs and (inversely) of profitability between
individual marketed domestic products according their sophistication. It is a potential
factor of disequilibrium of foreign trade, because the Marshall-Lerner’s condition of
price elasticity of export and import is not {ulffilled: with an increase of the price level
(foreign prices in domestic currency) of one per cent with devaluation much less than
one per cent of other domestic products® the costs of which are higher by one per
cent at maximum. Under an insufficient price competitiveness {price elasticity) of
domestic supply, the demand for foreign supply (import) has an increased income
elasticity - the import grows (or, on the contrary, falls down} more quickly than
income (GDP).

The low price elasticity of domestic supply and the high income elasticity of
foreign supply (import) in case of the Czech Republic was confirmed by the analysis
of the Czech Statistical Institute for the years 1992 - 1895°. Thus alsc a high cost
intensiveness of both instruments of equilibrium of economy - the exchange rate and
macroeconomic restrictive policy follows from this analysis (after further calculations)
under the above-mentioned conditions. A decrease in the deficit of foreign trade by
1 CZK would be achieved by devaluation for CZK 0.8 of additional cost of export, and
a reduction of aggregate supply would achieve them even for a decrease (or
deceleration) of growth of GDP of CZK 1.5 - 1.8. :

’In Graph 2 profitability (positive or negative one) is represented by the distance between the unit
cost curve and the straight line of prices.

®in Graph 1 with devaluation of CZK the straight line of the exchange rate.of CZK (expressing also
the level of foreign prices in the domestic currency) would move higher from CZK 15/USD. However,
for each one per cent of such shift less than one per cent of domestic productions arranged on the™ -
unit cost curve would get under this straight line.

®The price elasticity would make it possiblé to increase export by 0.3 % only and decrease import
by 1.2 % in real terms with devaluation of 1 %. The income elasticity of import would make it possible
to decrease import by 1.3 % with a fall of GDP of 1 %.
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The above described high costs of both instruments of equilibrium of economy
- under the given conditions - are also a factor increasing inflation. The devaluation
increases it with making import more expensive. A restrictive macroeconomic policy -
reducing the aggregate supply as well as demand - is not only inefficient towards
the cost inflation, but it generates it further with higher costs caused by a lower
utilization of capacities and higher interest. ‘

In spite of the structural defect for equilibrium of liberalized foreign trade of a
less (medium) developed economy a costly instrument is used - a considerably low
exchange rate of the currency in the ratio to its purchasing power parity {i.e a high
ERDI! - Exchange Rate Deviation Index). Together with it there is also a lower share
of wages in productivity (lower unit labour cost also in the purchasing power parity
of the currency). Also within the framework of OECD the level of ERDI is inversely
proportional, and the share of wages in productivity on the contrary directly
proportional to economic development of a country (GDP per capita, as the
regression analysis has proved (Pick 1995 - see Graph 4)"°. With regard to a low
price elasticity of supply of the less {medium) developed country the exchange rate
policy is, however, little effective and too expensive so that even an extremely high
ERDI (and low wage) are not enough for equilibrium.

Under the strategy of a "pure market", i.e. under absence of an interventionist
policy (eliminating the consequences of the structural defect) the main instrument of
equilibrium towards foreign countries becomes the most costly instrument - aggregate
and structural reduction of supply (GDP), and consequently also the deepening of
its structural defect by the macroeconomic restrictive policy." It is an instrument
prevailing in the most backward developing countries (Faini, Melo 1990).

This structural decline in supply is realized at first mainly with non-utilization of
capacities - however, where the capacities become extinct, it becomes irreversible
even for a long period of time.

Consequences of the Structural Defect
Also in the medium-developed Central European economies in transformation

above all the combination of an extremely high ERDI (an extremely low exchange rate
of the currency) with a macroeconomic restriction of aggregate demand (leading to

"In such cases the regression analysis showed the correfation index R, = 0.82, R, = 0.67.

""Whereas the standard stabilization (restrictive) macroeconomic policy reduces only the
“overhang" of aggregate demand over supply, here the degree of this suppression is considerably
higher so that it reduces also supply (GDP).
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an aggregate and structural depression of economy) was used in the first stage of
transformation.

At the beginning of transformation (in the year 1990 or 1991) parallelly with
liberalization of foreign trade the ERDI coefficient was increased extremely by
devaluations of national currencies, and the real unit labour costs were decreased
considerably (expect for East Germany, where after the unification with the German
Federal Republic the passage to the common currency represented on the contrary
a considerable revaluation, and the wage explosion after creation of the common
labour market led to an extreme increase of unit labour costs). Their level is roughly
expressed by the available comparable data for the year 1992%, although they
"eroded" partially, when compared with the initial period (see Table 3):

Table 3
Unit labour costs and their factors
in the Central European countries in 1992
_ Real level (in %, Ratio of Unit labour costs
Country West Germany = 100 %) purchasing (per 1 DEM)
parity to .
productivity | labour costs | exchange rate | in purchasing | in exchange
{hourly) (hourly of currency” power parity rate
West 100 100 1.00 0.57 0.57
Germmany
East 42 69 1.00 0.94 0.94
Germany
Czech 34 29 0.25 0.48 0.12
Republic
Hungary 26 26 0.47 0.56 0.26
Poland 23 19 0.38 0.47 0.18

Note: 1) Coefficient of undervaluation of the currency against its purchasing power parity (inverted

value of ERDI). :
Sources: DIW Berfin, Eurostat, IDW - Kéin am Rhein, ILO, OECD, Czech Statistical Office, National
Information Centre of the Czech Republic.

Simultaneously, in the first 2 - 3 years of transformation, GDP decreased
considerably as well - in East Germany by 32 % (until 1991), in Poland by 18 % (until
1991), in Hungary by 18 % and in the Czech Republic by 21 % (until 1993). This

?The maximum level of ERDI and minimum level of unit labour costs were achieved in various
times in individual countries.
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became evident also in structural decline in production, especially industry (Zeman,
Rodova 1996) under the present relative growth of tertiary sector.

In this way in all above-named countries (except for East Germany) a surplus
of the current account of the balance of payments was created at the beginning of
transformation.

A structural decline in industrial production took place also in the Czech
Republic in the first stage of transformation {until 1993), and it has not been
overcome so far (until 1995 - see Table 4):

Table 4

The development of production in selected branches of industry
of the Czech Republic In the period 1995/1989

‘ Production
Branch Sophistication"”
(in %) Index 1993/19897 | Index 1995/1989”
(in %) (in %)
Total industry : 58 62
{f including:
textile, clothing and leather 17 49 47
industry
" wood-working industry . 21 59 62
I glass and ceramic industry 23 67 76
metallurgy 24 55 64
food industry 28 71 72
chemical and rubber industry 32 65 70
machine and electrical industry 32 45 50

Notes: 1) Share of white collars in the USA 1986. 2) Enterprises with 25 and more employees.

3) Enterprises with 100 and more employees.
Sources: Federal Statistical Office of the Czech and Slovak Federal Republic, Czech Statistical Office,
Ministry of Trade of the USA.

Thus a surplus of export of goods and services (net export) in the extent of
7 % GDP was created in the Czech Republic at the beginning of the first stage of
transformation (in 1991).

~Inthe second stage of transformation of Central European economies (in East
Germany and Poland since 1992, in the Czech Republic and Hungary since 1994) the
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growth of GDP recovered (its absolute level - except for Poland - is, however so far
lower than before the beginning of transformation), and also the structural decline in
industry (deepening of its structural defect) has stopped. However, the decisive
instrument of equilibrium of these economies has been eliminated, and that is why
a disequilibrium has been renewing, especially towards foreign countries {see Table
5 and Graphs 5 and 6 on pages 23 and 24).

Table 5
The development of ERDI, inflation and the current account
in Central European countries in the period 1992 - 1995
1992 1993 1994 1995
Count
i GDP (in %, 1989 = 100 %)
East Germany 73 77 | 84 90
Czech Republic 79 79 81 85
Hungary 82 82 84 8s"
{|_Potand 84 88 g2 09"
ERDI {based on DEM)
East Germany 1.0 1.0 1.0 1.0
Czech-Republic 4.0 3.5 3.3 3.1
Hungary 21 2.0 1.8 2.0"
Poland 2.6 2.7 2.7 2.6"
Rate of inflation®
East Germany 18.3 9.1 1.2 .
Czech Republic 17.9 16.2 11.0 11.4
Hungary 21.5 21.5 20.6 24.1"
Poland 38.5 30.6 28.6 27.0"
Current account (in % GDP)
East Germany” 74.2 -68.2 -66.2 .
Czech Republic -1.5 25 -0.04 4.1
Hungary 0.9 9.0 95 57"
Poland 0.3 -1.0 -1.0 -1.9"

Notes: 1) Estimate of WIIW Vienna. 2) Implicit deffator of GDP. 3) In intrastate conception.

Sources: DIWW Berlin, Eurostat, JP Morgan, OECD, WIIW Vienna, Statistical Offices of the Czech
Republic, Hungary, Poland; National Information Centre of the Czech Republic.

An extremely high ERDI is a necessary precondition in these economies,
without which it is impossible even to approach equilibrium of the current account of
the balance of payment, as is shown also in case of East Germany. In spite of that
is not enough for its securing - as the sole instrument of this equilibrium. That is why
the current account of the balance of payments passed to the deficit in all these
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countries (with the exception of Poland®) has already exceeded the internationally
acknowledged critical limit of 4 - 5 % of GDP (the Czech Republic will exceed it in
1996 - the deficit is estimated at minimally 7 % GDP).

But still, this high ERDI {low exchange rate of currency) is "sufficient" for sale
and speculation pressures on the capital account of the balance of payments. These
conflicting risks are muitiplied by the parallelism of a low exchange rate of the
currency with other factors (low nominal price of shares derived from the book value
of fixed capital in historical prices and low price of shares in the capital market,
suppressed by the voucher privatization) in the Czech Republic so that enterprises
are sold to foreign countries with shares for 5 - 10 % (engineering plants for 3 - 5 %)
of book value valorized to the present prices.

Under the conditions of a structural defect and thus supply with low price
elasticity the endeavour to maintain the undecreased level of ERDI by permanent
devaluations (which are to compensate for the impact on the persisting real
revaluation resulting from the inflation differential as against the developed partner
countries) is, however, efficient only at the cost of a particularly high rate of inflation
(Hungary, Poland). In the Czech Republic, the relatively lower rate of inflation than in-
the two above countries is achieved on the contrary especially at the expense of a
decrease of ERDI. ERD! and inflation are communicating vessels.

An overcritical deficit of the current account of the balance of payments in
these countries is not a natural accompanying phenomenon of growth of economy,
but it is accelerated by a structural defect of supply (GDP). Especially in the stage
of growth, an economy with such a defect cannot manage without another instrument
of the trade and payment equilibrium towards foreign countries - the interventionist
(structural and especially industrial) policy. Otherwise the discrepancy between
equilibrium and growth of this economy can grow up to a repeated threat to growth
(the case of Hungary and in 1996 also of East Germany and the Czech Republic).
An additional factor of the threat of this growth is economic recession in developed
countries (see below). However, both can lead to a repeated structural decline and
a repeated divergence of these economies from the markets of developed countries
(Landesmann, Péschl 1995).

That it is why it is possible and necessary to realize liberalization of
international trade only as a gradual process lasting for a longer term, with application
of asymmetry for the benefit of less developed countries. The developed countries
must open themselves at first and the most quickly - otherwise it would be
protectionism for their benefit. The worse is that so far even an opposite asymmetry

“In Poland the high deficit of the trade balance (5.2 % of GDP in 1995) has been compensated
especially by an intensive purchase tourism from abroad so far. However, in 1996 also here the deficit
increases many times.
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is applied for less developed countries in transformation (above all in the sphere of
nontariff barriers). The existing moderations for the benefit of less developed countries
(temporary reliefs for developing countries and countries in transformation in the WTO
agreements and a slower limiting of interventions in the Association Agreements to
EU) only weaken the persisting asymmetrical superiority of developed countries: the
criterion is the continuing disequilibrium of foreign trade and current account at the
detriment of less developed countries fincluding countries in transformation,
associated to EU). '

The premature shock deregulation and international integration (creation of a
common market) of factors of production of a less developed country with a
developed economy leads the more to a destructive escalation of a structural decline
and disequilibrium of a less developed economy with a structural defect (expenence
of East Germany). :

Development Interventionist Policy

Less (medium) developed Central European countries, transforming their
economies, cannot manage without any development interventionist (structural) policy.
Such policy should obviously be aimed at the support of viable sophisticated
productions according to perspective comparative advantages (on the area of the
hatched triangle in Graph 1). On the contrary, at uncompetitive nonsophisticated
productions (on the left pole of the curve) there is a bigger risk of subjectivism - their
support could be inconsistent with their perspective comparative disadvantages, or
with probability of a perspective suppression of these productions and their transfer
to less developed countries.

Such concentrated support would be above all less costly, and thus less
inflation-making than the hitherto efforts for a general support to exports of all
productions (along the whole width of the unit cost curve) by maintenance of an
extremely high ERDI (i.e. by a general increase in profitability of export). Annual extra
costs of export to developed countries, following from an extremely high ERDI based
on DEM (only under a very rough estimation of purchasing power parity of this
export) can be estimated at 15 - 17 % GDP in the Czech Republic for 1993 under
many simplifying preconditions.™

The market conform ways of this support should proceed from the experience
of successful countries. The assistance should be focused on overcoming of a
structural defect (with an accelerated imitation of the development of developed
countries). It should be oriented above all on support of research and development,

“Similarly, in case of Greece and Portugal the extra costs were higher in 1993 (8 and 10 % GDP)
than net subsidies from EU funds for these countries (6 and 4 % GDP).
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technological modernization and export. It should be provisional, conditional on the.
achieved results, in order to be able to face the risk of "becoming lazy" on the part
of subjects of this assistance.

Such industrial policy should be also an instrument of a long-term adaptation
process to full integration of Central European economies in the European Union.
Based on the hitherto experience (especially of the less developed "South" of EU) we
can assume that it would be mutually advantagecus to arrange its conditions
according to the principle: "less demands on subsidies from EU funds" in exchange
for enabling of "more industrial policy" to economies in transformation.

The integration of the market of factors of production will probably be even a
longer-term process in mutual interest.

As these adaptation processes can be only long-term, and small Central
European countries would be disadvantaged for this whole period by a limited extent
of their domestic markets, they should integrate their economies speedily in advance
at least mutually, and they should adequately restore their export expansion to less
(medium) developed East European countries and to the “third" world, as well.

II. POLICY OF THE DEVELOPMENT OF PUBLIC SERVICES IN THE
POSTINDUSTRIAL ERA

The second issued concerns the policy of the development of public, above
all quarternary services. We will try to deal with this issue from a certain long-term
(this time perspective) detached point of view.

In the Tertiary Society

This issue concerns the very substance of the social market economy.
Nowadays, it is on the defensive against the "hawks" of the wave of the "pure" market
of the 1980’s and 1990’s in the developed countries of Europe towards the
conservative-liberal policy (starting with ‘Thatcherism"”) and its neoliberal theory
(starting with Hayek and Friedman). The social market economy is branded as
implacable, wasting, incapable of competition.

The offensive is led not only against the extent of public and social services
under the watchword of their "slimming". It is led above all for the change of the
system, for full or maximal "withdrawal' of the state from economy, including
expenditures for public and social services. In the market part of economy it
manifests itself with the efforts for full "liberation" of enterprises not only by
deregulation and privatization, but also for their maximum "liberation" (exemption) from
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taxes - minimizing of their tax burden. Consequently, it is also an endeavour for a
maximum elimination of a nonmarket, public part of economy (including public and
social services), its "becoming more market-oriented" (including privatization).

In what does the cause of this "victorious world raid" of neoliberals lie? Usually,
especially two causes are mentioned: the failure to manage "oil crises" of the 1970’s
by the Keynesian policy of postwar social market economies and the power
breakdown of the countries of “real socialism" (centrally planned economies) in the
cold war (Fukuyama: "End of History", 1985).

However, the basis is probably even a deeper cause - a gradual transition
of developed countries to the first stage of postindustrial revolution - victory of
the so-called tertiary society, as it was envisaged by Clark (1944) and Fourastié
(1959) in the 1940's and 1950’s. In the phase of the second industrial revolution - in
the 1960’s and 1970’s industrialization culminated by a share of the secondary sector
of almost 50 % in total labour force especially in Great Britain and Germany. In the
first stage of the postindustrial revolution in the 1980’s and 1990’s the share of the
tertiary sector in the most developed countries, especially in Anglo-American and
Scandinavian ones, has, however, already exceeded 70 % (Tables 6 on page 19).

It is a result of opposite dynamics of demand and technical progress. With
gradual satisfaction of needs from the simpler to more sophisticated ones - from
foodstuffs and industrial products to services - also the deceleration of demand and
thus also supply in the direction from simpler to more sophisticated sectors shifts: it
oceurs at first in the primary sector, then in the secondary one, and it is beginning
only now in the tertiary sector. The dynamics (production) are thus graded upwardly
from the primary to the tertiary sector. Technical progress and acceleration of
productivity shift (with a certain delay) in the same direction, from simpler to more
sophisticated sectors. The dynamics of productivity is graded in the opposite
direction - downwardly from the primary to the tertiary sector. That is why they "drive
out" factors of production (labour force and capital) gradually to “higher sectors" -
from the primary to the secondary sector, and then to the tertiary one.

Just the expansion of market services of the tertiary sector - with its
predominantly small and medium-sized enterprise - has created economic and social
conditions of revival of the market and has enabled also the neoliberal campaign for
the return to the "pure" market in the last decades. '
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Table 6

The development of the structure of labour force
pursuant to sectors in selected countries
(in % of employment)

| sector and country | 1870 1913 1950 | 1992

Primary (agriculture and forest

USA 500 | 275 | 129 28
France 49.2 41.1 28.3 5.1
Germany 49,5 34.6 222 3.1
Great Britain 22.7 11.7 5.1 22
Japan 701 ' 60.1 48.3 6.4
Secondary (industry and construction) .

USA : 24.4 29.7 33.6 233
France 27.8 32.3 34.9 28.1
Germany ' 28.7 41.1 43.0 37.8
Great Britain 423 44.1 ] 449 26.2
Japan . 17.5 226 34.6
Tertiary (services)

USA _ 25.6 42.8 53.5 74.0
France 23.0 26.6 36.8 66.8
Germany 21.8 24.3 34.8 £59.1
Great Britain 350 | 442 | 500 71.6
Japan . 224 28.1 59.0

Source: Madison A., Development Centre OEC_D, 1995.

To the Quarternary Society

However, this stage is probably ending in the most developed countries. Its
possibilities are probably already largely exhausted. in the developed countries in the
tertiary demand obviously approaches the limits of satisfaction gradually (its explosion
becomes extinct). We are already on the threshold of the second stage of
postindustrial, above all information revolution, on the threshold of the
quarternary society, on the threshold of expansion of quarternary services - if
we conceive them widely as services connected with intellectual and physical
development of a man - informatics, science, research and development
(together with expansion of spare time), and medical and social care (together
with prolongation of human life), as it has been envisaged by many futurologists, -
economists and specialist from other disciplines from various points of view since the
1960’s - Fourastié (1959, 1965), Trow (1973), Naisbitt {1985), Drucker (1993).
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The "bulldozer" of productivity has entered also the tertiary and has began to
"drive out people" from there. However, it does not “drive" them to quarternary, but
to unemployment.

Unemployment is not of a cyclical nature any longer, but especially of a long-
term, structural character. In West Europe its rate amounted to 11 % in 1995 (of
which 40 % are the long-term unemployed), and the coming recession has been
further increasing this number. Long-term visions of technical progress (especially
electronization) mark the possibilities of a high growth of productivity, which could
release a large part of unemployment under unchanged conditions, and multiply the
rate of unemployment in the world dramatically (Ritkin: "The End of Labour: The
Decline of Labour Force and the Dawn of the After-Market Era", 1995).

Consequently, the problem is, when and how the society will be able to “switch
over" the results of growth of productivity from unemployment to explosion of the
quarternary and spare time.

However, the market - and the more the absolute, "pure" market fails here. 1t
faces its barriers from two sides: its supporters (conservative-liberal policy) try to
suppress the explosion of the quarternary from - public expenditures, and they
perceive it above all as a burden of costs, wasting, but the privatized quarternary,
"made more market-oriented”, is unable to "take over the baton" itself, and it rather
escalates the wasting.

Public Slimming

-+ Under these conditions the pressure on a decrease of public expenditures for
the quarternary can be counterproductive, On the contrary, the share of total public
expenditures in GDP has grown in a long term so far, as the role of the state in
economy has grown - especially after World War 1l in West Europe as a result of
development of social functions of the state - social market economy (see Table 7 on
page 21).

Nor the conservative liberal policy has mostly managed to decrease the share
of public expenditures since the 1980’s, but it has only slowed down its growth
(temporarily stopped in the second half of the 1980’s). In West Europe this share
increased on average from 45 % in 1980 to 51 % in 1992 (it grew from 32 % to 35
% in the USA and stagnated at 32 % in Japan). In West Europe this was made
possible especially by the stabilization of the share of public expenditures to medical
and social care on the level of 25 % GDP (which represents about one third of GDP,
including public expenditures to science and educational system).
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Table 7

The development of the share of total public expenditurés
in GDP in selected countries

(in % GDP)
Country 1880 1913 1950 1973 1992
r;SA . 8.0 , 21.4 ‘ 31.1 38.5
France 11.2 , 8.9 27.6 '38.8 52.2%
Germany 10.0" ‘ 17.7 = 30.4 42.0 48.6%
Great Britain 9.9 13.3 34.2 : 41.4 51.2
Japan 9.0° 14.2 19.8 229 335

'Note: 1) 1881. 2) National Information Centre of the Czech Republic. 3) 1885,
Sources: Maddison, A., Development Centre OECD, 1995. National Information Centre of the Czech
Republic.

Consequently, this therapy has in actual fact "switched over" the economiéé
of developed countries (especially of West Europe) to the opposite direction - it
searched for savings above all-by deceleration of growth of the quarternary.

The deceleration of growth of public revenues (tax burden) was more intensive
only by a little: in West Europe their share in GDP increased on average from 42 %
in 1980 to 45 % in 1992 (it stagnated at 31 % in the USA). Even this was "sufficient"
for permanent (not only cyclical) budget deficits and a high growth of state
indebtedness. |

This mere deceleration of growth {(or stagnation, as the case may be) of public
demand can, however, be the Pyrrhic victory for the future. It probably contributed -
also to a permanent considerable deceleration of growth of economy of the
developed countries, most of all of West Europe (similarly also of Japan), and started
the present structural crisis for a long period.

In spite of that the pressure on further decrease of such expenditures goes on,
and it is generated by domestic and foreign factors.

The economic and demographic development extends the groups of
population dependent on social protection. Not only the share of the number of
pensioners has been growing due to the ageing of population (until the year 2030 30
% inhabitants of West Europe will be older than 60 years), but another dependent
groups have been extending also in the productive age. Besides the unemployed,
also the number of incomplete families with one breadwinner (mostly mother with a
lower professional qualification) has been expanding. This not only increases
requirements on funds for social protection, but deepens also the income and social
differentiation. On the other pole the income level has been increasing, as well as the
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economic position of (in particular childless) families with two qualified breadwinners
with stable incomes (two employments), which carry the burden of social solidarity
less and less willingly and become the most distinctive domestic social and political
force, supporting the "slimming" {ILO 1995), and thus also the neoliberal appeal "help
yourself' - addressed to "the other".

In globalized world markets also social and tax and monetary dumping of
foreign competition not only of underdeveloped countries, but probably also of the
USA, "exporting" not only unemployment, but also the nonsocial system of the "pure"
market into social market economies of West Europe can act in the same direction.
This is criticized also by J. Chirac {G7, 1996).

The basis of competitiveness -is the level of productivity. In the last two
decades (after 1973) - in the "after oil", neoliberal era - the USA have lost their long-
term world priority in the level of productivity, as a result of the largest slow-down of
its growth for the last 120 years (to 1.1 % annually). It may be resutlt of more factors,
especially the deceleration of the growth of product of the tertiary sector and the
temporary delay of the contribution of an extensive technological modernization
{expansion of computer, information technologies) which has not been fully absorbed
so far (Maddison, 1995). However, it can also be a negative motivation consequence
of the “pure" market including excessive income and social differences, the "flexible"
labour market and "slimming" of enterprises, based rather on economic coercion than
positive, proinnovation economic stimuli, social reconciliation, cohesion and
participation of employees. |

At a rough estimate, the USA have already been caught up with France and
Germany in the level of productivity. In spite of that, they have maintained their priority
in the real wage level. In order to keep the competitiveness of unit labour costs in
- foreign trade, they use two additional protective "cushions", characteristic for the most
part for less developed countries: "social cushion" - lower burden on wages with non-
wage social costs (by about 20 %, when compared with Germany) and "currency
cushion" - a low exchange rate of the currency (milder by about 20 % in comparison
with DEM). Thus the resulting unit labour costs (including social costs) - converted
by an exchange rate of the currency are suppressed by about 20 % under the level
of Germany in 1994 (see Table 8 and Graphs 5 and 6 on pages 23 and 24).



( GraphS )

Peoland

Hungary

Hourly Productivity and Labour Costs
in 1994 in World Economic Centres

80

: (o] T
(WW3Q) s1s00 Unoge| pue AJARO

npold

. labour costs in parity

- productivity (GDP in parity/hour)

labour costs according exchange rate

Sources: C50, Ni§S CR, CNB, DIy BERUN, WiV WIEN, ILO, GUS WARSZAWA, A. MADDISON MONITCRING THE WORLD ECONOMY 1820-1992, OECD 1995




¥e

Unit Labour Costs - - [ Graph 6

in 1994 in World Economic Centres

100

East Qermany

o
o
]

T

o
0
O
=
L
&)
o
g B0 g
=
]
e N erian
2
e 40 ]
S
| -
-]
o)
Pel
o
2 5 U
C —
)
0 - %

in purchasing power parity - according exchange rate

Sources: CSO, NIS CR, CNB, DIW BERLIN, Wiy WIEN, ILO, GUS WARSZAWA, A MADDISON MONITORING THE WORLD ECONOMY 1820-1992 QECD 1995




Table 8

Unit labour costs and their factors in selected countries in 1994

Country' Real level Ratio Unit labour costs
(in %, USA = 100 %) (coefficient) (per 1 DEM)
producti- labour labour parity to | in purcha- | in exchan-
vity costs costs to | exchange | sing power | ge rate of
(hourly) (hourly) wages” rate® parity | currency
USA 100 100 1.43 1.00 0.61 0.47
France 101 87 1.93 1.18 0.62 0.47
West Germany o4 89 1.82 1.30 0.58 0.58
Japan ~ 66 64 1.69 1.78 0.58 0.80

Notes: 1) Coefficient including the burden of wages by social (non-wage) labour costs (in
manufacturing industry).
2) Coefficient of overrating of the exchange rate of the currency to the purchasing power parity
in comparison with USD (inverted value of the ERDI coefficient).

Source: DIW Berlin, Eurostat, ILO, OECD, Czech Statistical Office, NIC CR, IDW - K6in am Rhein.

Consequently, social market Europe is facing also the foreign pressure: to
achievement of a lead in the level of its productivity, or to the "slimming” of its social
burden or its currency (the situation of Japan is dramatized by a low productivity and
also a particularly high exchange rate of JPY until the year 1994). Conservative liberal
governments of West Europe (especially that of Germany) consider, however, the
overrating of their currencies (starting with DEM) as a pillar of stability of their
economies, which is criticized also by the former chancellor Helmuth Schmidt
(according to Le Monde, 3.9.1996). Thus they orientate this pressure one-sidedly to
a search of social savings especially by tightening of the budgetary policy. This is,
however, the least perspective way, whereas a perspective solution can be most
probably the lead of productivity; a medium-term solution could, however, be
protection against the exchange rate dumping - against the "softening" of USD. An
example can be the decrease of the exchange rate of JPY from 1994 to 1996 by
about one fifth, which makes it possible to revive the growth of Japanese economy.

On the contrary, further efforts for tightening of the budgetary policy .

("Maastricht" in Europe and the Republicans in the USA) appearing in spite of the
starting recession can further sharpen the situation. SO
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Private Wasting

An alternative solution which is brought by the "pure", absolute market, i.e. to
make also these quarternary services maximally "market-oriented" and to privatize
them is irrational and nonethical here. It would be a market with a built-in superiority
(and also the information predominance) of the seller in an imperfect competitive
environment, with its definition inflationary and wasting (with noneffective costly or
even unnecessary outputs and unreasonably high cost of transaction). it would be
a market leading to an extreme social differentiation already not only in incomes and
property, but also in the chance to life (intellectually and physically) with degenerative
consequences.

For example the health service in the USA is the most expensive - the costs
for it amount to 14 % of GDP, whereas in West Europe only to 7 - 9 %. It is largely
wasting - even one third of surgical operations is superfluous or even counter-
productive (according to Rand Corporation). In spite of that it is available only for a
limited circle of receivers - a large part of patients is excluded, because there is
weakened the principle of solidarity, and it is largely replaced by the insurance market
(15 % of population have no insurance, and 24 % are covered by the government
assistance projects only). It is at the same time the most privatized - it is covered by
private funds from 54 %, whereas from § - 35 % only in West Europe (see Table 9):

Table 9
Expenditures for health care in selected countries
Total expenditures for health care Share of public expenditures
(in % GDP) from total expenditures for health
Country” care (in %)
1960 1992 1960 1992
USA - 5.3 14.0 24.5 45.7
Austria 4.4 8.8 69.4 65.2
Germany 4.8 8.7 66.1 71.5
France 42 94 57.8 74.7
Denmark 3.6 6.5 88.7 82.0
Great Britain 3.9 7.1 85.2 84.4
Sweden 4.7 7.9 72.6 85.6

1) The order according to the share of public expenditures in 1992,
Source: Oxley, H., Mac Farfan, M.: *Reform of the Health Care: Control of Expenditures and Increasing
of Effectiveness® (OECD: Economic Studies No. 1/1995).

The expenditures for health (their share in GDP) in international comparison are
directly proportional not only to economic performance (GDP per capita), but also to
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the rate of privatization {(share of private funds in health service of individual countries
(this linear dependence was proved by a regression analysis of expenditures for
health service" of 20 OECD countries for the year 1992 (see Graphs 7 and 8).

The most effective and economical - according to the existing knowledge - are
probably the systems of public health service, enabling to use methods of strategic
management (centralized assessment and selection of the most effective methods of
treatment especially in case of very costly technologies) and the methods of
financing, motivating rational behaviour of health facilities (efficiency, quality,
economy). Unlike West Europe, in the USA the growth of expenditures for this
predominantly market health service has, on the contrary, accelerated considerably
(doubled), but at the expense of wasting. (Oxley, Mac Farlan 1995).

Similarly, for example in the private pension insurance the transaction costs
amount to 30 % (ILO 1995), in the public cne up to 2 % only.

Also in the educational system the failure of the "pure" market is crowned with
personal accounts, leading - iike in the health service - even to "self-impairment” of
poorer patients. The more the rather perspective transition to generally higher .
education (Trow, 1973) and education of the adults (Papadopoulos, 1994) is beyond
the power of the "pure" market. | '

This is not a crisis of the quarternary, this is above all a crisis of the system.

Policy of Development of Public Services

A perspective policy of the development of the public quarternary services
would, therefore, probably make especially the public investments in the development
of the man the main driving force of the future growth of economy of developed
countries, and thus it should “switch over" the results of the growth of productivity to
the explosion of the quarternary and spare time and to prolongation of the human
life. Should this development of the man be more intellectual than physical
(predominantly information technologies for the quarternary represent above all the

YGraph 7 expresses the dependence of the share of expenditures for health service in GDP on
the relative level of GDP per capita (on the ratio to the level of the USA). The regression analysis
showed the correlation: coefficient R = 0.77 and the resufts of this regression analysis were admitted
by statistical so-called Student's test on the level of probability of 99.6 %.

Graph 8 expresses the dependence of the share of expenditures for health service in GOP on
the ratio of private sources in these expenditures. The regression analysis showed the correlation
coefficient R = 0.58 and the results of this regression analysis were admitted by statistical so-called
Student’s test on the level of probability of 99.2 %.
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“incarnated" intellect, and only to a small extent the physical and energetic
substance), also this - rather immaterial than material - growth of economy will be an
important contribution to an ecologically permanently sustainable life.

To this phenomenon it is obviously necessary to increase the role of the public
sector and the share of its revenues and expenditures in GDP - as opposed to
irrealistic intentions of the "pure" market.

The public sector should be at the same time developed towards providing of
all people with available standard quarternary services according to the principles of
solidarity; this standard should be increased continually in dependence on the growth
of resources (productivity). The market sector should provide above-standard
services, the high expenses of which do not enable their general providing so far. -

Also in'the public sector, there should probably be applied and developed -
together with strategic management - both the principles of solidarity and si_alf-
government, and the systems of financing stimulating efficiency {the focus will
apparently shift more to growth of internal than of allocation effectiveness).

The explosion of the quarternary services will ocbviously intermingle with all
sectors of economy and the whole system of the social market economy with its
consequences. Its main social power in the coming century will probably no more any
"proletarian” or "entrepreneur” (i.e. even any small and medium-sized entrepreneur -
the main pillar of the tertiary society), but an “intellectual" in the widest sense - not
only the present "white collars", but an intellectualized labour force, including workers
in "white overalls". His viability will be verified in world competitive markets, especially
in the competition of world leadership in productivity, although its international
coordination at least among developed countries would contribute to an acceleration
and facilitation of this development. |

lli. Conclusions

In the "pre-oil' Keynesian golden age of a quick development of the world
economy after World War Il the growth of GDP was the highest in less developed
countries. In spite of that - due to quicker growth of their population - it was not
sufficient for overcoming of lagging behind of performance (GDP/capita) of some
underdeveloped regions (Latin America and Africa) after the developed world (see
Table 10 on page 30). o



Table 10

The phases of development of economic performance
of selected countries” of the main regions

GDP GOP per capita

Region
{country) Annual growth {in %) Annual growth (in %) Real level {USA =100 %)

197371950 | 1994/1973 | 19731950 | 1994/1973 1950 1973 1994
USA ' 39 25 24 15 100 100 100
Japan _ 9.2 3.4 ' 8.0 26 20 66 84
West Europe 46 20 38 17 58 75 78
South Europe 5.8 3.0 48 1.9 24 4 4
Lat. America 5.2 27 24 0.6 3 34 27
East Europa 5.0 052 4.0 0.9% 23 32 20
Africa 45 267 1.8 047 9 8 6%
Asia (without Jap,) 52 57% 26 367 8 10 184
of which China 5.4 7.3 29 6.3 6 7 17

Notes: 1) USA, Japan, 12 West European countries, 5 South European countries, 7 Latin American
countries, 7 Central and East European countries, 10 African countries, 10 other Asian
couniries. 2) Estimate. 3) 1992{1973. 4) 1992.

Sources: Maddison A., Development Centre OECD, 1995. Podkaminer L., WIIW, Vienna, 1996, National

Information Centre of the Czech Republic.

In the "after-oil* neoliberal era only the Asian countries without Japan - which
also for the most part liberalized their economies, but did not abandon the
interventionist policy - continued to accelerate growth of their performance. On the
contrary, in the remaining world the growth of performance of economies slowed
down considerably, and the more, the bigger the lagging behind of its level is. It
decelerated by one third in the USA, and by more than one half in West Europe and
Japan. -

Latin America has not restored the relative position of its performance from the
1970's towards the USA, Central Europe is just beginning to restore it, East Europe
(above all Russia and Ukraine) have not stopped their decline so far, which is
unprecedented in the peace history (in 1995 in Russia the level of GDP per capita
amounted to only 61 % as against 1989, and in Ukraine to only 44 %). Accordingly,
the overcoming of lagging behind of efficiency of developed economies after the
USA, has been slowing down or even stopping, and the gap of less developed
regions has been further deepening.
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The first "American Challenge" (Servan-Schreiber, 1967) roused Europe to
overcoming of its lagging behind the USA, the second "American Challenge" ("pure”
market) rather paralyses it, and simultaneously the whole "non-Asian world".

The absolute "pure" market not only leads rather to destruction than
transformation of economies of less developed countries, but it has no answer to the
questions of the 21st century, as ecology and the third world. Suddenly, it becomes
even evident that it does not have the answer even to the basic question of the 18th
century - unemployment - in the developed country.

The present crisis of the human society is much deeper than the most
protagonists admit. It is a crisis not only of socialism, but also of capitalism.

With its global, strategic consequences it begins to realize the visions of a
perspective shift of the focus of the development of human civilization from the
Atlantic region to the Pacific region. With its internal consequences it causes an
explosion of criminality, social and ethnical tensions, disintegration tendencies and
conflicts, and revives extremistic powers. Internationally and internally it produces a
threat of a return from the relations based on cooperation to relations based on
confrontation.

There are more and more works written above all by American authors on the
subject postcapitalism, postmarket era. Japanese authors (Sakakibara, 1995) brand
the "pure" market rather as an Anglo-American matter. In Europe, there continues a
discussion about the hopes of a social market economy and polemics with its
opponents.

For the future system probably just the revival of a social market economy
gives some solutions. The chance of the future is obviously in the connection of the
“invisible hand" of the market and the "visible hand" of the state and public self-
government despite the present efforts for its elimination through "slimming". Such a
"switching over' to new trajectories can give new impulses also to international
cooperation and integration processes in the present globalized world.

Maybe, the end of illusions is coming - but not the end of history. On the
contrary, the history brings new challenges of the future.

IV. SUMMARY

This analysis concentrates on two issues which are decisive for the future of
a social market economy, and in which the interests of less developed and developed
countries pervade. '
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As a result of their technological gap (the so-called structural defect) the less
developed economies - in the industrial era - will not be able for a rather long period
to manage without a developing interventionist policy during their transformation to
a market economy. Developed countries - in the postindustrial era - will not be able
to manage without a policy of development of public quarternary services during their
transition from the tertiary to the quarternary society. With this policy they will shift the
results of the productivity growth from the explosion of unemployment to the
explosion of these services, spare time and prolongation of human life.
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Transformation of Economies of the Central
and East European Countries: Financial Context
of the Privatization Process and Restructuring

Petr Chvojka

Although the Central and East Eurcpean Countries (CEEC) have not reached the GDP level vet,
which they had before 1990 (except for Poland, where GDP was higher by 11 % in 1995), their present and
forecasted dynamics of growth show that they have already "taken off the bottom" (generally m 1993, and
even earlier in Poland). Consequently, they have succeeded in overcoming certain negative impacts of the
process of their transformation from the "command economy" to the market economy, and they have already
started to yield also positive results of this process. -

It is an immensely complex process - in actual fact a total political, social and economic reshaping
under mutual determination of all these spheres - and thus necessarily also a long-ferm matter. It does not
therefore astonish that it does not mean a parallel and always coordinated procedure in individual spheres or
levels in all cases, i.e. that for example a successful macroeconomic development has from time to time not
found an adequate response or implementation in the microsphere, and that it has not always been
accompanied by the corresponding structural development in enterprises.

Among individual CEEC the development differed in this respect, i.¢. it was differentiated both in the
main components of creation and utilization of GDP and in the "lower order” structures, for example within
the framework of industry. This conditioned - along with different historical starting points in individual
countries - the rate of national success of the whole transformation process and its expression in real economic
results.

The respective differences between CEEC have, however, been moderating gradually in their
tendency, and certain general characteristics of the structural development of the shares of individual sectors
and branches in GDP creation can be observed; the actual structural development of the corporate level is,
however, influenced more or less by specific (historical, physical, etc.) differences of the conditions of
individual CEEC economies.

The Main Determinants of the Restructuring Process

Naturally, the transformation of CEEC economies had many general preconditions, which had to be
met. They were to be found in the order of macroeconomic reforms, characterizing the transition to the
market system with their contents. There were included for example also the price liberalization as one of the
important conditions for renewal of the functionality of the market (and thus also) of money, foreign trade
liberalization, etc. The really market nature of these reforms was ensured by the parallel realized transfer of
the state_ownership to_the hands of private entities. Consequently, privatization was the fundamental
precondition and means of transformation.
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Under the fundamental change of the role of the state it concerns the support of development (or even
the emergence, as the case may be) of private sector as the proper upholder of economic transformation
within the framework of the overall restructuring of national cconomy - and especially of industry.
Privatization is therefore not an end in itself’ a successful privatization cannot be limited only to the change of
ownership (to privatization "in the narrower sense of the word"), but the ultimate goal is the corresponding
restructuring of the whole economy, tending 1o an increase of its performance and competitiveness.

It is obviously possible Lo prove that the approach of individual CEEC to privatization, its chosen
form, the speed of the whole process, etc. influenced considerably the proper restructuring, ncluding the
circumstances of its financing;

. The first of these interconnected problems is the chronological order of privatization and

restructuring. i.c. whether or not the companies should be restructured before they are sold. This issue has

been resolved quite unequivocally in the Czech Republic (as well as in the Slovak Republic), where the

decision has been taken to privatize all assets before they are restructured. The Czech privatization limited

itself only to the aspects of privatization "in the narrower sense of the word", to the restructuring of

ownership. In actual fact, the restructuring relevant to production, the restructuring of enterprises, was

resigned to. It was conditional on the one hand on the emphasis on acceleration of the privatization process -
(i.e. the prionity was given to denationalization before restructuring), on the other hand on conceptual starting

points: "the state is unable to make correct entrepreneurial decisions (rom its definition”. Consequently,

restructuring had to wait for the private owner, on whom then licd the whole burden of it

In Hungarv, the decision was taken after fong discusston to restructure some companies before thev
were privatized, and so the restructuring process was slow since it was highly concentrated. In Poland, the
restructuring of essentially profitable companies was planned to be carried out at the same time as companics
were transferred into the hands of privately managed national investment funds (NIFs). The restructuring of
unprofitable companies, however, has been delayed (in fact, it was the decision about the restructuring
strategy which was delayed by prolonged discussions and the delayed adoption of amendments of the
respective laws).

. In case privatization - as the "ownership restructuring” - preceded the restructuring of production, it
influenced its course and results with its form and what owner it installed. The nature of the entity, which
faced the task to implement the necessary restructuring and adaptation processes at its own expense and in its
interest, has been conditioning their course, extent and results.

- The hitherto experience shows that the standard methods and forms of privatization (as for example
direct sales, public tenders and auctions) connected with acquisition of concrete owners led in
overwhelming majority of cases to a refatively rapid and effective restructuring (including innovation
of production, formulation of a new corporate strategy, improvement of technology and quality of
production, etc.).

- It is more difficult to evaluate correctly the consequences of the mass privatization, realized in a
nonstandard form of more or less cost-free transfer of shares of the company to citizens.

For example in Poland it is the transfer of state property to the above-mentioned NIFs, the shares of
which all citizens can exchange for privatization certificates (besides the portion of staff shares of the
respective enterprises). In this respect the pioneer role was played by the Czech Republic (and in the first stage
of the development also by the Slovak Republic), the "voucher privatization" of which meant a cost-free
reallocation of a considerable share (approximately one third) of all denationalized property. In the first wave
of the voucher privatization almost 6 million Czechoslovak citizens became sharcholders through. the
"purchase” of shares of privatized enterprises for investment vouchers. Of them 72 % invested their vouchers
through investment privatization funds. The privatization has led to a significant dispersion of sharcholding
among individual investors and investment funds with the consequence of limited impact on owners of the
management of acquired companies. So the Czech economy faces nowadays the problem of overcoming this



ownership fragmentation and finding the way of "real realization" of ownership. 1.e. such disposal of the
privalized property so that it means stimulation of the desirable production restructuring of the respective
enterprises. No matter how the evaluation of the hitherto contribution of the investment funds for restructuring
of enterprises differs, under the present conditions this restructuring is really above all their own matter. Funds
acted in many enterprises as their managers and executed actively the ownership functions, but somewhere
else they often make do with the role of only a passive administrator of portfolio of securities of enterprises.
(Their actual shifi to an active managering is now regulated legally in the amendment of the act on mvestment
companies and investment funds.)

. Besides that, the fact that the voucher privatization influenced the process of production restructuring
especially because i itself did not create interested owners "capable of action”, -t left quite aside also the
solution of problems of financial resources of this restructuring: it did not form and bring capital, because
only reallocation of the already existing property was in question. The parallelly realized way of privatization
in traditional forms (direct sale, etc.) has, however, also its problematic consequences in the financial sphere,
and for the corporale sphere even larger than the voucher privatization: the financial obligations following
from the respective privatization act siphoned off’ considerable means of the new owner, or led to his
indebtedness so that aflerwards he could invest in further development and the necessary restructuring of its
enterprise only with great difficulty. It means that privatization itself - if we take closer note of its individual
forms - can act not as a stimultus, but, ceteris paribus, on the contrary as a cerlain obstacle of restructuning,

. In this respect the necessity of an "extemal" financing of the restructuring process acts as an
important determinant. Where it was not a matter of the preprivatization restructuring of enterprises (as was
the case of Hungary, or to a certain extent of the former German Democratic Republic, where the institution
Treuhand supervises the submission and implementation of the restructuring plan by the potential owner), the
new owner must acquire available funds for restructuring in the respective financial market. Under the
conditions of a developed market economy the financing of enterprises is realized as an optimal combination
of equity participation, shareholding, etc., and the use of credits {loans and bonds). But the issue of shares or
bonds presupposes a developed capital market, which, however, does not function in ail CEEC so far.

There exist historical differences connected with how soon the individual CEEC took the path of a
system transformation (when Hungary and Poland are in the lead). The subsequent development of the
securities markets is, however, conditional on the above-mentioned differences in the character of
privatization: in those countries that have pursued a selective approach fo privatization and to listing
companies on the stock exchange, such as Poland, the capitalization of the market remains small relative to
the size of the economy, but liquidity of the stocks is high relative to total capitalization. In those countries that
pursued mass privatization, such as the Czech and Slovak Republics, the total stock market capitalization is
high relative to the size of the economy, but the hquidity of these markets is low relative to their total
capitalization. The lack of market liquidity in those countries that pursued mass privatization programmes can
pose a serious impediment to the post-privatization restructuring of enterprises.

The acquisition of financial funds for enterprises by way of issue of shares, which is more favourable
in some respects than financing in the loan market, s, however, hampered so far not only by the existing
underdevelopment of the capital market as such, but also by its ,,voucher origin: the existing participants in
the market and their activities are only a passive consequence of a cost-free acquisition of shares during
voucher privatization. The issue of new shares (i.e. the development of the primary market) is affected with it
negatively -

- by both the approach of the managéments of individual enterprises and their sharcholders afraid of
the loss of control and dilution of their joint-stock capital,

2vTransition Report 1995", European Bank for Reconstruction.and Development, 1 995,
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- and the unwillingness of citizens to purchase the same value for their | really™ saved money, which
they earlier received free of charge in the two waves of privatization {(and which sometimes yielded no
dividend),

- also the existing preference to deposit savings in saving banks or bankds over investing in securities,
etc. is connected with it.

The Role of Commercial Banks in the Process of Production Restructuring

Under the above-indicated conditions (besides the possibility of financing from own resources) bank
loans remain the main form of financing of the restructuring investments.

The functionality of the banking system, made possible by its fundamental reconstruction in the
contexi of transformation of economy of all CEEC, was the key problem also from this viewpoint. The
importance attached to the transformation of banking in transition economies reflects its fundamental role in a
market economy, providing not only finance for mvestments by enterprises and financial discipline over their
operattons, but also vital transaction services for commerce and securities activities. The transformation of
banking involved a number of dimensions, apart from the basic creation of a two-lier banking system and
solving the problem of "bad debts”. These include the introduction and strengthening of prudential regulation
and supervision, recapitalization and privatization of former state banks, and policics toward entry and exit of
new private banks, both national and foreign ones. At present, the financial performance of banks in the
region is dominated by the overhang of bad debts and risks in new commercial lending, but, according 1o the
European Bank for Reconstruction and Development, other aspects of bank's financial performance
(including net interest margins and operating costs} appear satisfactory, at least for the top commercial banks.

The banking sector was involved both in the ownership restructuring, pnivatization, and the refated
"material” restructuring, 1.e. restructuring of production during its consolidation, realized with larger or
smaller state aid.

. Whereas in financing of traditional forms of privatization the banking sector played the classic role of
the funding, resource, in the sphere of mass, i.¢. voucher privatization (which concerns above all the Czech and
Slovak Republics) it was involved in a specific way: without any considerable spending of their own financial
means commercial banks started to influence an extensive segment of the range of privatized enterprises in a
form of foundation, financing and administration of investment privatization fiinds. All what was said about
the role and problems of investment funds generally, holds true also about this second case. In addition to that,
in this case an important link was created between commercial banks and enterprises going beyond (or over)
their classic credit and financial interconnection.

The existence of this linkage is the objective of critical reservations against "the control of enterprises
by banks", "cross-ownership", etc., when banks act - through the respective investment fiinds - in the role of
"indirect owners" and at the same time creditors of the privatized enterprises, which in turn can own shares of
banks, etc., and a conflict of their interests, etc. can occur. (This problem is much too specific; there have
been said many ,pros” and ,.cons™ relating to the problem of the engagement of commercial banks in the
enterprises activities.) For support of the role of banks as the carrier of the corporate governance and control
under the conditions of fragmentation of ownership as a result of the voucher privatization let me at least
mention the following quotation; ..."if ownership is dispersed, effective governance is likely to fail as
supervision by individual owners is ineffective and the firms' managers remain largely independent. On the
other hand, corporate control through anonymous security markets is not a realistic option of Eastetn Europe,
where these markets are underdeveloped and information is strongly asymmetric. If direct involvement of the
state is excluded, the banks are left as the only agents with a potential role in the restructuring of firms
characterized by a wide sharcholder basc.

"Economic Survey of Europe in 1994 - 1995", Economic Commission for Europe, 'UN 1995, p. 209.



. In any case, even without final solution of the above-indicated problem, the issue of continuation of
the proper restructuring of production of the privatized enterprises 1s a more urgent problem for the present
stage. Bitler experience of banks with bad debts {from the past affect, however, their present credit policy: the
existing bad debts, their quantity, stock is connected with the problem of new credit flows. The banks direct
often further funds in indebted enterprises in order that such enterprises keep themselves alive and the banks
do not losc the possibility of return of the existing "frozen” credits. Conseguently, on the one hand the
situation in the sphere of bad debts 15 reproduced, and on the other hand the possibilities of crediting of new
promising projects are Immiled Thus aiso a bad allocation of new fiunds and their suboptimal - if not
unprofitable - utilization occurs.

"Old". "large" enterprises have usually a certain own financial base, i.¢. they can finance their
restructuring partially from profit and depreciation. The growth of GDP and prosperity of the whole economy
improve its situation (notwithstanding that they attract foreign capital). Large enterprises can obtain direct
loans from foreign banks, be financed in the form of issue of bonds or shares, etc.

The newly emerging small and medium-sized enterprises are, however, often lefl 10 their own devices
by commercial banks. But it is a category of enterprises, which is considered as the driving force of economic
growth and structural changes in developed market economies. The banks have the biggest debt here as to the
needs of restructuring of production.

1t is a logical resuft of orientation of banks to optimal creation of their credit portfolio (where small
and medium-sized enterprises belong to the more hazardous, more labour and cost intensive category of
clients), and the banks are not inferested in the shaping of the structure of production as such at all. They are
interested in it only indirectly, through mfluencing of financial results of their own and the client's activity.
Usually - for example by us in the Czech Republic at alf events - they are missing not only stimulation by a
purposeful state policy, but generally any obvious structural (industrial, efc.) national economy concept.

Especially in this respect suggestions and solutions must be looked for, how far the banking sphere
should - and can objectively - react actively and positively to the existing restructuring needs of enterprises.

Not only in the above mentioned respects but also in some others the Czech banking system and
capital markets still have to tackle many serious problems. They still generally lack some features
which would bring the whole system to the European Union level, where banking houses and reliable
functioning financial and capital markets are the basic prerequisities of economic stability and growth.

From this viewpoint it can be said that the problems of the future restructuring (as a ,,real” one)
and growth of the Czech economy are determined by the process of its banking and capital sphere
development towards the European Union standards.
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{). General Remarks

The most important factor of efficient Central and East European Countries (CEEC)
Integration into the West European and world developed market economies (DMEs) economic
structures and of their preparation for accession into European Union (EU) (in the future) is the
initiation and continuation of the persistent competitiveness catching-up process with the
above-mentioned countries..

The importance of competitiveness approach for economic growth has been stressed in the
Commission's 1994 White Paper (WP) on Growth, Competitiveness, Employment endorsed by
the Furopean Council as the bench-mark for the action taken by the EU and its member states,),.

This WP advocated an approach to industrial development aiming at global competitiveness.
The objective of this approach is to bolster the EU's position in the markets of the future,
generating jobs and value-adaed.

Message of this WP is also valid for associated CEECs preparing for the accession to EU.

International competitiveness is a complex notion. In the World Competitiveness Report
1995 the competitiveness is defined as "the ability of a country or 2 company to, proportionally,
generate more wealth than its competitors in world markets",,. In the discussion document for
the Forum on Competitiveness of the Industry Committee of OECD is proposed generic
definition of competitiveness (policy): "supporting the ability of companies, industries, regions
or supra-national regions to generate, while being and remaining exposed to intemational
competition, relatively high factor income and factor employment levels on a sustainable
basis" 4.

Nations compete in many different ways: to attract the firms and develop the industries that
themselves compete in world markets for.goods, and increasingly, for services. Nations even
compete for the skilled and specialized labour needed to invent products and processes, design
and build plants, manage production, and market products. The object of this competition is
often seen as providing jobs. But this is too narrow. The real object is to provide better living
standards for their people. By this we can measure their success.s,

The evidence from many analyses shows that national economies developed most
succesfully when they competed effectively in world markets.

By obtaining the resources that they do not naturally possess in world markets, these nations

are able to focuse to their own resources on producing those goods and services where they
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have a global competitive advantage. This advantage may rise from low cost labour, special ~
skills and attitudes, a favourable climate, mineral resources, or simply ahead start in a particular
industry that allows them to more quickly achieve economies of scope and scale than their
potential competitors.

The basic precondition for acceleration and maintenance of economic growth is the
competitiveness in world markets. |

Competitiveness is an intrinsically dynamic concept and not all the key factors are well
understood or entirely. predictable, particularly those in the soctal and political realm.

The simplest aggregate measure of competitiveness is the national output (gross domestic
product - GDP or value-added - VAD) per capita or per employed person or for working hour:
those are productivity indiéa(tors expressed in internationally comparable currency (for example
USD). | This measure encapsulates the availability and the quality of production inputs, the
impact of government policies and the implication of entrepreneurial skill and know-how.

Productivity - a key indicator of economic efficiency - is one of the basic factors for
improving the standard of living and the position of CEECs in the world market.

Productivity growth is the key mechanism by which average income and welfare are
improved: over the medium term faster productivity g1'0M11 is associated with more rapid
growth in real wages and real consumption per capita.

Relative productivity levels also provide important indications of economic performance and

caiching-up process of CEECs with DEMs, especially with EU member states.
This paper has two objectives:
- firstly, to summarize the results of the transformation process efficiency analysis, measured
by indicators of labour productivity, in selected Central and East Eurofjean Countries
(CEECs) - in Czech Republic, Slovak Republic, Hungary and Poland _
- secondly, to compare the efficiency level catching-up process in these CEECs with selected
developed market economies (DMEs), especially with the European Union (EU) member
states (Austria, Germany) and with less-developed member of EU which successfully realized
cathing-up process with more developed member states after accession into EU: Portugal,

Ireland.



0.1. Analytical Framework
0.1.1 Analytical Approach

The results of comparative analysis are presented in this paper in two parts:
-in the first part (Chapter 1) the development of  macroeconomic indicators of labour
productivity (GDP per person employed) are analyzed during the period 1989-1995 in four
compared CEECs. '

The stuctural pattern of productrvity development in these countries on macrocconomic level
(on the level of  agriculture, industry including building industry and  services) is also
elaborated.

The total level of labour productivity in selected CEECs is compared between one another
and with selected member  states of EU (Austria, Germany, Ireland and Portugal). The
process of catching-up is idemiﬁed during 1989-1995 and  the prospects of catching-up of
productivity level in the next ten years (until the year 2005) is evaluated;

-in the second part (Chapter 2} the results of detailed  comparative analysis of labour
productivity development in  manufacturing (in 3-digit code od ISIC classification, for 28

branches) are presented.

For analytical purposes total manufacturing is alternatively classified as
- light and heavy manufacturings,,
- early (industries which supplied essential needs at low levels of per capita GDP; the share of
these industries in | total manufacturing value added (MVA) does not rise with the growth of
income per capitalg |
- middle (those industries the share of which in MVA  expanded rapidly on imermediat;e levels
of per capita GDP, but made only modest gainé once per capita reached comparatively high
level),
- late (industries represented the most rapidly expanding field of manufacturing once the -
country had reached an advance stage of development (high level of GDP per capita),,

- semimanufactured, investment goods, consumption goods and food and beveragesy,.



0.1.2 Statistical Information

The data for macroeconomic analysis of labour productivity (GDP and employment in

sectoral structure: agriculture, industry /including building industry/ and services) in selected
CEECs are taken from the Vienna Institute for Comparative Fconomic Studies (WIIW) data
base and analytical studiesgy, and are supplemented from spectalized sources for four CEECs .

For the preparation of comparable data for labour productivity in selected EU member states
the OECD national accounts data base are used, .

The level of labour preductivity in selected CEECs i1s compared in USD transferred from

national currencies by purchasing power parities (PPP) of these currencies toward USDy,.

For selected EU member states also the PPP of their national currencies toward USD 5,
are used.

The data for manufacturing labour productivity_analysis (value added and employment) in

3-digit code of International Standard Industrial Classification (ISIC) for former
Czechoslovakia, Hungary, Poland and compared EU member states (EU total, EU large
member states, EU small member states, Austria, Germany (W.G.), Ireland and Portugal) are
taken from the UNIDO database 5. For the Czech and Stovak Republics the estimates for
value-added and employment data are used (based on the Czech and Slovak Statistical Offices
information; value-added in current prices at factor costs) .

For the purposes of manufacturing labour productivity comparisons {of selected CEECs with
EU 1ﬁember states) the figures for manufacturing value-added (in national currencies) in CEECs
are recalculated into comparable figures in USD by purchasing power parities (PPP) of these

currencies - see figures in Table A.1.

1. The Macroeconomic Framework
The development of agregate labour productivity in four analyzed CEECs was influenced by
strong GDP growth to the end of the first half of 90s (see figures in Table 1).



. Table 1
Growth rate of real GOP in selecfed CEECs
(Percentage change from proceeding year) a)

1950 1991 1992 1993 1994 1995 b)
Czech Republic -1.2 -14.2 -84 -0.9 26 4.8
Sfovak Republic -2.5 -14.5 -6.8 =37 4.3 7.4
Hungary -3.5 -11.9 -3.0 -0.8 2.5 2.0
Paland -11.6 -7.0 2.6 3.8 52 7.0

a) Constatnt prices; national currencies
b) Estimafe

Source ! /95 /10

According to the perforhance of these countries economies during last two years (and
according to the forecast fo:r 1996-1997) the transitional macroeconomic recession have been
overcome. -

The analysis seems to indicate that private consumption and especially gross investment are
essential in inducing higher GDP growth (see figures in Table A.2). Also in the future GDP
growth in these countries has to be driven by investment.

The importance of maintaining investment growth (and investiment ratio; high share of
investment in GDP) for supporting and maintaining economic and productivity growth Is
stressed in many analyses of CEECs and DMEs ¢) ¢, 19

The engine of GDP growth in four CEECs was industry (especially manufacturing).
Particularly strong growth of gross indusirial production was recorded in Poland and in
Hungary during 1993-1995. Substantial acceleration in the Czech Republic and Slovak
Republic was reached in 1995 (see figures in Table A.3).

The acceleration of industrial production has been coupled with strong gains in labour

productivity, the highest in Hungary and Poland (gross output per employed person - see figures

in Table A .4).

1.1 Aggregate Analysis
The result of GDP growth rate acceleration coupled with continuation of total employment

fall or its lower growth rate (than GDP) was the renewal and g;adual acceleration of aggregate
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labour productivity (GDP per employed person) during the last two years (sce figures in Table
2). This acceleration of labour productivity growth rate has been very impressive in Hungary

and Poland (and also in Slovakia).

Table 2
Real GDP per employed person in sefected CEECs
{Perceniage change from proceeding year) a)
1940 1997 1992 1993 1994 1995 b)
Czech Republic -0.3 -8.8 -3.9 0.7 1.8 2.0
Slovak Republic -1.7 7.2 13.8 4.6 6.6 49
Hungary -1.7 -6.0 7.0 6.9 6.3 2.9

Poland -150 -1.2 7.2 6.2 4.2 56

a) In national currencies; in 1990 prices
b) Esfimate

Source : /9, /107

The growth rate acceleration of aggregate labour productivity in the analyzed CEECs is
the important requirement for the beginning of is catching-up with DMEs as the key condition
for the growth of these countries competitiveness in fhe world market, especially in the EU
member States markets.

The internationally comparable estimates of GDP per employed person for the analyzed
CEECs (expressed in USD converted with purchasing power parities /PPPs/ from the national
cwrencies) identified the Czech Republic (among these countries), at the beginning of
transformation process towards the market economy (in 1990), as a country with the highest
level of aggregate labour productivity, followed by the Slovak Republik, Hungary and Poland
(see the figures in Table 3). The Slovak Republik reached about 78 per cent, Hungary about 67
per cent and Poland of 55 per cent of the Czech Republik aggregate labour productivity level
(=100) - see figures in Table A.5.

A quicker growth rate of aggregate labour productivity (in current and constant prices) in
Slovakia, Hungary and Poland than in the Czech Republic brought about a relative catching up
with its level in the Czech Republic during the 1990-1995 - see figures in Table A.6.



The comparative level of aggregate labour productivity can be estimated in Slovakia about
96 per cent, in Hungary about 87 per cent and in Poland about 76 per cent of its level in Czech

Republic in 1995.

Table 3
GDP by economic activity per employed person
{in thousands USD, PPP, cp.)}
1990 1991 1992 1993 1904 1895  a}
Czech Republic Agriculture 1123 . 8.45 10.55 16.47 1511 16.44
+ ndustry 18.89 18.25 18.98 17.86 18.82 21.11
Services 1923 16.56 17.51 18.37 18.35 19.27
Total 18.15 16.88 17.45 18.06 18.88 19.69
Stovak Republic  Agriculiture o . 7.85 8.82 11.47 10.79
Industry . . 12.01 17.36 22.13 23.02
Services . . 14.60 i6.88 16.81 1817
Total 14,16 14.17 1515 16.05 17.62 18.82
Hungary Agricuiture . 5.58 9.21 1382 18.81
industry ) 10.64 11.92 16.31 18.41
Services ) 12.90 1578 14,70 14.36
Total 12.22 11.40 14.02 15.07 15.61
Pofand Agriculture 3.31 245 3.04 3.23 451
industry 16.52 14.81 14.98 16.33 17.93
Services 9.61 11.90 14.33 15.79 15.12
Total 9.90 10.00 11.54 12.63 13.78
a) Esfimate

Source: /87 784 710/ 715/

The comparison of estimated GDP per employed person in selected EU member states {(for the
year 1992) identified the productivity CEEC - EU differences. According these figures (see
Table A.7) even the most advanced transition country, the Czech Republic, reached only 41 per
cent of its EU average level and about 82 per cent of its level in Portugal.

A more pronounced catch-up can be expected only by accelerating the average growth rate
of aggregate labour productivity. For reaching thé EU(15) average level from 1992 in the yéar
2005 about 7.0 to 10.5 per ceﬁt for year growth rates has to be reached during the period 1993 -
2005 (see figures in Table A.8). In the case of hypotetical assumption ..Qf GDP per employed
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person average growth rate for EU(15) during this period about 2.0 per cent catch-up can be
expected by accelerating its growth rate about 10.0 to 13.8 per cent in these four countries.
Realization of these labour productivity growth rates in CEECs is not supported by historical
experience of catching-up member countries of EU (Portugal, Spain} in the past. It can be
assumed that substantial CEECs - EU productivity differences will prevail in the next ten to

fifteen years.

1.2 Sector Level Analysis

The quantitative evaluation of productivity level by countries and main sectors (agriculture,
industry - including building industry, services) evaluate agriculture as sector with the lowest
productivity level (see figuies in Table 3 and Table A.9). Industry (including building industry)
is the sector with productivitjf level above the average in all four CEECs.

‘The comparison of relative GDP per emiployed person level in these three sectors indicates
the same feature both 1 the selected CEECs and EU member states: the lowest productivity
level is typical for agriculture and above the average (or near the average) 1s in industry (see
figures in Table A.10}. Also in services the productivity level is above average.

The catching-up process in the three CEECs with the productivity level in the Czech
Republic is continuing also in all three sectors, especially in industry and services (see figures in
Table A.5).

The comparison of productivity in these sectors in CEECs with the average level achieved in
EU(15) (=100) indicates the greatest differentials for agriculture in Poland (=16), for industry in
Hungary (=28), for services in the Slovak Republic and Poland (=33) - see figures in Table A.7.

The very similar differences in the preductivity level in comparison with average of the EU
level (=100) are in the Czech Republic and Portugal.

The achieved level of labour productivity in these three sectors in the Czech Republic was
very near to its level in Portugal (=100) in 1992 (see figures in Table A.7): agriculture 98,
industry 79, services 81, total 82.

The stimulation and continuation of a rapid growth rate in productivity is the basic strategy
for substantial reduction of productivity differentials with DMEs (especially with EU).

Experience of catching-up member states of EU supported competitiveness policy focused on
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four basic priorities: promote intangible investment, develope industrial cooperation, ensure fair
competition and modernise the role of public authorities. This approach has to be applied also to
economic policy formulation towards productivity growth stimulation in CEECs in the

preparatory period for accession to EU.

2. Manufacturing Level Analysis

As has been mentioned, productivity level across countries is a hazardous exercise, fraught
with methodological problems and difficultics of inferpretation;q. Yet is an issue of
considerable interest to analysts and policy-makers in CEECs, especially in the "second” pertod
of tranformation process (and in connection with preparation for accession to EU), m which the
restructuring will be more stressed in comparison with the stabilization period to the end of the
first half of 90s.

Results of such a comparisons explicitly or implicitly underpin much of the discussion on the
ability of countries to compete as well as international performance comparisons.

As it was mentioned 1n metodological remarks, purchasing power parities series for

conversion of value-added figures (for four CEECs and compared EU member

states) in national currencies into USD are used (see figures in Table A.l).

2.1 Aggregate Analysis
A clear divergence process 1 the manufacturing productivity level is typical for all three
CEECs during 1989-1995 (see figures in Table 4). The level of value added in total
manufacturing reached only 79 per cent in 1992 in former Czechoslovakia (or 81 per cent in
1995 according to the estimate) of its level from 1989. In Hungary it reached about 88 per cent
(in both year 1992 or 1995) and in Poland about 80 per cent (in 1992) or 94 per cent (in 1995).
The process of catching-up (or returning) the productivity level in manufacturing from the
- _beginning of transformation (1989) begun in all three countries in last two years (in ‘1993 or

1994).
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Tabie 4
Basic figures for comparative value added per employed person in manufacturing estimate in selected CEECs

1989 1990 1991 1992 1993 1954 1985 a)

Value added, in bill USD PPP b}

Czechoslovakia 49.23 43.06 32.4 28.65 . .

Czech Republic . . . . .- 23.47

Slovak Republic . . . . . 7.87 .
Hungary 17.48 16.00 13.96 12.64 12.00 11.68 11.74
Poland §7.09 70.89 59.58 61.92 67.07 68.77 71.46
Employment, in thousands

Czechoslovakia 2572.0 2448.0 1855.0 18921 . .

Czech Republic ‘ . . . . . 1460.5

Stovak Republic . . . . . 461.4 .
Hungary 1171.0 1117.0 1006.0 960.2 829.8 908.1 894.5
Faland 3326.0 3014.0 2671.0 26426 2634.0 2606.3 2599.0

Value added per employed person, in thousands USD PPP b}

Czechoslovakia 19.14 17.59 16.57 15.14 .

Czech Repubiic . . . . . 16.10

Stovak Republic . . . . . 17.10 R
Hungary 14.93 14.32 13.88 13.17 72.91 12.87 13.13
Poland 29.15 23,52 22,31 T 2343 254G 26.39 27 50

a) Estimate
b} In 1980 prices; except Czech and Slovak VAD data which are in current USD PPP

Average growth rates of manufacturing labour productivity level decrease during 1990-1993
changed to growth rate in 1994-1995: in former Czechoslovakia from -6.6 per cent to 1.7 per
cent, in Hungary from: 2.4 per cent to 0.3 per cent and in Poland from -2.3 per cent to 1.3 per
cent (according estimated value-added in 1990 prices).

Estimated figures for the value added per employed person in total manufacturing in all three
countries (and in the Czech and Slovak Republics) indicated its substantially higher level in
Poland (during the total pertod of comparison) than in former Czechoslovakia (or Czech and

Slovak Republics) and Hungary - see figures in Table 4.

The relative value-added per employed person comparison in four CEECs with selected EU
member states to the end of first half of 90s shows the best position of their total level in

manufacturing towards Portugal (see figures in Table 5). The Czech and Slovak Republics
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reached about 74 or 78 per cent of its level in Portugal and Hungary reached about 60 per cent.
In Poland the productivity in manufacturing is about 26 per cent higher than m Portugal.

Also in comparison with the average level of tabour productivitly i total manufacturing in
EU(15) and three other member states, the Polish position is the best among the selected
CEECs: it reached 44 per cent of EU(15) average, 37‘per cent of Germany, 52 per cent of
Austria and 29 per cent of Ireland. The position of both Czech and Slovak Republic and
Hungary is much worse. The Czech Republik reached about 26 per cent of the average
manufacturing labour productivity level, Slovak Republic 28 per cent and Hungary only 21 per
cent (in 1994 or 1993). In comparison with Germany (West) Czech Republic reached only 23
per cent, Slovak Republic 24 per cent and Hungary only 18 per cent of its productivity level.
These CEECs occupy a better position in comparison with total manufacturing productivity
level in Austria: Czech and Stovak Republics reached about 31 to 33 per cent, Hungary 25 per
cent and Poland 52 per cent of its [evel. g

A comparatively high level of manufacturing labour productivity in Ireland (Ireland reached
about 5t per cent higher level than the average FU(15) in 1995) influenced the greater
divergence of four CEEC's productivity level: Czech Republic and Slovak Republic reached
only 18 and 19 per cent, Hungary 14 per cent and Poland 29 per cent of its level in 1994 or

1995.

Table &
Relative value added per employed person in total manufacturing in selected CEECs

Value added per employed person in these couniries = 100

EU(15) Germany Austria freland Portugé!
Czech Republic  (1994) a) 26 23 31 18 74
Slovak Republic (1984) a) 28 24 33 19 78
Hungary (1995} b) 21 18 25 14 60
Poland (1995) b} 44 37 52 29 126

a} Current USD PPP
b) 1980 USD PPP

Source: Tables A.13
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To overcome the average level divergence toward EU(15) from 1994 or 1995 in the next ten
vear (to the year 2005) these average growth rate per year of manufacturing fabour productivity
has to be reached: in the Czech Republic about 12.8 per cent, i1 the Slovak Republic 13.8 per
cent, in Hungary 16.9 per cent and in Poland 8.5 per cent. As it was mentioned in the case of
productivity comparison on the macroeconomic level (in chapter 1), to reach these average
growth rates per year during the next ten years is unattainable (in spite of the fact that the

CEECs are in the position of catching-up countries on a lower level of Jabour productivity).

2.2 Branch Level Analysis

The large falls of labour productivity in all manufacturing branches in former
Czechoslovakia (during 1989-1992), in Hungary (during 1989-1994) and in Poland (during
1989-1991 (see figures in Tables A 11.1, A 114, A11.5) were influenced by the
above-mentioned "transformation recession” and also by the severest recession in DMEs in the
post-war period during 1991-1992. The falls of manufacturing output in the analyzed‘transition
countries were larger than the falls of employment. This feature of the transformation process
influenced the development of labour productivity in almost all manufacturing branches in the

compared CEECs.

The results of comparison of productivity levels across the compared CEECs (and selected

member states of EU) and manufacturing branches indicate a very similar "shape" or "pattern"

of relative value-added per employee in two digit ISIC branches (see figures in Table 6). The’

relative higher value of labour productivity (above average level in manufacturing=1.00) is (in
all analyzed countries) typical for food products, baverages and tobacco (ISIC 31), with
exception of a very low relative labour productivity level in Hungary (influenced by very a low
labour productivity in food product (ISIC 311), chemicals (ISIC 35) and basic metals (ISIC 37)

- see figures in Table 6.
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Table 6
Relative value added per employee in manufacturing = 1.00

Czecha- CR SR Hungary Poland EU(15) Germany Austria Portugal

slovakia

MANUFACTURING 1692 1994 1994 1995 1995 1995 1995 1985 1995
31 Food product, beverages, tabacco 1.44 1.33 1.21 0.49 1.26 1.12 1.35 1.42 1.36
32 Texlifes, wearing app, leather, footwear 0.60 0.66 0.55 0.64 0.47 0.56 0.63 0.63 0.61
33 Wood prod, furniture, fixtures 0.74 0.76 0.62 0.62 047 076 0.74 073 071
34 Paper and products, printing.publishing 091 1.33 1.47 0.98 0.83 1.05 092 1.21 1.59
35  Chemicals 145 172 1.94 2.47 1.74 1.54 1.53 1.21 1.73
36 Non - metal products 1.00 1.14 1.13 0.95 0.82 1.03 0.93 1.08 1.37
37  Basic metals ‘ 0.92 1.06 1.72 2.89 2.53 1.00 .93 1.21 1.65
38  Fabr. metals and machinery 0.90 0.87 Q77 0.89 0.88 a.92 0.88 0.91 0.91
39 Otherindustries 0.76 0.86 0.59 0.55 0.61 0.74 0.69 0.72 0.55
Total 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00

Source : Tables A11aA12

Textiles, wearing apparel, leather, footwear (ISIC 32) and wood production, furniture and
fixture (ISIC 33) rank to the grb’up of industrie with relatively very low level of labour
productivity.

The branches of paper and paper products and printing and publishing (ISIC 34) reach
relative level of labour productivity near the average or above it. With exception of Poland, the
same conclusion is valid for the group of non-metal products industries (ISIC 306).

In fabricated metals and machinery industries (ISIC 38), the group with the largest
production and employment in manufacturing, the relative [evel labour productivity is typically
slightly under its average level in manufacturing (see figures in Table 6).

From the comparison of relative level of [abour productivity pattern in groups of
manufacturing industries (in both CEECs and selected EU member stétes) during the last five to
six years, the conclusion can be formulated that its relative level and development is influenced
more by technical and technological factors then by social-economic factors.

The results of productivity levels comparison across manufacturing industries in four CEECs
(and in former Czechoslovakia in 1992) with its level in EU(15) average and in selected
member states (Germany /W.G./, Austria, Ireland, Portugal) characterize its low level in the all
compared CEECs and branches in the middle of 90s (see figures in Table A.13). |

A better position is occupied by these four CEECs in this comparisoﬂ with manufacturing

branches productivity level in Portugal.
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The effects of productivity differentials of the structure of manufacturing industry in these
CEECs can be identified by this comparison. [t showed that a higher productivity (higher than
average of manufacturing) is in certain branches which form the part of specialized pattern of
manufacturing.

In former Czechoslovakia, or in the Czech Republic manufacturing a comparatively higher
productivity has in wearing apparel (ISIC 322), footwear production (ISIC 324), wood product
(ISIC 331), plastics products (ISIC 356), pottery, china (ISIC 361), iron and steel (ISIC 371)
and non-ferrous metals (ISIC 372).

In Slovak Republic a comparably better position (in comparison with productivity level in
EU manufacturing branches) has occupied by tood products (ISIC 311), wearing apparel (ISIC
322), paper and products {ISIC 341) and printing and publishing (ISIC 342) from the light
manufacturing. The group (;f heavy manufacturing branches which constitute the specialized
pattern of Slovak Republic manufacturing production have had also higher level of labour
productivity: petroleum, coal products (ISIC 354), rubber products (ISIC 355), pottery, china
(ISIC 361) and iron and steel (ISIC 371) - see figures in Table A 13.3.

In Hungarian manufacturing a higher level of labour productivity was achieved in textiles
(ISIC 321), other chemicals products (ISIC 352), rubber products (ISIC 315), iron and steel
(ISIC 371), nonferrous metals (ISIC 372) and in professional goods (ISIC 385). All these
branches created the specialized pattern of Hungarian manufacturing production also in the
middie of 90's.

The branches of beverages (ISIC 313), tobacco (ISIC 314), footwear (ISIC 324), paper and
products (ISIC 341) together with iron and steel (ISIC 371), non-ferrous metals (ISIC 372) and
also machinery n.e.c. (ISIC 382) have had higher level of labour productivity in Polish
manufacturing. Poland occupies also a better position than other three CEECs in the level of
labour productivity in comparison with its average in EU(15) and other compared DMEs - see
figures in Table A.13.5. |

As it has been stressed in the results of both previous analyses elaborated in this projectyg) 21y,
a successfull adaptation of the specialization pattern in manufacturing of four CEECs according

“to the new economic and social-political conditions will take a long time. The close of the gap
in labour productivity in their_ manufacturing sector is also dependent on this restructuring

process.
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‘ Table 7
Average annual growth rate of fabour productivity in selected manufacturing branches
for overcaming the gap between its level in CEECs and EUf15) 1995 - 2005

Czech Siovac Hungary  Poland
MANUFACTURING Republic Repuhlic
31 Food product, beverages, tabacco. i1.4 11.7 24.3 6.6
32 Textiles, wearing app, feather, fooltwear 11.1 12.3 13.9 9.6
33 Weod prod, furniture, fixtures 12.8 14.3 17.4 12.6
34 Paper and products, printing, publishing 10.6 9.0 16.0 9.5
35 Chemicals 11.7 9.9 10.4 6.6
3 Non - mefal products 117 112 15.9 10.4
37 Basic metals 12,1 67 - 4.9 0.0
38 Fabr. metals and machinery 134 14.1 15.3 8.5
39 Other industries _ 11.5 14.8 17.9 9.6

Total 12.8 12.2 152 7.9

Source : Table A 11

The figures about annual labour productivity growth rate in the selected manufacturing
branches needed for overcoming the existing gap between its level in CEECs and average level
in EU(LS) illustrate the realization difficulties closing this gap in the near future.

According to these figures (in Table 7) the annual groi-’ﬂh rate of labour productivity of about
8-15 per cent will be needed to overcome this gap (which existed in the years 1994-1995)
during the period until the year 2005. A realization ._of a such high annual growth rate of
manufacturing labour productivity is not probable, neither in the of CEECs "emerging market”
situation.

The experience from the past development of OECD countries,g g and industrial (or
competitiveness) policy orientation of EU for the future, 4y, support the integrated approach for
stimulating manufacturing labour produétivity growth. These approaches are applicable also in
CEECs as an important precondition for closing the existing gap between them and DMEs in
labour productivity level in manufacturing.

In this connection the policies for promoting investment (especially intangible into training
and leaming and into research) are stressed. The creation and adoption of new technology

(competitive technologies) is a critical aspect of the piant level productivity.

17



An intensive industrial cooperation with EU during the association period is crucial for the
catching-up productivity level in CEECs.

On the macro level, three economic policy factors will be particularly important to support and
maintain the high economic growth in CEECs (as the most important condition for support of labour
productivity growth in manufacturing) - stable prices, low (or efficient) government consumption and a
competitive foreign exchange rate. The above-mentioned economic policies combined impact will help

to close the existing gap in labour productivity between CEECs and EU(15) manufacturing.

Notes, References and Sources
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of value-added per employed person.
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Purchasing Power Parity of CEEC Currencies
(National Currencies / USD)

1989 1990 1991
Czech Republic  b) 5.56 5.84 8.39
Stovak Republic  c) 7.23 7.40 9.71
Hungary d) 26.74 32.26 45.58
Poland e) 0.06228  0.34753  0.52635
a) Estimate
b) CZK
c) SKK
) HUF

e) PLZ (new)

Source: /9/

1992 1993
8.20 10.40
10.09 11.37
48.10 56.83
0.67819  0.86057

71994

11.22
12.45
66.00

Table A1

1995 4

11.95
13.26
81.42

1.07362 1.31606

Growth rate of gross fixed investment and retail trade in selected CEECs

(Percentage change from preceeding year) a)

1990 1991 1992

Gross fixed investment
Czech Republic 6.5 -32.5 16.6
Slovak Republic 4.8 -27.3 9.2
Hungary -9.6 -12.1 -1.5
Poland -10.1 -4.1 0.4
Retail trade
Czech Republic . -30.2 9.3
Slovak Republic 0.6 -39.1 15.0
Hungary . -9.9 -3.3
Poland . 3.8 7.9
a) Realchange
b} Preliminary
Source: /8/: 19/, /10/- 715/
Real growth rate of gross industrial production
(Percentage change from preceeding year)

1990 1991 1992
Czech Republic -3.3 -24.4 -7.9 .
Slovak Republic -4.0 -19.4 -9.0
Hungary -10.2 -16.6 -9.7

Poland -24.2 -8.0 2.8

a) Preliminary

Source : /8/-/9/- /15/.

1993

8.0
13.1
2.5
2.3

-2.1
10.0
0.8
7.0 -

1993

53 .
-3.8
4.0
6.4

1994

16.9
2.1
12.3
8.2

5.5
1.6
-6.6
2.0

1994

2.1
4.9
9.6
12.1

Table A.2

1995 b

15.7
9.2
0.0

18.6

8.9

Table A.3

1995 a)

9.2
8.3
4.8
9.4



Tahle A.4
Real growth rate of productivity in industry
(Percentage change from preceeding year) a)

1990 1991 1992 1993 - 1994 1995 b)
Czech Republic -0.3 -14.4 -2.2 -1.2 5.1 10.5
Slovak Republic 1.6 -22.5 -8.3 -4.7 7.0 4.1
Hungary -5.0 -6.2 38 13.4 15.7 10.5

Poland -20.3 -3.0 14.3 12.6 15.5 13.1

a) Indicator of gross output per employed person
b)  Preliminary :

Source : /87 79/ /15/

Table A5
~Comparisson of GDP per employed person in selected CEECs
(Level of GDP per employed person in Czech Republic = 100) a)
| 1980 1991 1892 1993 1994 . 1995 a)
Slovalk Republic Agriculture . . 75 53 76 66
' Industry . . 100 97 118 109
Services . . 83 92 87 94
Total 78 84 87 89 93 96
MHungary ' Agriculture . 70 87 85 124
Industry . 56 63 91 98
Services . 78 90 80 74 .
Total 67 68 80 83 83 87
Poland Agriculture 29 26 29 20 30
Industry 87 77 79 a1 95
Services 50 72 82 86 78 :
Total 55 59 66 70 73 76
a) In USD PPP; current prices
b) Estimate
Source: Table 3
Table A.6

Estimates of index number for GDP per employed person in selected CEECs in 1995
(1990 = 100) '

Czech Republic Slovac Republic Hungary - Poland
At current prices 223 241 355 560
At 1990 prices 91 113 118 124

Source 1 /9/



rabie ALY
Comparative fevel of GDP per employed person in selected CEEC and EU states in 19892

Thousands USD PPP  a) GDP /employed person in EU(15} = 100
Agricufture  Industry  Services Total  Agriculture  Industry  Services Total
Czech Republic 10.55 18.98 17.51 17.45 54 45 40 41
Slovak Republic 7.65 19.01 14.60 15.15 41 45 33 36
Hungary 9.21 11.92 15.78 14.02 47 28 36 33
Poland 3.04 t14.98 14.33 11.54 . 16 35 33 27
EU(15) total 19.40 42.50 43.90 4240 100 100 100 100
Germany (W.G.) 17.81 43.85 48.75 46.76 92 103 111 111
Austria 13.73 39.77 43.34 - 44.17 71 94 99 105
lreland 21.51 55.82 41.05 40.76 111 131 94 97
Portugal 10.75 24.08 21.67 21.20 55 57 49 50

a) Incurrent prices (PPP)

Source: 78/ 79/ 1107 111/ 712/ 11577

Table A.8

Required average growth rates of GDP ber employed person to overcame the gap
between its average fevel in CEECs and in EU(15) during the period 1993 - 2005

Agriculture Industry Services Total
The EU average level from 1992  a)
Czech Republic 4.8 6.4 7.3 7.0
Slovak Republic 7.1 - 6.4 88 82
Hungary 59 10.3 8.2 8.8
Poland 15.3 8.4 9.0 10.5
The EU average level in 2005 b)
Czech Republic 7.9 9.6 10.5 10.2
Slovak Republic 10.3 1.0 12.1 11.4
Hungary g.1 13.6 11.4 12.1
Poland 18.8 11.6 12.3 13.8

| a} Incurrent prices; (PPP) .
b) Hypothetical assumption of GDF per employed person average annual growth
rate in EU(15) during 19893 - 2005 about 2.0 per cent per year

Source: Table A.7



Comparisson of relative GDP per employed person in selected CEECs
(GDP per employed person in total economy = 1.00) a)

1990

Czech Republic Agricuiture 0.62
Industry 1.04

Services 1.06

Slovak Republic  Agriculture
Industry
Services

Hungary Agricultire
Industry
Services

Poland Agricuiture 0.33
Industry - 167
Services 0.97

a} In USD PPP; current prices
b)  Estimate

Source: Table 3

Comparisson of relative GDP per employed person level

in selected CEEC and EU states

1991 1992
0.56 0.60
1.14 1.09
0.98 1.00

0.52

1.25

0.96
0.58 0.66
0.93 0.85
1.13 1.13
0.25 0.26
1.48 1.30
1.19 1.24

Table A. 10

(GDP per employed person in total economy = 1.00)

Agriculture
Czech Republic 0.60
Slovak Republic 0.52
Hungary 0.66
Poland 0.26
EU(15) total 0.46
Germany (W.G.) 0.38
Austria : 0.31
Ireland 0.53
Portugal . 0.50

Source: Table A.7

1992
Industry

1.09
1.25
0.85
1.30

1.01
0.94
0.90
1.37
1.13

Services

1.00
0.96
1.13
1.24

1.04
1.04
0.98
1.01
1.02

7993

0.97
0.99
1.02

0.55
1.08
1.05

0.92
1.08
0.98

0.26
1,29
1.25

7994

0.80
0.99
1.02

0.65
1.26
0.95

1.20
1.18
0.92

0.33
1.30
1.10

Table A.9

1995 b

0.83
1.07
0.98

0.57
1.22
0.97



CZECHOSLOVAKIA

Value added per employee a)

fSiC
311
313
314
327
322
323
324
337
332
347
342
390

LIGHT MANUFACTURING

357
352
353
354
355
356
361
362
369
371
372
3817
352
383
384
385
HEAVY MANUFACTURING

311, 313, 314, 321, 324

331, 332, 352, 353, 354, 355,
361, 362, 369

320, 323, 341, 342, 351, 358,
371, 372, 381 - 385

35, 36, 37

38

32, 33, 34, 39

31

MANUFACTURING
31
32
33
34
35
36
37
38
38

Food product
Beverages
Tabacco

Textiles

Wearing appare!
Leather and product
Footwear

Wood product
Furniture, fixtures
Paper and products
Printing, publishing
Qtherindustiies

Industial chemicals
Other chemical products
Petrofeum rafinerie
Petrofeum, coal products
Rubber products

Flastic products

Poltfery, china elc.

Glass and products
Non-metal products n.e.c.
fron and steel
Non-ferrous metals

Metal products
Machinery n.e.c.
Elecircal machinery
Transport equipment
Professional goods
HEAVY MANUFACTURING

EARLY INDUSTRIES
MIDDLE INDUSTRIES

LATE INDUSTRIES

SEMIMANUFAGTURED
INVESTMENT GCOODS

CONSUMPTION GOODS
FOOD AND BEVERAGES

Food product, beverages, tabacco
Textiles, wearing app, leather, footwear
Wood prod, fumiture, fixtures

Paper and products, printing,publishing
Chemicals

Non - metal products

Basic metals

Fabr. metals and machinery

Other industries

a) Inthousands USD; 1990 prices PPP

1989
204
25.5
21.7
15.9
9.0

116

14.1
16.6
9.6
254
16.0
13.1
16.1

30.0
19.9
52.5
29.2
23.9
14.5
141
15.1
22.9
36.9
35.1
13.1
16.3
18.7
17.8
15.8
20.7

17.9
20.0

19.5

29.0
16.8
14.5
21.2
19.1

21.2
13.6
13.1
22.0
30.2
18.8
36.6
16.8
13.1

1980
i8.8
26.2
20.7
13.6
8.3
9.1
13.2
17.8
9.0
718.5
15.7
14.4
14.9

271
22.6
47.4
32.9
i6.8
21.2
15.8
14.1
18.9
26.1
34.0
12.7
17.9
16.23
15.3
14.4
18.0

16.4
16.9

17.7

24.3
16.3
13.1
20.1
17.6

20.1
12.0
13.3
18.0
27.8
16.5
27.1
16.3
14.4

Table A 11.1

1991
18.5
24.6
16.8
12.9
11.7
9.9
14.1
17.0
12.5
16.9
4.3
8.7
15.1

23.1
24.4
34.4
30.5
15.4
18.4
15.0
12.4
16.8
21.7
29.0
14.5
16.0
15.6
13.5
12.0
17.2

15.4
18.0

16.5

21.0
15.2
14.0
18.0
16.6

18.0
12.7
15.1
15.9
24.4
14.6
22.6
15.2
18.7

1992
14.8
21.8
15.2
11.4
71.1
9.0
12.7
16.0
11.4
15.3
13.2
17.9
13.7

21.1
21.5
31.5
29.4
12.7
18.0
13.9
11.2
14.8
20.3
26.4
13.5
14.7
14.4
12.3
11.3
15.8

13.8
16.4

15.2

19.2
13.9
12.7
16.2
15.1

16.2
11.4
14.0
14.5
22,2
13.1
21.1
13.9°

17.9



Table A 11.2

CZECH REPUBLIC (1994)
Value added per  Ratio of value added
employed person  per person empioyed
1000 USD PPP  in manufacturing = 1.00
Isic :
311 Food product 19.6 1.22
313 Beverages 201 1.25
314 Tahacco 104.4 6.50
321 Textiies 11.5 0.71
322 Wearing appare! 9.3 0.58
323 Leather and product . 0.7 0.67
324 Footwear 8.9 0.62
3371 Wood product ' 11.6 0.72
332 Furniture, fixtures 13.6 0.85
341 Paper and products 21.1 1.32
342 Printing, publishing 21.7 1.35
380 Other industries 13.8 0.86
LIGHT MANUFACTURING 715.3 0.95
351 Industrial chemicals 29.3 1.83
352 Other chemical products 28 4 1.77
353 Pelroleum rafinerie 54.6 3.40
354 Petroleum, coal products 32.1 2.00
355 Rubber products 16.1 1.00
356 Plastic products 16.1 7.00
361 Pottery, china elc. 4.1 0.88
362 Glass and products 16.6 7.03
369 Non-metal products n.e.c. : 21.9 1.36
371 fron and steel 16.5 1.02
372 Non-ferrous metals 20.1 1.25
3817 Metal products ' 13.5 0.84
382 Machinery n.e.c. 13.1 0.81
383 Electrical machinery ‘ 13.8 0.86
384 Transport equipment 16.6 1.03
385 Professional goods 12.7 0.79
HEAVY MANUFACTURING 16.5 1.03
311, 313, 314, 321, 324 EARLY INDUSTRIES 16.3 1.01
331, 332, 352, 353, 354, 355, MIDDLE INDUSTRIES 20.2 1.26
361, 362, 368
322 323, 341, 342, 351, 356, LATE INDUSTRIES 15.2 0.94
371, 372, 387 - 385
35, 36, 37 SEMIMANUFACTURED : 20.9 . 1.30
38 INVESTMENT GOODS 14.0 0.87
32, 33, 34, 39 CONSUMPTION GOODS 12.9 0.80
31 FOOD AND BEVERAGES 21.3 1.33
MANUFACTURING 16.1 1.00
31 : Food product, beverages, fabacco 21.3 1.33
32 Textiles, wearing app, leather, footwea 10.6 " 066
33 Wood prod, furniture, fixtures 12.3 0.76
34 Paper and products, printing,publishin 21.4 1.33
35 Chemicals 27.7 1.72
36 MNon - metal products 18.3 1.14
37 Basic mefals 17.0 1.06
38 ' Fabr. metals and machinery 14.0 0.87
39 Other industries 13.8 0.86



SLOVAK REPUBLIC (1994)

ISiC
311
313
314
321
322
323
324
331
332
341
342
390

LIGHT MANUFACTURING

351
352
353
354
355
356
361
362
369
371
372
381
382
383
384
385

HEAVY MANUFACTURING

311, 313, 314, 321, 324
331, 332, 352, 353, 354, 355,

361, 362, 369

322, 323, 341, 342, 351, 356,

371, 372, 381 - 385

35, 36, 37

38 .

32, 33, 34, 39

31

MANUFACTURING
31
‘32
33
34
35
36°
37
38
39

Food product
Beverages
Tabacco

Textiles

Wearing apparal
Leather and product
Footwear

Woaod product
Fumiture, fixtures
Paper and products
Printing, publishing
Other industries

Industrial chemicals
Other chemical products
Petroleum rafinerie
Petroleum, coal products
Rubber products

Plastic prodicts

Pottery, china ete.

Glass and products
Non-metal products n.e.c.
fron and steel
Non-ferrous metals
Metal products
Machinery n.e.c.
Electrical. machinery
Transport equipment
Professional goods

EARLY INDUSTRIES
MIDDLE INDUSTRIES

LATE INDUSTRIES

SEMIMANUFACTURED
INVESTMENT GOODS
CONSUMPTION GOCDS
FOOD AND BEVERAGES

Food product, beverages, tabacco
Textiles, wearing app, leather, footwea
Wood prod, furniture, fixtures

Paper and products, printing,publishin

-Chemicals

Non - metal products
Basic metals
Fabr. metals and r.ﬁrachr’nery

- Other industries

Value added per
employed person
1000 USD PPP

20.3
22.1
17.1
9.9
10.3
7.3
7.6
11.6
9.9
259
237
10.0
14.2

27.7
28.0
853
<784
23.6
205
17.1
19.5
18.8
31.0
4.3
14.8
11.3
12.9
16.4
15.3
19.2

15.2
22.7

16.2

28.6
13.1
12.0
- 20.6
17.1

20.6
9.4
10.6
25.0
33.1
19.2
29.3
13.1
10.0

Table A.11.3

Ratio value added

per person employed
in manufacturing = 1.00

1.19
1.29
1.00
0.58
0.60
0.43
0.44
0.68
0.58
1.52
1.39
0.59
0.83

1.63
7.64
5.00
4.60
1.38
1.20
1.00
1.14
1.10
1.82
0.25
0.87
0.66
0.75
0.96
0.90
1.12

0.89
1.33

0.95

1.67
0.77
0.71
1.21
1.00

1.21
0.55
0.62
1.47
1.94
113
172"
0.77 -
0.59



HUNGARY

Value added per employee a)

1SiIC
311
313
314
321
322
323
324
331
332
341
342
350

LIGHT MANUFACTURING

351
352
353
354
355
356
361
362
369
371
372
381
382
383
384
385

HEAVY MANUFACTURING

311, 313, 314, 321, 324
331, 332, 352, 353, 354, 355,

361, 362, 368

322, 323, 341, 342, 351, 356,

371, 372, 381 - 385

35, 36, 37

38

32,33, 34, 39

31

MANUFACTURING
31
32
33
34
35
36
37
38
39

Food product
Beverages
Tabacco

Textiles

Wearing apparel
Leatter and product
Footwear

Wood product
Furniture, fixtures
Paper and products
Printing, publishing
Other industries

Industrial chamicals
Cther chémicai products
Petroleum rafinerie
Fetroleum, coal products
Rubber products

Plastic products

Pottery, china efc.

Glass and products
Non-metal products n.e.c.
lron and steel
Non-ferrous mefals

Metal products
Machinery ne.c.
Eleclrical machinery
Transport equipment
Professional goods
HEAVY MANUFACTURING

EARLY INDUSTRIES
MIDDLE INDUSTRIES

LATE INDUSTRIES

SEMIMANUFACTURED
INVESTMENT GOODS
CONSUMPTION GCODS
FOOD AND BEVERAGES

Food product, beverages, tabacco
Textiles, waaring app, lealfier, foolwear
Wood prod, furmiture, fixtures

Paper and products, printing, publishing
Chemicals

Non - melal products

Basic melals

Fabr. metals and machinery

Cther industries

a) Inthousands USD; 1980 prices PPP

19.3

14.6
14.7
182
18.6

20.4

157

8.5

i1.8

10.5

17.4

Table A.11.4

51.8

17.4



POLAND

Value added per employee

1sic
311
313
314
321
322
323
324
331
332
341
342
390

LIGHT MANUFACTLRING

351
352
353
354
355
356
357
362
359
371
372
381
382
283
384
385

HEAVY MANUFACTURING

311, 313, 314, 321, 224

337, 332, 352, 353, 354, 355,

361, 362, 369

322 323, 341, 342, 351, 356,

371, 372, 381 - 385

35, 36, 37
33
32, 33, 34, 39
31
MANUFACTURING
31
32
33
34
35
36
37
38
‘39

a)

Food product
Beverages
Tabacco

Textiles

Wearing appare!
Leather and product
Footwear

Wood product
Furniture, fixtures
Paper and products
Printing, publishing
Other induslries

indusirial chemicals
Other chemical products
Pefroleumn rafinerie
Pefrofeum, coal products
Rubber products

Plastic products

Pottery, china elc.

Glass and products
Non-metal products n.e.c.
tron and steel ‘
Non-ferrous metals
Melal products
Machinery ne.c.
Elecirical machinery
Transport equipment
Professional goods

HEAVY MANUFACTURING

EARLY INDUSTRIES
MIDDLE INDUSTRIES

LATE INDUSTRIES

SEMIMANUFACTURED
INVESTMENT GOODS
CONSUMPTION GOODS
FOOD AND BEVERAGES

Food product, beverages, tabacco
Texliles, wearing app, leather, footwear
Wood prod, furnilurs, fixtures

Paper and products, printing, publishing

Chemicals
Non - metal products
Basic metals

Fabr. metals and machinery

Other industries

a) nthousands USD; 1990 prices PPP

1989

280.8
86.9
286
17.0
23.2
20.8
269
20.8
30.7
15.1
16.6
27.2

33.0
378
285.0
20.1
28.0
235
227
21.7
19.4
44.8
107.9
22.0
24.2
27.9
27.8
20.9
30.7

31.9
33.8

27.5

41.4
253
23.0
37.0
29.2

37.0
23.8
235
23.0
45.6
20.5
56.0
253
16.6

18.5
207
14 4
25.8

25.0
29.3

21.8

389
13.9
i2.6
36.6
23.5

36.6
11.2
13.7
19.3
44.5
16.9
52.6
188
i2.8

4.5

24 3
254

208

35.1
18.4
12.0
327
22.3

327
10.9
11.4
184
40.4
15.3
46.8
18.4
15.6

1992
18.2
170.5
1136
13.6

16.1
10.6
13.7
10.1
26.0
13.5
15.8
19.9

326

28.4
205.8
60.1
18.1
17.1
13.5
155
18.3
439
79.¢
i6.8
21.0
i95
263
16.4
26.1

24.9
26.6

375
8.6
12.3
33.3
234

33.3
11.0
11.6
20.1
41.6
16.9
51.6
19.6
15.8

1993
i7.9
196.1
124.1
14.3

17,6
12,7
140
i1.2
307
14.7
16.8
20.8

354
30.5
2185
61.1
21.5

28.9

26.1
29.3

24.4

41.7
21.8
13.3
34.5
255

34.6
11.8
i2.4
225
44.9
19.4
585
21.8
16.8
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1954
16.7
207.8
128.7
14.7

18.3
14.0
13.6
11.8
328
162
16.7
21.0

365
312
222.2
59.7
22.7
18.6
186
20.2
225
56.8
84.4
18.4
284
20.4
22.1
20.0
30.4

26.4
305

256

441
22.9
13.8
34.6
26.4

34.6
124
12.6
23.9
45.2
20.8
63.7
229
16.7

1995

152
220.6
132.1

15.4

ig.8
18.6
13.4
125
36.1
15.9
16.9
21.3

37.9
324
227.4
576
24.6
19.1
16.4
22 4
24.4
53.6
85.5
18.7
324
206
23.0
21.8
322

26.7
32.0

270

46,8
24.2
4.3
34.7
275

347
13.0
12.9
255
47.8

69.4
24.2
16.9



Table A.13.1
CZECHOSLOVAKIA (1992)

Level of value added per employee in EU(15) and selected member states = 100 a)
ISIC EU(15} Germany Austria Ireland Portugal
3711 Food product 25 19 31 16 64
313 Beverages 21 16 31 12 40
314 Tabacco 6 2 1 10 9
321 Textiles 30 22 31 36 73
322 Wearing apparel 37 27 48 59 123
323 Leather and product 22 21 30 26 58
324 Foolwear 44 34 40 46 69
331 Wood product 37 31 35 38 132
332 Fumiture, fixtures 24 19 33 43 14
341 Paper and products . 22 18 22 26 32
342 Printing, publishing 22 23 25 22 71
390 Otherindustries 39 31 47 33 144
LIGHT MANUFACTURING 25 18 27 13 72
351 Industrial chemicals 21 17 33 g 47
352 Other chemical products 25 23 40 10 64
353 Petroleum rafinerie 6 3 21 42 13
354 Petroleum, coal products 21 4 51 . 22
355 Rubber products 24 17 21 23 60
356 Piastic products 34 32 37 - 34 99
361 Fottery, china etc. 36 35 40 35 58
362 (fass and products 19 16 i8 20 34
369 Non-metal products n.e.c. 21 17 20 18 54
371 fron and steel - 36 29 34 37 55
372 Non-ferrous metals 40 38 45 57 101
381 Metal products 26 22 29 38 70
382 Machinery n.e.c. 26 22 34 11 95
383 Electrical machinery 24 20 28 15 51
384 Transport equinment 21 16 23 37 834
385 Professional goods 20 18 30 13 58
HEAVY MANUFACTURING 25 20 30 18 61
371, 313, 314, 321, 324 EARLY INDUSTRIES 23 15 23 16 66
331, 332, 352, 353, 354, 355, MIDDLE INDUSTRIES 22 16 .32 14 61
361, 362, 369
322, 323, 341, 342, 351, 356, LATE INDUSTRIES 26 22 T3 19 74
371, 372, 381- 385
35, 36, 37 SEMIMANUFACTURED 24 20 32 14 59
38 INVESTMENT GOCDS 24 20 29 16 70
32, 33, 34, 39 CONSUMPTION GOODS 27 22 30 32 78
31 FOOD AND BEVERAGES 23 15 22 15 54
MANUFACTURING : 25 20 29 17 69
31 Food product, beverages, tabacco 23 15 22 15 54
32 Textiles, wearing app, leather, footwear 33 25 36 44 83
33 Waood prod, furniture, fixtures 31 25 37 39 95
34 Paper and products, printing,publishing 23 21 24 24 45
35 Chemicals 24 20 35 14 59
36 Non - metal products 21 17 23 19 48
37 Basic metals 36 30 35 39 60
38 Fabr. metals and machinery 24 20 29 16 70
39 Other industries 39 31 47 33 144

a) Inthousands USD; 1990 prices
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Table A.13.2

CZECH REPUBLIC (1994)
Level of value added per employee in EU(15) and selected states = 100 a)
i1SIC EU(18} Germany Austria [Ireland Portugal
311 Food product 34 29 41 22 84
313 Beverages 18 16 29 12 38
314 Tabacco . 42 13 7 71 65
321 Texliles 30 24 30 33 77
322 Wearing appare! 32 23 40 53 102
323 Leather and product 28 29 36 34 73
324 Footwear 34 30 31 38 57
331 Woad product 25 22 26 26 g6
332 Fumiture, fixtures 29 26 40 56 49
341 Faper and products ' 30 25 31 35 42
342 Printing, publishing 35 41 38 34 114
390 Other indusinies 30 27 37 25 114
LIGHT MANUFACTURING 28 22 30 22 81
351 industrial chemicals 29 25 45 11 66
352 Ofher chemical products 32 30 52 11 85
353 Petroleum rafinene 11 6 43 73 23
354 Petrofeum, coal products 24 5 58 . 24
355  Rubber products 31 23 26 31 78
356 Plastic products 30 30 34 29 91
367 Paitery, china etc. 37 ~33 42 35 58
362 Glass and products 29 20 26 30 50
369 Non-metal products n.e.c. 31 3 39 26 72
371 fron and steel 29 25 26 26 43
372 Non-ferrous metals 30 31 35 40 78
381 Metal products 27 25 29 37 70
382 Machineiy ri.e.c. 24 22 31 9 87
383 Electiical machinery 23 20 28 13 49
384 Transport equfpment 28 24 30 50 118
385 Professional goods ) 24 22 32 14 65
HEAVY MANUFACTURING 26 23 32 15 63
311, 313, 314, 321, 324 EARLY INDUSTRIES 28 20 27 19 80
3371, 332, 352, 353, 354, 355, NIOBCLE INDUSTRIES 26 21 40 16 72
3671, 362, 369 . .
322, 323, 341, 342, 351, 356, LATE INDUSTRIES 26 23 30 18 74
371, 372, 3871 - 385 '
35, 36, 37 SEMIMANUFACTURED 26 22 34 15 62
38 INVESTMENT GOODS 25 22 30 15 71
32, 33, 34, 39 CONSUMPTION GOODS 27 24 31 31 81
31 FOOD AND BEVERAGES - 31 22 29 21 71
MANUFACTURING 26 23 31 18 74
31 Food product, beverages, tabacco 31 22 29 21 71
32 Textiles, wearing app, leather, foofwear 32 24 33 39 79
33 Wood prod, fumiture, fixtures 27 23 32 34 81
34 Paper and products, printing, publishing 33 32 34 34 64
35 Chemicals 30 25 44 16 74
36 Non - metal products 30 28 33 26 62
37 Basic metals 28 26 27 28 47
38 Fabr. metals and machinery 25 22 30 15 71
39 Other industries 30 27 37 25 114

a} Inthousands USD; 1990 prices



SLOVAK REPUBLIC (1994)

Level of value added per employee in EU{15) and selected member states = 100
1SIC EU(15)  Germany  Austria
311 Food product 35 30 43
313 Beverages 21 17 32
314 Tabacco 7 2 1
321 Textiles 26 21 26
322 Wearing apparel 36 26 45
323 Leather and product 19 20 25
324 Footwear 26 23 - 24
331 Woaod product 25 22 26
332 Furniture, fixtures 21 19 29
341 Faper and products 37 30 38
342 Printing, publishing 38 45 41
390 Other induslries 22 19 27
LIGHT MANUFACTURING 26 20 28
351 Industrial chemicals 27 24 42
352 Ciher chemical products 31 30 517
353 Petroleum rafinerie 17 i0 &7
354 Pefroleum, coal products 59 13 141
355 Rubbar pmducts 46 34 38
356 Plastic producls 39 38 43
361 Pottery, china etc. 45 40 51
362 Glass and products 34 30 31
369 Non-metal products n.e.c. 26 26 34
371 fron and steef 54 47 49
372 Non-ferrous metals ] 7 7
3871 Metal products 30 28 32
382 Machinery n.e.c, 21 18 27
383 Electrical machinery 21 ig 26
384 Transport equipment 28 24 30
385 Professional goods 29 , 27 39
HEAVY MANUFACTURING 30 27 37
311, 313, 374, 321, 324 EARLY INDUSTRIES 26 18 25
337, 332, 352, 353, 354, 355, MIDDLE INDUSTRIES 29 24 45
361, 362, 369 ’
322, 323, 341, 342, 351, 356, LATE INDUSTRIES 28 25 32
371, 372, 381 - 385
35 36, 37 SEMIMANUFACTURED 36 31 47
38 INVESTMENT GOODS 23 21 28
32, 33, 34, 39 CONSUMPTION GOODS 25 22 29
31 FOOD AND BEVERAGES 30 21 28
MANUFACTURING 28 24 33
31 Food product, beverages, tabacco 30 21 ' 28
32 Textiles, wearing app, leather, footwear 28 21 29
33 Wood prod, furniture, fixtures 23 20 28
34 Paper and products, printing, publishing 39 37 40
35 Chemicals 36 31 53
36 Non - metal products 30 28 34
37 Basic metals 49 45 47
38 Fabr. mefals and machinery 23 21 28
39 Other industries 22 18 27

a) Inthousands {JSD; 1990 prices
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Table A 13.3

Irefand
23
13
12
28
58
23
29
26
41
43
37
18
20

11
77
113

46
37
43
35
22
49
8
41
8
12
45
17
17

18
18

19

20
14
29
21
19

21
38
29
39
19
26
48
14
18

FPortugal
87
41
11
67
it4
50
39
96
36
52

124
83
75

63
84
35
58
114
116
70
59
62
82
16
77
75
46
116
78
73

74
817

80

85
66
75
69
78

69
70
70
74
89
64
82
66
83



tables A 13.4

HUNGARY (1995}

Level of value added per employee in EU(15) and selected member states = 100 a)

1SIC EU(15)  Germany  Austria freland Partugal
311 Food product 10 g 12 7 26
313 Beverages 7 6 ©dt 5 14
314 Tabacco 5 2 1 g 8
321 Textiles 31 24 37 33 83
322 Wearing apparel 26 i8 33 C 42 82
323 Leather and product 1 12 15 14 31
324 Footwear 16 14 15 ig 25
331 Wood product : 16 13, 16 15 62
332 Furniture, fixtures : 18 16 25 37 37
341 Paper and products 22 18 23 25 30
342 Prinfing, publishing ' 18 22 19 17 58
390 Other industries 16 14 19 13 60

LIGHT MANUFACTURING : 14 11 15 11 41
357 fndustrial chemicals 26 23 41 10 63
352 + Other chemical products 37 35 57 13 102
353 Peatroleum rafinerie 24 14 96 167 53
354 Petroleym, coal producls 8 2 19 . 9
355 Rubber products 59 43 45 63 158
356 Plastic products 28 27 37 27 85
361 Pottery, china efc. 20 18 23 19 31
362 Glass and producls 20 18 18 21 35
369 Non-metal products n.e.c. 22 22 30 19 51
371 iron and steel 47 41 42 43 74
372 Non-ferrous metals 79 82 g2 102 205
381 Metai products 79 17 20 26 50
382 Machinery n.e.c. 16 15 21 6 62
383 Eleclrical machinery 23 21 28 13 51
384 Transport equipment 17 14 18 30 73
385 Frofessional goods 37 35 49 23 104

HEAVY MANUFACTURING HEAVY MANUFACTURING 27 24 33 15 67

311, 313, 314, 321, 324 EARLY INDUSTRIES 12 g 12 3 35

331, 332, 352, 353, 354, 355, MIDDLE INDUSTRIES 27 22 42 16 75

361, 362, 369

322, 323, 341, 342, 351, 356, LATE INDUSTRIES 24 21 28 i6 77

371, 372, 387 - 385

35, 36, 37 SEMIMANUFACTURED 35 30 47 20 85

38 INVESTMENT GOODS 20 18 24 12 58

32, 33, 34, 39 CONSUMPTION GOODS 18 16 21 21 55

31 FOOD AND BEVERAGES 9 6 9 & 29

MANUFACTURING 21 18 25 14 60
3171 Food produci, beverages, tabacco g 6 . g 6 21
32 Textiles, wearing app, leather, footwear 24 18 26 30 63
33 Wood prod, furniture, fixtures 17 15 21 22 53
34 Faper and products, printing, publishing 20 19 20 19 37
35 Chemicals 34 29 50 18 86
36 Non - mefal products 20 18 23 17 42
37 Basic metals 61 56 58 60 105
38 Fabr. metals and machinery 20 18 24 12 59
39 Other industries ) 16 - 4 19 13 60

al Inthousands USD; 1990 prices PFPP
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POLAND (1995)

Level of value added per employee in EU(15) and selected states

15i1C
311
313
314
327
322
323
324
331
332
341
342
390

LIGHT MANUFACTURING

351
352
353
354
355
356
361
362
369
371
372
381
382
383
384
385
HEAVY MANUFACTURING

311, 313, 314, 321, 324

331, 332, 352, 353, 354, 355,
361, 362, 369

322, 323, 341, 342, 351, 356,
371, 372, 387 - 385

Food product
Beverages

Tabacco

Textiles

Wearing apparef
Leather and product
Footwear

Wood product
Furniture, fixtwres
Paper and products
Printing, publishing
Other industries

industrial chemicals
Other chemical products
Petroleum rafinerie
Pelrofeum, coal products
Rubber products

Plastic products

Pottery, china efe.

Glass and products
Non-metal products n.e.c.
iron and stee!
Non-ferrous mefals
Metal products
Machinery n.e.c.
Electrical machinery
Transporf equipment
Professional goods

EARLY INDUSTRIES
MIDDLE INDUSTRIES

LATE INDUSTRIES

SEMIMANUFACTURED
INVESTMENT GOODS
CONSUMPTION GOODS
FOOD AND BEVERAGES

35, 35, 37

38

32, 33, 34, 39

31

MANUFACTURING
31
3z
33
34
35
36
37
a8
39

Food product, beverages, tahacco
Textifes, wearing app, leather, footwear
Wood prod, furniture, fixtures

Paper and products, printing, publishing
Chemicals

Non - mefal products

Basic metals

Fabr. metals and machinery

Other industries

al  Inthousands USD; 1990 prices PPP
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3 vev. 199Q
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EU(15)

26

202
52
39
30
47
51
28
26
51
25
37
38

35
35
44
43
47
35
43
38
33
106
125
37
58
33
34
40
49

45
41

104

57
42
30
50
44

50
37
27
39
50
35
112
42
37

= 100 a)

Germany  Austria

22
167
16
30
21
49
46
24
24
42
30
34
30

31
33
25
9
34
35
38
34
33
92
130
34
52
29
32
38
43

32
32

117

32

326

8
39
38
63
50
29
36
53
27
45
41

56
58
175
100
38
40
48
35
45
94
145
39
75
41
40
53

61

44
63

53

76
50
33
47
52

47
40
33
41
74
41
106
50
45

Table A 13.5

{reland
i7
131
92
41
49
60
6o
28
53
58
24
30
30

14
12
305

.30

32
25
34
35
29

35
47
35
38
26
31
109

30

Partugal
65
412
83
106
95
130
79
111
44
71
82
140
112

86
96
96
46
122
108
66
68
78
166
325
98
217
73
165
111
121

132
112

132

138
122
89

117
126

117
97
84
74

127
76
132
122
140



CEEC on the wav towards European Union

Some key questions of the pre-accession period

{ Summary)
Tamds Szemlérl

In the 1999s, all transition countries in Central and Eastern
Europe (CEE) have to face two basic challenges. They have to
solve the problems of (economic and political) transformation,
to take decisive steps towards the modernization of their
economies {(after following during decades a path which proved to
be unsuccessful). The guestions arising from both processses are
interrelated and have to be answered at the same time.

For these small countries, the answer can be sufficlent only if
they bind these steps with the opening up of their economies.
Even in this case, their success largely depends on whether they
can find a modernization anchor, whether they have access to
markets and whether they have sufficient resources to complete
svstemic change and. the modernization of the economy.

from this point of view, European Union membership is a kev
political and eccnomic issue for the CEEC. However, to achieve
this objective, the CEEC have to be attractive for the European
iUnion.

Pclitical stability in the CEEC is a precondition for all further
consideraticns from the EU side. Zcoconomic stability and the
structure of the economy (approaching EU standards) are also of
crucial importance. The most attractive feature, however, that
these countries can cffer to the EU (in the case of a successful
transformation and modernization process), is their economic

l1Hes=arch Fellow, Institute for World Economics of ths
Hungarian Academy of Sciences, H~1124 Budapest, K&lld esperss u.
15., Phone: (361 318 93 82, Fax: (38)%1 319 93 85, E-mail:
Tszemler@vki3.vki.hu



growth (which., fer the whole CHEE region, exceeds by far the EU
average).

The zrowth can make possible to increase the markets of EU
products on the one hand, and to enhance the competitivensss oI
B manutfacturers on the other hand.

Natiocnal economic policies in the CEEC should recognize these
general aspects. It is guite clear that modernization and EU
membership are closely interrelated. The state of modernization
will surely influence future negotiations on EU membership, and
EU membership is crucial for the completion of the modernization

process. Jts success or failure will be decisive in the

evaluation of the whole transformation process in the CEE region.

The CEEC have numercus common features, but also many differences
concerning their political and economic positieon. This is why
‘national strategies of transformation, modernization and
achieving EU membership should be given priority. At the same
time, there are many issues where coordination or cooperation can
prove to be Ifrultful. In addition to intra-regional trade
cooperation (which has clearly shown positive effects, but these
effects will probably remain limited), coordination would be
important in the elaboration of some common principles to be
followasd during the negotiations on EU membership.

The countries of the CEE region, which will become BU members are
not interested in staying tco long on the bhorder of the European
Union. Such a situation would lead to an uneven distribution of
costs among *the oountries and would diminish the possible
economic gains of the new EUJ members situated along the borders
of the Union. This is why - sven if the simultaneous entry of all
the candidates for EU membership from Central and Eastern Hurcpe
is hardly conceivable - these countries are interested in the
successful European integration of their neighbours, too. This
reguires a broadsr cocrdination and cooperation in the region
bhagsed on pelitical censensus and economic grounds.

e

Budapest, 22 November 1985
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Economic Problems of Slovakia for the Process of
Moving Towards the European Union

Problems of the European Union's enlargement with new
member states

Adaptation of the Slovak enterprise sphere to the EU
conditions

Structural changes of the Slovak economy for the process of
moving towards the EU

variant forecasting simulations of development of Slovak
economy up to year 2005

Conclusions

Enclosure 1. A brief overview of content orientation of
integration into the European Union prepared by individual
ministries of the Slovak Republic
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1.Problems of the European Union's enlargement with new member
states.

One of the basic principles working in the European Union among
individual integrated member states is a program reduction of
differences in their economic level, which is based on building
an optimal conditions for less developed countries to be able
gradually approach the level of economically developed countries.
Transfers of financial sources with this orientation go via the
EU budget in various forms: as a structural fund, regional fund,
balance fund etc. The EU membership implies full participation
in these redistribution funds. For above average economically
developed countries result from this a duty to contribute by
payments to the EU budget (with passive balance - representing
higher payments than revenues) and on the other hand less than
average economically developed ones gain net financial
contributions from the EU budget (active balance, which means
higher revenues than payments).

The individual EU states, and new candidates for membership as
well, have to meet some political and economic criteria. As
political point of view is concerned a country in question must
have democratic system and must possess political stability. From
the economic point of view this candidate country must represent
a market economy, have developed and functioning market economy

institutions and balanced development.

European countries which can be potential EU members can be

divided into the following groups:

- The first group represents member states of the European Free
Trade Association (EFTA), of which Finland, Austria and Sweden
became EU members in January 1, 1995. Norway and Switzerland have

not been applying for the EU membership vet.

- The second group is represented by the Central European
countries - the Czech Republic, the Slovak Republic, Hungary and
Poland.

- The third group is represented by candidates from the

Mediterranean area - Cyprus, Malta and Turkey.
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- The fourth, big and non-homogeneous, group is represented by
the Southern and Eastern European countries - Albania, Bulgaria
and Romania, new states of the former Yugoslavia and the Baltic

states - Estonia, Latvia and Lithuania.

There has been a significant differences between the first group
of EFTA countries and the other groups. The EFTA countries
represent small, economically developed countries with long-term
democratic traditions. In addition to this, these countries are
‘closely economically linked to the EU via foreign trade relations
and multilateral agreements. These relations have been given an
institutional framework by establishing the European Economic

Area (EEA).

The Central and Eastern European countries, and to a certain
extent also Mediterranean countries, on the other hand, show
lower degree of economic development, less developed market

institutions and have small or none democratic traditions.

Based on the above mentioned facts, we can conclude, that for the
EU, the largening by EFTA members is advantageous. Firstly,
because of their above average economic level, these countries
substantially increase economic contribution to the EU budget.
Secondly, their stable eccnomic and political structures
contribute to the internal stabilization of the EU. Thirdly, it
is expected that membership of these countries will contribute

towards speeding up of building of the European Monetary Union.

Central and Eastern European countries (CEECs) exhibit very
different level in comparison to the EFTA countries. Basic
problem is the level of disparity between the developed economic
level of the EU countries and low economic level of CEECs. An
important problem of economic co-existence and of full
interconnection of less developed countries with more developed
ones is possible to illustrate on the example of Eastern Germany
reunion with the FRG. It is expected that analogical attitude

from the EU would cause an economic collapse as well as massive

N
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migration from countries of the Central and Eastern Europe to its
western part. In addition to this, with migration has the EU

negative experiences from the past, from the Southern Europe.

As we have mentioned earlier, EU membership candidates must meet
both criteria, i.e. both political and economic ones. They must
have stable democratic institutional system, developed system of
market economy and must reach certain economic level per capita.
In Table 1.1 we present economic characteristics of countries,
which became EU members in 1973, 1981 and 1986. Important problem
of disparity between economic levels of the EU and newly accepted
countries is documented by the economic level of Ireland (50 per
cent), Spain (49 per cent), Greece {41 per cent) and Portugal (23

per cent) in the period of joining the EU

Table 1.1 Previocus EU enlargement with new member states

Indicators England | Ireland | Denmark | Greece Spain Portugal
Democracy since 1974 1977 1974
Joining the EU 1973 1973 1973 1981 1986 1986
GDP pet capita in time of joining
the EU (in % of the EU) average 82 50 122 41 49 23
Population {in % of the EJ) total 29 2 3 4 14 4

Source: World Development Indicators, World Bank 1991.

In the Table 1.2 are listed approximative predictions of the EU
on payments and revenues of potential new EU members - members
of the EFTA and the CEECs: From these estimates result, that by
joining Finland, Austria and Sweden, net revenues of the EU
budget would increase roughly by 1.8 bln. ECU. On the other hand,
it is evident extreme financial burden of the EU budget in the
case of CEECs membership in total value of 12.9 bln. ECU and the
highest burden is in the case .of Poland and Romania and the
lowest in the case of former CSFR. As concerns the membership of
the Central European countries - the Czech republic, Slovakia,

Hungary and Poland -~ their burden represents 7.8 bln. ECU in
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comparison to the present burden of the EU by member states of

Greece, Spain, Ireland and Portugal in total sum of 5.2 bln. ECU.

Table 1.2. Estimates of revenues and payments to the EU
budget in 1990 (in bln. ECU)

Revenues N
o et paymients or
Country | Contributions Suructural funds sub§idies in [EVenues
agriculture

Switzerland 1832 0 977 855
Norway 1059 0 391 668
Finland 1110 40 809 261
Sweden 1751 0 684 1067
Austria 1364 145 558 661
Total 3512
Poland 817 4600 1409 -5192
Hungary 341 1255 544 -1458
former CSFR 617 1360 446 -1189
Bulgaria 263 1205 516 -1458
Romania ‘ 396 3190 809 -3603
Total ' -12900

Source: Commission of the EU, DG II. Brussels 1992,

The EU membership implies co-existence in economic area, in which
a free transfer of goods, services, capital and labour force
exists, as well as participation in the European Monetary Union
and in the European Political Union. From above menticned facts
result, that CEECs are not fully compatible to link themselves
to the Common internal market of the EU, especially as a

consequence of their lower economic level.

Future development of the CEECs and Slovakia from the perspective
to join the EU will depend mainly on the following factors: a}
development of foreign economic relations with the EU, b) advance
of economic reform and c¢) political stability and ability of

institutional support for reform program.

Economic development of the CEECs and, in the framework of it,
also Slovakia, must be stimulated by expansion of export of their

production, a step which cannot be done by countries themselves
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2. Adaptation of the Slovak enterprise sphere to the EU

conditions

Key aspect of a national economy's total success 1is both
competitiveness of the economy as a whole as well as
competitiveness of its individual subjects. This 1is closely

related to the adaptation of enterprise sphere.
2.1. Size~structure of the EU companies since 1990

The European Community had in 1990 more than 14 mln. enterprises
(which compared to the 1988 represents an increase of 2 mln.
enterprises), which employed 92 mln. persons (in 1988 about 80.7
mln. persons), which represented 64 per cent of the EU population
at that time and which reached turnover in volume of 10.5 bln.

ECU.

The EU have had 12 thousand large-scale enterprises, i.e. 0.09
per cent, which have represented 28 per cent employed persons and
29 per cent of turnover. Micro firms (firms employing from 0 to
9 persons) have represented 92.7 per cent of the total number of
enterprises having 13 mln. employees (32 per cent of all employed
persons) and participating by 24 per cent on total turnover.
Small and medium-sized enterprises, i.e. enterprises with 1 to
499 employees represent the biggest group of firms representing
99.8 per cent of enterprises (see for details table 2.1).

Out of the total number of enterprises 12.3 per cent are engaged
in industry, 13.3 per cent in building industry, 42.7 per cent
in trade and 31.5 per cent in services (see Table 2.2.). the
highest share on employment (34 per cent) and on turnover {40 per
cent) have recorded by industry and trade and they have reached
similarly high turnover of 4.3 thousand ECU. The highest increase

and the longest survival period is typical for SMEs working in

service sector.

From geographical point of view Northern countries typically have

higher number of medium and large-scale enterprises, while in
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Southern countries has been evidenced a great number of micro

enterprises.

Table 2.1. The number of enterprises in the EU according to the
size and industry structures in 1990

Tndustry Toti Micro Small Medium Large
(0-9) (10-99) (100-499) (over 500)
Industries total 14 238 504 13 204 099 954 334 67 732 12 339
Industrial production 1 763 556 1 404 928 321 134 31040 6 453
Buiiding industry 1899 158 1759 141 133 995 5 384 639
Trade 6 088 065 5 779 240 291 852 15 187 1785
Services 4 487 725 4 260 789 207 353 16 121 3 462

Table 2.2. The percentage share of enterprises in the EU
according to the size and industry structure in 1990

(in %)
Indust Total Micro Smail Medium Large
ustry (0-9) (10-99) (100-499) (over 500)

Industries total 100.00 92.74 6.70 0.48 _ 0.09
Industrial production 100.00 79.66 18.21 176 0.37
Building industry 100.00 92.63 7.06 0.28 0.03
Trade 100.00 94.93 479 0.25 0.03
Services 100.00 94.94 4.62 0.36 0.08

Micro enterprises

In the EU the number of micro enterprises is estimated to be
13.2 mln. units, which represent in building industry 43.7 per
cent share on the total employment in this industry, in trade the
figure is 43.7 per cent and in services 30.4 per cent. A higher
share of micro enterprises on the total number of firms has been
evidenced in Southern countries than in Northern Europe. In the
group of micro enterprises the weight of self-employed persons
is extremely high in France and Spain (more than 50 per cent of

enterprises) and low in Austria, Germany and Luxembourg.
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‘Small and medium-sized enterprises

‘The number of small and medium-sized enterprises in the whole
European Union has been estimated to be more than 1 million and
this represent 37 mln. employed persons. Small enterprises with
10 to 99 employees have represented 94 per cent of the small and
medium-sized enterprise category (of which 55 per cent with 10
to 19 employees and 39 per cent with 20 to 99 employees).
Enterprises with 200 to 499 employees, representing 2 per cent
of the total number of SMEs, have represented Zl‘per cent of all

employed persons in the SMEs category.

According to the industry location, SMEs dominate in consumer
goods, industry and employ 62 per cent of all workers despite the

size of enterprises.

According to the size, the share of SMEs was higher -than 90 per
cent in all countries (including all industries) and their share
on employment has exceeded the share of medium-sized enterprises
in all EU countries except the UK.

An evidence, according to which micro enterprises and small and
medium-sized enterprises in highly developed countries of Europe
represent more than 99 per cent share and large-scale ones less:
than one per cent.

More than 99 per cent o©of the US companies have less than 500
employees. Small and medium-sized enterprises represent 99.1 per

cent of the total number of enterprises in Japan.

Multinational companies

N

Similar to the category of SMEs, in terms of its importance, is

the category of multinational companies (MNCs).

With the global development of national economies we have seen
also changes in behaviour of MNCs. Despite the fact that global
development of markets is a real phenomenon of the end of the

20th century, there exist processes which have been influencing
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activity of MNCs in the past couple of years. One of such
examples is e.g. the process of building of regional blocks.
Institutional settings, which have been created in the framework
of these mega regional blocks can be relatively homogeneocus (EU)
or heterogeneous (APEC). In any case they set specific conditions
for MNCs and require building of a specific channels towards

market in various parts of the world.
2.2. Basic characteristics of the Slovak enterprise sphere

To be able to assess what are the basic differences concerning
the nature of the Slovak enterprise sphere in comparison with the
present state in the enterprise sphere of individual EU countries’
and the EU as a whole, we need to analyze situation in which
currently operate our enterprise after nearly five vyears of

transformation.

If we compare our size structure of enterprises with that of
developed economies we can conclude that the development in -
Slovakia in terms of brightness of size structure has been

recording a positive orientation in the past five vears.

At the end of December 1995 there was 43 636 business
organizations registered in the Slovak Republic, which represent

64.3 per <cent of the total number of all registered

organizations.

Size structure of these enterprises was as follows - at the end
of 1995 333 large-scale enterprises were registered, i.e. 0.8 per
cent of the total.

There were 5 123 medium-sized enterprises registered as of
December 31, 1995, which represented 11.7 per cent of the total
number of enterprises. The biggest share in size structure
exhibited small enterprises (total number of 38 180) representing

87.5 per cent of the total number of business organizations.
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Majority of large-scale enterprises, 2 077 firms, which is 2.8
per cent of all enterprises in industrial production and 1 650
medium-zized enterprises, i.e. 22.5 per cent were in industrial
production. Small enterprises dominated (as of December 31, 1995)
in trade (see Table 2.3. and Table 2.4.).

From the economic point of view, the most important criterion of
any size types is its efficiency. Large-scale enterprises have
participated on total industrial production by 60.9 per cent and
on building industry by 24.4 per cent. Pace of the development
of large-scale enterprises' production was slower than in SMEs.
(23.3)
production Their

significant in building industry, where they contributed by 37.7

With roughly the same percentage have contributed on

medium-sized enterprises. share was more

per cent of production in 1995. Share of individual types of

enterprises on total production shows the Table 2.5.

Table 2.3. Size and industrial structure of the Slovak
enterprise sphere as of December 31, 1995
Number of enterprises in individual size categories
Industry
Total 1-16 1124 2599 100-499 over 500
Total 43 636 34 583 3597 3 186 1937 333
Industria al producticon 7318 4 328 1133 947 703 207
Building industry 3 493 2074 662 | 517 217 23
Trade 20 266 18 691 915 480 158 22
Hotels and restaurants 1101 826 142 106 23 4
Other trade services 4 002 3615 134 143 59 1

According to the submitted data, 4 to 8 per cent share of small
enterprises on production in industry is, in comparison to the
developed countries, small. In Austria the share in the same
category was 23 per cent.

As far as financial results of large-scale and medium-sized
enterprises are their total
represented 44 724 mln. Sk in 1995, total costs were 980 878 mln.
Sk and total revenues represented 1 025 602 mln. Sk. value added

was 235 085 mln. Sk.

concerned, economic results
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Table 2.4.Size and industrial structure of the Slovak
enterprise sphere as of December 31, 1995 (in %)

Industry Number of enterprises in individual size categories

Total 1-10 11-24 25-99 100-499 over 300
Total 100.0 79.3 82 7.3 4.4 08
Industrial
production 100.0 391 15.5 12.9 9.6 28
Building
industry 100.0 . 59.4 19.0 148 6.2 0.7
Trade 100.0 922 45 24 0.8 0.1
Hotels and
restaurants 100.0 75.0 129 9.6 21 0.4
Other trade ‘
services 100.0 90.3 4.6 36 15 0.0

Table 2.5. Share of individual types of enterprises
on total production

Industry Building Transport Retail trade Selected market
industry services

Large-scale firms 60.9 24.4 82 7.9 3.5
Medium-sized

firms 23.3 37.7 34.4 10.9 313
Small firms 4.8 16.8 16.1 238 “316
Entrepreneurs

{estimate) 11.0 21.0 413 574 33.6

The nature of the Slovak enterprise sphere's ownership structure
can be described by the following figures. As of December 31,
1995, out of the total number of 43 636 business organizations,
a 96.4 per cent represented enterprises with full or dominating
share of private ownership, which in total represented 42 055
organizations. In the ©public sector +there were 1 581
organizations. There were 1 030 state enterprises. Out of the
total number of private enterprises there were 4 112 with foreign

participation and 5 400 with international participation.

e
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As far as financial results of large-scale and medium-sized
enterprises are concerned, their total economic results
represented 44 724 mln. Sk in 1995, total costs were 980 878 mln.
Sk and total revenues represented 1 025 602 mln. Sk. value added
was 235 085 mln. Sk.

The nature of the Slovak enterprise sphere's ownership structure
can be described by the following figures. As of December 31,
1995, out of the total number of 43 636 business organizations,
a 96.4 per cent represented enterprises with full or dominating
share of private ownership, which in total represented 42 055
organizations. In the public sector there were 1 581

organizations. There were 1 030 state enterprises. Out of the

total number of private enterprises there were 4 112 with foreign

participation and 5 400 with international participation.

Table 2.6. Size and ownership structure of the Slovak
: enterprise sphere as of December 31, 1995.

of which with number of employees
Ownership Total
: less than 11 11-24 25-99 100-499 over 500

Total 43 636 34 583 3597 3 186 1 937 333
of which:

- public sector 1581 489 195 317 438 162
- private sector 42 055 34114 3402 2 869 1499 171

Table 2.7. Size and ownership structure of the Slovak "

enterprise sphere as of December 31, 1995 (in %)

of which with number of employees
Ownership Total
less than 11 11-24 25.99 100-499 over 500

Total 100.0 79.3 82 73 4.4 0.8
of which:
-public sector 100.0 25.7 123 20.1 27.7 10.2
-private sector

160.0 81.1 8.1 6.8 3.6 04
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bcademy of Sciences has lead to the following results:

1. Number of a new products in an enterprise for the past three

years.

Ninety per cent of the firms surveyed have introduced new
products, technological methods or services over the past three
years, mostly in number of 3 to 11 products (75 per dent), 5 per
cent of the enterprises have mentioned that they do not achieve
innovation activities and 5 per cent did not respond to this
question. The share of innovative products on sales was mentioned
by 27 per cent of enterprises in the range between 1.5 to 20 per

cent.

2. Sources of innovation, which have been made in the past three
 years:

- firm's own research and development {95 per cent);

-~ import of production equipment (35 per cent);

- results of other research institutions (30%);

- research and technical cooperation with other partners (25 per
cent);

- purchase of a license (15 per cent);

- leasing of production equipment (15 per cent).

3. Innovation activity of an enterprise worsened in 1994 by the
following factors:

- lack of own capital (75 per cent);

- extremely uncertain market development (50 per cent);

- extremely high costs of innovations (38 per cent);

- extremely long payback period {31 per cent);

- problem with suppliers (31 per cent);

- old technical equipment {19 per cent);

- lacking possibilities for purchase of foreign technologies (13
per cent);

- lacking information about new products (13 per cent);

- problems with suppliers and trading (8 per cent);

- organizational problems {8 per cent).
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4. Research expenditures for the 1993-1995 period have reached
for 55 per cent of respondents less than 1 mln. Sk. Less than 1
percentage share of research on sales have announced 56 per cent
of enterprises (33 per cent have mentioned a share less than 5

per cent and 11 per cent share of research on sales more than 5

per cent.

5. Sources of financing of enterprise innovation:

internal sources (87 per cent);

- bank credits (40 per cent).

6. Long-term innovation strategy has been prepared by 88 per cent

of enterprises and 59 per cent of firms have a system of quality

management.

7. The most important impulses for enterprise innovations in the

paét three years represent: -

- consumers' demand of new functional characteristics of products
{65 per cent); ,

- market research (53 per cent);

- a necessity to overcome lagging behind competitors (41 per
cent); |

- demand of production (29 per cent);

- a necessity to decrease costs (24 per cent});

- results of enterprise research (12 per cent).

8. Appropriateness of forms of state research and development

supporti

- tax advantages for research and development expenditures (79
per cent);

- state financing of research (37 per cent);

- support of a coordination of research institutions with
enterprise sphere (31 per cent};

- support of foreign capital inflow linked to investment and
innovation activity (21 per cent);

- credit expansion (16 per cent}.
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9. State of employee training in the area of guality management

(enterprise level):

- training is provided gradually for all maﬁagement levels (89
per cent);

- training is provided for top managers (32 per cent};

- training does not exist (5 per cent).

10). The share of qualified labour in innovated products in
comparison with other products in 1994:

- was increased (50 per cent);

- was not changed (30 per cent};

- was decreased (5 per cent});

- not responded (15 per cent}).

11. Labour productivity in a given enterprise in 1996:
~ will increase (85 per cent);
- will not change (10 per cent);

- did not respond (5 per cent}).
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3. Structural changes in the period of preparation of joining the

European Union

Transformation processes have led in the Slovak economy to the
important changes in branch and industrial structure of
employment and product (in its various forms). They reflect
especially a different ability of economic subjects, functioning
in various segments the economy, to adapt to the new economic
situation with both its internal and external dimensions. Above
mentioned different econcomic subjects' adaptive ability has been
substantially determined by the previous development, but partly
also by the different ability of enterprise managers, or their
owners, to accept ongoing changes and actively adapt to them. In
the hitherto existing period of transformation, the changes have
taken place especially in those levels of the economy which are
more mobile (in the change of employment structure and in the
structure of produced product) and less in its less mobile levels
(in production equipments and in technical and technological
processes used). In another words, structural shift has led on
the one hand to the positive results in the economy segments,
which were able to adapt to the changes of internal and external
demand given, given their equipment by fixed capital and
technical know-how. On the other hand, it has suppressed and in
some cases absolutely has crowded out, those segments of the
economy, which had not been able, either from objective or
subjective reasons, to adapt to the new economic conditions. It

has had dominantly a nature of passive structural adaptation.

The process of adaptation at the same time has led to the radical
decrease of the efficiency of the economy and significantly has
limited also its ability to reach (given the structure and
technical level of the productive basis) significantly higher
efficiency. Not only has been decreased actual preoduct but also
a decrease of potential product of the economy has been
evidenced. Its increase to the pre-reform level and than,
gradually, to the level which has been reached in developed
economies assumes realization of such a changes in production or
supply structures, which will be based on changes of production

and technical basis. Thus, supported by investments into modern
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production equipment and more sophisticated technologies and to

the general technical know-how.

The scope of structural changes, which have taken place after
1989, has been most evident on changes of individual industries'
shares on employment and GDP in current prices. The review of

their development provides the table 3.1.

The development of the service sector

Transformation processes, as is seen from above mentioned data,
to the striking shifts of labour force from all productive
industries into the service sector. In more clear form their

influence have been evidenced in the change of GDP' structure.

Table 3.1. The development of employment structure and GDP in 1989 and 1995

Industries 1989 1990 1991 1992 1993 1994 1995

Industries’ share on total employment

Agriculture and

forestry 12.1 12.0 12.6 11.8 9.7 8.9 8.7
Industry 33.4 33.1 32.8 30.3 29.6 29.3 304
Building industry 10.3 10.2 11.2 9.1 8.0 8.0 8.5
Services 44.2 44.7 43.4 48.8 52.7 538 52.4

Industries’ share on GDP in current prices®

Agriculture and

forestry 94 74 5.7 6.2 6.6 6.6 5.6
Industry 493 49.9 52.7 32.0 292 287 286
Building industry 9.1 9.2 7.4 6.8 6.7 4.5 4.6
Services 323 335 34.2 41.6 54.4 554 333
Other items of . . . 13.4 3.1 4.8 7.9
GDP

' Data according to the Statistical Yearbook $0 SR 1995, in
1995 according to the results of survey list of labour force for
the 4th quarter of 1995.

’ Data according to the publication Macroeconomic indicators
of the quarterly naticnal accounts for 1990-1995 and the annual
national accounts for 1985-1992, Bratislava, the Statistical
Office of the Slovak Republic, April 1996.
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The share of services in GDP's structure reached in the Slovak
Republic about 60 per cent (including other components of GDP)
in 1994 and 1995. It is roughly such a level, which is typical

for economically developed countries.

Value added in the service sector, contrary to the other
production industries, has been gradually increasing since 1989
and reached in 1995 nearly 3.5 times of that of the 1989 level
(expressed in current prices).

As a consequence of this, an increase of value added to one unit
of increase of production inservice sector represents roughly of

0.5 unit increase of value added, in industry sector about 0.25.

It is possible to assume that in the after-reform period an
important change has taken place in the structure of services.
Unfortunately, a complete data, which would enable us to analyze
more precisely these changes since 1989, and by this to decode
the impact of individual factors on the development in services
sector, are not available. Some focus on the sector' structure
in 1992 and 1994 provides table 3.2.

Table 3.2. Share of individual groups of services on value

added in the service sector (on current price basis)

Groups of services 1992 1993 1994

Wholesale and retail, repair of motor vehicles, motorcycles and 30,2 279 20,1
consumer goods 36 31 32
Hotels and restaurants 20,5 23,2 17,6
Transport, storage and communication 95|’ 9,7 16,2
Financiai services and insurance 10,9 16,7 16,3
Buildings, renatl services and trade services, R and D 13,2 13,2 11,4
Public service and defense, obligatory social security 6,3 6,2 59
Education 1,0 1,3 1.8
Health and social care 48 4,7 4,5
Other public, social and personal services

Source: Own calculations from the Statistical Yearbook's data,

the Statistical office of the Slovak republic, 1995.
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Critical view on data presented forces us to state that given

structure of services 1s obviously not very able, based on its

results, to support of the efficiency of production industries.
Industry structure and its desirable changes

Based on collected tendencies in the development of GDP
structure, it is possible unambiguously state that after 1989 the
position of the Slovak industry has been extremely weakened. Both
speedy growth in the Slovak economy and striking export expansion
in 1994 and 1995 would not make this position stronger. If we
compare the structure of GDP in the Slovak republic with that of
the other CEFTA countries, we can see that in all the countries,
except Hungary, the share of industry on GDP reaches higher
values than in the Slovak Republic (table 3.3.). '

Table 3.3. Development of shares of individual sectors on GDP in
current prices in CEFTA countries (in per cent)

Sectors Year SR CR Hungary Peland Slovenia

Agriculture 1991 5,7 6,0 8,5 6,4 54
1992 6,2 6,1 7.2 7.1 5.3
1993 6,6 6,5 6,7 72 4.7
1994 6,6 58 7.0 7,1 4,8
1995 5.6 53

Industry 1991 52,7 47,4 29,0 358 40,5
1992 38,7 42,9 27,3 355 36,6
1993 29,0 37,0 26,6 357 34,0
1994 28,7 34,8 25,5 36,2 338
1995 28,6 34,6 .

Building industry 1991 7,4 6,8 54 8.8 4,1
1992 6,8 53 59 8,1 4,1
1993 6,7 52 53 7,1 45
1994 4.6 5,9 55 6,4 5,0
1995 4,6 6,2 . .

Services 1991 342 39,8 57,1 491 50,0
1992 491 45,8 59,6 493 53,9
1993 57,7 51,3 61,4 50,0 56,8
1994 60,1 53,5 62,0 50,3 56,4
1995 61,2 54,0

1 Including other components of GDP

Source:  Economic Survey of Europe in 1995-1996 - data for the Slovak Republic in 1993-1995 adapted according to
Cestat No. 1/1996.
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Increasing of total efficiency of industry from the point of view

of its contribution for GDP creates, according to our view, key
problem of further economic development of the Slovak Republic.
From this element the situation in other industries of the

national economy will be derived.

A decrease of production in the industry has passed very non-
homogeneously in individual industries of the industry. The most
have been hit the engineering industry and electrotechnical
industry, production of which had been decreased over 1990-1993
period nearly to one-third. Military industry conversion, which
has not been, wuntil now, satisfactorily completed, has
contributed substantially on this development. A decrease of
consumer goods has decreased by more than the industry average
is. The transformation process, on the other hand, has been
successfully matched by industries producing mostly semi-
products, with which, they have been able to compete on foreign
markets and avoid a consequences of declining domestic demand.
The above mentioned development is, of course, generally known
and has for the further development only general perception
importance. More important is to observe how the structure of the
industry has been formed under the economy's recovery in the form

relevant for GDP development, i.e. in the form of value added.

Statistical data unambiguously characterize orientation of a
structural shift, by which the Slovak industry's structure has
been moving in the period of the economy's recovery. Production
of basic products in a given period has increased its share on
value added in the industry by nearly 8 percentage points and
creates nearly 53 per cent of value added of processing industry.
It is interseting to see, that substantial increase of the share
of basic products production have been followed by several

favourable tendencies.

Relatively favourable economic situation in production of basic
products (definitely more favourable than in other industries of
processing industry) and strong position of this segment of

industrial production in the structure of industry forces us to
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think about its future development. In any case, the development
of its internal structure will be, in the very next future,
extremely strongly influence the efficiency of the whole industry

and, in many cases, alsoc the total foreign trade balance of the

economy .

Contrary to the previously analyzed segment of the industrial
production, the situation in the other groups of processing
industry, from the point of view of its further development, is
more complicated. And this is so, in spite of, that in 1995
recovery of several industries shown with much more intensitythan
in the previous year. This is true especially for the production
of investments, in the framework of which production of transport
vehicles has expanded significantly. A higher pace has been
evidenced in production of electrical and optical equipments and
for the first time, after several years of decline, has increased
also production of machines and equipment. Less favourable are
these results from the point of view of value added rate, which
declined for the whole group of investments both in 1994 and
1995.

There exists, of course, several imbalances between the structure
of the Slovak industry and the structure of industries in Western
European countries - e.g. a higher share of manufacture of metals
and metal products, production of coke and petrol products, lower
share of foodstuffs. It is possible to assume that these
imbalances will be more or less balanced in the next economic
development or it is not necessarily to be balanced. Without
strong engineering industry and electrotechnical industry can not
the Slovak economy, lacking enough sources and having developed

metallurgy, function properly.

We expect, that widening of a spectre of industrial production
by a new modern products, together with increasing of the share
of more processed products.

While in the Slovak processing industry the rate of value added
reached 25.0 per cent in 1995, in compared countries it was by
10 percentage points higher. These significant differences exist

practically in all industries of the processing industry with
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higher or lesser departures. In given differences is not

reflected only the abnormal industrial structure of the
processing industry in favour of industries with less
sophisticated production but also total qualitative evel and

competitiveness of the economy.

Current state of the Slovak economy is, from the point of view
of the level of unit price of export and its relations towards

unit price of import reached, extremely unfavourable.

We have mentioned two streams of structural change, which should
change the position of the Slovak Republic in international
competition in the framework of its preparation to join the EU
and by this, to create favourable conditions for total increase
of the level of the Slovak economy. We have focused on the two
large groups of processing industry, the development of which,
according to our view, will be important for the future
orientation of our economy. If the prescribed streams of
structural changes will be able to realize, than it is possible
to expect that more favourable conditions will be created also
for development of those activities, which are more inward
oriented. If this will fail than high openess of the Slovak
economy can become a serious barrier of its future successful
development with all possible negative consequences also for

other segments of the economy.
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4. Variant forecasting simulations of development of Slovak

economy up to year 2005.

Long term ocutlock must start on the one hand from the evaluation
of the current economy situation and its development tendencies,
on the other hand from the declared strategic aims, taking into
account real conditions to achieve those aims. Current state and
development of the economy of the Slovak Republic were evaluated
elsewhere already. therefore we will in this paper briefly
summarize some findings, important for the long term variant

outlook construction.

First of all one should stress that the economy of the Slovak
Republic has just passed a very complicated period of 1990 -
1993, during which it was hit by the Comecon disintegration, and
inevitable transformation recession in the first phase of the
radical economic reform. Owing to these influences GDP in
constant prices decreased in 1990 by 2.5 %, in 1991 by 14.5 %,
in 1992 by 7.0 % and in 1993 by further 4.1 %. Over those four
years GDP decrease represented 25.6 %. In the years 1994 and 1995
economic growth was re-established and favourable macro-economic
development was witnessed - significant growth of GDP, and of
industrial production, particularly exports, slowing down of

inflation, restoration of active trade balance etc. (Table 4.1).

Present level of GDP per capita in Slovakia, its relation to the
EU level and possible improvement in the future deserve special
attention. GDP per capita in Slovakia reached in 1994 the level
of 6 527 USD (re-calculation in terms of the parity of currency
purchasing power); for comparison: by the same method and at the
same time this figure reached 7 940 USD in the Czech Republic,
6 275 USD in Hungary and 5467 USD in Poland. Present GDP per
capita level corresponds to the 39 % of the average EU value, 60
% of the level of Portugal and 80 % of the level of Greece
(these two countries have the lowest GDP per capita level within
EU countries). The rule (not officially proclaimed, however) is
accepted, that countries newly accepted into the EU should
roughly reach at least GDP per capita level of the weakest

members of the EU,.

e
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Macroeconomic Data, 1990 - 1995
Table 4 1
1990 1991 1992 1993 1994 1995
Quipwt and expenditure, % pa

i real GDP -2.3 -14.5 1.0 41 13 74

2. privale consumption 3.0 -27.3 25! 1.2 3.4 34
3. public consumpticn Lo -17.8 -2.5 4,6 -4.4 16

+. gross fixed capital formation 2 -28.8 -39 -16.0 -38 92

3. exports (goods and sefvices) -14.3 17.2 4.3 0.2 114 18.5

6. imports (goods and services) 0.6 17.0 23 -1,0 9.8 19.1

7. industrial output -0 -25.4 -13.8 -38 4.9 83

8. agricultural cutput 12 7.4 -13.9 -8,1 1.0 1.5
Prices and wages, % pa .

9. consumer prices 10.6 61,2 10,0 232 13,4 . _9.9
10. producer prices (industry) 2 68.9 53 17,2 10.0 2.0
t1. nominal wages na 16,3 20.6 18.5 17.6 143
Labour market and demography (end-year) "to come from
1Z. employment (2 pa) the 21
13. umemployment rate Employment 138
14. population (m) Fund" 5,36
Monetary indicators
13, exchange rate (SKXK/USD) 18,0 2%.6 283 33,4 321 296
16. discount rate {%, end-vear) na na 9.5 12,0 12.0 9.75
Governmeni accounis and external balance
17. government revenue (Sk, billions) na na 1159 144.5 139.1 163,1
18. government expenditures (Sk. biiiions) na na 1238 167.5 162.0 171.4
19. government balance (Sk. billions) na na -1,9 23,0 228 -8.3
20. trade balance (Sk. billions. goods) na na 1.7 273 41 1.8
21. baiance of payments (m USD) na ‘ na na -601,2 712.0 1000.0°

P

_ Esiimate

¢ According preliminary fulfilment of the siate budget to December 31, 1994
7 1.~ 10. 1995

Poznamka: uddaje o zahraniénom obchode si podia krajiny povodu uréenia, pri dovoze OF=FOB, pri vyvoze
FCO=FOB (FOB/FOB beiné ceny) na zdklade ukonfeného colného konania Ku kencu roka.

Sources: Statistickd sprava o zdkladnych vyvojovvch tendencidch v NH SR 1994 a ich predikcii na 1. polrok 1995;
Statistickd sprava o zdkladnych vyvojovyich rendencidch v NH SR 1995 2 ich predikcii na 1. polrck 1996;
Menovw prehlad, ckidber 1993 a janudr 1994, NBS; Statistické &sia a grafy 1995, Zahraniény obchod
Skavenskej republiky za rok 1995;
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According to predictions published so far, one can assume that

in the next decade GDP in the EU as a whole will grow by the
average annual growth rate 2.5 % and GDP per capita by 2.3 %.
In Greece and Portugal this growth might be a bit higher (3 %
annually), which approximately holds for the population growth
as well. Therefore, annual GDP per capita growth in these

countries could be scmewhere around 2.5 %.

Based on these information, and without any further calculations
one can see clearly that the 3 % annual growth rate of GDP in
Slovakia ({e.g. annual GDP per capita growth rate about 2.8 %)
would not do to cope with the weakest EU member even after
decades. If, however, GDP growth rate in the Slovak Republic
reaches 6 %, the average of Greece and Portugal could be reached
approximately in the year 2005, and at the same time Slovakia
could reach from today's average 40 % up to 57 % average level
of the whole EU. Should the GDP growth rate of Slovakia reach
9 %, these proportions could be reached in the year 2000 already,
which should give considerably higher chances for the Slovak
Republic to be accepted into the European Union in the years

immediately following the year 2000.

Variant 1 - long term development of the Slovak Republic without
significant

macro-economic measures

This variant of the long term prediction demonstrates, what would
be the development of the Slovak economy without significant
macroeconomic measures. Thus represents this variant 1 a basis
for the <construction of further wvariants with marked
macroeconomic interventions.

At the same time, some inevitable changes in macroeconomic
proportions are assumed in this variant too, namely:

- mild decrease of both the tax burden of enterprises and of
basic interest rate.:

- mild increase of both the capital investment financing through

the state budget and foreign capital inflow.

i i
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Table 4.2
The main results of variant prediction of

of the Slovak Republic up to the year 2005

the economic development

Indicator Reality Prediction for the vears 1996 - 2002
Average VARIANT 1 VARIANT 2 VARIANT 3
growth rates {(no significant (utilization of (utilizaticn of
1993-1995 MAacroeconomic internal external and
or 1995 values measures) growth internal growth
resources) resources)

Annual growth
rates!
[%] _
gross domestic 1.79 3.00 6.19 9.08
product
consumption of 0.22 3.23 421 Y A
population ‘
consumption of the -0.96 1.80 0.55 2.95
state
gross investments -5.80 2.52 12.80 15.90
goods & services 6.49 2.16 5.34 7.81
exports
goods & services -1.65 3.76 6.85 11.10
imports
consumer prices 15.74 5.63 6.01 6.93
nominal wages 16.51 8.55 9.66 14.88
real wages 0.66 2,76 - 3.44 7.44
productivity of 1.78 2,63 5,35 7.96
work
VYalues in the year _
2005 -
unempicyment rate 13.00 8.50 4.87 2.76
[%]
balance of the state -9.00 -2.30 -22.50 14.70
budg=t
[bill. SKK}
Trade balance of -9.80 -7.00 19.90 —41.20
goods & services
(= current account)
net inflow of long 17.60 39.50 48.50 168.10
term foreign capital
money reserve M2 540.80 665.10 933.50 1301.20

1Average rates in the years 1996 - 2003 calculated from the values in constant prices, if
not stated otherwise '

: Unemployment rate in % of labour force, other values in billions of SKX in current

prices
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Table 4. 2a

Quantification of possible influence of internal resources of growth acceleration

in the years 1996 - 2995 (Part 1)

Indicator Variant 1 Development __changes due to the influence
(development decreased tax regulation of increased
with no burden of the wages and financing of
significani enterprises increased investments by
MACIOeCoNOMmic depreciation rate | the state budget
measures)
Annual growth
rates
(%]
gross domestic 3.00 +1.66 -0.04 +0.60
product
consumption of 3.23 +1.93 -3.05 +0.71
population
consumption of the 1.80 x X -1.25
state _
gross investments 2.52 +3.27 +2.47 +3.22
goods & services 2.16 -0.11 +0.12 -0.03
exports
goods & services 3.76 +2.00 -0.78 +0.70
imports
consumer prices 363 +0.76 -1.49 +0.31
nominal wWages 8.55 +3.51 -5.61 +1.20
real wages 2.76 +2.37 -3.85 +0.84
productivity of 2.68 +1.45 -0.13 +0.57
work
Values in the year
2005
unemployment rate 8.50 -1.60 -0.70 -0.20
[ %]
balance of the state -2.30 -8.70 +5.60 -21.80
budget
[bill. 3KK]
Trade balance of -7.00 -33.90 +21.30 -24.10
goods & services
(= current account)
net inflow of long 39.30 +1.20 +0.50 +0.60
term foreign capital
money reserve M2 663.10 +154.40 -65.30 +76.10

1Average rates in the years 1996 - 2005 calculated from the values in constant prices, if

not stated otherwise

* Unemplovment rate in % of labour force, other values in billions of SKK m current

prices

.
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Quantification of possible influence of internal resources of growth acceleration
in the vears 1996 - 2995 (Part 2)

Indicator Development changes due to  the influence VARIANT 2
decreasing support of the influence of | (development at
national bank exports by the internal the utilization of
rates - state {credit resources internal
guarantees, tax utilization growmh
alleviation etc.) summed up resources)

Annual growth

rates!

(%]

gross domestic +0,47 +0.30 +3.19 6.19
product

consumption of +0.81 +0.58 +0.98 4.21
population

consumption of the X X -1.25 0.55
staie

gross investments +1.05 +0.29 +10.28 12.80
goods & services -0.05 +3.25 +5.18 5.34
exports

goods & services +0.57 +0.60 +3.09 6.85
imports

consumer prices +0.26 +0.34 +0.38 6.01
nonunal wages +0.95 +1.06 1.11 8.66
real wages +0.65 +0.67 +0.68 3.44
productivity of +0.38 +0.40 +2.67 5.35
work

Values in the year

2005 -

unemployment rate -0.48 -0.65 -3.63 437
[%]

balance of the state +8.80 -4.10 -20.20 -22.30
budger

fbill. SKX]

Trade balance of -20.80 +84.40 +26.90 19.90
goods & services

(= current account)

net inflow of long +0.20 +6.50 +9.00 48.30
term foraign capital

money reserve M2 +43.90 +58.30 +268.40 935.50

TAverage rates in the years 1996 - 2005 calculated from the values in constant prices, if
not stated otherwise
> Unemplovment rate in % of labour force, other values in biflions of SKX m current

neAagc
Dngss



Table 4.2c

Quantification of the possible influence of

acceleration

in the years 1996 - 2995

28

external resources of growth

Indicator

Development

changes due to

the influence

VARIANT 3 .

share sales in

increased

the influence of

(development at

selected utilization of external the utilization of
enterprises to foreign credits resources internal &
foreign & sales of utilization external growth
companies obligations summed up resources)
abroad

Annual growth
rates?!
[ %]
gross domestic +1.29 +1.60 +2.89 9.08
product
consumption of +1.66 +1.88 3.54 7.75
population
consumption of the +2 40 X +2.40 2.95.
state
gross investmnents +1.75 +1.35 3.10 15.90
goods & services +(.78 +1.69 +2.47 7.81
£XPOrts
goods & services +1.82 +2.44 +4.25 11.10
imports
consuiner prices +0.76 +0.16 +0.92 6.93
nomina wages +2.71 +2.51 +5.22 14.88
real wages +1.80 +2.20 +4.40 7.44
productivity of +1.09 +1.52 +2.61 7.96
work
Values in the year
2005 =
unemployment rate -1.52 -0.59 -2.11 2.76
[ %]
balance of the state +27.00 +10.20 +37.20 14.70
budget
[bill. SKK]
Trade balance of -29.40 -3L.70 -61.10 -41.20
goods & servicss
(= c_urrent account)
net inflow of long +46.00 +73.80 +119.80 168.10
1erm forezign capital
money reserve M2 +143.40 +224.30 +367.70 1301.20

tAverage rates in
not stated otherwise

* Unsmployment rate i °

AAAAAA

the vears 1996 - 2005 calculated from the values in constant prices, if

+ of labour force, other values in billions of SKK in current
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This variant of the prediction generates the long term growth of
the real GDP in the Slovak Republic on average by 3 % annual
growth rate. The more rapid growth of population consumption
compared to the investments' growth rate would (in a bit milder
relation) survive. The growth of exports would continue by a much
smaller pace than the increase of imports. Real wages increase
would mildly exceed work productivity increase. On the other
hand, relatively inconspicuous of both the GDP and foreign
capital influx growth rates, would not support price increase,
which would mean marked decrease of inflation rate in the years
1996 - 2005, for this period about 5.6 % on average, and 4.3 %
towards the end of the period (Figure 6). Unemployment rate would
slowly decrease (due top the slow GDP increase) and towards the
end of the period it would reach about 8.5 %. State budget and
balance of trade would show slight deficits, similarly as in the
years 1993 - 1995.
It 1is therefore necessary to 1investigate Iimplementation
possibilities of the other variants of long term prediction with
considerably higher GDP growth rates. Summarized quantification
results of these variants (2 and 3) compared to variant 1 are
presented in table 4.2.

N
Variant 2 - long term development utilizing internal resources

of the growth acceleration

It is natural, that for the economic growth acceleration internal
resources should be utilized in the first place. Variant 2 of the
long term prediction just presented envisages their maximum
exploitation. Naturally, model solution can be neither complete
and precise, nor can it include all the potential resources with
their effects. There are 5 groups of internal resources, that can
be explicitly expressed by the model wused, with the
guantification of their influence on the GDP growth acceleration,
and on the other macroeconomic indicators:

- decreasing of fax burden of enterprises

- the regulation of wags and deprecation rate increaced

- the increaced financing of investment grom the state budget

- reduction of the bank rates in the Slovak National Bank

- Inport of export by state
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Variant 3 ~ long term development utilizing internal and external

resources of the growth acceleration

As demonstrated by model simulations, maximum utilization of the
internal resources can accelerate GDP of the Slovak Republic in
the long run up to the annual 6 % rate only. To reach higher
rates, up to 9 %, it would have been necessary to utilize at

maximum external resources to.

Naturally, prediction variants, that calculate with the "sell-out
of national property" and with the "indebtedness at the expense
of the future generations" can provoke controversial reactions.

The following external resources must be to utilize:

- the sale of property shaves in certain enterprises to foreign
companies
- the increased drawing of foreign credits and obligation sals

abroad.

To utilize these resources would naturally mean substantial
increase of foreign indebtedness of Slovakia, which would the be
comparable with that of Hungary and Poland. The use of such

resources would be significant.

The implementation of wvariant 3 (table 5) aside from the
significant GDP growth acceleration from 6.2 % up to 9.1 %, would
mean also the acceleration of growth of other macroeconomic
indicators. Investments would grow roughly two times as quickly
as the consumption of population, and imports would grow faster
than exports. Resulting deficit on current account of the balance
of payments would however be covered by substantially higher
assets on the capital account. The state budget would balance
would be active thanks to the sales of shares. The acceleration
of the average rate of inflation compared to wvariant 1 - from
5.6 % to 6.9 % would play no significant role, as already in the
year 2000 the difference in inflation rate increase would be 0.5

points only, and in 2005 sheer 0.2 points.

i

e
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5. Conclusdions

The results of variant prediction presented in this paper {mainly
in variant 3) may seem from today's point of view extraordinarily
ambitious, even unrealistic. But economic growth acceleration did
not arrive by itself, through the free play of market forces, but
always thanks to the meaningful economic policy of the
government, supported by central bank and further institutions.
The acceleration of investment growth and exports was stressed,

and the increase of consumption was restricted.

The results of the variant long term prediction thus presented
should be accepted with some reserve as experimental and
orientative. But one can see in them for Slovakia to overcome its
current lagging behind the developed EU countries within the next

5 - 10 years.

If we compare size structure of enterprises of SR with that of
European Union, can conclude, that the development in Slovakia
in terms of brightness of size structure has been recording a
positive orientation in the past five years.

L Y
Transformation proces paralell influenced shifts of labour force
from all productive industries into the service sector. On the
other hand, increcasing of total efficiency of industry from the
point of view of its contribution for GDP creats key problem of
further economic development of the Slovak Republic. There exists
severe imbalances between the structure of the Slovak industry

and the structure of industries in European Union.

Financial burden of the EU budget are lowest in the case
membership of the Czech Republic and Slovak Republic from all

Central and East European countries.
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Enclosure 1
A brief overview of content orientation of integration
into the European Union prepared by individual

ministries of the Slovak Republic.

General notes

Concept integration into the EU in the documents of six

ministries, which has been at disposal, is prepared at various

‘level of details for the area of economic policy, legislature of

which especially of so called the White Book, and further for the

area of institutional, perscnal, material and financial

provision.

The documents - with exception of the one of the Ministry of
Finance of the Slovak republic - do not cover the cases, where
under the form of legal norm harmonization are hidden trade and
political changes which make worse our subjects and prefer
Western European subject behind the framework of the association
agreements. A revolt against such changes exist also in otheY
countries. It is revealed also by the White Book (p. 400), which,
in relation to harmonization of custom regulations presents that
not all interested countries share the same views on trade
integration issue. It should be distinguished between the changes
which have happened before joining the EU and those after the
joining, when disadvantages in certain areas will be compensated
by advantages in other areas. It should be referred to the norms
which has not been included but which make us worse-off - e.qg.
regulations enabling provide licenses to some oligopolist
organizations in the EU for export and import of agricultural

products.

The Ministry of Finance of the Slovak Republic

In the document there is presented a part of the White Book (6
chapters), which is gquaranteed by the Ministry of Finance. It
presents also a very detailed list of norms which still have

reacted or will react very soon to the legal changes recommended
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by the White Book. There is reasoning {mentioned earlier) against

full transfer of the VAT requlation from the Western Europe.

In the next 1s mentioned a brief review of tasks of financial
policy in the process of the integration into the EU. It is
necessary to note here that one of the Ministries - by method of
selection we conclude it can be the Ministry of Finance - should
serve the role to draw general concept of the Slovak economic

policy in the process of EU integration.

Finally, the Ministry of Finance mentions institutional
framework, personal provision and technical and financial

provision of its tasks in the area of integration.

The Ministry of Economy

A substantial space is devoted to the issue of economic policy
changes in the process of integration into the EU. It is also
analyzed 1in very details. It starts with the analysis of the
initial state, e.g. by the industrial analysis of
competitiveness, is focused on economic policy tools, including
industrial policy, technical policy, trade policy and others.
Conclusions are based on deep knowledge of the EU's inside
environment we enter. For example, 1t is based on the fact (p.
26), that "significant majority of export support has been still
coordinated by the individual member states, a practice which
will not be changed in the very next future” and that we will

have to adapt to such system

It is stressed that a general concept of the Slovak economic
policy in the process of integration into the EU should be
prepared. A participation of the Institute of Economics of the
Slovak Academy of Sciences - among other organizations - 1is

envisaged.

The Ministry prepares time schedule of legal harmonization and
of harmonization of all necessary legal changes for which the

Ministry is responsible.

i

o
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The Ministry of Transport, Postal Services and Telecommunications

Except harmonization of legal changes, the Ministry is dealing
with a wide range of problems linked to the integration of
transport and telecommunication networks. One specific issue is
that except the EU bodies there has been established, in the
course of time, another 12 governmental and 14 non-governmental
international organizations. Participation on their activity must
impose an extreme <claims and must especlally complicate

"harmonization" of their activities and decisions.

The main issues in harmonization of legal regulations, resulting
from the White Book, have been guaranteed by the Ministry in the
framework of working on ten basic Acts covering basic activities

of the Ministry.

Similar to other ministries, the Ministry mentions a bulk of
measures for provision of tasks linked to the integration. An

important role has been played here by the PHARE program.

The Ministry of Labour, Social Affairs and Family of the Slovak
Republic '

In the framework of harmonization of legal acts the Ministry is
responsible for the Chapter V of the White Book: Social Affairs.
Like in the case of other ministries, a similar measures have

been done by the Ministry.

A specific issue of the Ministry is that competencies in the area
of employment (migration) belongs still to the EU member states.
This results into a difficult task for the Ministry to sign bi-
lateral agreements on emigration and this brings related problems

in areas like social and medical insurance etc.
The Ministry of Education of the Slovak Republic
This Ministry follows the general concept of the Slovak

integration into the EU in education, in which the main tasks are

defined as well as steps which the Ministry w111 conduct - There

i
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are defined time schedule and scheme of institutional provision
as well. The Ministry of Education, in the framework of
approximation of law, is a responsible subject for the Chapter

18 of the White Book: Mutual acceptance of higher education.
The Ministry of Health of the Slovak Republic

This Ministry focuses its tasks in the process of the Slovak
integration in the EU especially on.legal measures contained in
the White Book. Nevertheless, it participates in 23 working
groups focused on health and environment protection issue, on
issue of medicine, chemical substance, social security and

education.
The Ministry of Education of the Slovak Republic

This Ministry follows the general concept of the Slovak
integration into the EU in education, in which the main tasks are
defined as well as steps which the Ministry will conduct. There
are defined time schedule and scheme of institutional provision
as well. The Ministry of Education, in the framework of
approximation of law, is a responsible subject for the Chapter

18 of the White Book: Mutual acceptance of higher education.
The Ministry of Health of the Slovak Republic

This Ministry focuses its tasks in the process of the Slovak
integration in the EU especially on legal measures contained in
the White Book. Nevertheless, it participates in 23 working
groups focused on health and environment protection issue, on
issue of medicine, chemical substance, social security and

education.
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The European Ceuncil in Madrid in December 1995 promised the start of the accession
negotiations with the CEEC ¢ months after the end of IGC, i.e. probably in the second
half of 1997, By that time the opinion of the EU Commission concerning the application

of the individual countries (avis) will have to be gvailable,

The presutited budpetary costs are often seen as the most difficult barrier for an Eastern
enfargament of the EXJ. An other point in discussion are the relations of the Eastern EU
candidates towards the Monetary Union. These two topies are discussed in the following

contiibution,

Estimatas ofihe budeatary costs of the Bastern enlargepiont

There is a wide range of estimates of the budgetary costs of the Eastern enlargement of
the EU. These costs will accrue mostly in two areas: In the financing of the Common

Agricultural Policy (CAP) and in the financing of the structural and cohesion funds.

Differences in the estimates resuits partly from the uncertainties about the future
economic development of the acceding country, but mostly from the uncertainties about
changes in EU policies: in addition to the "fixed" EU reforms (i.e. consequences of the
1992 Mc Sharry agriculture reform or the impact of the WTO agreement) there is a great

number of "pending” reforms which have to be'agreed upon in the pofitical process

~ within the Union,

“Table 1 summarises different estimates of the total and of the agricultural costs of the

Eastern enlargement, Table 2 prescnts the estimates of Breuss - Schebeck (1996) broken



down by countries and cost categories *).

The expected costs of the CAP result from the rather high share of agriculture in the
economy of most CEECs. In addition to it, there is a danger of a cost explosion as a
consequence of a productivity surge in the - rather inefficient - agricultural sector of the
CEECs, following the coming modsrnisation, Therefore an early integration of the
Eastern countries into the "agricultural discipiine" of the EU is suggested, in order to

avoid the creation of excess capacity (EC, 1995B).

According to the "Strategic Paper for the Agriculture” the costs of the CAP for all 10
applicants can be estimated at ECU 9 billion in the year 2000 and ECU 12.2 billion in the
year 2010. Based on this estimates the DG H caleulated the CAP costs for Poland and
the Czech republic. The main results of this exercise are summalrised in Table 3. From the
total CAP costs calculated for Poland (ECU 3,2 billion) ECU 2.2 billion will have to be
used for compensatory payments. These are subsidies for fanmers not related to the
output, paid 4s a compensation for income losses resulting from lower prices for
agricultursl products in the EU. A renunciation of compensatory payments for farmers in

ifio Dasl would sigiilieantly raduee the CAR ooets of tha 2rreisinn

For the stryctural and ¢ohesion funds a solution could be found in “eeillings® for the
financial support for the entitled (i.e,, less developed) EU countries (as a percentage of
the GDP of the receiving country). Based on the actual regulations, Slovenia would
receive 7 percent of GDP, Bulgaria and Romania more than 35 percent, In discussion is
financial support up to 3 to § percent of the GDP, which is in line with the present
support for Greece,

') The estimates of Breuss - Schebeck seem to be rather realistic, they comply with the
latest BEU calculations of the costs of agricultural and structural policies for Eastern
enlargement. '

[
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On the occasion of 2 hearing in the European Parliament representatives of CEECs

confirmed that the proposed cost reduction could be acceptable for them.

CEEC and.the Monefary Tnipn

The conditions for accession of the CEECs set by the European Counail in Copenhagen
in June 1993 refer to the participation in the Single market, not in the Monetary Union,
The acceeding Eastern countries will therefors not be obliged to fulfil the Maastricht
eriteria; however, they will have 1o commit themselves 1o the target of a participation in

the Monetary Union,

EU countries, not yet qualified for 2 membership in the Monetary Union {pre-ins) will
participate in & "new" Burcpean Monetary System (EMS II). It can be expected, that the
EU will invite (some) of the Eastern EU candidates to participate in this EMS 11,
However, in order to consclidate their economy, the Eastern countrigs will for some
Ye&rs require some autenomy iu the fiscal and exchange rate policies. This posts serious
challenges both for the Burcpean Union and the acceeding Bastern countrigs. A recent
BU study (Jlskovirz, 1995) summarises these problems as follows: "The criterion of
exchange rate stability and the loss of the exchange rate instrument might be the most
counstraining condition for EMU participation of the associated countries." .., "New
Member states will be allowed to conduct an autonomous monetary policy and
participate in the ESCB on a restricted basis. They do not have to comply with the
guidelines and instructions of the ECB for open market and credit operations, minimum
reserves or other instruments of the monetary control and they do not participate in the
pooling of reserves of the ECB. However, their central banks have to be independent and
to follow an objective of price stability. Their governors are members of the General
Council of the ECB and within this Council, they have the opportunity to follow the
monetary policy of the participating countries and to give their views on it," ... "New
Member states will also participate to the future exchange rate arrangement that should
exist between countries participating fully in the monetary union and non-participating
countries. As a rule, this exchange rate arrangement should foster convergence in the -

non-participating countries as well as ensuring the smooth operation of the Single

- . | . WIFO



Market Tt shanld ha sufficigntly fexible to allow exchange rate adjustments and help

avoid excessive exchange rate volatility." ... "Even if convergence criteria are not yet
fully applicable to associated countries, early awareness of them on the part of the
CEEACs i5 not only welcome but also necessary. The major question is not whether but
when should CEEACs adopt the EMU convergence criteria as their immediate target,
Full EMU participation also means that the autoriomy in the management of exchange
rate policy will be completely lost and this might be the most constraining condition for
EMU participation of the associated countries. The choice of the optimal exchange rate
regime during the transition process is very complex. It depends on the economic
conditions and the stage of the reform process in the country considered. So far, the
CEEACs have adopted a wide variety of exchange rate regimes, However,‘ a fixad
regime is only sustainable if it is accompanied by appropriate macroeconomic policies
and substantial reforms of fiscal and monetary policies, Moreover, some flexibility of the
exchange rate might be necassary during the transition process to recover price-
gorpatitiveness losses or to absorb large capital inflows. Further reforms are necessary
in order to enabie the associated countries to meet the convergence criteria on a
sustainable basis." ... "All thess reforms should speed u‘p tha convergence process of the
associated countries. By contrast, premature adoption of tight convergence ¢riteria, in
particular budget deficit, might slow dowm successful completion of the structural

reforms.©

WIFO



I
(]

Table 1: Costs of Eastern Enlargement of the EU: different estimates

Author

Total costs

CEPR {1992, Bayg)
Stehn (1994)%
Courchane {1993)%
Baldwin | {1994)
Raldwin Il {1994)

Brauss - Schebeck (199¢)

Sstimotes

for yaar

1289
atter 2000
1820
1990
1541
2000

‘-n dor ™ &t ) rEl'II '('IIFHI hﬁ”f“
frﬁxngerso?f‘ T\,fersﬂff@'-ﬁ}% I"/(C@ .

Brenton - Gros (1993)7
Stehn (19943

Stehn (1994)7

Breuss - Schabeck (1994)
EU {19958

EU {1995

Other estimates concarning the costs of CAP for CEEC-6: Tanaermann - Josling {19941 ba 20 FCU;

1920
atter 7001
ofer 2000
2000
2000
Z010

CEEC.4Y CEEC.6%
bn ECY
7.8 12.9
6.5 1.0
43.0
58.1 -
1.7 23.3
16.8 27.7
3.6
17.0
3.6 5.4
48 7.4
6.7 11.7

Mahe et al, (1995)% bn 13,5 €CU; Tarditi et al. {1994)% ba 32 ECU; Steichan {1995)" bn 5 ECU,

26.7
303

12.2
9.0
12.2

1} Poland, Hungary, Czech Republic and Slovak Repollic. - 2) CEEC-4, Bulgaria, and Remaris, - 3) CEEC-4,

Slovenin, Estonia, Latvig, Lithuanio, - 4) Including structural reform. - 5) Baldwin {1994), - &) Bn 47 USS.

7) Excluding siructurol reform. - 8} Excluding reform of CAP. - ¢) Schneider (1995).



Table 2: Costs of Eastern Enlargement of the EU:
Estimates for 2000

Czech Rzpublic
Slovak Republic
Hungary
Paland

CEEC.4

Bulgeria
Remania

Slovenia

Leivig
Lithugnia

CEEC-10

CAFE

04
326
2,184
3,290

4,756
417
3,957

313
7,049
11,130
198

260
299

12,200
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21,6179

Budgetary
cosiz- iotal

brn ECU

2,664
2,147
5,185
10,697

20,073

1,265

10,223
O

21,064
31,587
5é6
703
859

34,720

Country Structure

Budgetary
revenues

669
275
739
1,608
3,041
161
510
248
3,489
3,912

34
98
Q7

4,441

MNet costs
In %
of GDPA
1,995 38
1,922 10.9
4,424 7.7
3,489 5.8
16,832
1,124 ¢.0
2,713 24,4
742 4.0
17,595
27,669 g1
480 7.7
405 7.0
7462 101
30,279 8.7

Source: Brauss {1995), Brouss - Schaback (1994). - 1} Common agricultural policy. « 2) In % of Eestern Eurcpaan
coyatries-GOP; in % of TU 15-G0P; CEEC-6 0.37%, CEEC-10 0.408%; In % of EU.budaet: 28.6% raspectivaly 31.3%.
3) Cazch Republic, Slovek Republiz, Hungary, Poland ond $lovenia. - 4) Crach Republic, Slovak Republic, Hungary,
Poland, Bulgaria and Remania.

Table 3: Costs of the CAP and Compensatory Payments
in case of an Eastern Enlargement of the EU
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(5%ts of the CAPD
Cornpensatory payments

A

Beef premium

rable crops

timates for 2000

Costs of the CAP excluding compensatory poyments

5.0
6.6
5.8
0.8

2.4

CEEC-10

Poland

bn ECU

3.2
2.2
1.9
0.3

10

Czech
Republic

0.9
0.6
0.6
0.1

0.3

Source: EU, "The CAP and Enlargement. Econemic effects of the compensatory payments’, 1994, {2).
1) Cammen agriculurel palicy.



Restracturing of Eastern and Central European Fconomies
What modei? The Rhineland model or the Anglo-Saxon Model?
What role, if any, for industrial policy?

Hans H. J. LLabohm

Rhineland model versus Anglo-Saxon model

The collapse of communism, with 1ts one-party system and command economy, represents a
twrning point in history. It has enabled the Cenral European countries to embark on a new road
and 1o reform their political and econonuc systems according to western principles of demo-
cracy and the market economy. Yer. although the principles are by and farge the same, there
are many differences berween western models. The so-called Anglo-Saxon model' of the
market economy, e.g.. features an emphasis on individual responsibility and private initiative
rather than colfective responsibility and public action. It favours the siock-exchange 10 finance
new enterprises rather than the banking secior. In doing so 1t represents stockholder capitalism
rather than stakehoider capitalism. Moreover it exhibits an emphasis on consumer sovereignty
linked with a strong anti-trust policy rather than public support for ‘national champions’ and
finernational) cooperation between firms in the same sector in order to strengthen their position
i world markets. It perceives companies primartly as sources of revenues rather than as rally-
ing point for cooperative human etiort. It feawures a limited role for trade unions rather than
accepting, them as legitimate partners in a guasi-permanent socioeconomic dialogue. aimed
reaching broad-based socizl consensus. FFinally, it shows some indilference to the outcome of
the market process in terms of equality of income and rejects assertive income policies. The
continental European counterpart of the Angic-Saxen model, the so-called Rhineland capital-
isme, exhibits opposite features. Owing to the particular characteristics of its society, the Japan-
ese so-called network capitalism does not seem to offer a viable model for European countries.

Despite differences, all western models have been more or less successful in providing citizens
with political and personal freedom and a relatively high and rising standard of living. This im-
plies that countries in transition have a certain latitude in shaping the particular features of their
own political and economic systems. '

The question arises whether the countries concerned are clearly aware of the differences
between these options, and whether they have already a idea of the model which they ultimately
want to adopt. ‘

Corporate governance

Corporate governance constitutes an important element of socioeconomic order. It refers both
to the institutional structures through which debt and outside equity investors can influence the
behaviour of inside managers and the extent to which these investors act to secure their finan- -
cial interests. It is-important for the pace at which companies can be reformed so that they can

acpleve tf?e same level of efficiency and productivity as their main (international) competitors.
It is also important for attracting investments from abroad,

The question arises how Eastern en Central European countries perceive the future role of
cogperatc governance in their economic systems.

Industriat policy :
Time anq again, pleas in favour of an active industrial policy by Western.governments are pop-
ping up in economic literature.? In this context the successful experience of Japan and other

high-performing Asian economies is often referred to as examples which should be followed
by Western - and especially* European - economies.
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In order not 1o confuse the issue, a clear distinetion should be made between general industrial
policy, which limiis itself to creating general socioeconomic conditions which are favourable
for the promotion of industrial activiiies, on the one hand. and mierventionist or “active’
industrial poficies, which try to directy influence the indusirial siructure of a country, on the
other. The second variant of indusirial policy is often associated with direct subsidies and
varfous measures to protect the privileged industries from (foreign) competition.

A number of arguments, however, militate against the latrer approach for European countries.

B

Governments do not possess superior insight and/or information (o establish the successful-
ness of certain economic activities. This is the insolubility of the problem of what the
Anglo-Saxons call "picking the winners’.

An active industrial policy will Jead to politicization of economic decision-making, which

may imply a clash between economic logic and political logic, at the expense of econemic
efficiency.

Equal wreatment is one of the main principles of democracy. Positive discrimination and
privileged treatment of selective Industrial branches or individual companies are m violation
of that principle. This may undermine the democratic legirimacy of the government which
would follow such a policy course.

Even in cases where governments would try to be as non-discriminarory as possibie. it will
be inevitable that big companies will be treated more favourably rthan small- and medium-
sized enterprises, since their access to governments is generally inferior to that of bigger
companies,

There is an important difference in decision-making ‘culture’ between governments and
business. Governmental decision-rnaking is often characterised by long and cumbersome
bureaucratic procedures, whereas the private sector acts more businesslike, This often leads
to clashes between these two cultures. In the worst case it might lead to ‘contamination’,
in the sense that enterprises are forced to adapt to government procedures, which may
adversely affect their flexibility and dynamism.

Separate active national industrial policies of (future) members of the European Union are
inconsistent with the basic free market orientation of the EU, which aims at Europe-wide

integration of economic activities, including cooperation and mergers between and mergers
of European companies across borders.

Active national industrial policies of future member countries of the Buropean Union are
inconsistent with formal agreements concluded with the EU, such as Chapter II, Competi-
tion and other economic provisions, of the Europe Agreements.’

1. Michel Alben. Capltalisme contre capitalisme. Editions du Seuil. Paris 1991, The Anglo-Saxon variant
ciibg market economy represents a sumewhal idealised model. In reality there are important differ-

« [STITUTO AFFARI

ences hetween Anglo-Saxon economies, such as the American, British and Canadian model.

INTERNAZIONALE 2RGM AT insiance; Gabi van Duynnoven. Tijeckié. Het land van de Rijzende Leeuw. Extended essay.

Supergsor: Drs. A M.M. Kolodziejak. University of Nijmegen, July 1996. -

3, See for|instance chapter [1, article 64, paragraph I, point iii of the Czech-E.C. Europe Agreement,

n° InV,_A@:}h‘g Qerobet 4, 1993, which states; ‘Tae following are incompatible with the proper functioning of the

Agreenjent, iny so far as they may affect trade between the Community and the Czech Republic: (1ii)

3 NOV. 'quP any pulflic aid which distorts or threatens to distort competition by favouring certain updertakings or

e production of certain goods,’
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Prague seminar on the economic policy framework in the CEECs

Sponsored by ACE
qn 25 November 1998

Inta%ventian by Paul van den Benmpt

The econonemic policies of the Czech Republic , barrin:
unforeseen events in the next few years ,wil)l undoubtedly b
determined to a large extent by its prospective accession to th
European Union.

Omitting the institutional and general political aspects , th
¢riteria for sdmission agreed upon at the Copenhagen sunmit (Jun-

1993) are guite clear:

° to capacity to adopt the acquis communautaire;

®* te posess a functLOﬂlng market eccnomy; .

° the capacity to cope with ceompetitive pressure and market

: forces within the European Union;

° the endorsement of the objectives of political, economic an

manetary union. '

Meetlng these criterla m=ans that the Czech econeomny can full:
enter inte the single Eurcpean market.All problems (on bot
sides) will not be solved immediately, so that even at the tim .
of accession, transitional measures will be adopted , a= fo
other countries whenithey became members . These measures shoul
be tenporary exceptions te the principle of the free movement o
goods, services, capital and persens.,

Whether the Czech Republzc will become at the same time a membe.
of the euro-zone will depend on its maero~edonomi¢ performanc.:
w1th regard to the well-known criteria specified by the Treat

on the European Union.

However there w;ll,be no harm done if the Czech Republic dos:
not neet these crlterla at once and remaing for some time unde:
the regime of a derogatlon and does not i1mmediately adopt tn
single eurrency , tﬁe eure.

In this event , it w;ll have more leeway in terms of ecsonomic
flscal and monetary policy, although of couwrse , in the longe:
term, convergence w1th the other economies ¢f the Union wildt
%ecome a dominating pbjectlve and determine poﬁlcy actlons.

lll these p0551b111tzes are still open . .

Ft is not my lntentﬂcn te deal with the 1ssue of adoptlng

the acguis communautalre since it is very conplex arl
bumbersome.other speakers will perhaps adress it. Judging fren
the reports of theuEBRD on the development of the transitich
process the Czech Repuhllc appears to be the most advanced awor:y.

the assoclated countrxes
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As to the evelution tewards a market aceonony, we should . ot
interprete this principle taoo marrovwly.

A1l the present menber states of the Unien have mixed econom:es
even if the "mixture" differs from one country to the other.He ce
it is normal that a number of activities are performed by fi-ms
in state ownership. The relative share of the private sec-or
should of course dominate.( in this respect the Czech

Republic already scores Wwell).In addition, public enterpr‘ses re
subject to the Community rules on competition and state aid is
rather severly restricted

A last point I want to stress 1s that the Czech exchange r:te
regime will be influenced by the setting up of the euro-zone .nd
the ¢reation of a 51ngle currency.

The eure will be used by the participating countries {which '.av
be nore numerous® than was thought until recently) as  an
internaticonal currency Given the weight of the EU in Czech tr de
and capital flows, it seems natural that the euro will serve as
an anchor for the keruna . Such a policy would prepars an en xv
into the ERMbis ( belng set up now) or, when appropriate, ‘he
changeover to the slngle currency.

As some or even mahy of the assoc1ated countries will also =se
the eurc as an anchor , an element of stability will emerge in
subregional economlc and financial relations.

-

Sustained economlcigrowth . less inflation , more assured -nd
open markets , currency stability will form an excellent ha is

for the take-off which economies in transition may hope for.
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How to fail in the process of harmonisation.
Jaroslav Sonka, European Academy Berlin

Approaches concerning a positive re-structuring of institutions of the EU and the associated
states have been and will be frequently discussed during the course of this conference. The
basis for such discussions are the pre-settings given by the Maastricht Treaty and the
documents of several official meetings. During the last several weeks a number of scientific
conferences were held in which the fine networks within the already given framework were
approached. Organisers of conferences covering topics such as "Three pillars”, "European
Monetary Union™ "Criteria, convergence, stability”, "Common foreign and security
policy”, "Restructuring of EU decision-making processes” concerning the member states on
the one hand - and "Pre-accession strategy”, "Economical transition strategies” concerning
the candidate states on the other hand, were anxious to win speakers for parallel dates. This
only proves the significance of this search for practicable concepts for the challenge of the
decade - the stabtlising process of a continent - Europe - that has undergone significant
changes for seven years. It should not be the purpose of this note to repeat all those
concepts - that have already been discussed by very competent people.

I would like to point out some rather more problematic dates - to anticipate the history
according to the bad alternatives -i. e. looking for the possibilities of a
DISHARMONIZATION. This obviously is a strategy to avoid such problems. 1 would like
to begin chronologically:

- Today the Intergovernmental conference remains somehow in a dead lock waiting for the
results of the British general elections, 1. e. further 5-6 months. [t may be assumed that
the treatment of the points relevant for the enlargement of the Union will not be achieved
in time. Now, an elegantly introduced and immediately withdrawn statement by
Chancellor Kohl is a frequentiy discussed topic: Maastricht I11.

- The schedule for new members joining the EU is focused on to the year 1997: when a
union - reformed to an as yet unknown (see the previous point) extent - has to embark on
negotiations with the candidate states. Here, however, one prerequisite is needed, one
that 1s much less discussed. The Commission has to present reports about the candidates,
which will only be partly derived from the answers given in the questionnaires of this
year - 1996. These reports will probably initiate discussions about the correctness of their
contents and could seriously damage the atmosphere of the negotiations.

- Within the broad discussion on the single currency a further aspect appears - yet no
solutions appear simultaneously: Accepting the strong criteria of the Maastricht 1 treaty,
the governments have started to look for other possibilities to push forward the
economical development in their respective countries. A phenomenon can be observed
that could be called "competition in lowering of taxes". Negotiations towards a
harmonization of tax systems are needed and the results should come soon. There is a
possibility of a destructive and destabilising competition which would also include and
have an effect on the countries applyieng for the membership in the Union.

- During 1998 a new concept of the financing of the Union has to be prepared. At this
time the conclusions of Turin (structural reforms) must be introduced and the position of
the Union after enlargement has to be envisaged. Here, the discussions will be governed
by the economical criteria - mainly by the then current data. If one does not beforehand
succeed in adopting a strong structure including new decision-makiné processes, it will
be a rather problematic period.



Similarly, recent declarations of rather anti-integrative positions among the first
candidates of the enlargement clearly show the need of such well-constructed rules -
presented 1n time.

- This period is also characterised by the beginning of the British presidency. Although

most experts expect a shift to the more Europe-oriented Labour party after the next
elections in Britain, the British position will not turn into 2 "normal European position"
soon. The changes can be realised only step by step and have to counterwork the
previous 17 years of anti-European atiitudes. But as yet the general elections of the next
year are by no means decided.

During the last 8 months of 1998 the European Monetary Institute has to develop inner
rules of its activity once the single currency has been introduced. This also means that
clear cut information for all those who will depend on the activities of EMI will come
rather late. The countries looking for favourable pre-accession strategies need more
information and particularly well structured information at that, about one of the
dominant players in the European game.

Finally, in 2001 the association treaty of the Central and Eastern European states will be
consumed. There is a need for a new treaty - with or without a clear perspective of EU
enlargement. Also in the case of re-negotiations it may well be imagined that a consensus
will not be achieved easily.

Two other fields that have no restrictions as far as time is concerned may also present
aspects that are obstacles to European Integration:

Analytical power needed for developing the European Union is taken into account at
least 1n one pillar of the unification process: The commen foreign and security policy
will be developed by creating a new institution aimed at providing analytical aid.
However, in all fields of European integration and enlargement sufficient analytical
capacity 1s needed: In both the EU and the candidate states. On the other hand, some of
the activities adopted according to the convergence and stability criteria of Monetary
Union may endanger the general intellectual capacity of European society and the
herewith related social cohesion. Also a wide and complex range of ethical and social
questions is not discussed frequently.

Recent opinion polls reveal results which do not induce much optimism about the
possible behaviour of the public - hence of the voters determining the distribution of
power. The communication among the negotiating entities, between those who are in
charge of making key decisions and the public, the passage of information through the
media - these are also structural factors that determine the positive outcome of the
European integration process. The unfavourable role of arguments that are uniform and
mostly also very simple cannot only be seen in the case of the yellow press in Britain.
Europe needs to work out a structure how to present itself and ideas how to transport the
information to the public in order to clearly present the developments within and around
the EU.
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ECONOMIC POLICY FRAMEVORK IN CEEC FOR THE PROCESS OF MOVING

TOVARDS THE EU

An International Vorkshop, Prague, November 25,1996

Session Three :INSTITUTIONAL FRAMEVORK HARMONIZATION IN THE
PRE-ACCESSION PERIOD

Prof.Dr. Ludék Urban,
Charles University, Prague
Institute of Economic Studies

Faculty of Social Sciences

Three points to be discussed

1. Institutions set up in the Czech Republic in the pre-accession
period with +the task to prepare the country for EU membership,
including environment surrounding these institutions,

2. How far has the CR progressed in meeting requirements of the Vhite
Book adopted by the European Council in Cannes,

3. To what degree the existing institutional setting of +the EU is or
is not helping the Associated Countries to become member countries of
the EU.

1. The CR is a late-comer 1in the group of countries applying for EU
membership.In spite of this institutional framework to prepare the
country for EU membership was established before this date. Ministry
of Foreign Affairs was entrusted with the task to have permanent
contacts with EU institutions and to coordinate all activities during
the pre-accession period. New institutions set up in 1995 : Government
Committee in charge of European Integration chaired by the Premier
Minister and the subordinated Vorking Committee.
Memorandum attached to the Czech application for EU membership
summarizing +the position of the Czech government towards the EU.
Recent Government Programme ( June 1996 ) on European integration
harmonizing economic policy.Forming EU Negogation Team. OECD
membership of the CR ( 1995 ) and compatibility with EU standards.’

1



2. The Vhite Book - a document summarizing EU legislation related to
the Internal Market.Harmonizing the domestic legislation with EU
standards should result in full compatibility with Internal Market
regulations. The main core of the Internal Market legislation consists
in opening door for four economic freedoms ( free movement of goods,
services, persons and capital ) accompanied by strict competition
rules.

The most far-reaching progress in the CR has been achieved in free
movement of goods, mainly due +to the fact that much of the job has
been done by the preceeding European Agreement. The VWhite Book
presupposes a far more-reaching liberalization in providing services
than it is the case in the CR at this moment. Vith the problem of free
movement of persons +the CR will be confronted only after it will
become full EU member. Barriers on the Czech side. In spite of the
recent progress 1in extending convertibility of +the Czech koruna
freedom of capital movements appears to be the most demandind task.No
special problems are foreseen in harmonizing Czech competition policy.
Harmonizing domestic legislation has +to go hand in hand with

improving the competitive position of the economy.

3. There are two sides of the institutional harmonization:

1. in the Associated Country,

2.in the institutional setting and decision rules existing in the

EU.

To what degree is the EU prepared +to accept new members,given its
existing institutional framework ( functioning of the EU institutions,
CAP, structural funds, the EU budget ) ?
In addition to it : what are the perspectives of ratifications of EU
enlargement treaties in individual EU countries ? Even without‘Eastern
enlargement the EU too is confronted with a kind od institutional

harmonization. IR
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An Intérnational Workshop:

Economic Policy Framework in CEEC for the Process of Moving
Towards the EU |

Czernin Palace
Loretanské namésti, Prague
Monday 25,
November 1996

R. Vintrova
Czech Statistical Office, Prague

SAVINGS AND INVESTMENTS IN TRANSITIONAL COUNTRIES

" (Overview)'

! Study was prepared for PHARE-ACE PROJECT



Savings and investments in transitional countries:

Introduction

The CEFTA countries (Central European Free Trade
Association), "which have made the biggest progress in
transformation of their economies of all Central and East
European countries, have already overcome the transformation
crisis connected with a deep fall of production. In all four
analyzed countries (Czech Republic, Hungafy, Poland and
Slovakia, Slovenia joined them in 1996 only) the boftom of
the decline of GDP was approximately by one fifth and that of
industrial production approximately by one third under the
pre-transformation level. Nowadays, these countries find
themselves in the stage of economic ﬂgrowth (Poland
experienced a fall and the subsequent turn with a one-year to

two-vear lead before other countries).

At present the question arises, how deep the
restructuring of production was and how stable and dynamic
the economic growth based on it c¢an be. The depth of
restructuring decides the way in which these countries will
be integrated in international division of labour. The
restructuring should overcome speedily the handicap suffered
by these countries in the sphere of central planning, when
they were integrated in the autarkic COMECON community,
lagging behind in technologies, organization of production
‘and all modernization trends. On the other hand, these
countries have a long industrial tradition and a relatively
well-educated and qualified labour force, and they are not

agrarian countries, but on the contrary, overindustrialized

!The study prepared for PHARE-ACE Project "The Restructuring
of Production and the Changing Nature of the Enterprise in
East and Central Europe." Published in Prague Economic
Papers, No. 4, 1996.



ones. Unlike the newly industrialized countries (NIC) of
South-Asia or Latin America, it 1is mot a case of primary
industrialization, but of overcoming of a one-sided
misdeveloped "supraindustrialization", built on the

underdeveloped foundations of an autarkic community.

For the present the integration of the CEFTA
countries in international division of labour is based on
a cheap labour force (at least by the European standard) and
export of low-sophisticated, raw material and energy
intensive products. {(In Poland and Hungary agricultural
exports play a somewhat biggér role}. This orientation does
not correspond to the perspective possibilities of these
countries and i1s at variance to the built social statute of

the population.

Consequentily, the restructuring agd development of
Central and East European countrieés (CEEC) in general and of
the CEFTA countries especially solves a rather different role

than is the objective of other NIC, which are often compared

with. However, the gaining of financial funds for
restructuring - Dboth from domestic savings and foreign
capital - is a task of identical nature.

The experience of postwar Jéﬁan and the present
"Asian tigers" shows that the main factor of rapid growth and
advancement to export efficiency in more sophisticated
production branches 1is a high rate of domestic savings. An
important additional factor can be foreign capital inflow.
For example in the postwar period Japan lagged behind the USA
and Europe much more in the wage level than in productivity
of labour. This provided it with big internal accumulation

possibilities.

The objective of the following study is to show
the development tendencies in the rate of investments, rate
of national savings and foreign capital inflow in the Czech

Republic in comparison with other CEFTA countries.



1. The Starting Economic Level and the Rate of Investments

The economic level of the CEFTA countries in
comparison with the EU countries ranged from 29 % in Poland
to 35-36 % in Hungary and Slovakia and 50 % in the Czech
Republic and approximately 55 % in Slovenia in 1995 (the
author’s calculation based on the ECP’93 - European
Comparison Programme 1993, see ECP, 1996). 1f we proceed from
the present relation of approximately double rate of economic
growth in the Czech Republic, when compared with the EU
countries, then we can expect achievement of GDP per capita
level of USD 15,500 in current prices in the Czech Republic
in 2000, i.e. about two thirds of the future EU countries
level (132 % of the level of Greece, 95 % of the level of
Portugal and 86 % of the level of Spain). This position is
slightly better than that of Portugal or -Spain, when they
entered EU. But in comparison with the prewar level, when GDP
per capita 1in Czech countries exceeded that of Austria and
came close to the level of Belgium of France, this lagging

behind is still considerable.

When compared with economically developed
countries, the economic level of the Czech Republic is based
on the below-average productivity - of labour with
above-average working participation of the population.
Whereas the Czech Republic reached 44 ¥ of the level of
Austria in its GDP per «capita in 1994 {according to ECP’93),
it was nearly 40 % in GDP per employee (in the purchasing
power parity). The specific participation rate (of population
in productive age according to the OECD definition) reached
approximately 78 % in 1995, whereas in the OECD couﬁtries
average it was 70 % (OECD, 1996). Notwithstanding a certain
decrease in the transformation period, the Czech Republic
ranks together with the Scandinavian countries among the
leading countries in the world with® its participation rate. .
The'labour intensive nature of economic development is one of

3



the factors of low unemployment in the Czech Republic, which
is often neglected in explanations of this economic

"mystery".

The accumulation possibilities of economy are
given by the lead of the level of productivity before the
wage level. If the level of aggregate productivity of labour
in the Czech Republic was approximately 40 % of that of
Austria in 1994, the level of average wages in national
economy reached about one third (calculation of the author on
the basis of Statistische Ubersichten, 1996). Consequently,
there are certain preconditions for a higher rate of national

savings, ensuring a relatively high rate of investments.

A dramatic reduction of average real wages in the
first year of liberalization measures (1991) by one quarter
made it possible for the Czech Republic to maintain the high
rate of investments for the whole transformation period.
Although average real wages have been rising rapidly in
recent yvears — from 1993 to 1995 the annual growth rates were
4.0 %, 5.3 % and 7.7 %, they were still 10 % under the 1989
level in 1995. The rate of fixed investments was from 27 % to
32 % in the years 1992-1995, which exceed significantly the

average of the EU countries of 20 %, achieved in the 1990°s.

Among other CEFTA countries also Slovakia has a high
rate of fixed investments, whereas their rate is much lower

in Hungary and in Poland.

Table 1

Gross Fixed Capital Formation in the CEFTA Countries in 1995
(in % of GDP, current prices)

Czech Republic Hungary Poland Slovak Republic

32.2 20.4 17.1 29.1

Source: Statistical Bulletin of CESTAT, No. 2, 1996.



The CEFTA countries need to reach the economic
.growth‘rates of at least 5 % to'6 % annually in order to be
able to overcome the underdevelopment in economic level in
the foreseeable future of one generation. Economic growth is
ultimately driven by investment. There is no case of record
of a country consistently achieving top growth rates without
also logging one of the highest rates of investments. Less
well appreciated is that high investment must be financed by
‘high savings. Drawing on 'foreign saving, as reflected in
current account deficits, is becoming relatively easy for the
CEFTA countries (especially for the Czech Republic and
Hungary), yet this source of financing remains small relative
to the amount of investment required for significantly better
than average economic growth. Thus, most investment must be
funded domestically. To obtain top growth rates, domestic

savings must move from 25 % to 30 % of GDP. -

2. National Savings

In the Czech Republic, its financial funds changed
for the benefit of an increasing rate of national savings and
decreasing drawing from its rééerves in inventories in the
course of the years 1993 - 1995 along with the increasing
rate of investments. Since 1995 the contribution of foreign
resources has gained a big importance. We can expect that in
the further development the rate of investment will stabilize
or even decrease moderately, and the contribution of foreign
resources can be kept on the reached level or even increased
slightly in the course of several coming vears. The drying up
source of drawing from formerly excessive reserves in
inventories should be replaced by support of further growth

of domestic savings.



Table 2

Financial Resources of Gross Fixed Capital Formation
in the Czech Republic in 1993-1995

(in % of gross disposable national income, current prices)

1993 1994 1995
Gross fixed capital formation 27.0 29.9 31.8
Gross national savings*® 18.7 20.3 23.6
Drawing from inventories** 8.7 9.5 4.1
Current account balance*** -0.4 0.1 4.1

*The difference between gross disposable national income
and final consumption (private and public).

** The decrease of stocks of inventories.
***The surplus minus, the deficit plus.

Source: €S0, own calculations on the basis of national
accounts statistics.

The amount of the capacity effect of the nowadays
realized investments and their returnability will show itself
only with a certain time interval. A big portion of the
nowadays started investments of the infrastructural character
- in energy industry, telecommunications, railway transport
corridors and motorways, oil pipeline, etc. - has
a relatively long returnability. These investments, without
which an overall modernization of economy cannot be put
through, are one of the fundamental reasons of a higher rate
of investments in comparison with thé standard developed

market economies. The changes in the microeconomic company

sphere are slower and there is a large number of
uncertainties. For these reasons investments in the
manufacturing industry were less dynamic - they even fell

down by 10 % in 1995 and only in the first half 1996 they
increased by 21.2%.

The present high rate of investments createé one
the basic preconditions for elimination of fhe previous
lagging behind. If it will be supported not only by
a continuing foreign capital inflow, but also by an
increasing rate of domestic savings, the stability of
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economic development in a longer perspective will not be
endangered. The existing rate of national savings in the
amount of less than 24 % 1is higher than in the EU countries,
where it is about 20 %. However, the needs of restructuring
and modernization of economy require its maintenance or oven

further increase.

Among the CEFTA countries Slovakia has the highest
rate of domestic savings - it was 32 % in 1995, whereas both
Poland and Hungary have a considerably lower rate of domestic
savings - 15 and 13 % respectively in 1994. As a result of
the packet of austerity measures in Hungary in 1995 we can
expect its more corisiderable increase with a decline of the
balance of payments deficit from the level of 9.8 % GDP (USD
4.1 billion) in 1994 to the level of 6 % or 7 % GDP (USD 2.5
billion in convertible currencies). Simultaneously the lead
of the "dollar" wages in Hungary before the average wage

level in other CEFTA countries has slackened.

Table 3
Gross Domestic Savings in the CEFTA Countries in
1994-1995 (in per cent of GDP)
Gross Capital]| Balance of Total
Formation Current Domestic
Account* Savings
1994
Czech Republic 20.5 - 0.1 20.4
Hungary 22.2 - 9.4 12.8
Poland 15.9 - 1.0 14.9
Slovak Republic 23.2 4.8 28.0
1995
Czech Republic 28.0 - 4.1 : 23.9
Slovak Republic 28.3 3.7 32.0

* In the CR and SR the total balance, in Poland and
Hungary convertible currencies

Source: Iriternational Financial Statistics, 1996;
Statistical Bulletin of CESTAT, No. 2, 1996;
own calcu}ations based on national accournts statistics.



The domestic savings over 30 % are only in Asian
countries - Japan, Thailand, Indonesia; China has reached -
even 40 % and the peak in Singapore has even been 47 %. Among
European countries the rate of domestic savings over 20 % in
1994 could be observed only in Germany (21.3 %), Austria
(24.7 %), the Netherlands (24.4 %), Portugal (22.5 %), Norway
(21.9 % in 1993) and Switzerland (29.6 % in 1993), an extreme

case is represented by Luxembourg with the rate of 46.6 %.

3. The Foreign Capital Inflow and Foreign Direct Investments

The net foreign capital inflow amounted to USD
8.2 billion, i.e. 17.4 % of GDP in the Czech Republic in
1995, whereas in the years 1993 and 1994 it was 9.7 % and
9.4 % of GDP, respectively (Macroeconomic Analysis ...,
1996). If we compare these data with the "peak"” reached by
other emerging markets, then it 1is an enormous volume of
inflow even in international scale. For example, the peaks in
Chile amounted from 8 % to 10 % of net inflow to GDP, in
Egypt 8.5 %, 1in Mexico 8 % to 10 %, they were higher in
Thailand - 11 % to 13 %, and in recent years probably also in

Peru.

Among the CEFTA countries a relatively high net
foreign capital infloﬁ was exceptionally in Hungary in 1993
- USD 6.1 billion, i.e. 15.7 %. However, in 1994 this inflow
has already dropped to USD 3.3 billion. This country has
a constant relatively high gross inflow, which is, however,
used for foreign debt service - repayments and interest so
that it cannot be used for the development purposes
(International Financial Statistics, 1996).

In the Czech Republic the foreign capital inflow
was almost fully sterilized in foreign exchange reserves
until 1995; only in 1995 it was used to a larger extent for

enhancement of investment resources. Official foreign



exchange reserves amounted to the peak 3OA % of the annual
volume of GDP in January 1996 - Dbefore widenfng of the
exchange rate fluctuation band. Untill the first quarter
1996 the high surplus on the balance of payments  capital
account made it possible to keep deficit on the current
account without any bigger problems. But still, the current
account deficit, which is estimated to reach over 5 % of GDP
(USD 2.8 billion) in 1996, is the most acute problem of the
Czech economy. In the first quarter 1996 this deficit (USD
0.5 billion) exceeded at first the capital account surplus
(USD 0.05 billion).

The adequacy of foreign resources wutilization
depends on effectiveness and returnability of the present
real investments, which are conditional on the change of
behaviour of corporate management after *privatization to
a large extent. A big rise of foreign direct investments,
which amounted to USD 2.5 billion in 1995, shows that a large
portion of the risk is taken over by foreign entrepreneurs
and financial institutions, as well. Other components of
foreign capital inflow will be repaid within a certain time
interval after the capacity effect of new investments will

have manifested itself.

Globally, the share of the <Central and East
European countries in foreign direct investments (FDI) is not
very big. Although it had grown'continuously from the almost
zero level in 1989, it was about 5 % in 1995 (including the

former Soviet Union countries).

In the CEFTA countries including Slovenia the FDI
inflow amounted to USD 10 billion in 1995, and the total
stock was USD 28 billion at the end of the year. In this year
the wvolume of FDI inflows increased by 2l5 times in
comparison with the previous year, especially thanks to’
a rapid growth in the Czech Republic and also in Hungary, to -
a smaller extent also in Poland. A low volume of FDI in the
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Slovak Republic stagnated, and in Slovenia, which accumulated
FD1 formerly, a decline could already be observed. (Also in
the former Soviet Union countries the FDI inflow doubled in
the same year, but in total it amounted to only USD 3
billion).

Table 4
Total and per Capita FDI in the CEFTA Countries in 1995

Inflow Stock
total |per capita total |per capita
USD bn USsD USD bn -USD
Czech Republic 2.6 248 5.9 573
Hungary 4.6 447 13.3 1298
Poland* 2.5 65 6.8 177
Slovak Republic 0.2 34 0.7 137
Slovenia 0.2 99 1..4 729

*Only projects with at least USD 1 mn capital

Source: Balance of payments (Central banks of the CEFTA
countries), national statistical data, The Vienna
Istitute Monthly Report No.l, 1996.

A rapid growth of FDI inflows in the Czech
Republic, Hungary and Poland in 1995 resulted in the highest
inflow in their history. This result was influenced by the
political and economic sfébility of the above-mentioned
countries. In this yvear state enterprises were soid
frequently to foreign investors within the framework of
privatization (for example Telecom in the Czech Republic) and

investments into ventures established earlier followed.

From the total FDI stock in the CEFTA countries
Hungary received 47 %, Poland 24 %, Czech Republic 21 %,
Slovenia 5 % and Slovakia less than 3 %. The low share of the
Slovak Republic in FDI inflows and stocks is connected rather
with political than economic reasons. This country seems to
be a 1less stable environment for foreign firms in spite of
its relatively good macroeconomic results. In this regard,
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a certain change to better can be expected in the next years.

Hungary with the highest share of FDI stock has at
the same time also the highest share of firms owned by
foreign owners. Of nominal capital in manufacturing companies
foreign owners control one third, whereas domestic private
owners and the state control one third each, as weli. In the
Czech Republic this ratico is reverse for the benefit of
domestic owners, who contrel 68 %, whereas foreign owners 6

% only and the state 26 %.

The composition of FDI by investing countries
shows Germany in the first place in the FDI stock in the
Czech Republic and Hungary, in Poland it is the USA, in the
Slovak Republic Austria, in 8lovenia Croatia. By economic
activities the largest FDI in the Czech Republic are in the
car industry and consumer goods and tobacco, in Hungary in
the manufacturing industry as a whole, in Slovakia besides
the manufacturing industry also trade stands out, in Slovenia

electricity, gas and water supply.

FD1 remain only a supplementary source of
investments to national savings, 1its contribution to solving
the problems of capital shortage in the CEFTA countries 1is
rather limited. Besides direct contributions of FDI there
exist, however, also indirect contributions, which can be

even more significant.

5. Conclusions

The financial funds for restructuring differ in
individual CEFTA countries very much. Hungary and Slovakia
are to be found in the opposite extreme positions. Both these
countries have approximately the same economic level and find
themselves between the highest level of the Céech Republic .
and the lowest level of Poland. But the rate of their
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domestic savings and the foreign capital inflow differs
diametrically in opposite directions. The resulting different
possibilities of development investments influence also the

differing possibilities of their further economic growth.

Slovakia has the highest rate of domestic savings
of all CEFTA countries - approximately 32 % of GDP in 1995,
and the rate of fixed investments - 29 % of GDP - is the
second highest after the Czech Republic. At the same time
this country has been the 1least attractive for foreign
capital so far. The surplus of the balance of payments
current account was very high in 1995 (3.7 % of GDP) and
there is the lowest FDI inflow per capita - inflow USD 34,
stock USD 137 in the same year. The Slovak economy keeps high
domestic accumulation resources thanks to a relatively low
level of wages, influenced by their real deline 1in 1991 by
one quarter and by further decline after devaluation of
Slovak koruna in July 1993 and the low growth in the first
vears after the split of the state. The Slovak labour force
'is relatively the cheapest one of all CEFTA countries. Thanks
to export of raw materials and seminifinished products the
Slovak economy has kept its export performance untill 1996,
although it lags behind most in export of sophisticated
products. As a result of the given macroeconomic relations it
reaches the most rapid economic growth among the CEFTA
countries (7.4 % in 1995). In 1996, however, Slovak export

performance has worsed rapidly.

Hungary has the lowest rate of domestic savings

- only 13 % of GDP (1994). Even the high foreign capital
inflow, which results in large deficits of the balance of
payments current account (9.4 % of GDP in 1994) does not make
possible a too high rate of investments, because a big part
of this deficit - about 3 percent points - is absorbed by
repayment of interest from high foreign ' indebtedness and by
other items, which do not serve to economic development. That
is why the rate of fixed investments is only 20 % - the -
12



second lowest after Poland. But a high commitment of foreign
firms controlling the largest share of domestic capital (one
third in the manufacturing industry) serves to restructuring.
It has the highest FDI of all CEFTA countries - inflow USD
447 per capita, stock USD 1,298 per capita (1995). Economic
growth is the slowest in Hungary as a result of these
macroeconomic relations - about 2.5 % annually in the years

1994 - 1995 on average.

Poland has also a relatively low rate of domestic
savings - only 15 % in 1994, and the balance of payments
current account is relatively well-balanced (minus 1 % in the
same year}. FDI per capita are not very high - inflow USD
65, stock USD 177 in 1995. The rate of fixed investments is
the lowest of all CEFTA countries 1in Poland - only 17 % of
GDP. The Polish labour force 1is cheaper thdn the Hungarian
one and it does not differ very much from the Czech wage
level. At the same time Poland proceeds from the lowest
economic level among the CEFTA countries, 1t reached only
58 % of the level of the Czech Republic in 1995.
Notwithstanding the low rate of investments, Poland has
experienced the highest rate of economic growth for several
vears - the GDP growth was 5.2 % in 1994 and 7.0 % in 1995.
It seems that there are considerable noninvestment resources
of economic growth and that the investment already realized

are utilized effectively.

The Czech Republic has a "medium" rate of domestic
savings - 24 % of GDP in 1995, and the characteristic feature
is that the current domestic savings are supplemented with
drawing from accumulated reserves in inventories {8 % to
9 % of GDP in the years 1993 - 1994, 4 % in 1995). Since
1995 the domestic financial sources of investments are
supplemented also by a significant foreign capital inflow.
The current account deficit amounted to 4 % of GDP in the
given year and is expected to be 7 % in 1996. FDI per capita -
are the second highest after Hungary - in 1995 inflow USD
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248, stock USD 573. Labour force still belongs - after
Slovakia - to the cheapest ones among the CEFTA countries
thanks to a deep decline of real wages in 1991 by one quarter
(in 1995 the average real wages did not reach the 1989
level). But in recent vears the real wages growth was very
rapid (5.3 % in 1994, 7.7 % in 1995). About 9 % are predicted
for the year 1996), what endangers the maintenance of a high

rate of savings in the corporate sector.

The combination of relatively high domestic
resources supplemented with foreign ones makes it possible to
finance high investments in the Czech Republic. The rate of
fixed investments 1is the highest here among the CEFTA
countries — it amounted to 30 % of GDP in 1994 and even to
32 % of GDP in 1995. In 1996 the high rate of investment
growth continues. A big portion of these investments goes to
infrastructure - o0il pipe line, motorway, trailway corridor,

desulphurization of power stations, construction of atomic

power station, telecommunications. These investments
necessary for modernization of economy, have a relatively
long returnability. Only a little over one half of

investments went  to the manufacturing industry in 1995.
Consequently, only an insufficient part of total investments
is left for new technologies and restructuring of obsolete
production capacities so that after privatization a big boom
is expected here, which should be supported by economic
policy, as well. From the entrepreneurial sphere there are
more and more requirements especially for more rapid

deductions of new investments from the tax base.

As a result of these factors the Czech Republic
reaches only medium rates of economic growth - 4.8 % in
1995, 4.3 % in the first half 1996, 4.8 % is expected in the
‘whole year 1996 in the revised forecast. Not much higher
rates, slightly over 5 %, are predicted also for the coming

years.
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Vintrova RiiZena, Czech Statistical Office, Prague

Firancial Resources of Restructuring

The integration in European market of the countrnies associated to EU i1s
based on a cheap labour force (at least by the European standard) and export of
low-sophisticated, raw material and energy intensive products for the present. In the
framework of the PHARE-ACE project we have studied the possibilities of the CEFTA
countries to overcome such an internattonal division of labour corresponding neither
with long industrial and educational traditions nor with the perspective comparative
advantages of these countries. The gaining of financial funds for modernization and
restructuring - both from domestic savings and foreign capital - 1s one of the main tasks.

The CEFTA countries need to reach the economic growth rates of at least
5% to 6% annually in order to be able to overcome the underdevelopment in economic
level. The highest GDP per caprta, which was achieved in Slovenia and m the Czech
Republic, amounted only 56% or 53% of the EU average, respecttvely, in 1995
(measured in PPPs, extrapolated on the basis of ECP'93 by the help of GDP deflator
differentials}. .

Economic growth is ultimately driven by investment. There is no case of
record of a country consistently achieving top growth rates without also logging one of
the highest rates of investments. High investments must be financed by high savings.
Drawing on foreign savings, as reflected in current account deficits, creates an additional
resource only. The current account deficits, which are the ticklish problem in all the
CEFTA countries at present (in the Czech Republic especially), are closely connected
with financing of real investments.

The Czech Republic has the highest rate of investments among all the
CEFTA countries in 1993-1996. In 1995 the rate of gross fixed capital formation in GDP
reached 31%, in 1996 is expected to be 34%. Also the Slovak Republic recorded high
rate {29% in 1995), while Poland’s and Hungary’s rates were much lower (17% or 20%
respectively in the same year).

While the rate of investments in the CR is comparable with the rates reached
by "Asian Tigers", the same is not true for the rate of domestic savings. In 1995 the
gross domestic rate of savings reached 25% of GDP and in 1996 is expected to be a little
lower. Compared to EU average (reaching less than 20%) or to Poland and Hungary
(13% or 15% respectively, in 1994) it represents a higher rate, while in comparison with
South-East Asian countries, reaching around 30% rates, it represents an average value.
Among the CEFTA countries only Slovakia reached higher rates (32%in 1995).



To achieve higher domestic savings is not easy i European conditions,
taking into account the usual level of social guarantees. The rising part of real
investments must be financed by foreign savings, 1.e. deficits of current account. In the
CR the deficit amounted to 2.9% of GDP in 1995 and nearly 7% i 1996. An
extraordinary high foretgn capital inflow accumulated in last vears - with the peak in
1995 amounting to 17.4% of GDP - will enable to finance the deficit in the short-term.
But serious complications could appear in the medium-term, if the deficits of current
account would continue and the returnability of new investments in production and
exports would take a longer term.

The composition of the new real investments does not guarantee their
short-term or medium-term returnability, because a great part of them is connected with
modernization of infrastructure. In the Czech Republic the share of investments in
transport and telecommunications together with investments in energy branches took
46% of the total investments in the enterprise sector, this share lowered to 36% in the
first half of 1996, while the share of manufacturing grew from 33% to-38% in the same
period.

The great shares of mvestments in infrastructure are in harmony with the
tendencies described in the "White Book"” of EU. These tendencies hardly could be
postponed while approaching to the 21st century. However, the individual countries are
not able to finance them without foreign capital inflow. The greatest FDI stock per
capita among the CEFTA countries was recorded in Hungary, on the second place was
Slovenmia. The Czech republic occured on the medium third place (before Poland), the
Slovak republic on the last place. The conditions for gaining a stable (medium-term)
capital inflow m different forms - not only FDI - should be prepared in the economic
policy package of the individiial countries with the help of the EU authonties.
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industrial Restructuring in Central and Eastern Europe and
Emerging Trade Specialization Patterns

by Peter Haviik, The Vienna Institute for Comparalive Economic Studies (WHW)’ Ocfober 1996

I. Industrial structural change

industry used to be the favoured sector in the CEECs. lts share in GDP was much higher than in
comparable Westem economies and its structure differed as well. The major reasons for the existing
structural differences were, of course, that in the pre-1989 period preduction patterns were decided by
planning authoerities instead of the markel. Moreover, trade with market economies was relatively smali
and trade with other socialist countries was determined by the peculiar rules of intra-CMEA division of
labour. The lack of intemationalization led to a decoupling from the technological progress and
associated structural changes in the West.

At the aggregate level, the share of CEECs’ industry in GDP dropped from 30-40% at the beginning of
the transition to some 20-30% at present. The adjustment process has been highly uneven, with
manufacturing usually affected more than mining and guarrying. During 1990-92, industrial production
shrank by double-digit annual rates in most CEECs. Production hit the boftom first in Poland (in 1991,
after dropping by 30% as compared with 1989). In 1993, Hungary and Ronmania followed suit, with the
remaining CEECs retuming to growth in 1994. Their cumulated production decline was even higher than
in Poland — almost 40% in the Czech Republic and more than 50% in Bulgaria and Romania. The
recovery is now well underway in most CEECs — industrial output has been growing by 7-8% per year on
average during 1994-85. Still, except for Poland in 1996, none of these countries have yet reached the
pre-reform production fevel.

industrial restructuring has been accompanied by”substantiat layoffs of redundant workers. Between
1989 and 1994, employment in manufacturing industry dropped by 23% in Poland, by 30% in the Czech
Republic and in Romania, by more than 40% in Hungary and Slovakia. Some of these workers have
found new jobs in services, but a large number became unemployed. With the notable exception of the
Czech Republic, CEECs' unempioyment rates soared from virtually zero to about 12% of the labour
force in 1896. Labour productivity has been growing rapidly in ali CEECs. Despite serious data problems,
there is little doubt that tabour productivity in industry improved substantially compared to the pre-reform
period; in Hungary, Poland, Slovenia and Bulgaria the 1995 productivity levels already exceed those of
the year 1989. In 1996, growth of production in the region slowed down somewhat, but tabour
productivity has continued to imprdve impressively in all CEECs — even in countries with relativély low
(or negative) production growth such as Hungary, Slovenia and Bulgaria. This indicates that there are
still considerable efficiency reserves and that the expected growth of industrial output will not lead fo the
creation of too many new jobs in this sector.

Structural differences between CEECs and West European countries

In the following, we will compare the industrial structures in the CEECs with those of certain groups of
Western countries in 1989 and then analyse the changes that took place thereafter. Although the
deviations were significant for all CEECs compared to EU-North (UK, France, Germany, Belgium) and
EU-South (Spain, Greece, Portugal), they were surprisingly low and do indeed compare well with the .
structural differences among West European countries. Differences in the industrial structures between A

) This paper is an amended version of an article prepared by the WHIW for the Panorama of EU Indugtry 1997.
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CEECs and West European coumtries being reiatively moderate, the adjustment of CEEC branch
structures at a rather broad levei of industrial classification could not be considered the major obstacle to

catching-up with the West European countries within a reasonable time span. On average the output ., . _

structures of CEECs deviated more from the EU-North than the EU-South, as can be expected from
their respective levels of development. Moreover, CEECs generally show greater deviations of their
employment structures than of their output structures from the West, especially from the South
European countries, indicating differences in productivity (manning) levels. From all CEECs analysed,
Czechoslovakia appeared to be the most distorted economy with regard to the West in 1889, while
Hungary and Poland seem to deviate least. This corresponds to other studies which point to the fact that
Czechoslovakia was missing out on two important waves of restructuring to be observed in the other two
countries around 1968/69 and foillowing the first oil crisis in 1973.

At the individual branch level, the individual comparisons of the shares of a certain industry in output or
employment (at the 3-digit ISIC level) in a CEEC with the same industry in EU-North and EU-South
reveal for 1989 the following 'structural surplus’ or 'structural deficit branches' of the CEECs as compared
to the two groups of Westem countries under consideration:?

— ageneral overhang of heavy industry in the CEECs compared to EU-North as well as EU-South;

—~ a relative surplus of CEECs in food production and light industries such as textiles, clothing etc.
compared to EU-North, but a deficit in these industries compared to EU-South;

— on the other hand a pronounced structural deficit of CEECs in sophisticated engineering compared
to EU-North, but a surplus in these industries compared to EU-South (see Graph 1 below);

- ageneral structural deficit of CEECs in the paper industry and in printing and publishing, due to less
advertising, wrappings etc. and to some degree to the limited freedom of the press in socialist
countries.

This pattern was accentuated or weakened through the role played by natural resources (e.g. coal in
Poland, tobacco in Buigaria, agriculture in Hungary).cr specialization in the CMEA division of fabour (e.g.
mechanical engineering in Czechoslovakia and electrical engineering in Hungary and Bulgaria). In
general, our results indicate that the level of industrial development in the CEECs in 1989 can be located
somewhere between the more advanced (northemn) and the less advanced (southem) EU countries.

The period after 1989 was subdivided into two periods, 1989-92 and 1993-94. The first period was
characterized by a transformational recession in most CEECs, while in the second period recovery
gained momentum, setting the stage for adjustment under growth. Especially in the first years of the
transition, employment and output structures have been changing very rapidly compared to the West
European countries in the same period, but also compared {0 those periods, when rapid structurat
change in West European countries was taking place, e.g. after the first and the second oil shocks, or
when individual countries had to prepare for andfor adjust to EU membership. We can perceive that the
CEECs' output structure was drifting away from EU-North in the early years of the {ransition, which was
only partly compensated by convergence later on. Seen over the whole period 1988-94, output

structures diverged further from EU-North in ali CEECs investigated. In the Czech Republic, Hungary

and Poland output structures converged towards EU-South; in Slovakia and Romania they diverged
from both groups of countries. Employment structures in the CEECs were generally diverging less than
output structures from EU-North in the first years of the transition and they even converged to EU-North
in Bulgaria, Slovenia and Romania. With regard to EU-South, the convergence of employment

2 The detailed figures are not printed in this article, but can be supplied on request.
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Graph 1: Output shares of selected labour-intensive and sophisticated
engineering branches in CEECs compared to the West

Comparison with EU-North

6

5 ||
O 4 |
9 3 | | | [E198G
nc] 2 —{ |m1882

. | 101594

0 + t t

Hungary Czech Slovak Poland Romania*
Republic Republic

DK+DL+DM
&

-10
12
14

Hungary Czech Slovak Poland Romania*
Republic Republic

Comparison with EU-South

Q
a
+
m
0
Hungary Czech Slovak Poland Romania*
Republic Republic
16
14
12
=
o 10
X
o 8
& 61
o )
X T
0 t t t
Czech Slovak Poland Romania*
Republic Repubtic

* first year 1990
DK=Machinery and equipment n.e.c.
DB=Textiles and textile products DL=Electrical and optical equipment
 DC=Leather and leather products DM=Transport equipment “



structures was yel more pronounced and valid for all CEECs. This might imply that relative factor use
reflected the convergence with production processes used in the West,

The growing divergence of oulput structures from EU-North in the early vears of the transilion was, in
general, due 1o further specialization along exisling patterns, mainly in resource-intensive branches such
as food industries (e.g. Hungary and Poland) and refineries {e.g. in Slovakia and Hungary), where major
surpluses towards the West had already existed in 1989. Sometimes existing structural deficits towards
the EU-North in the more sophisticated engineering branches have increased, mainly because of the
foss of CMEA markets, as illusirated by the production of busses in Hungary or the mechanical
engineering industry in Czechoslovakia (see Graph 1). For many industries, however, structural
surpluses and deficits were reduced, indicaling that a process of convergence in the direction of the
more advanced market economies had started, although it did not yet show up in the aggregate
measure. Prominent examples are the reduction of sumpluses in the iron and steel industry and the
reduclion of deficits in the manufacture of paper and paper producis and in printing and publishing, which
is parlly due o extensive foreign direct investment in these sectors.

In the perod after 1992, adjustment towards EU-North took place in Hungary and Paland at a broad
sectoral level, while in the Czech Republic specialization along exisling pattems cortinued in the
important production of basic metals and the fabricated metals industry, including steel (DJ)¥, as well as
in mineral products, including glass and ceramics (DI}). Also, the existing deficit in fransport equipment
(Dily was increased. In Slovakia, continued specialization in steel was of even greaier imporance and
was the main cause for Sfovakia's industnal structure diverging further away from EU-North at the
aggregate level. In Romania, structural deficils were reduced at a broad industrial level, but existing
structural surpluses in several imporiant light industnies such as texiiles (DB), leather (DC) and
manufacturing n.e.c. (DN) were increased.

The changes of CEECs' industrial pattems compared o EU-South widely mirror the developments with
regard to EU-North; a presentation of the structural surpluses arld deficits of two major groups of
industries, some labour-intensive industries (DB dnd DC) on the one hand and some capital- and
technology-intensive industries (DK, DL and DM) on the other, with regard to EU-North and EU-South
are given in Graph 1, In general, existing surpluses in the more sophislicaled engineenng branches were
reduced, especially in the eary period of the transition, with very few exceptions, such as mechanical
engineering (DK) in Hungary;” also existing structural surpluses in iron and steef were reduced in most
countries. But the deficits in the food industry (DA) and in pulp, paper and paper products (OE) were
reduced as well. [n most CEECS, the food industry even developed into & surplus industry vis-a-vis the
EU-South; an important exception in this respect is Slovakia, were the food industry remained in a major
deficit position. Concemning the labour-intensive industries, the picture is quite different for Hungary,
Poltand, the Czech and the Slovak Republics on the one hand and Romania and Bulgaria on the other: in
the first group of countries, existing deficits in texiiies and textile products {DB) and leather and leather
products (DC) were increased during the transition, while in the second group the existing deficits were
reduced. In Romania the considerable deficits were reduced very slowly, but continuously. A special
case is Slovenia, where the available figures for employment indicate an increase of the existing surplus
in textiles and footwear, but a widening of the deficit in wearing apparel vis-a-vis the Southem European
countries. However, specialization on labour-intensive brodqcts as suggested by the intemationaliy

Letters in brackets refer to the 2-digit NACE rev. 1 terminology.

4 .
) After 1692, when Tungsram started production under new gwnership, Hungary has also increased the surplus in electrical

engineering again.



extremely low labour costs might have taken place at a less aggregated level, not reflected in our
results.s)

Our findings on industrial restructuring confirm the overall observation that apart from certain general
trends, the individual CEECs have starled to develop along different {ines.

. Restructuring and emerging trade specialization pattems

Foreign trade has been one of the areas most affected by the turbulent political, institutional and
economic changes in the region. Traditional exchanges largely collapsed after the end of communism
and the dissolution of old trading arrangements within the CMEA. Trade liberalization measures, such as
the abolition of the state foreign trade monopoly and the introduction of current account cumency
convertibility, were intreduced as parts of the stabilization reform packages. The latter included in most
cases substantial currency devaluations which affect emerging specialization pattems as weli. Domestic
{iberalizations have been paralleled by the West with a suspensicn of most quotas on Centrat and East
European exports, their inclusion in the GSP system and, last but not least, by tariff concessions for
industrial products contained in the Association Agreements with the EU.

Initially, expansion of trade with the West (especially with the EU} occurred against the background of
stagnating (respectively declining) overall trade, implying huge regional trade shifts.” By 1995, after the
accession of Austria, Finland and Sweden, some 40-70% of CEEC trade is conducted with the enlarged
EU(15). Although the CEEC market share in the EU more than doubled, only some 6% of (extra) EU
imports came from the CEECs in 1994 and CEEC markets are still only marginally important for the EU.
This asymmetry has manifold implications since any trade measure, be it liberalization or restriction, or
the stower growth of Westem demand, has a disproportionately greater impact on the CEECs than on
the EU.

Rising trade deficits have been another feature of CEECs' trade developments. In 1985, the combined
CEEC trade deficit exceeded USD 15 bn, mainly on account of Poland (USD 6.2 bn), the Czech
Republic (USD 3.6 bn) and Hungary (USD 2.6 bnj. In manufacturing industry trade, the previously
balanced trade with the EU has tumed into a deficit of some ECU 5 bn in 1893/94. The largest deficits
were again incurred by Poland (ECU 1.9 bn), the Czech Republic (ECU 1.5 bn) and Hungary (ECU 1.3
bn). This happened as these countries were beginning to recover from the transformational recession
and their imports were growing faster than exporis. Apparently, the EU trade liberalization measures and
even the asymmetry of the Europe Agreements (faster tariff reductions by the EU) could not offset the
generally low export competitiveness and supply-side bottlenecks, respectively, of CEEC economies.
Large CEEC trade deficits are hardly sustainable and might represent one of the major constraints on
economic growth in the medium and long run.

Apart from huge increases in volume, there have also been considerable changes in the commodity
structure of CEEC manufacturing industry trade. The composition of CEEC manufacturing industry
imports underwent a radical change after 1989 and the structure of import demand (from the EU} is now
very similar to the general structure of EU exports. On the other hand, adjustment on the CEECs' supply
side was much less dramatic. The most pronounced structural shifts occurred in Romania and Bulgaria,

5
) One straightforward example is the production of textiles and textile products (DB) in Hungary: the more detailed analysis at

the 3-digit 1SIC-level, available until 1992, reveals that the increase of this deficit was due to the increasing deficit in textiles, -
whereas the deficit in the usually more labour-intensive production of apparel was reduced significantly.

8 !
) The regional trade shares, especially the ones for Bulgaria, are affected by the unrealistically high valuation of the transferable

rouble used in intra-CMEA transactions as compared to the US dollar. Slovenia has recorded an exceptionally farge share of
trade with the EU since the mid-1980s — more than 50% in 1989,

5
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the lowest in the former CSFR (especially in the Czech Republic as data for 1993-94 suggest!). Most
CEECs still display a rather different export pattern as compared with the structure of overall EU import
demand. However, there is a convergence of the Czech, Slovak, Slovenian and Hungarian export
struclures 1o the EU to the general pattemns of EU import demand whereas in the case of Poland,
Bulgaria and especially Romania the export structures move away.

A comparison of the similarity in export structures among the CEECs reveals yet another aspect of
structural adjustment, The struclures of Czechostovak, Hungarian and Polish exports to the EU became
more similar between 1989-84 while they were increasingly diverging from the export structures of
Bulgaria and Romania. Especially the Czechoslovak and Hungarian export structures became very
similar. This suggests that these countries (and some EU countries — e.g. Auslra) might increasingly
compete on the same product markets. On the other hand, the Buigarian, Romanian and partly also the
Polish export structures again seem to evolve in a different direction. The emergence of at least two
groups of countries within the CEEC region with subslantial differences in industrial specialization is
therefore cleary visible also in their varying expor speciakization on EU markels.

CEEC comparative advantages now and in future

Recent studies have discemed general CEEC export specialization patterns: away from capital-intensive
branches towards labour-intensive industries, while the generally huge gap in the representation of skitl-
and R&D-intensive industries in exports somewhat declined in Hungary and Czechoslovakia.”
Nevertheless, at the detailed industry level there are many exemptions to this general rule. An analysis
of CEEC market shares in the EU reveals that between 1989 and 1994 the following industries recorded
the largest ‘competitive gains" iron and steel (NACE 221), non-ferrous metals {224), cement (242),
petrochemicals (252), tools and finished metal goods (316), insulated wires and cables (341), electrical
machinery (342), motor vehicles (351), knitling industry (436), footwear (451) and clothing (453).¥ These
industries have enjoyed the higgest absotute market share increases in most CEECs, either over the
whole period 1989-94 or, after incuring initial losses at the beginninq of the transition, consolidating their
exports from 1992 and regaining market shares in the EU afterwards. On the other hand, there has been
a number of industries incurring 'competitive losses', again either over the whole period 1989-84 or,
suffering from a sort of adverse restructuring effect, only after 1992. Clear losers were in most CEECs
the meat industry (412) and dairy products (413), as well as hoilermaking (315), plant for mines, iron and
steel (325) and animal and poultry foods (422) in some CEECs.

A tentative decompaosition of the market share analysis into two periods (eary transition. 1989-92;
restructuning and recovery: 1993-94) helps to identify those CEEC industries which are competitive and
important (as measured by the largest absolute market share gains), taking into account both positive
and negative effects of restructuring. In this way, we can identify as competitive not only industries with
the largest market share gains during the whole transition period 1989-94, but also such industries that
have apparently successfully restructured afier the initial transitional setback., Examples of industries
which successfully restructured are sawing and wood processing (NACE 461) in the CSFR (Czech
Republic), other basic chemicals {253) in Hungary, radio and TV receivers (345) in Poland, and
petrochemicals (252) in Bulgaria and Romania. On the other hand, clear losers wilh adverse
restructuring effect were e.g. boilermaking (315) in the Czech Republic, plant for mines, iron and steel
(325) in Slovakia, glass and glassware (247) in Hungary, motor vehicles (351) in Poland, animal and
poultry foods (422) in Bulgarnia as well as structural metal products (345) in Romania.

h See Landesmann, M.A. (1985), "The Pattern of Easl-West European Integration: Catching Up or Falling Behind7™, WIIW
Research Reports, No. 212, January.

) Compelitive gain is here defined as the gain in the market share weighed by the value of exporls of a particular industry in the

base year. For delails, see Havlik, P,, "CEECs’ Export Competitiveness in the Manufacturing Industry”. WIIW draft study,
Vienna, October 1996.
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What are the characieristics of the most important CEEC export industries? Can we find out some
distinct specialization patterns apari from the general features descnbed earlier? For example, clothing
(NACE 453} — the most labour-intensive of all industries — recorded the largest abscluie competitive gain
in the CEEC region as a whole.” But also, e.g.. the highly R&D-intensive electrical machinery industry
(342) gained a lot, especially in Czechoslovak, Hungarian and Polish exports to the EU, The same is
{partly) true for the highly capital- and energy-intensive cement industry. Specialization pattems are thus
more complicated, despite a general tendency of growing specialization on labour-intensive industries on
the one hand, and the under-representation of capital- and R&D-intensive industries on the other.
Besides, there are again considerable differences among the individual CEECs.

The sample of the most competitive industries in the CSFR was characterized by lower than average
(acrass all 89 sectors for which intensities are available) capital and skiil intensity, but by considerably
higher than average R&D intensity. The compelitive industries in Hungary and Bulgana also displayed
much higher than average R&D intensity. In Poland, Bulgaria, Slovakia and Slovenia the sample
showed higher than average energy intensity. Besides, Slovak and Slovenian competitive industries also
tend to be more capital- and R&D-intensive. At the same time, competitive industries in all CEECs have
lower than average skill intensity (mostly in Poland, least in Slovenia), but considerably higher than
average R&D intensity (except Poland and Romania). A move towards more labour-intensive industries
could be discerned only in Romania, Buigaria and the Czech Republic; in Slovenia there has been a shift
in the opposite direction, perhaps reflecting relatively high unit labour costs in this country.

Industries incurring market share losses and identified as non-competitive were in all CEECs on average
less R&D- and skill-intensive. In Czechoslovakia (especially in the Czech Republic), losing industries
have above average energy intensity — a possible indication of positive structural adjustment away from
energy-intensive sectors. The fact that in all CEECs fosing sectors have considerably lower than average
R&D and skill intensity can also be interpreted as a sign of positive structural change. Except for
Slovenia, the CEECs' non-competitive industries display less than awerage labour intensity, once more
suggesting that wage costs might be a problem in Sfovenia.

The recent CEEC trade specialization pattems are indeed rather heterogeneous. Low labour costs as
the CEECs' most important current comparative advantage seem to be confirmed. As far as the R&D-
intensive industries are concemed there has been a closure of the existing gap in some CEECs, though
the good qualification of the CEEC labour force (skill-intensive industries) has not (yet?) been reflected in
the changing structure of their exports. But, in contrast to developing countries and even the NICs, the
existing broad industrial base and industrial traditions of the CEECs, their increasing integration through
corporate links with Westemn firms etc., might potentially improve the CEECs' competitiveness in a wide
range of other industries as well. The conjecture that some CEECs (especially Hungary and the Czech
Republicy might have embarked upon a long process of catching up while others (Bulgaria and
Romania) are falling behind seems to be confirmed by the present analysis as well.

Estimates of the intemnationally comparable average unit labour costs (ULCs) for the whole economy
show that in the Czech Republic ULCs were some 28% of the Austrian level in 1995, in Hungary 33%, in
Poland about 36% and in the remaining CEECs less than 25% of the Austrian level."” The highest ULCs
are observed in Slovenia: 0% of the Austrian level in 1995. Though stilf considerable, the CEECS'

[} . K . .
) We use factor intensities derived for the four largest EU countries — see European Economy, Special Supplement (1995):
The Interpenefration between the EU and Egstern Eurape.

10 International comparisons of unit fabour costs are difficult, infer afia because of problems in productivity comparisons. We use
here GDP per capita as a measure of aggregate productivity and adjust the unit labour costs both for changes in exchange
tates and purchasing power parities, the latter being used as a proxy for comparable productivity levels. For more details see
P. Haviik (1996), op. cit. )
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absolule (average) ULC gaps have been diminishing as ULCs have been growing (in some CEECs
rather fast) after 1991 (Graph 2). Tentative estimates show that except Hungary the ULCs in the CEECs'
manufacturing industry are even lower than average for the whole economy. Together with the
geographic proximity to Westem markets and a fairly good formal qualification of the labour force, low
unit labour costs give the CEECs an imporant competitive edge especially in labour-intensive
industries. Moreover, the above ULC eslimates are averages over the whole economy which vary
considerably across sectors and companies, especially with respect to produclivily levels. Examples
where Westemn management, quality conirol standards and marketing channels help to raise
substantially the average CEEC productivity levels while maintaining considerable wage gaps could be
found in different sectors (e.g. automobile, electrotechnical and chemical industries).

Whether the CEEC industries identified above as competilive really possess a long-terrn comparative
advantage is difficuit to say from the available evidence. The recent export successes might have
resulted also from some speciaf factors {e.g. exporis without due regard to profitahility, a one-time effect
of trade liberalization measures) in the initial stage of economic reforms and trade restructuring.
Explaining the emerging CEEC trade structure with existing trade theories has s¢ far not been very
conclusive, infer alia because of dramatic regime changes and only a short peried for which detailed data
are available. 1t is thus not yet clear whether an inter-industry specialization pattemn hased on different
factor endowments (e.g. labour, skills, etc.} will emerge or rather a rapid development of intra-industry
trade with a closure of existing gaps. Moreover, the cumently observed differences among the individual
CEECs will most likely increase in future. The data available (up to the year 1994) do not permit an
unequivocal answer regarding the export competitiveness of specific CEEC industries.

lll. Conclusions

This paper has addressed the question of the emerging pattern of industrial specialization resulting
from the dramatic process of transition in Eastern Europe and the evolving process of East-West
European integration. We have analysed this issue at two levels:

Industrial structure comparisons between CEECs and two groups of EU economies, EU-North and
EU-South. The major findings of this analysis were that CEEC economies started off in an in-
between-position as regards the features of broad industrial composition relative to these two
groups of economies. There was a stronger representation of heavy industry, bul alse of the
technologically more advanced industries such as electrical and mechanical engineering industries
relative to the EU-South, but a weaker representation of these industries relative to the EU-North.
As regards the more tabour-intensive industries (textiles, clothing, leather and footwear) the picture
was the exact opposite: here there was an 'under-representation’ of these industries relative 1o the
EU-South and an ‘cver-representation’ relative to the EU-North. As regards developments since
1989/90, one can perceive a process of differentiation across Central and Eastern Europe: the
‘most advanced' of these ecanomies (either in terms of technological know-how and/or in the speed
of industrial structural and organizational transformation) have embarked upon a process of
convergence in broad industrial structural terms with the more advanced Western European
economies. This is not, of course, the case at the detailed microeconomic level as regards levels of
productivity, quality of products, etc, in which we can perceive (and measure) dramatic ‘technology
and product quality gaps''", but these gaps are pervasive across the whole range of industries.
Another group of CEEC economies, particularly those in which cross-border corporate linkages with
the West remain weak (partly because of their geographical location), seem to move in the

11 i i !
) For details concerning the analysis and prospects of bridging these ‘technological and product quality gaps', see

M. Landesmann (199S)., op. cit. ; and M. Landesmann (1996),-'Emerging Patterns of European Industrial Speciatization:
Implications for Labour Market Dynamics in Eastern and Western Europe’, WHW Research Report, no. 231, Vienna.
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direction of specialization towards more resource- and labour-intensive branches and thus move
more in line with EU-South.

The analysis of evolving trade specialization has shown that the picture of international trade
specialization is rather complex: on the one hand, we do have evidence of the presence and even
strengthening of strong patterns of inter-industry specialization;, compared to the EU import
structure in general, CEECSs' exports have moved in the direction of more labour-intensive exports,
away from more capital-intensive exports, and continue to have very strong deficits in the area of
technology- and skill-intensive branches. However, this picture at the overall level should not
conceal the fact that, at the detailed industrial level, developments are much more varied. Certain
economies (particularly the Czech Republic and Hungary) have made inroads in some
sophisticated industrial branches (particuiarly engineering) and have reduced their deficit in R&D-
and skill-intensive areas, but have also strengthened their presence in international trade in some
resgurce- and labour-intensive areas. Other economies have mainly moved in the latter direction.
The picture of trade specialization over the pericd 1990 to 1894 is still strongly affected by the
short- to medium-run impact of the dramatic process of trade liberalization, absorption of the
‘transition shock' " and onfy the gradual evolution (at different speeds) of new industrial
organizational structures in the different CEECs; this makes it difficult to draw very firm
conclusions concerning the longer-term comparative advantage position of the different CEEC
economies. Nonetheless, for the more advanced of the CEECs the developments do seem to
indicate that they have embarked upon a process of strong corporate interlinkage with the rest of
the European economy with good prospects for gradual ‘catching up'.
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The Economies in Transition:
The Challenge of Restructuring and Economic Recovery

Dr. George B. Assaf
Team Leader, Global Report Team
Studies and Research Branch, UNIDO

The initial stage of the transformation process in many countries in Central and
Eastern Europe has been relatively successful in terms of macroeconomic reforms -
incorporating especially, stabilization and price liberalization. Since 1993, many of the
countries of Central and Eastern Europe (CEE) and the former Soviet Union (FSU)
have reached a critical stage in this historic transformation from command to viable
competitive market-based economies. However, real achievements have not been in
general spread widely and real progress has only been made by some countries -
particularly those that began the transformation process first such as Hungary, Poland,
the Czech Republic, the Slovak Republic and Slovenia. [n many of the countries
undertaking the process, the macroeconomic reforms of the first stage of the
transformation process led to prolonged recession. The reforms have been
accompanied by precipitous drops in output, persistent inflation, sizeable budget
deficits and large increases in unempioyment with unemployment often concentrated
on young people and older workers and in regions adversely affected or bypassed by
the transformation process.

Although several countries have now emerged from recession and prospects
in general for the region look considerably brighter than before 1993, the fact remains
that the past recession in many countries has led to widening income differentials
between various strata of society and regions within countries and consequently led
to heightened social, ethnic and political pressures, soaring crime rates, and general
uncertainty. There has alsc been an alarming upsurge in some countries in the
influence of former power structures as witnessed by recent elections. This shows
that the gradual transformation to democratic structures and market economies in the
region is far from assured. Although few commentators believe that the reform
process is reversible, it is now clear that this process will take fonger, and be far more
complicated and difficult than at first thought. The euphoria that accompanied the
initiation of the transformation process must now be replaced with cautious optimism
in the face of the daunting challenges ahead. The transformation process imposes
formidable, unprecedented challenges not only to the peoples of these countries, their
governments, their nascent private sectors, but aisc for their international technical
and investment cooperation partners.

A special challenge for the economies in transition will be to urgently address
structural rigidities at the micro levels in order to achieve an appropriate supply
response to the incentives and inducements provided by the macroeconomic reforms.
The initially hoped for, but as yet unrealized, widespread regeneration of the industrial
sector and its build-up of international competitiveness can be achieved in a timely - :
and sustainable way, only if also critical micro-level constraints are given due
attention. In order to adequately meet this challenge of assuring an appropriate
supply response, the reforming countries will need specialized international technical
assistance to complement and catalyze their own efforts. This paper addresses the



broad progress that has been made to date in countries in transition in the CEE/FSU
region and-in particular focuses on the challenge of industrial restructuring and
economic recovery, drawing lessons from a selected number of CEE countries such
as the Czech Republic, Poland and Hungary. Contrast is made with the restructuring

needs of the Russian Federation and the countries of the Commonwealth of
Independent States (CIS) where progress has not been significant.

The paper is divided into two major parts. Part | provides and analysis and
interpretation of the current stage of the transformation process in the region.

Although this paper concentrates on the unprecedented economic challenges
facing the CEE/FSU region and the international community, it is important to point out
that the economic challenges facing the region cannot be meaningfully appreciated
without a clear understanding of the political, asocial, historical and other non-
economic challenges the region is facing as well. This caveat that should be borne
in mind in placing the subsequent discussion in a proper perspective.

Part Il of the paper argues that too much was expected too soon of
macroeconomic stabilization policies and that by concentrating on macroeconomic
reforms, the countries in transition did not pay sufficient attention to the microeconomic
reforms at the enterprise and institutional levels. In focusing in restructuring and
associated privatization, special attention is given to the need for broad economic and
corporate governance. In this context, emphasis is made on the need to revamp the
banking and financial systems, address the issues of bad loans, improve the nature,
extent and stability of the regulatory and legal framework. At the same time, stress
is given to the important need to combat growing unemployment and its serious threat
to the social and political fabric. In this regard, it is pointed out that there is an urgent
need to not only create new jobs by spin-offs, SME development and concrete
retraining schemes but also to stimulate demand by output growth based on export-led
strategy, especially given the wish of many East European countries to join the EU.
Against this background, comments will be made on the results of the recent PHARE
ACE programme (1994). Finally, costly social services and social protection are still
crucial issues that need to be addressed. The challenge for the economies in
transition will be to design and implement sustainable policies, particularly at the
enterprise level, that addresses the growing needs of the most disadvantaged groups
in society. '
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Kestructuring o1 i Eoirggartan Beomans

Gusztay Bager
Ministry of Finance

Budapest, November 1996

Real Sector Restructuring

1. 1995 proved to be a successful year for Tungary. After having launched a
comprehensive stabilisation package in March 1996 we were able to create
conditions for long-term economic growth. The fasl macroeconome MOVET
i3 not a swrprise if we bear in wind that in the 20s a really deep
micrueconomic adjustment took place in Hungary.

2. The stringent bankruptcy law containing the institution of a mandatory self-
declared baukraptcy which cume into force on January 1, 1992 and was mn
effect until the middie of 1993, and the modern banking and sccounting laws
forced the micro sphere to implement substantial swuctiral changes This
meant the liquidation of loss-making production, modernisation of corporate
structures and the necessary mobilisation of reserves. True, the chronological
coincidence with the market crisis caused the collapse of capacitics which
could perhaps have been saved, at least to some extent. As a result of this, a
substantial part of the companies -~ 16 % - went into bankruptcy and was
liquidated or closcd.

43

. Privatisation, as being the best way of restructuring, has been underway
since 1990. Privatisation practice is built on a commercial basis. Thercfore,
the Hungarian practice features mandatory property valuation and sell-off,
often by bidding and public offering, in which organisations as well as
entrepreneurs can parhicipate and become owners, Participation by foreign
investors on a large scale is also typical.

4. At the beginning of privatisation, thal is in 1990, 1857 companies were in
state hands in Iungary. By January 1996, 1074 companies - 58% of the 1857
- had been privatised, that i1s had been transferred into majority private
ownership. There are still 356 companies - 19% of the initial number - in
majority state ownership, out of which 89 are selected 10 be kept for the long
run in majority state hand.

5. Calculating the change in ownership by equity value of the company sector
we find the following. The book value of state firms was HUF 1631 bn in
1990. The revaluation during the corporatization increased the value of state
assets to HUF 20600 bn. The statistics in January 1996, repister an assct value
of HUF 1165 bn, that is 45% of the total, in state hand. The rest of the assets
was partly privatised (40%), partly liquidated (10%), partly transferred by
law to new owners (5%), like to the social security funds, or to the local
communities.

6. A number of large privatisation deals were completed in November-December
1995, In the largest individual deal, Magyarcom (the 50/50 joint venture

between Ameritech and Deutsche Telekom) acquired 37 per cent of the shares.
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of Malav (thc mam Hungarian telecommunications company) tor US$ 852
million, The deal raised Magyarcom's total ownership share in Matav to 67
per ceut. [n addition, the government (and the municipality of Budapest) sold
majority stakes in six regional gas distributors for a total ot US$ 556 million,
large mmority stakes in six regional electricity distributors for a total USS$
1,114 million, and large minority stakes in two power generating companics
for US$ 215 million.

7. These transactions took place under the Privatisation Law that was passed by
parliament on 9 May 1995, This law merged the two main privatisation
“agencies (the State Property Agency and the State Holding Company) into the
Statc Privatisation and Asset Management Company. According to intentions
stated n the law, 46 companies will remain fully state-owned, including
postal scrvices and the railways. The state will maintain majority stakes in
MVM which holds the electrical grid and the country's only nuclear power
plant. The state will also maintain 25 per cent ownership in some of the
largest banks.

8. Corporate structure have been transformed radically. This applies equally to
structure by ownership, size and activity. The ratio of the private sector rosc
from 24 percent in 1990 to 68 percent by 1995 with respect to the full GDP,
while from 29 percent to 80 percent in the GDP of the business sector,
according to GKI Economic Rescarch Co. estimates. The former
centralisation of production was either substantially alleviated or abolished in
the majority ol the subsectors., There are more than 800,000 individual
entreprenenss, 120-140.000 non-incorporated businesses and some 70,000
incorporated entities, which arc now registered in the country. The vast
majority of thesc firms, however, are small, weak, undcrcapitalised with
extreme difficulties in having access to loans. The hidden (back or grey)
economy is vigorous and is expanding. Because of this, it 1s the second half of
"greative destruction" which has becn more easily asserted within the
restructuring progess.

9. Unit labour costs in Hungary rose by 224 percent at current prices and
declined by 19 percent at constant prices in the period between 1990-1995.
(The nominal unit labour cost is the quotient of the wage index and of the
volume change of GDP; for technical rcasons the change in the wages docs
not include the change in taxes and levies of wages.) This mcans that the
wage risc did not follow the rise in consumer prices, that is to say,
praductivity improved considerably in the Hungarian economy. The real unit
labour cost in Hungary calculaied with the GDP deflator declined by (7
pereent over six years in Hungary, but by only 5 percent in the average of the
EL counlrics. That is to say, thc combined effect of wage and productivity
¢hianges was more favourable in the Hungarian economy than in the average
of the LU countiics. It should, however, be emphasised, that the difTerence
was predominantly a result of the 1995 processes, because. it was in this year
that real wages declined substantially with the simultaneous rise in GDP and
improvement in productivity. .
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As a result of wide-scale privatisation, liberalisation and institutional and
legal changes, the competitiveness of  Hungarian  firms improved
dramaticaily  TTungary is the country in the region where the privatisation
brought in sizcable fresh capital, new management, new technolopy and new
market access, 1 is important (o acknowledge that this tvpe of privafisalion,
though on the surface scemed to be slower dhan the mass privatisution,
proved to be very efficient.

As a result of this, and (he really painful microeconomic therapy in 1992
(hankruptcy, bavking and accounting acts), productivity grew by 0% in
three years. Financial discipline and export competitiveness .im})rovcd
considerably, the result of which is a double digit cxport growth for 1994-95
and it 1§ expected 1o continve 1n the cwirent vear, foo. In 19935, with some
delay, we launched a new maergeconomic policy aiming to re-establish the
macrocceonomic stability and to sceure expori-led long-term growth, The
policy proved to be successful in that the economy kept growimg by 1.5%,
whereas the whole growth was export- and private sector-led.

Financial Sector Restructuring

12,

Since the beginming of comprehensive econontic ransfonmation, Tungary has
progressed  considerably in establishing the legal and insfitutional
framework of the market economy. The market reforms implemented in the
past five years led to the large-scale transformation of the ownership
structures of the economy; a complete reorienfation in extcrnal economic
relations; the emergence of a liberal trade regime coupled with a gradually
Liberalised foreign exchange system (resulting, from 1996, in full
convertibility in current account frapsactions and substantial. though not
complete, liberalisation of capital account transactions); removal of
administrative control on price and wage formation; and overhaul of public
finances and several elements of the welfare system.

. In the past couple of years, the National Bank of Hungary (NBI1) continued

to revise and develop its monctary instruments in order to ensure the efficicnt

“conduct of monetary policy, to contribute 1o the development of money and

capital markets apd to put a stop to the increasing costs of f{inancial
infermediation. Since the beginning of the 1990s, the NBH has relied
exclusively on indirect iInstruments. Nowadays, the major issuc the NB3H has
to face with is the problem of sterilisation, As the continuos inflow of foreign
exchange funds has led to a rapid build-up of excess liquidity on the HUF
market, the NI3H has to decide to what extent it should sterilise the liquidity,
and to what extent it should allow for a decline in interest rates. The
instruments available for sterilisation are currently restricted, as comimercial
banks hardly make use of the NBH's refinancing facilities (repo and swap).
Thus the only instruments available for liguidity restriction are reverse repos
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and open market transactions. The conduct of the latter, however, 15 al
present hindered by the fact that the NBH doec not have an adcquate
portfolio of government scourities (in ferms of both quantity and quality, 1.¢..
those with appropriate intcrest rate conditions and maturity) o execute large
scale outright sale of government papers. The improving co-ordination
between the authorities primarily responsible for public debt management
and (he NBH has enabled the central bank te establish the appropriate
porifolio and to operatc only in those (shorter term) segments of the money
market where the financing requirements of the government are not present.

14, In llungary, the two-ticr banking system was established as early as 1987.
Nevertheless, it was in 1991 when the development of the banking systen
arrived al a turning point. Several new pieces of lepislation were passed
which created a new legal framework for the operation of financial
institutions. The substantial fall in company profits and the enforcement of
these new rcgulations - meeting the standards of developed  market
cconomies - led 10 the appearance of the wansition-induced losses of the
enterprise sector in the commercial banks™ portfolio. The rapid accumulation
of non-performing loans in the balance sheer of the banking sector prompled
a series of government actions (the so-called consolidation process) between
1992 and 1994, to resolve the portfolio problem. Through the use of various
measures, most of the bad loans werc removed from the balance sheet, while
- as # resull of the re-capitalisation of banks - the remaining ones are now
(ully provisioned. Therefore, capital adeguacy of the Hungarian banking
svstem excceds intemational standards, and the compostion of the portfolio
by risk categories has been on an improving trend since early 1994, Ay
regards privatisation, a majority stake in Budapcst Bank was sold in
December to EBRD and GT Capital for 178§ 87 million. During the course of
1995 and the first half of 1996, the govermnent sold 23 per cent of the shares
in the ].Hl'gt'.sl. bank, the Nattonal S:-w,ings Bunk (OTP), 1o foreign investors for
about US$ 53 million (with no single investor obtaining more than a 2.5 per
cent stake). An additional 5 per cent was sold to OTP staff, and 24 per cent
to other domestic investors.

15. While the consolidation process and the privatisation were, undoubtedly, the
most spectacular developments in the Hunganan banking scetor, in the past
couple of years considerable progress has also been made with respect to
both institutional” and technological  development. New  institutions
supporting cfficien! banking in developed market economies were also put in
place m Hungary. They include the guaranice funds, the deposit insurance
fund, the Hungarisn Eximbank and the Export Credit isurance Co., the new
clectronic giro system, the debtor - and loan registration system aud the fund
for protection of savings co-operatives. New types of financial institutions,
such as credit institutions and firms speclalised in dealing with bad loans also
appeared, and all of the major international auditing firms set up their
subsidiaries in Hungary. Simultaneously, information and compuler
technology applied by the banks underwent a thorough modernisation, and
internal regulations, credit rating schemes, accounting techniques and
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management practices improved considerably. Significant progress has also
becn made in the traiming of bankers and specialists. Though these ratsulis are
not as spectacular as the implementation of the consolidation exercise, their
contribution to the improving performance of the banking sector has heen
equally important.

16. The Ilungarian securities markets produced a confinuos but not rapid
arowth withoul major jumps and setbacks in 1994-1995. The Liqudity of the
markets and the number of transactions have incrcased. As the privatisation
in Hungary has been overwhelmingly carried out via asset sales to strategie
investors (as against give-away schemes applied in some other countries in
ransition), thc number and traded volume of company shares in the
concentrated market have so far been rclatively low. [nstead, government
papers have dominated the market in the recent past. Tn this respect, the
setting up of the Public Debt Management Agency has resulied in placement(s
of government papers with more stable and standardised conditions. In
addition, a system of primary dealers was estabhshed which has resulted m a
more liquid and transparent market of these securities. As from st January,
1997 commercial banks will also be allowed to be active on the prunary
market of government securities.

7. An important feature of the Hungarian sccurities markets ts that trade outside
the stock exchange significantly excceds turnover on the siock exchauge.
Though a series of technological and logisuc npprovement have been
receently introduced in the trade on the stock exchange - facililating faster
clearing and settlement - this characteristic of the securities market
development seems to persist for a while, Legislative changes arc also
required to ensure the safe development of the capital market. The
amendment of the securities law intends to mprove the supervision of
specialised intermediantes of the capital market, increase their initial capital
requirement and introduce prudential regulation in conformity with that of
banking institutions, This amendment enters into force on 1st January, 1997,
These measures, together with the macro~economic cffcets of  the
stabilisation policy, will promote faster development of the Hungarian capital
market.

Public Finance Restructuring

18. Reform of the public sector and of the fiscal systemn has been on the agenda
of the different povernments since 1987, Alithough several convepts aind
programmes have been discussed during this time, none of them was ycalised

. consequently or could make a breakthrough i any respect. The changing role

—and responsibility of the state in the transformed political and econommc

system on the one hand, and the inefficiency of the functioming of the public
sector on the other, require the urgent reform of the public seclor,

19, The Government tovk a decision to begin immediately with the elaboration
of the restructuring of the public sector in December 1994. The introduction
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of the stabilisation programnme in March 1995 was the first step Although the
measures of the stabilisation package were one-off decisions and were
mntended to manage the given financial situation, they have established the
preconditions for starting with the structural refonm in the public sector and
ponsion system. The reform of the gencral government (the reform of the
health and pension system, of the financing of education and culture, of the
{axation and of the financing of Jocal governments efc.) however, requires a
series of long-term decisions which arc to be mtroduced gradually, on the
hasis of a general public consensus.

. As a result of the roform process. in the medum term the lungarian
government plans to reduce wealth distibution by the public sector by
bringing public expenditure down from 53% of GDP in 1995 10 51% 1 1996
and below 43% within the next three or fone years,

The reform of public finauces started on Janvary 1, 1990 with the sctting up
of the Treasury, The operation of the ]ch.&.ury coables  effective
management of the revenues and expenditures of the general government, an
increase in transparcncy of the flow of the funds in the public sector. The
main Task of the Treasury is (o carry out financial aperations on hehalfof e
general government and to manage adminisiration and registering conmected
with this operation, collecting and supplying information and conirolling it
The responsibility of the Treasury includes the central budget, central
budgetary institutions and extra-budgetary funds,

. The plans cnvisage a three-tier pension system for Hungary. These tiers arc:

the current obligatory basic pension, this will be supplemented by a
mandatory capital nising pension fund and a voluntary mutual pension, this

1 be supplemented by a smandatory capital rising pension fund and a
voluntary mutual pension imsurance fund. A pension contribution would
continue to be paid by the employer and the employec in order 1o assure the
basic pension. The mundatory pension supplement would operate on a
pension insurance basis, with the Jevel of contribution paid by the emplovee
calculated according to total income. Membership of voluntary or mutual
pension schemes, however, would not be obligatory, Pension reform would
1ake at least 30 years, so il would be the longest lmrmnondl period within thc
general budget reform.

In the health insurance system, the financing about 10 thousand hospital
beds will be pul on a marke-like system and the redundancy of about 5.6
thousand employees is planned for 1996 in the framework of the public
sector reform, The contribution of households (o the (nancing of health
services is also to be increased. A free or heavily subsidised health service
will e available in some cases only for those who are the mostly in need.
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Thenuaberef days of sick puyment paid by the employers will rise from 10
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