








































































































































































































































































































econom1c development in a longer perspective will not be 

endangered. The existing rate of national savlngs in the 

amount of less than 24 % is higher than in the EU countries, 

where it is about 20 %. However, the needs of restructuring 

and modernization of economy requ1re 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 considerable increase with a decline of the 

balance of payments deficit from the 

4.1 billion) in 1994 to the level of 

level of 9.8 % GDP (USD 

6 % or 7 % GDP (USD 2.5 

billion in convertible currencies). Simultaaeously the lead 

of the "dollar" wages 1n Hungary before the average wage 

level 1n 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 

1994 
Czech Republic 20.5 
Hungary 22.2 
Poland 15.9 
Slovak Republic 23.2 

1995 
Czech Republic 28.0 
Slovak Republic 28.3 

• In the CR and SR the total balance, 
Hungary convertible currencies 

Current Domestic 
Accounf• Savings 

- 0. 1 20.4 
- 9.4 12.8 
- 1 . 0 14.9 

4.8 28.0 

- 4. 1 I 23.9 
3.7 32.0 

in Poland and 

Source: International Financial Statistics, 1996; 
Statistical Bulletin of CESTAT, No. 2, 1996; 
own calculations based on national accounts statistics. 
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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 (Macroeconom_ic Analysis ... , 

1996). If we compare these data with the ''peak'' reached by 

other emerging markets, then it is 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 %, in 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 inflow was exceptionally 1n 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 rela~ively 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). 

was almost 

until 1995; 

enhancement 

In the 

fully 

only 

of 

Czech Republic the foreign capital inflow 

sterilized in foreign exchange reserves 

in 1995 it was used to a larger extent for 

investment resources. Official foreign 
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exchange reserves amounted to the peak 30 % of the annual 

volume of GDP in January 1996 before widening 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 utilization 

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 Sloven1a 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 volume of FDI inflows increased by 2.5 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 

9 



Slovak Republic stagnated, and In Slovenia, which accumulated 

FDI 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 USD 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 stability of the above-mentioned 

countries. In this year state enterprises were sold 

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 

Slovenia 5 % and Slovakia less than 3 %. The low share 

21 %, 

of the 

Slovak Republic in FDI inflows and stocks is connected rather 

with political than economic reasons. This country seems to 

be a less stable environment for foreign firms in spite of 

its relatively good macroeconomic results. 
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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 well. In the 

Czech Republic this ratio 1s reverse for the benefit of 

domestic owners, who control 68 %, whereas foreign owners 6 

% only and the state 26 %. 

The composition of FDI by investing countries 

shows Germany 1n the first place in the FDI stock 1n the 

Czech Republic and Hungary, in Poland it is the USA, 1n the 

Slovak Republic Austria, in Slovenia Croatia. By economic 

activities the largest FDI in the Czech Rep~blic 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. 

FDI remain only a supplementary source of 

investments to national savings, its contribution to solving 

the problems of capital shortage in the CEFTA countries is 

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 positi~ns. Both these 

countries have approximately the same economic level and find 

themselves between the highest level of the Czech Republic 

and the lowest level of Poland. But the rate of their 

1 1 



domestic sav1ngs and the foreign capital inflow differs 

diametrically 1n 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 sav1ngs 

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 least attractive for foreign 

capital so far. The surplus of the balance of payments 

current account was very high 1n 1995 (3.7% of GDP) and 

there 1s 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 detline in 1991 by 

one quarter and by further decline after devaluation of 

Slovak koruna 1n July 1993 and the low growth in the first 

years 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 1n 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 
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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 1s 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 

sav1ngs 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 1s 

the lowest of all CEFTA countries in Poland -only 17% of 

GDP. The Polish labour force is cheaper than the Hungarian 

one and it does not 

level. At the same 

economic level among 

58 % of the 

Notwithstanding 

level 

the 

differ very much from the Czech wage 

time Poland proceeds from the lowest 

the CEFTA countries, it reached only 

of the Czech Republic in 1995. 

low rate of investments, Poland has 

experienced the highest rate of economic growth for several 

years- 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 years the real wages growth was very 

rapid (5.3% 1n 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 is the highest here among th~ 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 - oil pipe line, motorway, ~ailway 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 

1s 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 Ruzena, Czech Statistical Office, Prague 

Financial Resources of Restructuring 

The integration in European market of the countries associated to EU is 
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 international 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 - is one of the main tasks. 

The CEFT A 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 capita, which was achieved in Slovenia and in the Czech 
Republic, amounted only 56% or 53% of the EU average, respectively, 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 consistelltly 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 
CEFT A countries in I 993- I 996. In 1995 the rate of gross fixed capital formation in GDP , 
reached 3I%, in I996 is expected to be 34%. Also the Slovak Republic recorded high 
rate (29% in I995), 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 I 996 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 in European conditions, 

taking into account the usual level of social guarantees. The rising part of real 

investments must be financed by foreign savings, i.e. deficits of current account In the 

CR the deficit amounted to 2.9% of GDP in 1995 and nearly 7% in 1996. An 

extraordinary high foreign capital inflow accumulated in last years - with the peak in 

1995 amountin.g 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 return ability, 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 investments 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 

Slovenia. 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 in different forms - not only FDI - should be prepared in the economic 

policy package of the individual countries with the help of the EU authorities. 
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Industrial Restructuring in Central and Eastern Europe and 

Emerging Trade Specialization Patterns 

by Peter Havlik, 7he Vienna Institute for Comparative Economic Studies (W/111\1 1 

I. Industrial structural change 

October 1996 

Industry used to be the favoured sector in the CEECs. Its share in GDP was much higher than in 

comparable Western economies and its structure differed as well. The major reasons for the existing 

structural differences were, of course, that in the pre-1989 period production patterns were decided by 

planning authorities instead of the marl<et. Moreover, trade with marl<et economies was relatively small 

and trade with other socialist countries was determined by the peculiar rules of intra-CMEA division of 

labour. The lack of internationalization 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 quanying. During 1990-92, industrial production 

shrank by double-digit annual rates in most CEECs. Production hit the bottom first in Poland (in 1991, 

after dropping by 30% as compared with 1989). In 1993, Hungary and Rom1lnia followed suit, with the 

remaining CEECs· returning 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 1994-95. Still, except for Poland in 1996, none of these countries have yet reached the 

pre-reform production level. 

Industrial restructuring has been accompanied by'substantial layoffs of redundant worl<ers. 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 wor1<ers have 

found new jobs in services, but a large number became unemployed. With the notable exception of the 

Czech Republic, CEECs' unemployment rates soared from virtually zero to about 12% of the labour 

force in 1996. Labour productivity has been growing rapidly in all CEECs. Despite serious data problems, 

there is little doubt that labour 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 _labour 

productivity has continued to improve impressively in all CEECs - even in countries with relatively 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 to 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) arid 
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 

1) 
This paper is an amended version of an article prepared by the WHW for the Panorama of EU lndu!itry 1997. 



CEECs and West European countries being relatively moderate, the adjustment of CEEC branch 

structures at a rather broad level of indushial 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 1989, 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 following 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 Western countries under consideration: 21 

- a general 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); 

- a general 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 Bulgaria, agriculture in Hungary).or specialization in the CMEA division of labour (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 (northern) and the less advanced (southern) 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 to those periods, when rapid structural 

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 and/or adjust to EU membership. We can perceive that the 

CEECs' output structure was drifting away from EU-North in the early years of the transition, which was 

only partly compensated by convergence later on. Seen over the whole period 1989-94, output 

structures diverged further from EU-North in all 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 

Z) 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 
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structures was yet more pronounced and valid for all CEECs. Tl1is migi1J imply lllat relative factor use 

reflected the convergence with production processes used in 111e West. 

Tl1e growing divergence of output structures from EU-North in the eany years of tt1e transition was. in 
general. due to furtl1er specialization along existing patterns, mainly in resource-intensive branches sucll 

as food industries (e.g. Hungary and Poland) and refineries (e.g. in S/ovakia 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 

loss of CMEA markets. as illustrated 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, indicating 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 surpluses in the iron and steel industry and tt1e 

reduction of deficits in the manufacture of paper and paper products and in printing and publishing, wl1icl1 
is partly due to extensive foreign direct investment in these sectors. 

In the period after 1992, adjustment towards EU-North took place in Hungary and Poland at a broad 

sectoral level, while in the Czecl1 Republic specialization along existing patterns continued in the 

important production of basic metals and the fabricated metals industry, including steel (DJ) 31, as well as 

in mineral products. including glass and ceramics (DJ). Also, the existing deficit in transport equipment 

(OM) was increased. In Slovakia, continued specialization in steel was of even greater importance and 

was the main cause for Slovakia's industrial structure diverging further away from EU-North at the 

aggregate level. In Romania, structural deficits were reduced at a broad industrial level, but existing 
structural surpluses in several important light industries such as textiles (DB), leather (DC) and 

manufacturing n.e.c. (ON) were increased. 

The changes of CEECs' industrial patterns compared to EU-South widely mirror the developments with 

regard to EU-North; a presentation of the structural surpluses a~d deficits of two major groups of 

industries, some labour-intensive industries (DB and DC) on the one hand and some capital- and 

technology-intensive industries (OK, DL and OM) on the other, with regard to EU-North and EU-South 

are given in Graph 1. In general, existing surpluses in the more sophisticated engineering branches were 

reduced, especially in the ear1y period of the transition, with very rew exceptions, such as mechanical 
engineering (OK) in Hungary;'1 also existing structural surpluses in iron and steel were reduced in most 

countries. But the deficits in the food industry (DA) and in pulp, paper and paper products (DE) were 

reduced as well. In most CEECs, the food industry even developed into a 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 posijion. Concerning the tabour-intensive industries, the picture is quite different for Hungary, 

Poland, 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 textiles 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. tn Romania the considerable deficits were reduced very slowly, but continuously. A special 
case is Stovenia, where the available figures for empl9yment indicate an increase of the existing surplus 

in textiles and footwear, but a widening of the defictt in wearing apparel vis.,a-vis the Southern European 

countries. However, specialization on labour-intensive prod~cts as suggested by the internationally 

3) 
Letters in brackets refer to the 2-diglt NACEr.ev. 1 terminology. 

4) 
After 1992, when Tungsram started production under new ownet-ship, Hungary has also increased the surplus in electrical 
engineering again. 
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extremely low labour costs might have taken place at a less aggregated level, not reflected 1n our 

results. 51 

Our findings on industrial restructuring confirm the overall obseiVation that apart from certain general 
trends, the individual CEECs have started to develop along different lines. 

11. Restructuring and emerging trade specialization patterns 

Foreign trade has been one of the areas most affected by the turtlulent 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 currency 

convertibility, were introduced as parts of the stabilization reform packages. The latter included in most 

cases substantial currency devaluations which affect emerging specialization patterns as well. Domestic 

liberalizations have been paralleled by the West with a suspension of most quotas on Central 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 shifts61 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 slower growth of Western 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 1995, 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 bn). In manufacturing industry trade. the previously 

balanced trade with the EU has turned into a deficit of some ECU 5 bn in 1993/94. 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 exports. 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) 

6) 

One straightforward example is the production of textiles and textile products (DB) in Hungary: the more detailed analysis at 
the 3-digit I SIC-level, available until1992, 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. 

The regional trade shares, especially the ones for Bulgaria, are affected by the unrealistically. 'high valuation of the transferable 
rouble used in intra-CM EA transactions as compared to the US dollar. Stovenia has recorded an exceptionally large share of 
trade with the EU since the mid-1980s- more than 50% in 1989. 
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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 

structures to the EU to the general patterns 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 structures of Czechoslovak, Hungarian and Polish exports to the EU became 

more similar between 1989-94 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. Austria) might increasingly 

compete on the same product markets. On the other hand, the Bulgarian, 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 substantial differences in industrial specialization is 

therefore clearly visible also in their varying export specialization on EU markets. 

CEEC comparative advantages now and in future 

Recent studies have discerned general CEEC export specialization patterns: away from capital-intensive 

branches towands labour-intensive industries, while the generally huge gap in the representation of skill

and R&D-intensive industries in exports somewhat declined in Hungary and Czechoslovakia. 71 

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 reconded 
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), knitting industry (436), footwear (451) and clothing (453).81 These 

industries have enjoyed the biggest absolute market share increases in most CEECs, either over the 

whole period 1989-94 or, after incunring initial losses at the beginninq of the transition, consolidating their 

exports from 1992 and regaining market shares in tl)e EU afteiWands. On the other hand, there has been 

a number of industries incunring 'competitive losses', again either over the whole period 1989-94 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 boilermaking (315), plant for mines, iron and 

steel (325) and animal and poultry foods (422) in some CEECs. 

A tentative decomposition of the market share analysis into two periods (early transition: 1989-92; 
restructuring 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 after 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 with 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 Bulgaria as well as structural metal products (345) in Romania. 

7 ) 

8) 

See Landesmann, M.A. (1995), "The Pattem of East·West European Integration: Catching Up or Falling Behind?"', WIIW 
Research Reports, No. 212, January. · 

Competitive gain is here defined as the gain in the market share weighed by the value of exports of a particular industry in the 
base year. For details, see Havtik, P., "CEEcs· Export Competitiveness in the Manufacturing Industry". WIIW draft study, 
Vienna, October 1996. 
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What are the characteristics of the most important CEEC export industries? Can we find out some 

distinct specialization patterns apart from the general features described eartier? For example, clothing 

(NACE 453)- the most labour-intensive of all industries- recorded the largest absolute competitive gain 

in the CEEC region as a whole 91 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 patterns 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 

(across all 89 sectors for which intensities are available) capital and skill intensity, but by considerably 

higher than average R&D intensity. The competitive industries in Hungary and Bulgaria 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, Bulgaria 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 losing 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 a11erage labour intensity, once more 

suggesting that wage costs might be a problem in Sfovenia. 

The recent CEEC trade specialization patterns 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 concerned 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 N/Cs, the 

existing broad industrial base and industrial traditions of the CEECs, their increasing integration through 

corporate links with Western 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 

Republic) 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 internationally 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 Jevel.101 The highest ULCs 

are obseNed in Slovenia: 60% of the Austrian level in 1995. Though still considerable, the CEECs' 

9
) We use factor intensities derived for the feu/largest EU countries·- see European Economy, Special Supplement (1995): 

The Interpenetration between the EU and Eastern Europe. 
10

) International comparisons of unit labour costs are difficult, inter alia 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 
rates and purchasing power parities, the latter being used as a proxy for comparable productivity levels. For more details see 
P. Havlik (1996), op. cit. 
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Graph 2 
International comparison of unit labour costs(ULC), PPP adjusted 
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absolute (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 Western markets and a fairly good formal qualification of the labour force, low 
unit labour costs give the CEECs an important competitive edge especially in labour-intensive 
industries. Moreover, the above ULC estimates are averages over the whole economy which vary 

considerably across sectors and companies, especially with respect to productivity levels. Examples 
where Western management, quality control 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 competitive really possess a long-term comparative 
advantage is difficult to say from the available evidence. The recent export successes might have 

resulted also from some special factors (e.g. exports without due regard to profitability, 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 so far not been very 
conclusive, inter alia because of dramatic regime changes and only a short period for which detailed data 
are available. 1t is thus not yet clear whether an inter-industry specialization pattern based 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 currently 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. 

Ill. 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 isslje 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, but also 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 labour-intensive industries (textiles, clothing, leather and footwear) the picture 
was the exact opposite: here there was an 'under-representation' of these industries relative to the 
EU-South and an 'over-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 economies (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'111 , 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
) For details concerning the analysis and prospects of bridging these 'technological and product quality gaps', see 

M. Landesmann (1995) .. op. cit. ; and M. Landesmann (1996),·'Emerging Pa«ems of European Industrial Specialization: 
Implications for Labour Market .Dynamics in East em and Western Europe'. WIIW Research ReporJ. 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-industl)' specialization; compared to the EU import 

structure in general, CEECs' exports have moved in the direction of more labour-intensive exports, 

away from more capital-intensive exports, and continue to have vel)' 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 Hungal)') have made inroads in some 

sophisticated industrial branches (particularly engineering) and have reduced their deficit in R&D

and skill-intensive areas, but have also strengthened their presence in internatio-nal trade in some 

resource- and labour-intensive areas. Other economies have mainly moved in the latter direction. 

The picture of trade specialization over the period 1990 to 1994 is still strongly affected by the 

short- to medium-run impact of the dramatic process of trade liberalization, absorption of the 

'transition shock' · and only the gradual evolution (at different speeds) of new industrial 

organizational structures in the different CEECs; this makes it difficult to draw vel)' 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 Transitionl 
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 (GEE) 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. In 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 unemployment 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 also 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 longer, 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 also 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 I 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 11 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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ReRI Sector· Restructuring 

1. 199.'\ provl:ld to be a succtJs>fnl year for llung~ry. After having launched a 
n.llnprdu::nsive stabilisa!JOn package in Mm eh J 996 we were abk to create 
condition~ for long-tc1m economic growth. The fa~tmacroecontnlllC turnover 
is not ,I smprise if we heat' in mind that in thG ')Os ~ re3Jly deep 
micrueconomk ad.iustmeut tool' plac.<' in Hungary 

7 The ~tringcnt bankruptcy law containing the institution of a mAndatory self
declare.ct bankruptcy which ctune into fom: on JRnu~ry l, 1992 ~nrl was in 
~:[feet until the middle of 1993, and the nwdcrn banking and a~:.vnmting. laws 
forced the micro sphere to implement substantial slrm:tmnl changes This 
meant the liquidation of loss-making production, rnodemisation of corporate 
structures and the necessary mobilisation of reserves. Tru~, the chronological 
coincidence with the market crisis caused the eollapse of capacities which 
could perhaps have been saved, at least to some extent. As a result of this, a 
substantial patt of the companie.s - 16 %, - went into bankruptcy and was 
liquidated or closed. 

3. Privatisation, as being the best way of restructuring, has been underway 
since 1990. Privatisation practice is built on a commercial basis. Therefore, 
the Hungarian practice features mandatwy property valuation and sell-ot't:, 
often by bidding and public offering, in which organisations as wel.l as 
entrepreneurs can pmiicipatc and become owners. Participation by foreign 
investors on a large scale is also typicaL 

4. At the beginnirrg of privatisation, that is in 1990, 1857 companies were in 
state hands in Hungary. By January 1996, 1074 companies- 58% of the 1!-:57 
- had been privatised, 11rat is had been transferred into majority private 
ownership. There arc still 356 companies - 19% of the initial number -· in 
majority state ownership, out of which 89 are selected to he kept for the long 
run in majority state hand. 

5. Calcuhiting 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 HlJF 2600 bn. The statistics in January 1996, register an asset 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 c:.ompletcd 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 

:, 
11 
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of :V!atav (the main I Iungarian telecommunications cmnp~ny) t<-.r US$ 852 
million. The deal raised Magyarcom' s total ownership share in Matav to 67 
per cent. fn addition, the government (and the municipality of Budapest) sold 
majority St<\kes in six regional gas dish·ihutors for a total of US$ 5S6 million. 
large minority stakes in six regional electricity distributors for a total us$ 
I, 11-'l million, and laree minority stakes in two power generating companies 
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 
State Privatisation and Asset Management Company. According to intentions 
stated in the law, 46 companies will remain fully state-owned, including 
postnl services and the railways. The state will maintain majority stake~ in 
MVM which holds the electrical grid and the countty's only mt~lear power 
plant. The state will al~o maintain 2.'i per cent ownership in some of the 
largest bunks. 

8. Coq>orate structurt• have been transfom1ed radically. This applies equally to 
slntcturc by ownership, sir.e and activity. The ratio of the private sector rose 
from 24 per~·.ent in 1990 to 68 percent by 1995 with respect to the full GDP, 
while from 29 percent to !!0 percent in the GOP of the business sector, 
according to GKI Economic Research Co. estimates. The former 
centralisation of production was either substantially alleviated or abolished in 
the majority o[ the subsectors. There are more than 800,000 individual 
entrepreneurs, 120-140,000 non-incorporated businesses and some 70,000 
incorporated entities, which arc now registered in the country. The vast 
1myority of these ftrms, however, are small, weak, undercapitalised with 
extreme difficulties in having access to loans. The hidden (back or grey) 
economy is vigorous and is expanding. Because of this, it is the second half of 
"creative desttuction" which ha$ been more easily asserted within the 
restntcturing process. 

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 reasons the change in the wages does 
not include the change i..n taxes and levies of wages.) This means that the 
wage rise did not follow the rise in consumer prices, that is to say, 
pwtluctiviLy improved congiclerably in the HungariAn economy. The real unit 
labour cost in Hungary calculalcd with the GDI' cleflator declined by 17 
percent IJvcr ~ix year~ in Hunga1y, hut by only 5 percent in the average of the 
EU counlri~.;s. That is to say, the combined effect of waRe and productivity 
~!hnngc~ wa~ more fa.vournble ~n the Hungarian eeouomy than in the average 
of the UU countries. lt shnuld, however, he emphasised, that the di1Terence 
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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10. As a result of wide-scale privatisation, liberalisation and institntional and 
legal c:h~nges, the competitiveness of l-lungari~n firm~' improved 
dramalic.ally Hungary is th<.: counny iu the region whete the privliii~ation 
brought in sil.cable fresh capital, new management, tlCW tedmolorw nnd new 
market access. It is imp011ant to acknowkdge that thi' type of privntisaliC>Jl, 
though on the surface sr.emcd 1\> uc slown thnn the m~s~ privatioulinn, 
proved to he very efficient. 

ll. As a result of this, ~nd the really painful microeconomie ther~py in 1992 
(bankruptcy, bankiug and accounting acts), produr.tivi!y grew llv 'iCl% in 
three years. Financial di~!Cipline and expo11 compctitivi:TJt:,;s improved 
considerably, the result of which is a double digit export growth for 1994-95 
and it is expected to continue in the cunent year, too. In 1995, with some 
delay, we launched a new macroeconomic p~licy aiming to re-establish the 
macrocceonomic stability and to secure export-led long-tenn t-:rowth. The 
policy proved to be successful in that the economy kept growmg by 1.-'i%, 
whereas the whole growth was export- and private sc~.;tor-led. 

Financial Secto•· Re~tru('turing 

J 2. Since the beginnmg of compn:hensive economic transfonuat.ion, I Iungo.ry has 
• 

progressed considerably in establishing the legal and institutional 
framework of the market economy. The market refonns implemented in the 
past tlve years led to the large·scale transfonnation of the ownership 
structures of the economy; a complete reorientation in extcmal economic 
relations; the emergence of a liberal trade regime coupled with a gradually 
liberalised foreign exchange system (resulting, from J 996, in full 
convertibility in current account transactions 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. -

13. In the past couple ofyears, the National Banl( of Hungary (NBI!) continued 
to revise and develop its monetary instruments in order to ensure the efficient 

-conduct of moneta1y policy, to contribute to the development of money and 
capital markets and to put a stop to the increasing costs of financial 
intennediation. Since the beginning of the 1990s, the NBH has relied 
exclusively 011 indirect instruments. Nowadays, the major issue the NfHl 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 NBH has to decide to what. extent it should sterilise the liquidity, 
and to what e)[tent it should allow for a decline in interest rates. The 
instruments available for sterilisation are currently restricted, as cuu1mercial 
hanks hardly make use of the NBH's refinancing facilities (repo and swap). 
Thus the only instruments available for liquidity restriction are reverse repos 
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rtnd open market tTansnctions, The conduct of the latter, however. i<> at 
present hindered by the fact thnt the NBH doef, not have an adequate 
portfolio of government securities (in tenns of both quantity and quality, i,c, 
those with appropr·iate interest rate conditions and maturity) to cxecute large 
scale outri15ht sa]e of govemment papers, The improving co-ordination 
bel ween the authoritie,s primarily responsible for public debt management 
auJ the NBH has enabled the central bunk to establish the appropriate 
portfolio and to operate only in those (shorter term) segments of the money 
markc,t where the financing requirements of the govemment arc not presenL 

14, In llungary, the two-tier banking system was e~,tablished as early as 1987, 
Nevcnheless, it was in 1991 when the development of rht' b~nking system 
arrived at a turning point Several new pieces of kgislation were passed 
wh1ch "reated a new legal framework for the operation of financial 
institutions, The substantial fall in company profits and th\~ \lnforccmeul of 
these new regulations - meeting the standards of (1\lvdopcJ lllarkd 
economies - led 10 the appearance of t11e transition-induced lossl:'s or the 
erneqJris~ sector in the conunercial banks· portfolio, Tht: 1;apitl a<.:cunwlation 
of non-pc,rforming loans in the balance sheet of the banking sector pnHnpl\:U 
a series of govemment actions (the so-ca!led wnsolidaliun prucess) !Jetween 
1992 and 1994, to resolve t.he portfolio problem. Through the ust' of various 
measures, most of tht: bad loans were removed from the balance sht't't, whik 
- as <l resulr of the re-capitalisation of banks - the remaining ones are now 
fully provisioncd, Therefore, capital adequacy of the Hungarian banking 
svstem exceeds intcmational standards, rmd the ~,;omposition of th~ portfolio 
by risk categories has been on an improving trend since early I 994, As 
regards privatisation, a majority stake in Budapest Bank was sold in 
Decemhor to ET3RD and GI:', Capital f~)r US$ 87 million, During the course of 
J 995 <lJI(I th<: first half of 1996, the govcmmcnl sold 23 per cent of the sha1es 
in the largl:'st bunk, the Nat.hmnl Savin!?s Bank (OTP), to fmcign iuvcslur s fm 
about US$ 53 million (with no single investor obtaining more tlwn <l 2,5 per 
<:cnt st<1ke), An mhlit.ion~l 5 per cent was sold lo OTP staff, and 24 per cent 
to other domestic investors, 

]5, While the consolidation process and the privatisation were, undoubtedly, the 
most spectaculllr developrn~:nts in !11~: Hung<1rian h<1nking scctor, in th<: past 
couple of years considerable progress has also been made with respect to 
both institutional and technologi~;:al u~:velopmenL New institutions 
supporting dlkicnl h<~nking in tl\oveloped lllafket economies were also put in 
place in Hunga1y They indmlt' the guamnt<:c funds, t.he deposit insurance 
fund, the Hungarian Eximbank and tl1e Export Credit Tnsunm~:c Cu., the uew 
electronic giro system, the debtor- and loan rcgistratiou ~y~lem aud the fund 
for protection of savings co-operatives, New types of financial institutions, 
such as_crcdit instinnions and finns specialised ln dcallng whh bad loans also 
appeared, and all of the major international auditing llnns set up their 
subsidiaries in Htlllgaty. Simultaneously, info1·mation and wmpuie.
tcch nology applied by the banks underw<:nt a thumugh mudemisntion, and 
internal regulations, ~<:reuit r<Jtlng schemes, accounting techniques and 
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managem~;ut practice:; improved considerably Significant progress bas Al~o 
been made in the training of baukefs and 5pecialists. Though these results are 
no! as ~p~;:dacular as the imp!<.JJittmtation of the consolidation exercise, th<;>ir 
contnbution to tltc improving pmfmmance of the banking sec.tor has heen 

equally imp01tant. 

1 (, The lliUJg~rian scc.urities markets produced a continuos but not rapid 
prowth without major jump> allll sctbncl's in 199··1-J<)<)) The liquidity of the 
L) ~ ' 

markets ami the number of transactions have increased. As the privatisation 

in Hungary has been overwhelmingly carr;ed out via ssse( s~lc~ t0 strntcgic 
investors (a.s against give-away schemes applied in soJne other countries in 
transition), the number and traded volume of company shares in the 
concentrated market have so far been relatively low. fnste~d, government 
papers have dominated the market in the recent past. I u t!tis respect, the 
setting up of th;; Public Debt Management Agency has resulted in plac:enwnls 
of government papers with more stable and standardised conditions. ln 
addition, a system of primary dealers was established whi.ch has resulted in a 
more liquid and transparent mark;;t of these securities. As from I st Jcmtwy, 
l'J'J7 commercial banks will also be aJlowed to be active on th~; JH unafy 
market of government securities. 

17. An important fc:atun; of the Hungarian securities markets is that trade outside 
the stock exchange significantly exceeds ttm10ver on the stock cxclwuge. 
Though a series of technological and logisti~.: impn>vcll~<.:ni have been 
recently introduced in the trade on the stoc:k exdiangt - facilitating t~'tster 
clearing and settlement - this characteristic: of the securities market 
development seems to persist for it while. Legislative changes arc also 
required to ensure the safe development of the capital market The 
amendment of the Sec;uritieS law intends to improve the SUjKlViSi<m of' 
specialised intetmediaries of the capital market, increase their initial c:apital 
requirement and introduce prudential regulation in conformity with that of 
banking institutions, This amendment enters into force on 1st January, 1997. 
These measures, togcthllr with the macro-ec:onomk ~;ffc~:t~ of the 
stabilisation policy, will promote faster development of the HungarirUI capital 
market, 

Public J<inance Restructuring 

18. Rufonn of the public sector and of the fiscal system has been on the agenda 
of the different govenummts sinc:l! 1987, Altlwugh ~<::vc:,ul "~"'""!'!> nild 
programmes have been discussed during this time, none of them was rc:alisct.l 
consequently or could make a breakthrough in any respect. The changing rok 

-and reSj)Onsibility of the state in the transformed political nnd economic 
system on the one hand, and the inefficiency of the functioning of the public 
sector on the other, require the urgent refotm of the public: secll;r, 

19, The Government' tuuk a decision to begin immediately with the eln.bora.tion 
of the restructuring of the public sector in December 1994. The introduction 
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,,f the stabilisation progranunc in I\lorch 1995 was the first step Although the 
nwaS<lres of the stahilisntion package were one-off decision< and were 
intended to manage the given financiul situation, they have established the 
preconditions for starting with the stntctural refonn in the public se.ctor and 
pension system. The reform of the general govemrnent (the refonn of the 
hcalth and pension system, of the financing of educHtion and culture, of the 
taxation and of the financing of local governments etc.) howeveL requires a 
series of long-tenn decisions which arc to he intl"oduced gradually, on the 
h~sis of A general public. cons.;>nsm. 

20. As a result of the reform process, in the mcdittm term the Hungarian 
government plans to reduce wealth distribution b~,.. the public sector by 
bringing public expenditure down from 5:"\% of GDP in I 995 10 51';;, in 1996 
~nd below 45%, within tht' Jlt'.X I ilnr.(c ur f'r11rl years. 

21. The rdonn of public fiiHrHCts started on .lanuat)' 1, 199!j with the setting up 
of the Treasury. The operation of the Trt"a.sury ~;:nabks c(fcuiv<.: 
management of the revenues Rnd expenditmes of the general govemment, m1 
increase in transparency of the flow of the t\mds in the puhlic sector. The 
n1ain Ta~k ofthe Treasury ]s lo cany f.Hif liTJ;.-nu:i:-111.1]-H.~ralinn-,; IHJlwhalfnfllw 
general govemmem and to manage admirJistradon anti registering Cl'llTWLOied 
with this operation, collecting and supplying information ;md c-omwlling it. 
The responsibility of the Treasm~y includes the L:entral budget central 
budget<uy in~ti tutions <tnd <.:X !m-budgetary [ und~. 

22. The plans envisage a three-tie!.' pension sy~tent for Hungary. These tiers <trc: 
rh<: LOUITLOHt oblig<tllHY ba~i1.0 fH.:nsion, this will b<: ~Hppknt<:nicd by a 
mandatOiy <:apital rising pension fund and 11 voluntary mutual pension, this 
will be suppl~;:m<:niLOd by a waml<~tury <:apital rising pension fund and a 
voluntary mutttal pension insuranL:e fund. A pension contribution would 
continue to be paid by the employer and the employee in order to assure the 
bask pension. The m<tndatOJy p~:nsion supplement would operate on n 
pension insiii<HILOe basis, with the levd of contribution paid by the employee 
calculated according to total income. Membership of voluntary or mutual 
pension schemes, howeveJ, would 1wt be ubliga.!.ory. J'.en si on refmm would 
take at least 30 years, so it would !H.: th~;: longest transitional period within the 
general budget reform. 

2J. In the health insurance system, the financing about 10 thousand hospital 
beds will b"' put on a market.-likLO NYN!t:m mul the r<;dundan(;y of about 5-C> 
thousand employees is planned for 1996 in the framework of the public 
sector rdonn. Th., contribution of households to the Jiuan~ing of !tealliJ 
.~l;lrviLOes is also to btl in<;reased. A free or heavily subsidised lu~allh so;:rvi1.0e 
will be available in some case.s only for those who are the mostly in need. 

1
-----..J'CIIod:u:.aumb days of si1.0k payment paiu by the employers will rise from 10 

,., . JST~!~Z,~}~~~~~!'¥6Jl1· also the conu·ibution of the amount paid to the patient will be 
. incn;as~ 
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