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Maps 

1. Central and Eastern Europe 
2. Czechoslovakia 
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Richard F. Nyrop, Foreign Area Studies - The American University, 
Czechoslovakia: A Country Study. April 1981. (excerpts) 

Excerpted Contents: 

Country Profile xiii - xvii 
The Society and its Environment 63 - 78 
The Economy: Agriculture 134 - 143 
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KEY ECONOMIC INDICATORS: CZECHOSLOVAKIA 

Average Official Exchange Rates* 

1991: US$ = 29 Czechoslovak Crowns (Kcs) 
1990: US$ = 17 Czechoslovak Crowns (Kcs) 
1989: USS = 14.9 Czechoslovak Crowns (Kcs) 

Indicator Units or Value 1988 1989 1990 
National Income 
(1984 Prices) Kes billion ate eS) 576.3 658 2 

Growth in NI percent Phd 0.0 eae 
Income per capita U.S.$ 207130 
Investment Kes billion 2785.6 al eht i asl nis eh 
Labor Force million workers ja thas thet! 

Basic Industrial Output 

Hard Coal mill. metric tons 2D a5 25 a1 2G 
Brown Coal mill. metric tons 96.4 90.9 82.0 
BlectCracLLy bill. kilowatts 87.4 89.2 86.6 
Crude Steel mill. metric tons 25746 septs) ry ae) 
Rolled Steel mill. metric tons ys 9 We ket TORS, 
Trucks mill. metric tons 50— a ee Ae 

Foreign Trade (Czechoslovak data in Kes billion) 

Total Imports 214 .3 214 60h Oe ree 
Non-convertible currency 

countries ale Roe a] ibs heey! eC 
Convertible currency countries Ta 8370 Vere e 

DWatecyl A ipig eles &) 218..9 Zee aay: 
Non-convertible currency 

countries 2 est, 130.0 100.8 
Convertible currency countries 76.8 ste Ps) L445 Ss 

U.S.-Czechoslovakia Trade (U.S. data in millions of U.S. dollars) 

Total Trade 142.7 14007 n/a 

oot DOLLS ape ad 5 Seekr n/a 
Agricultural 15,4 aR pee n/a 
Nonagricultural 390 apse! n/a 

Us ShmlanpOLLS 87.6 re, n/a 
Agricultural as c3 ree) n/a 
Nonagricultural SO, LOU? n/a 

* Rates are fixed to a basket of currencies so the dollar rate 
may vary. In 1990 there were two rates: a commercial rate 
(given in the table) and a tourist rate of 35 crowns per 
dollar. Prior to January 1989 several exchange rates existed 
and the commercial rate had to be multiplied by a co-efficient 
Ofe2.o. 
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ECONOMIC TRENDS REPORT: CZECHOSLOVAKIA 

SUMMARY 

In 1991 Czechoslovakia embarked on extensive economic reforms 
with the aim of transforming itself into a modern market 
economy. Major reforms which have already been implemented 
include liberalization of foreign trade and investment, removal 
of restrictions on private enterprise, creation of a framework 
for privatizing large and small enterprises, price 
liberalization, and partial convertibility. The government has 
combined these reforms with a strict, restrictive fiscal and 
monetary policy designed to keep inflation under control while 
the economy adjusts to new conditions. 

The path of economic reform and restructuring has been 
complicated by external developments. With the disintegration 
of CMEA, Czechoslovakia has had to pay more for its raw 
materials imports from the Soviet Union and has lost most of 
its markets in the former East Bloc countries. Despite some 
increase in trade with developed market countries, 
Czechoslovakia’s exports fell and imports rose, resulting in 
shift from a trade surplus in 1989 to a deficit in 1990. A 
deficit is alsc expected in 1991. Loans from the IMF and other 
international organizations will help to cover the expected 
increase in foreign debt. 

As a result of these external shocks, as well as other factors, 

industrial production declined, especially in heavy industry 
and construction. National income also declined. Private 
enterprises, particularly in the service sector, burgeoned, but 
most private firms are still very small, usually only part 
time. Tourism was one of the brightest spots in the economy, 
with an increase of over 50 percent. Saving declined, but 
investment in equipment rose. Unemployment increased, although 
it is still very low by Western standards. The removal of many 
consumer subsidies and price liberalization led to price 
increases. Nominal wages rose, but did not keep up with the 
rise in prices. 

CURRENT ECONOMIC SITUATION 

During 1990 the economic decline which started in 1989 (by some 
measures even earlier) continued in Czechoslovkia. Net 
national income declined by 3.1 percent and gross material 
producteby. 223 epercents. However,’ the™Federal Office of 
Statistics did an experimental calculation of gross national 
product, including services, which showed an increase of 3.7 
percent. The difference may be due to inflation and to 
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a boom in tourism and the growth of other services, 
especially in the private sector, which was legalized in 
April 1990. At the end of 1990, 488,400 entrepreneurs 
were registered, but most of these were only active 
part-time. Most private enterprises are in the fields 
of services -- construction, repairs, trade and tourism. 

Inefficiency in the use of raw materials and energy, low 
productivity, slow application of new technologies and 
low quality of production continue to plague the 
economy. In addition, for the first time there has been 
Significant price rises and unemployment. Unemployment 
reached 1 percent at the end of 1990 and has risen 
rapidly during the first months of 1991. Retail prices 
rose by 10 percent during 1990. After price 
liberalization in January 1991, prices rose by 25 
percent, but the growth in prices slowed to 7 percent in 
February 1991 and was expected to drop to 4.7 percent in 
March. However, other price shocks are expected. On 
May 1, fuel and heating prices are schedule to increase 
sharply and housing subsidies may be reduced or 
eliminated later this year. 

INDUSTRY. 

Czechoslovakia is traditionally an industrialized 
country. In 1988, approximately 38.5 percent of 
employees worked in industry, compared to 29.2 percent 
in Hungary and 29.7 percent in Poland. Under the 
previous Communist regime, Czechoslovakia became 
oriented towards heavy industry. For example, in 1989 
Czechoslovakia produced 15,465,000 tons of crude steel, 
about a ton per citizen. 

These heavy industries depend on imports of cheap raw 
materials and energy from the Soviet Union and on export 
markets in Eastern Europe and the USSR. Since the 
disintegration of Council for Mutual Economic Assistance 
(CMEA), Czechoslovak industries must pay world prices 
and hard currency for their raw material imports and 
have great difficulty finding customers for their 
products. As a result, many enterprises face serious 
difficulties. Light industries are generally in better 
shape, although some of these industries were also 
dependent on exports to CMEA countries. 

Industries were also hit in 1990 by the strict financial 
and monetary policies of the government and by 
disruptions in energy supplies in the latter half of the 
year. Financial stringency and loss of Eastern markets 
Continue torvattect. production in 1991. In addition, 
privatization, while ultimately likely to benefit the 
economy, may disrupt production in the short run as 
enterprises struggle to adjust to market conditions. 
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In 1990 industrial production dropped by 3.7 percent. 
Slovakia, with an 4.2 percent industrial decline, 
suffered more than the Czech Republic, with a 3.5 
percent decline. Slovakia has a greater concentration 
of enterprises which are dependent on the Soviet Union 
for markets and raw materials. It also has more arms 
manufacturers which have been hit by the successes of 
arms control and the new government’s policy of reducing 
sales. This decline continued in the first two months 
of 1991; production was down by 6.7 percent compared to 
the same period in 1990. Again Slovakia’s decline has 
been greater -- 10.2 percent in January 1991 contrasted 
to 4.9 percent in the Czech Republic. 

CONSTRUCTION, INVESTMENT AND STOCKS. 

The construction industry declined in 1990 by 5.6 
percent and in the first two months of 1991, by 33 
percent. Housing construction fell by 22 percent in 
1990. The fall in construction is attributed to the 
government’s strict budget cutbacks leading to less 
money for housing, schools, and other government 
projects. Many workers left the construction industry. 
The decline in construction may be less than the 
official figures indicate, because a number of small, 
private companies have sprung up and their production 
may not be fully reflected in official statistics. 
Despite the fall in construction, overall investment 
rose by 5.7 percent in 1990. A 17.1 increase in 
machinery and equipment compensated for the fall in 
construction. Stocks grew by 7.7 percent in 1990, 
compared to 1.7 percent during the previous year. 

AGRICULTURE. 

In contrast to some of its neighbors, Czechoslovak 

agriculture was almost entirely collectivized. During 
the decade before the Velvet Revolution, Czechoslovakia 
had succeeded in becoming self-sufficient in most 
temperate climate crops, but at a heavy cost in 
subsidies. The countryside prospered as a result, all 
the more so because cooperatives were permitted to 
diversify into various light and service industries. 
The new government, in keeping with its market 
orientation, plans to gradually eliminate subsidies to 
agriculture and to privatize the agricultural sector. 
However, the land law, which would restore the rights of 
the original landowners and restructure cooperatives, 
had not been passed by April 1991. 
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fnew. 90SGgross=egr.icultural= production fell by 3.7 
percent. This decline was not evenly reflected in all 
crops. The crop of cereals rose by 4.3 percent. 
However, potato production fell by 17.2, causing a 
shortage which was alleviated by imports. Milk 
production fell by 2.4 percent and meat production by 
1.2 percent. Price liberalization led to higher retail 
prices for many foodstuffs, especially dairy products 
and meat, and lower demand. 

ENERGY. 

Czechoslovakia is almost completely dependent on the 
Soviet Union for supplies of oil and natural gas. It is 
self-sufficient in refining capacity. In 1989, 
Czechoslovakia imported 17,632,000 metric tons of crude 
oil, but in 1990, this amount was sharply cut to 
13,354,000 metric tons, a fall of almost a quarter. As 
a result, Czechoslovakia stopped exports of petroleum 
products and raised domestic prices. In December 1990, 
Czechoslovakia began to import small amounts of crude 
oil from Iran. No problems occurred in supplies of 
natural gas; imports from the USSR rose by 9.6 percent 
in 1990. 

The largest part of Czechoslovakia’s electrical 
production comes from highly-polluting, coal power 
plants, but a significant proportion is from nuclear 
generators. In 1990, Czechoslovakia generated 
approximately 87 billion kwh of electricity, of which 25 
billion came from nuclear generators. Czechoslovakia 
has extensive coal reserves, mostly brown coal. In 1990 
coal production was 107,573,000 metric tons, down by 9.9 
percent from 1989. 

The government’s aim is to diversify energy sources and 
to integrate into the European energy market. They plan 
to build new pipelines connecting with the West. 
Currently, Czechoslovakia depends on pipelines linked 
with the Soviet Union. The government also plans to 
connect with the West European electricity network, if 
technical difficulties can be worked out. These plans 
are, however, dependent on obtaining capital. For 
environmental reasons, the government expects to reduce 

the use of coal and increase use of natural gas. 
Nuclear energy production will probably also increase as 
a less environmentally-damaging alternative to coal. 
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INCOME, CONSUMPTION AND SAVINGS. 

Under the Communist regime, the material living standard 
of Czechoslovak citizens was one of the highest in the 
Eastern Bloc. The selection and availability of 
consumer items was good by Eastern European standards. 
However, compared with Western Europe, Czechoslovakia, 

which had had one of the highest standards of living in 
all of Europe before World War II, was falling further 
and further behind. 

The government reduced subsidies and raised prices of 
many consumer goods in July 1990. Retail prices rose 10 
percent in 1990, compared to 1.4 percent in 1989 and 0.2 
percent in 1988. Nominal incomes also increased 
rapidly, by 8.7 percent. The average monthly gross 
nominal wage of workers in the state and cooperative 
sector rose by 3.8 percent (to 3,380 crowns); the 
average net wage (after the deduction of taxes) was 
2,755 crowns. However, the cost of living rose faster: 
by 9.9 percent for workers and employees; 10 percent for 
peasants and 10.2 percent for pensioners. Real wages 
decreased by 5.6 percent. 

Expenditures increased by 12.3 percent in 1990. The 
index of savings fell to only 0.3 percent, compared to 
3.5 percent in 1989 and 3.7 percent in 1988. 

FOREIGN TRADE. 

Czechoslovak figures for 1990 trade show a sharp drop in 
trade with centrally-planned economies and a rise in 
trade with the developed market economies. Total trade 
turnover fell by 7.6 percent, but while trade with CMEA 
countries and other socialist countries fell by 17.6 
percent, trade with developed market countries increased 
by 3.3 percent. 

Total exports fell by 1 percent and imports rose by 10.9 
percent, resulting in a negative balance of 22.9 billion 
crowns compared to a surplus of 2.8 billion crowns in 
1989. The fall in exports was most dramatic with the 
former CMEA countries. Exports to advanced market 
economies also declined by 3.1 percent. Imports rose by 
10.9 percent. The rise was due to imports from 
developed market economies, since imports from CMEA 
countries declined. 

Czechoslovakia’s largest trading partner remains the 
Soviet Union followed by Germany and Austria. Germany 

is expected to overtake the USSR in 1991. The Soviet 
Union is Czechoslovakia’s main supplier of raw 
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Materials. It is also an important market for 
Czechoslovakia’s manufactures, many of which are 
specialized for the Soviet market. The decline of trade 
with the Soviet Union will have serious consequences for 
many Czechoslovak firms, particularly those in the heavy 
machinery sector. 

TOURISM. 

Tourism is one of the most promising sectors for 
development in Czechoslovakia. In 1990 approximately 
46.8 million foreign tourists visited Czechoslovakia, 
more than half again the number in 1989. However, 
Czechoslovakia lacks the infrastructure to take 
advantage of its tourist potential. Under the previous 
regime, tourism, like other service sectors, was 
neglected. Czechoslovakia has an estimated 55,000 hotel 
and motel beds, many fewer per 1,000 people than in 
Western European countries. Only about a third of these 
beds meet Western European standards. Prague, which is 
the destination of an estimated 90 percent of foreign 
visitors, needs about 16,000 hotel beds to meet demand. 

The government is looking to privatization and foreign 
investment to improve the tourist infrastructure. In 
the next two years, modern hotels with a total capacity 
of about 5,000 beds are to be built in Prague. These 
new hotels and several existing ones are joint ventures 
with Western European partners. There are about 1,600 
private tourist agencies in Czechoslovakia, compared to 
15 state and cooperative agencies under the previous 
regime. The largest state travel agency, "CEDOK" 
continues to exist, but was divested of its chain of 
hotels. 

FOREIGN DEBT. 

Czechoslovakia’s foreign debt rose by $200 million over 
1990. At the end of 1990 gross debt in convertible 
currencies was $8.1 billion according to the 
Czechoslovak State Bank. To some extent 
Czechoslovakia’s debt is offset by foreign assets; 
unfortunately many of these assets are claims on Third 
World countries which may be uncollectable. Official 
predictions are for foreign debt to rise to 
approximately $11 billion during 1991, due to the 
expected trade deficit. For financing this deficit, 
Czechoslovakia is relying on the IMF which is providing 
$1.7 billion for a 14-month program. This amount 
includes compensation for oil price rises, which may not 
occur, in which case Czechoslovakia would receive less. 
The government has also been promised a total of $1 
billion from the G-24. 
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ECONOMIC RESTRUCTURING AND REFORM. 

Beginning in 1990, Czechoslovakia embarked on a 
far-reaching program to convert itself into a market 
economy. The government appears to have reached a 
consensus that the move to a market economy must be 
complete and speedy. Although Czechoslovakia has been 
criticized for not moving swiftly enough, the number and 
scope of the economic reforms enacted by early 1991 is 
impressive, especially considering the profound 
political changes which had to be instituted at the same 
time. Below is a summary of the major economic reform 
measures passed since the beginning of 1990. 

Legalization of private enterprise (April 1990) - 
Removed the restrictions which had limited private 
industries to small family businesses. 

Amendment to Joint Venture Act (April 1990) -. Legalized 
100 percent foreign ownership of enterprises, permitted 
joint ventures with private Czechoslovak companies and 
individuals. 

Amendment to Foreign Economic Relations Act (April 1990) 
- Abolished the monopoly of state-controlled foreign 
trade companies and removed most limits on rights of 
individuals and enterprises to engage in foreign trade. 

Copyright (May 1990) - Revised and strengthened 
copyright protection. 

Small privatization (November 1990) - Set up the 
framework for privatizing shops, restaurants, and other 
small businesses. 

Small restitution (November 1990) - Allows restitution 
of businesses nationalized during 1959. Most large 
businesses had already been nationalized by 1959, but in 
that year even small shops and family workshops were 
taken over by the state. 

Patents (November 1990) - Strengthened patent protection. 

Foreign exchange (November 1990) - Allows businesses to 
freely purchase foreign exchange for use in business, 
current account transactions. 

Price liberalization (November 1990) - Allows most 
prices to be set by market, but retains controls on many 
to prevent monopolies from exploiting their advantages. 
After its implementation on January 1, 1991, 
approximately 80 percent of prices were freed of state 
GOncCLOLe 
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Indirect tax reform (November 1990) - replaced the 
system of turnover taxes with a VAT system and 
Simplified the rate structure. 

Labor (December 1990) - Amendments to the labor law 
governing collective bargaining. 

Safeguards legislation (December 1990) - Prevents 
illegal transfer of sensitive military or dual-use 
technology. 

Extra-Judicial Restitution - Created the framework for 
restoring companies and properties nationalized after 
1948 to their previous owners or heirs. The Act permits 
restitution only to Czechoslovak citizens who reside in 
Czechoslovakia. 

Large privatization - Sets up the framework for 
privatizing large state enterprises. Under the Act, 
each state enterprise must draw up a privatization plan 
setting out how the firm will be privatized and 
information of interest to potential investors. Some 
companies will be sold outright to foreign or domestic 
investors. Others will be privatized according to a 
controversial "voucher" scheme, under which each 
Czechoslovak citizen would be entitled to purchase 
vouchers for a nominal amount which could then be used 
to purchase stock in Czechoslovak companies. 

Pending: 

Land law - An act to privatize the agricultural sector 
is currently being considered by the Federal Assembly. 

Commercial code - Later this year the Federal Assembly 
is expected to pass legislation drastically revising the 
commercial code to conform to new market conditions. 

Tax reforms - Revisions of the income and business tax 
systems are needed. Ministry of Finance officials 
estimate that reforms of the tax code will not be 

complete until 1993. 

JOINT VENTURES AND FOREIGN INVESTMENT. 

In 1990 Czechoslovakia liberalized its foreign 
investment legislation, permitting 100 percent 
foreign-owned companies in Czechoslovakia and 
simplifying the procedures for getting permission to 
form a joint-venture or to register as a foreign 
company. The government welcomes foreign investment and 
foreign investors are eligible for certain tax benefits. 
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As of December 1990, there were 1168 firms with foreign 
Capital participation in Czechoslovakia; 909 companies 
in the Czech lands and 259 in Slovakia. 20 percent of 
the companies are wholly-owned foreign subsidiaries. 
Another 10 percent are joint ventures between a foreign 
partner and a state enterprise. The remaining 70 
percent are between a foreign partner and private 
Czechoslovak enterprises or individuals. Most of the 
foreign ventures are small. Sixty-eight percent have 
total capital of approximately $18,000 or less. Only 3 
percent have capital of approximately $364,000 or more. 

Austria, with 348 ventures, leads in investment, closely 
followed by Germany (330). Other countries lag far 
behind the leaders: Switzerland (93), U.S. (49), Italy 
(45), Great Britain (35), Netherlands (34), France (27) 
and Canada (23). 

IMPLICATIONS FOR U.S. BUSINESS. 

As a result of the dramatic political and economic 
changes that took place in Czechoslovakia in late 1989 
and early 1990, the United States moved to normalize 
bilateral trade. In April 1990, the U.S. and 
Czechoslovakia signed a trade agreement which was 
ratified by both sides and came into effect in late 
November 1990, restoring Most Favored Nation status to 
Czechoslovakia. The U.S. and Czechoslovakia are 
negotiating a Bilateral Investment Treaty, which should 
be completed soon. A bilateral tax treaty is also being 
negotiated. 

Although Czechoslovakia did not benefit from lower 
tariffs until late 1990, trade with the United States 
rose significantly. U.S. customs figures show that in 
1990 U.S. exports to Czechoslovakia rose by 25.9 percent 
and imports, by 6.6 percent. U.S.-Czechoslovakia trade 
remains very small in relation to the total trade of 
each country. However, total trade. figures may give a 
misleading impression because much of bilateral trade 
occurs through European subsidiaries of U.S. companies 
and does not appear in official trade statistics. 

Apart from removing trade restrictions, the political 
changes in Czechoslovakia, have also made it possible 
for other kinds of economic cooperation between the U.S. 
and Czechoslovakia. U.S. Export-Import Bani: financing 
is available to promote the export of U.S. goods and 
services to the CSFR. The Overseas Private Investment 
Corporation (OPIC), a U.S. government agency which 
promotes growth in developing countries by encouraging 
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U.S. private investment, now operates in 
Czechoslovakia. OPIC’s key programs are its loan 
guaranties, direct loans, and political risk insurance. 
For Eastern European countries, OPIC also offers an 
Eastern European Growth Fund, designed to match OPIC 
funds with private venture capital to finance new 
business; the Small Business Loan Guaranty Program; and 
an environmental investment fund. The U.S. Trade and 
Development Program can offer grants for feasibility 
studies and certain other services which would promote 
U.S. exports. 

The U.S. Agency for International Development is active 
in Czechoslovakia. Congress has appropriated $370 
million for assistance to Central and Eastern Europe. 
The government has recommended a number of projects to 
the U.S. government for funding. A Czechoslovak-U.S. 
Enterprise Fund, similar to those already in operation 
in Hungary and Poland, is in the process of being set 
up. The World Bank and the European Community are also 
funding a number of projects, primarily in the 
environmental area. The International Finance 
Corporation has established a permanent mission in 
Prague to assist privatization efforts and help set up 
joint ventures. 

Czechoslovakia adheres to the same multilateral 
intellectual property conventions as the United States. 
In 1990 new laws on patents and copyrights were passed 
by the Federal Assembly. The new Acts strengthen 
protection of intellectual property. 

American companies’ interest in the Czechoslovak market 
has mushroomed. At the beginning of 1990, there were 
only approximately 15 U.S. companies with offices in 
Prague; now there are over 70 and more are on the way. 
Some promising areas for U.S. exports are pollution 
equipment and services, computers and software, 
telecommunications, finance services, tourism, aircraft, 
medical equipment, education and manpower training 
services, management services and accounting. 

Success in the Czechoslovak market requires patience and 
persistance. American businessmen are often criticized 
for wanting to “Arrive on Monday, have meetings on 
Tuesday, and take out their money on Wednesday." U.S. 
businessmen should not limit their contacts to Ministry 
officials or even senior enterprise managers. Active 
support of middle management and, often, labor leaders 
may be crucial in the success of a deal. Businessmen 
should not underestimate the importance of regional 
sensitivities; it is vital to make contacts in Slovakia 
as well as in the Czech Republic. 
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Three agencies promote investment in the CSFR at the 
Federal, Czech and Slovak Republic government levels: 

Federal Foreign Investment Agency 
Federal Ministry of Economy 
Director: Richard Sumann 
Nabrezi Kpt. Jarose 1000 
170 32 Prague 7 
Tel. (42-2) 389-2823, 389-2810 

Faxs (42=2)35375-659 

Agency for Foreign Investment and Assistance 
Ministry for Economic Policy and Development of the 

Czech Republic 
Director: Ing. Ladislav Chrudina, Csc. Deputy Minister 
Trida SNB 65 

101 60 Prague 10 

Tel: (42-2) 712-1111 
Fax: (42-2) 712-2263 

Ministry for Economic Strategy of the Slovak Republic 
Contact: Doc. Ing. Milan Bucek, Deputy Minister 
Kycerskeho 1 
812 70 Bratislava 
Tel: (42-7) 463-40 
Faxen (42=/))434—/67)(445-—7 1} 

The U.S.-Czechoslovak Economic Council, a private sector 
group sponsored by the U.S. and Czechoslovak Chambers of 
Commerce, provides a forum for disseminating information 
and for discussing trade prospects with experienced 
businesses. The Council is administered by the U.S. 
Chamber of Commerce, 1615 H St.,; N.W., Washington, D.C. 
20062; telephone (202) 463-5482. 

Firms seeking to do business in this market are 
encouraged to contact the Department of Commerce’s 
Eastern Europe Business Information Center (EEBIC) for 
basic information on doing business in Czechoslovakia. 
EEBIC is located in Room H6043, 14th and Constitution 
Avenue, N.W., Washington, D.C. 20230; telephone (202) 
377-2645. Additional assistance can be obtained from 
Commerce’s Czechoslovakia Desk, Room H3415, Washington, 
D.C. 20230; telephone (202) 377-4915. Visitors to 
Prague should also contact the Commercial Section, 
American Embassy Prague, Trziste 15, Prague 1; telephone 
(42-2) 536-641; telefax (42-2) 532-457; telex 121 196 

amemc. The Embassy’s mailing address is U.S. Embassy, 
APO, N.Y. 09213-5630. The Embassy and the Department of 
Commerce organize a number of trade promotion events 
each year, including a U.S. exhibit at the annual 
International Engineering Fair in Brno in September. 
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SUMMARY AND CONCLUSIONS 

5 

Me. The Government of the Czech and Slovak Federal Repubiic has 

decided to move to a market economy more closely integrated with the world 

economy. Given the ample evidence of the problems and inefficiencies 

resulting from past policies, there is broad popular support for such a 

radical reorientation of the economy. At the same time, there are many 

worries about economic problems which might arise in the course of the 

transition to a market economy. This report first provides some background 

(including historical trends) to the recent decision to undertake major 

economic reforms. Its main focus is, however, a discussion of the policy and 

institutional reforms necessary to make the desired transition to a market 
economy relatively rapidly and with minimum social and economic cost. 

Inefficiencies of the Past 

22 Over the past twenty years, Czechoslovakia’s economic performance- 

-relative to its potential--has been disappointing. Even according to 

official statistical data, the growth rates of the economy have been 

declining. Moreover, Czechoslovakia’s prices do not reflect economic costs; 

land and capital, in particular, are seriously undervalued. Although 

methodological and data problems make it impossible to arrive at precise 

conclusions, per capita income in real terms has probably declined over the 

past five years.. Even though the country has been doing well compared to 

other centrally planned economies in the region, it is important to stress 

that such a comparison is misleading since Czechoslovakia was one of the most 

industrialized countries before World War II. The allocation of resources 
through central planning rather than the market mechanism during the past 40 
years has resulted in a long-term decline in productivity, loss of 
international competitiveness and in the standard of living. The country has 
increasingly fallen behind its neighbors in Europe in virtually all aspects of 

economic and social development. The variety of goods and services available 
to Czechoslovak consumers is considerably smaller than that available in 
Austria or Italy; services in particular are poorly developed. The fact that 

most consumer durables are of a lower quality than in those two countries 
further adds to these shortcomings. Preliminary computations based on the 
adjusted exchange rate put Czechoslovakia’s estimated GNP per capita in 1989 

at USS$3,460. 

Se Czechoslovakia’s challenge consists of no less than a complete re- 

orientation of its development strategy. The country’s comparatively high 

growth rates during the initial years of central planning in the 1950s were 

due to productivity reserves in the industrial apparatus reinforced by 

positive work attitudes, high investment ratios, a labor force that grew 
faster than the population, and to the role the country played as an important 
exporter of machinery and equipment to the other war-devastated countries, 

especially the Soviet Union. These particular sources of growth no longer 
exist. Although still comparatively high, net fixed investment ratios have 
been declining in the second half of the 1980s while personal and social 

consumption have been maintained at relatively high levels. At the same time, 
modernization of the capital stock and protection of the environment have been 
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neglected for so long that only massive recapitalization of the economy can 
halt and reverse the long-standing decline in productivity. Investment ratios 

will therefore have to be maintained at their present levels or even be 

raised, even if in the short-term significant productivity increases may be 

achieved through relatively small investments or organizational changes. In 
fact, replacement of central planning with competitive market mechanisms by 

itself can be expected to lead to substantial improvements in overall 

productivity in the medium-term. The need to achieve a quick modernization of 
the capital stock is important for two other reasons. First, the country can 

no longer rely on a fast growing labor force because of the population's 

changing age structure and fertility rates. Second, a major part of the 

country’s exports consisted of armaments--an industry in decline not only 

because of the Government’s decision to discontinue these exports but also 

because of dwindling demand world-wide. It will therefore be a major 
challenge for Czechoslovakia to improve the quality of its export products and 

to compete successfully with other countries, especially the newly 

industrialized ones. 

4, The negative impact that declining investment ratios had on growth 

has been aggravated both by the outdated capital stock of Czechoslovakia's 

industry and the inefficient use of material as well as of human and natural 
resources. Although technologically advanced sub-sectors or enterprises do 
exist in Czechoslovakia’s industry (and these are a testimony to the 
robustness of the country’s long-standing engineering tradition), machinery, 
equipment goods, and production facilities tend to be technologically 

backward. Central planning failed to bring about the kind of 

efficiency-improving technical and organizational changes that were taking 

place in the competitive market economies. In addition, the absence of prices 
which would reflect relative scarcities led to a wasteful use of resources. 

This is most evident in the energy usage of the economy, which is several 

times higher than in Western European economies. In 1988, for example, the 
energy intensity of Czechoslovakia’s economy was only 5 percent lower than in 
1980, whereas most OECD countries achieved efficiency gains of some 30 percent 
during the 1980s. The almost total disregard for environmental concerns is 
another sign of the unsustainability of the extensive growth strategy previous 
governments had pursued. Growth levels could only be maintained because 
production costs did not include the long-term costs of damage to the 
environment, and because too little was spent on environmental protection. 

Radical, Comprehensive and Transparent Transition Program 

55 The policy and institutional changes required to achieve the 

fundamental restructuring of the economy present an extraordinary challenge to 
the population and the Government. Contrary to previous reform efforts made 
during the late 1980s which aimed at improving the performance of the existing 
economic system, the "Economic Reform Scenario" developed by the present 
Government and adopted by Parliament in October 1990 emphasizes the need for a 

radical transformation of the economy. In presenting a comprehensive set of 

reform measures, including an anti-inflationary economic. stabilization policy, 
change of ownership and enterprise management, price and import 

liberalization, and "internal convertibility" of the currency, as well as the 
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. promotion of private sector activities and policies of protecting those groups 
most vulnerable during the transition process, the Government intends to 
introduce a market economy "at the earliest possible date." Since,the "velvet 
revolution" in November 1989, a large number of changes have already been 
adopted through new laws and regulations. An anti-inflationary 1990 budget 
was adopted in March, and a 1991 budget with a projected surplus amounting to 
about 3 percent of total state budget revenue is currently under preparation. 

A tax reform to be enacted by 1993 is being prepared, and new budgetary rules 

which will provide radically reformed relationships between the state, 

republic and community budgets and enterprises and various funds are expected 

to be in place by 1991. Legislation concerning private enterprise activities, 
joint-stock companies and state enterprises has been passed. -Significant 

price increases of foodstuffs, gasoline and transport services took place 
during July-September 1990. 

6, The political deliberations during and following the national 

elections in June 1990 have revealed a strong preference among the population 

for a federation in which the Czech and Slovak Republics will have many 
important rights and responsibilities for taking and implementing political 

and economic decisions. Although there is a broad consensus about the 

objective of moving to a full-fledged market economy, the two-level decision 

making process will inevitably affect the speed of the transition process. 

Nuances in the direction and contents of the various reform measures may also 
occur. There is, however, a certain risk of delaying or implementing the 
reforms only partially because it may be felt that actions are not required 
with the same degree of urgency as in some other countries with major internal 

and external disequilibria. This would be a serious mistake, since delay in 
moving to a market economy would not only render the transition process more 

difficult, but also increase the costs associated with such a transition. 

Czechoslovakia’s relatively favorable initial situation does, however, improve 
the prospects for rapid transition. 

the The degree of urgency with which the fundamental reforms need to 
be carried out has been heightened by recent external events beyond the 
Government’s control. First, oil deliveries from the Soviet Union in 1990 

have been significantly lower than originally agreed, which has forced 

Czechoslovakia to buy the balance needed from other sources at world market 
prices. Second, from the beginning of 1991, Czechoslovakia's foreign trade 

with its CMEA partners will be carried out in convertible currency rather than 
in transferable rubles. To pay for the Soviet Union’s petroleum and natural 

gas exports to Czechoslovakia in convertible currencies and at international - 

prices means that import prices--expressed in domestic currency--for these two 

products are bound to increase by about 260 and 115 percent, respectively. In 

1991, the import bill for petroleum and natural gas, based on a price of US$25 
per barrel and US$90 per MCM, respectively, and assuming no change in imported 
volumes, would therefore rise by about US$2.8 billion, with total energy 
imports projected at about US$4 billion in 1991 (about 8 percent of projected 

GDP). The increase is due to the removal of the large distortion in the cross 
exchange rates. While the effects of this shock can be offset over the 

medium-term by increases in economic efficiency that should accompany the 
proposed systemic reforms, the required short-term adjustment effort will 

render the initial phase of the transition process considerably more painful. 
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Third, world prices for petroleum have risen substantially in the wake of the 
Gulf crisis, and, even assuming a 10 percent decline in petroleum imports in 
1991, each US$1 price increase per barrel will add about US$110 million to 

Czechoslovakia’s import bill. Fourth, all formerly centrally planned 
economies are undergoing far-reaching reforms, most of which are characterized 
by major fiscal stabilization and demand control. Czechoslovak exports to the 

former German Democratic Republic and the Soviet Union in particular have 
declined significantly in 1990, and this trend may continue in the near 
future. Czechoslovakia’s balance of payments outlook has thus deteriorated 
substantially compared to only a few months ago, and foreign reserves have 
declined from US$2.4 billion to US$1.4 billion during the first nine months of 

1990. The country will therefore need significant amounts of external 
financing to overcome the projected balance of payments difficulties and help 

ease the transition process. 

8. The transformation to a market economy will involve substantial 
disruptions and costs. While some of these costs are inevitable, the 

Government can reduce them by the way it manages the transformation. 
Experience in other countries suggests that the adjustment costs can be 
significantly reduced and the process of structural change be made less 

disruptive if the Government adheres to the following principles: First, the 
direction and general content of the structural reform program should be 
announced well in advance, so that consumers and producers can make their own 

adjustment decisions. Second, in both design and implementation, the reform 

program should be comprehensive rather than partial. Third, once a reform 
package and course has been adopted, the Government should stay with it even 

if short-term shocks or lack of immediate policy responses seem to dictate 

more frequent policy changes. Fourth, policy measures, adequate institutional 

arrangements and sufficient budgetary provisions to mitigate the social impact 

of the reforms are absolutely essential for securing support for the 
Government's structural adjustment program. 

Simultaneous Policy and Institutional Reforms 

9. The authorities realize that, while the decision to move to a 

market economy and to adopt the necessary laws are important, they are by no 
means sufficient as prerequisites for achieving that goal. In fact, there is 
a certain risk that the population and the Government could succumb to the 

illusion that the semblance of market conditions is identical to the substance 
of an efficient and demand-responsive market economy. In designing a 
comprehensive reform program for transition, the authorities must keep in mind 
that key reforms must be undertaken simultaneously because sustaining success 
in some areas is dependent upon progress in others. The following policy 
measures should be implemented quickly and simultaneously: (a) a major 
liberalization of domestic prices, (b) "internal convertibility" of the Koruna 

(which includes the liberalization of current account transactions and a 

unified exchange rate responsive to supply of and demand for foreign 
exchange), (c) changes in the "rights and responsibilities" of the managers of 
those state-owned enterprises (SOEs) which will remain temporarily or 

permanently in the public domain, (d) the encouragement of direct foreign 

investment, and (e) the provision of an adequate social safety net. Careful 
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preparation of these measures is important to ensure successful implementation 

and credibility so as to have a lasting effect on the behavior of producers, 

investors and consumers. Other measures are equally important and urgently 

needed to make this policy package fully effective. They include (f) the 
promotion of private sector activities, (g) financial sector reform, (h) a 

program for restructuring state-owned enterprises (SOEs), including their 

privatization, strengthened organization and management of SOEs remaining in 

the public sector, and (i) reform of the tax system. Because they involve 
both policy and institutional changes, they are likely to take some time for 
implementation (e.g., two to three years is not a long time to plan and 

introduce a basic tax reform or to get newly created commercial banks to 

function properly). It is therefore important that these reforms be 

undertaken immediately (a start has been made in some of them) and that 

progress be achieved rapidly so as not to jeopardize success in the other 

areas. 

Prudent Macroeconomic Management 

Loe A medium-term macroeconomic framework consistent with resource 
availabilities is a prerequisite for successful structural adjustment in any 
economy. While experience with transformation of centrally planned economies 

is still limited, it is obvious that policy reforms aimed at changing the 
behavior of consumers, investors, and enterprise managers can only be 

successful if they take place in a macroeconomic environment conducive to and 
supportive of such reforms. Accordingly, the Government has given priority to 
the elaboration of a macroeconomic framework within which its sectoral reform 

policies, organizational, institutional, foreign trade and financial reforms 

can successfully unfold. Priority is correctly given to avoiding both 
inflation and politically unbearable unemployment levels. Avoiding excessive 

external indebtedness is another important objective. The authorities are 

pursuing these objectives with a mix of fiscal, monetary, and exchange rate 
policies. 

114 Fiscal Management. In presenting a surplus budget for 1990 and 

preparing a similar surplus budget for 1991, the Government has indicated the 

importance it attaches to the control of inflation. More importantly, it -is 
fundamentally changing the relationship between the fisc, the State Bank, 
enterprises and consumers. Enterprises will progressively be separated from - 
the budget. This, and the redistribution of functions between the state and 
private sector, will result in large shifts in budgetary accounts. Budgetary 

subsidies to consumers and producers are expected to be reduced and phased out 

almost completely. In the medium term, public expenditures will decline 
significantly. Some public expenditures will, however, rise in connection 

with industrial restructuring, the provision of an adequate social safety net, 
and infrastructure modernization. 

E28, The projected budgetary surplus amounts to about 0.7 percent of 
projected GDP in 1990. Although it is difficult to predict the net outcome of 
the expected changes in revenue and expenditure trends--they depend, to a 

large extent, on the speed of the Government's reform and public expenditure 

program, as well as on the speed and strength with which the private sector 
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emerges--there is a high risk that the budget will come increasingly under 
pressure. Careful fiscal management will be required in order to avoid 

unsustainable budgetary deficits that could undercut the reform program. The 
gradual sale of state assets under the privatization program could be a 
stimulus to household savings as well as a way of helping to finance the 
social safety net and the industrial restructuring program. A relatively 
tight fiscal policy, including uncompensated reductions in subsidies, would 
also reduce the burden on the exchange rate as a major instrument of 
adjustment. 

3 Monetary Policy. Czechoslovakia has a long tradition of prudent 

monetary policy and successful control of inflation (albeit in the presence of 

price controls). The present Government, as well, is firmly committed to 

avoiding inflationary pressures. The task of implementing sound monetary and 
credit policies is particularly challenging because a delicate balance must be 
found between controlling excessive demand for credits, on the one hand, and 

supporting an emerging supply response, especially of newly emerging private 

enterprises, on the other. Moreover, monetary policies will have to 

distinguish between a one-time rise in the average price level (which will 
undoubtedly accompany the needed adjustments in relative prices and will, to 

some extent, have to be accommodated) and/or cost-push, demand-pull pressures 

that could lead to continued general price increases. 

14. The authorities have kept domestic credit expansion in 1990 close 

to the end-1989 level. In face of the imperfectly functioning product, labor 
and credit markets, they have little choice but to continue, for a 

transitional period of time, intervening directly in credit allocation in 

order to balance concerns over inflation and supply responses. It is, 

however, important to instill immediately elements of market behavior in the 
process and to progressively phase out direct government intervention in 

credit markets. The appropriate use of the interest rate is another important 

element for moving towards a market-based credit allocation. In order to 
reduce the political and arbitrary element in credit allocation decisions, the 

authorities should pursue a policy of moderately positive real interest rates. 

Such a policy would help stabilize the exchange rate and thereby reduce the 
need for interventions by the authorities on foreign exchange markets. The 
accompanying higher lending rates would contribute to the needed recognition 

of the economic cost of capital and thus to the efficiency of investment 
expenditures. 

A. The presence of large forced savings (monetary overhang) can 
result in inflation in any reforming economy if the population loses 
confidence in the policy makers’ capability to maintain the price level after 
the initial price adjustment following price liberalization. Although 
Czechoslovakia’s problem of monetary overhang appears to be less serious than 
in some other reforming countries in the region, it is important to closely 

follow consumers’ spending behavior and take corrective actions if necessary. 
The stock of money (currency and demand deposits) relative to NMP has risen 

from 48 percent to slightly more than 50 percent between the early and late 
1980s. Temporary shortages of certain products, such as automobiles or 

consumer electronics, or more permanent shortages of services such as housing, 

especially in desirable urban areas, or health care, did arise, but consumers 
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usually substituted among goods. This suggests that there is no monetary 
overhang of any major significance. More important than the actual size of 
the liquidity overhang is, however, the anticipated spending behavicr of 
consumers once prices and imports have been liberalized. While it is 
impossible to predict the extent to which consumers may want to transform 

demand and time deposits into consumer goods, it is crucial to prevent demand 

pressure through prudent fiscal and monetary policies, including a realistic 

exchange rate, positive real interest rates, and a prudent wage policy. 

16. Exchange Rate Policy. The intended introduction of a unified 
exchange rate to be determined by supply and demand and the establishment of 
"internal convertibility" of the Koruna on January 1, 1991 will be a major 
step in Czechoslovakia’s transition to a market economy. Assuming elimination 
of licensing and continuation of the relatively uniform and low nominal 
tariff, such a unified exchange rate will be the basis of a largely 
undistorted link between the domestic and the global economy operating in 
convertible currencies. If an import surcharge is considered necessary as a 

temporary protective and fiscal device, it should be uniform so as to avoid 

distortions of relative prices and effective protection. Moreover, it should 

be for a clearly limited period of time to maintain competitive pressure on 

the domestic market. The exchange rate will be the most important signal and 

incentive for both exporters and producers for the internal market. The 

existing large difference between internal and international relative prices, 

as well as uncertainties about the speed with which domestic producers will 

respond to the new environment, make it difficult to anticipate the level of 

(and likely variations in) the exchange rate that would result from the 

proposed “internal convertibility" arrangements. It would be desirable to 

have substantial reserves or stand-by credits available to promote confidence 

and enable the authorities to avoid unnecessary movements in the real exchange 
rate (which would send confusing signals to producers as well as lead to 

additional inflationary pressures). The presently low external debt and the 
ability to borrow abroad increase the flexibility of economic management in 
this important area. 

Policy Measures Provoking a Supply Response 

Le Price Liberalization. In addition to the policies in the area of 

mMacromanagement and to the liberalization of product and factor markets, 
explicit measures need to be taken at microeconomic and sectoral levels to 

ensure that new enterprises will enter markets and existing ones expand 

production. It is now widely recognized in Czechoslovakia that markets cannot 
function properly unless enterprises have the freedom to compete on the basis 
of both price and quality of products. In general, price controls on 
tradeable goods and services should be abolished at the same time as foreign 
trade is liberalized. Trade liberalization would provide needed competition 

and link domestic relative prices to international levels. At the same time, 

measures must be put in place to promote actively domestic competition. 

Foreign trade liberalization needs to be complemented by domestic competition 

policies since the former can have its full desired impact only if it makes 
itself felt through a competitive domestic environment. It is important to 
stress that price liberalization is not at all the same as an adjustment in 
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officially fixed prices. For goods and services produced and distributed 

under competitive conditions, prices should be free to move as determined by 

supply and demand on retail and wholesale markets. As a first step towards 

price liberalization, the Government has withdrawn the extensive food 

subsidies in the form of the negative turnover tax in July 1990. The 

resulting average food price increase of about 21 percent has been compensated- 

for with a monthly transfer payment to all citizens. The elimination of 
differential taxes and subsidies, except in cases where they are specifically 

justified by "externalities" or social objectives, is an important part of 
bringing prices in line with costs and thus improving the efficiency with 
which both consumers and producers allocate their resources. 

18. There is considerable concern that, given the present monopolistic 

organization of industry and commerce, price liberalization could lead to an 

inflationary spiral. This concern must be taken seriously, since inflation 
would jeopardize the credibility and sustainability of the reform program. It 

is, however, important to distinguish between an inflationary spiral and a 

one-time adjustment in the price level that will accompany the removal of 
unjustified and costly distortions in relative prices. Prices for all 
tradeables, and for other goods and services supplied under reasonably 

competitive conditions, should therefore be liberalized. Moreover, an active 

competition (anti-monopoly) policy should be pursued to break up existing 

monopolies and promote the entry of new enterprises. In order to contain 

inflationary pressures after the initial price increases, it is, however, of 

crucial importance that price liberalization be accompanied by supporting 

macro policies, particularly cautious monetary and fiscal policies and 

"internal convertibility" of the Koruna. 

19" Flexible Factor Markets. Efficient labor and capital markets are 

another essential ingredient for achieving fundamental structural reforms. 

Past interventions in the labor market have led to rigidities which could 
thwart achieving the required supply response. This aspect of the reform 

process has a complex political dimension as well as important short-term 

effects for the credibility of the reform program. In close cooperation and 

consultation with entrepreneurs and trade unions, the authorities have 

therefore begun to design a program of key labor market reforms, which will 

address both the need for more flexibility and the immediate social impact of 
the reforms. An Employment Act and decrees and laws regulating small business 
activities and retraining is expected to be enacted in 1990; employment 
offices have been created since August 1990 under the auspices of the Labor 

Ministries in the Czech and Slovak Republics. 

20. As of May 1, 1990, the Government has lifted all controls over 

private sector wages, except for minimum wage provisions. This is an 

important element in the needed policy to promote the expansion of the private 
sector. In the short run, while monopolies persist and financial discipline 
may still be lagging, the need to control cost-push inflation may justify the 
continuation of some form of wage controls in the state sector. Such a 
control system must, however, be seen as temporary; and it should be clearly 
stated that, in the medium-term, wage liberalization -will accompany price 

liberalization. Even in the shorter term, it is desirable to introduce 

greater differentials in wages in response to differentials in productivity as 
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an incentive to improved performance. And, although average wages may be 
subject to controls, there should be no controls of the total wage bill; since 

that would prevent competitive firms from expanding their employment and 

output. A uniform framework for wage negotiation, including the extent and 

timing of government intervention to solve wage disputes, is needed in both 

the private and public sectors. 

Financial Sector Reform 

2s A well-functioning capital market is an essential ingredient in a 
market economy. Financial intermediation has to replace the administrative 

allocation of investment funds. A market economy requires a modern banking 

system with a clear division of labor between the Central Bank in charge of 

monetary policy and bank supervision on the one hand, and the commercial 

banking sector on the other. Since the end of 1989, progress has been made 

towards achieving this goal.. Nevertheless, the system still largely reflects 

the legacy of the past structure, characterized by a monobank system where all 

banking functions were closely controlled or undertaken by the State Bank, and 
where credit and access to foreign exchange were centrally allocated. The 

development of a second-tier commercial banking system since January 1990 and 

the adoption of the concept of universal banking are commendable first steps. 

The system is, however, overly concentrated and specialized: one bank in each 

republic extends credit to the corporate sector, and one is responsible for 

savings; one federal bank undertakes all operations in foreign currency and 
holds the government debt. More banks will be needed if market forces are to 

play their essential role in determining the level and structure of interest 

rates, in efficiently mobilizing resources, and in expanding credit to the 

best investments. From a prudential point of view as well, the current 

concentration is particularly unhealthy. 

22. A modern two-tier banking sector is a cornerstone in any reform 
program, particularly in Czechoslovakia where the private sector is 

practically non-existent. Experience shows that the implementation of 
institutional reforms and the application of new banking regulations as well 
as the acquisition of the necessary banking skills and expertise will take 
time. It is therefore of crucial importance that appropriate reform measures 
be initiated immediately. 

43. In order to elicit a quicker. move towards the establishment of an 

efficient banking system, the authorities should envisage a revision of the 

current structure. The savings banks and credit banks could be broken down 

into smaller units. Credit units would then be merged with matching savings 
units to provide a more desirable financial structure, a less skewed skills 
base, and a lower level of institutional concentration. Given the current 

size of the economy and of banking assets, this process could lead to the 
establishment of four or five general purpose banks. 

24, The need for a rapid turn-around of the banking system will 
necessitate the transfer of banking know-how to Czechoslovakia. While 

training would permit the development of the banking profession over the 

longer-term, in the immediate future, the authorities may consider to seek 
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external assistance, in particular from foreign banks, to ensure a more direct 

and immediate impact on existing institutions. 

Lae To complement the role of banks within the financial system, the 
authorities should promptly initiate the preparation of a compreherisive and 

coherent action plan for the development of financial markets. This should 

include actions aimed at encouraging the intervention of insurance companies 

and pension funds in direct financial operations. 

Social Safety Net 

26. In response to changes in relative prices, some industrial sub- 

sectors will contract while others will expand. Labor, which will be freed 

from contracting industries, will temporarily be unemployed because some time 
may elapse before expanding industries will absorb new labor. At the same 

time, substantial skill mismatches may become apparent and a housing shortage 

may constrain inter-regional labor mobility. Consequently, open unemployment 

is expected to rise significantly during Czechoslovakia’s transformation to a 

market economy. Although it is impossible to predict the extent of 

anticipated unemployment, there is a clear trade-off between the length of the 
restructuring process and levels of unemployment. However, experience in 
other countries suggests that carrying out reforms at.a slower pace often 

implies higher total adjustment costs over the long run. 

A Be In an effort to lower open unemployment, the authorities are 
considering several policy options. In the past, the fact that employed 

retired persons could draw two incomes, retirement pensions and salaries, had 

encouraged many retirees to work. Henceforth, the intention is to discontinue 

this practice, and additional measures to limit employment and double payment 

of retired persons are being studied. Basic and primary education has been 
extended by one year. The possibility of increasing vacation periods by one 
week starting in 1991 is being discussed; in order to provide further 
incentives for women to work part-time, arrangements regarding maternity leave 
and schemes for children’s benefits are being strengthened. The Government 
has already announced a system of training and requalification for unemployed 

workers, which can help reduce the extent of unemployment due to skill 
mismatch. To assure.that training is in the fields where new skills are 

needed, such systems should assure the participation of enterprises willing to 

offer jobs to trainees and be flexible enough to adapt to changing economic 
circumstances. In the long run, the Government must analyze the design of the 
Czechoslovak educational system and make sure that its curricula support the 

skills required on the evolving labor market. 

28. Since the country has, thus far, had virtually no experience in 
dealing with unemployment, particular attention must be given to finding the 
right balance between the comprehensiveness and adequacy of the social safety 
net on the one hand and its cost on the other hand. As a general guideline, 
unemployment benefits should be generous enough to guarantee the recipients a 

minimum income, but not so generous that they seriously limit the incentive to 
seek and accept new employment. In order to prevent poverty, the welfare 
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system to be developed also needs to make provisions for taking care of those 
who may be unemployed for long periods. 

State-Owned Enterprises in a Market Environment 4 

293 The transition to a market economy will force enterprises to 
operate under competition, which will provide a strong incentive for reducing 
production costs of goods and services offered at the market. Although the 
Government has initiated action to complete this transition as quickly as 

feasible, some state-owned enterprises (SOEs) will remain in the public sector 

because of their nature (utilities, for example), and others will be 

privatized at a slower pace than originally envisaged. These SQEs will 
henceforth operate in an economic environment which is very different from the 

one they have been operating in so far. Most prices, including wages, SOE 

managers will face, will be determined by supply and demand on the various 

markets. Managers will have to compete with other enterprises for inputs and 

services; and, most importantly, they will face a hard budget constraint. In 

short, operating in a market environment will require from managers, workers, 

and the Government attitudes and behaviors fundamentally different from those 
which were required from them during previous reform efforts aimed at 

improving the performance of public enterprises in a centrally planned, non- 
market environment. Enterprises will be separated from the budget, revenues 

and expenditures will become transparent, and managers will be directly 

accountable for profits and losses. Enterprise managers must therefore have 

the authority to make the necessary decisions to adapt to the new 

circumstances and incentives. Only if managers have and accept the 
responsibility for making decisions about pricing, production levels, product 
lines, marketing channels, hiring and firing, and investments, can the dynamic 

appearance of new products and services (and the disappearance of obsolete 

products) that is characteristic of market economies take place. Experience 

in other reforming countries shows that domestic output and employment tend to 
decline significantly during the initial phase of the transition, especially 
if stabilization is an important element of the reform process. Such a 

contraction is likely to occur also in Czechoslovakia. Policy measures to 
promote competition and to obtain a quick supply response must be aimed at 

both public and private enterprises. The Government has repeatedly stated 

that all non-privatized SOEs will become financially independent, commercial- 
type operations, Many countries undertaking SOE reform have found it useful 
to launch the implementation process with a short, simple and unambiguous 
statement of the obj.ectives being sought. In this way, the "rules of the 
game" are laid down. Typically, these statements instruct SOE managers that 

their prime objective is to run their firms as successful, non-subsidized, 
profit-making businesses. The essential points are that hard budget 
constraints will be imposed on SOEs, that managers will be given clear goals 
and authority, and that steps will be taken to reward the diligent manager and 
sanction the lax. 
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xii 

Property Rights and Privatization 

BO) The Government recognizes that clearly defined property rights, 

encouragement of private property, and the placement of formerly state-owned 

assets in private hands are key elements in its overall reform program. It 
has announced its intention to move as fast as possible toward an ownership 

structure similar to that of Western European states. Through post-November 

1989 amendments to the constitution and through the recent passage of numerous 
new laws or amendments, many of the legal obstacles to private sector activity 

and privatization have been removed. The Government has thus begun to answer 

the first of the three core questions on privatization: what to sell? It has 

determined that small and medium enterprises and services will be sold 

quickly, that prior restructuring and demonopolization actions will be 

required for many of the larger companies, and that enterprises to be retained 
in the state portfolio will be limited to the natural monopoly social service 
providers and a few key industries. The other two core privatization 

questions--to whom to sell? and how to structure the transaction process?-- 

have not yet been fully answered. 

oie Several privatization options are being considered. Under one 

system that is currently being considered by the Government, Czechoslovak 

citizens would receive vouchers either free or at low cost. They would then 

use these to bid for shares in enterprises to be privatized. Like other 

systems, the voucher system has both advantages and disadvantages. It avoids 

the need for prior valuation of assets and would permit the process to begin 

quickly, so that fast progress could be made towards increasing competition 

and efficiency. It would delay, though not permanently prevent, the 

concentration of share ownership in the hands of individuals with better 

access to financial resources. Moreover, except for small firms, it would 

probably create shareholders too fragmented to exercise control over firm 
Management. Distribution of vouchers at a low price means that privatization 
will not mobilize resources needed to cover the costs of enterprise 

restructuring and the expanded social safety net. Giving citizens the means 

to obtain high-risk shares in the absence of adequate information is risky and 
can easily result in discontent (if and when share values decline) and create 
considerable political pressure to use public funds to bail out non-viable 

privatized firms. 

ae Admittedly, all conceivable techniques of privatization have 

advantages and disadvantages, and it is easy to criticize suggested methods 
not yet tried out in practice. The conclusion to draw from this is that it is 
to a country’s advantage to experiment with multiple approaches to 

divestiture. The authorities are therefore considering the use of several 
privatization techniques in addition to the voucher method, including direct 
sales to individual purchasers (domestic and foreign) and divestiture through 
public participation in holding companies. 
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Private Sector Development 

33. Economic activity in Czechoslovakia is dominated by the state. 

The private sector produces less than 0.5 percent of non-agricultural output 
(even including the informal economy, the share would probably not feach 
2 percent), and more than 90 percent of the labor force is employed in the 

state and cooperative sectors. - Even in such sectors as commerce that are 

usually most accessible to small private entrepreneurs, the private sector is 

a distinct minority. The Government has begun to encourage the private sector 
and taken regulatory steps to promote competition, such as breaking up large 

conglomerates and streamlining the regulations establishing private 

enterprises. More specific measures will, however, have to be taken to remove 

barriers to competition on domestic markets. In particular, demonopolization 
and private sector entry need to be addressed. 

34, In the near future, new entry of domestic private firms is likely 

to be limited to small enterprises, mainly in the service sectors. Given the- 

size of the sector and its past history of suppression, the Government should 

immediately remove controls on the establishment of small, private firms. 

Specific policies might give some temporary preferential treatment to new 

private enterprises, since incumbent public enterprises face a lower risk 

situation than new private entrants. Such policies could include: reduction 

of "red tape" to an absolute minimum and a neutral and commercially oriented 
tax system as well as improved access to inputs (such as office space) and 

financing. 

Industrial Restructuring 

che Fundamental restructuring both at the sectoral and the enterprise 

level will be essential if Czechoslovakia is to restore and maintain 
competitiveness as it increases its trade with market economies. As a first 
step in this process, enterprises must realistically assess their comparative 

advantage in the markets under the new, competitive circumstances. On the 
positive side, Czechoslovakia has a tradition of technological innovation’ with 

a skilled and low-cost labor force. It is also well-located with respect to 

European markets and can offer Western companies access to markets in Eastern 

Europe and the Soviet Union. On the negative side, however, are: lack of 

familiarity with Western commercial markets; a relatively outdated plant and 
technological base; relatively low labor productivity; and the lack of 
technological linkages with Western European markets. 

36. Based on a sample of enterprises supplemented with some global 
figures for the economy, massive financial restructuring at the enterprise 

level would not seem to be required under present circumstances. Most inter- 
enterprise accounts are being settled quickly. Even the balance sheets of 
enterprises which have been heavily engaged in the sale of armaments to 
developing countries do not show high levels of accounts receivable, as these 
are presumably carried at the level of central accounts. Working capital is 
financed by short-term bank credits, but current ratios are at acceptable 
levels. Under new conditions of hard budget constraint and substantial price 
increases projected for industrial inputs, especially energy, a large number 
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of enterprises will, however, face serious financial difficulties. 

Preliminary estimates suggest that about 30 percent of the banks’ borrowers 

may be in financial difficulties, and the banks themselves will have to 
undergo substantial financial restructuring. 

Stic Czechoslovak enterprises facing a new economic environment will 
fall into one of three broad categories with regard to restructuring needs: 

(a) Those which can adjust effectively by themselves. A preliminary review 

suggests that, in an appropriate policy framework, perhaps 1,400 enterprises, 

or between 50 and 60 percent of all industrial enterprises, will fall into 
this category, especially those engaged in light industries primarily aimed at 

consumer goods markets. Following commercialization and demonopolization, the 

Government can withdraw from these enterprises and privatize them. (b) Those 

requiring substantial restructuring to become competitive under market 

conditions. Perhaps 650 enterprises, or between 25 and 35 percent of the 

total number, particularly in the heavy engineering and electronics 

industries, will fall into this category. Without assistance, enterprises in 

this category could be needlessly bankrupted due not to a fundamental lack of 
competitiveness, but to a lack of knowledge, information, skills and access to 

credit. The process of restructuring itself would facilitate the eventual 

privatization of this group. (c) Those which are not likely to become 

competitive and which, consequently, should be liquidated--possibly between 

300 and 350 enterprises. An orderly and carefully designed liquidation 

process would lead to some spin-offs of profitable divisions or subsidiaries 

and should include provisions for retraining and reorienting redundant workers 

to more viable activities. 

Direct Foreign Investment 

55. Direct foreign investment (DFI) can be expected to play a major 
role in transforming Czechoslovakia’s economy into a market economy and in 
enterprise restructuring. Countries in Eastern Europe that are unsuccessful 

in attracting foreign investment may tend to fall behind in international 

competitiveness, since multinational companies have increasingly become 

efficient vehicles for transferring technological change, fostering inter- 
firm cooperation, spreading modern management techniques, and providing access 

to international markets. Because of Czechoslovakia's highly trained labor 
force, its shortage of capital and management skills, and its geographical 
location in the heart of Europe, it would be especially suited for making DFI, 

particularly through joint ventures, a centerpiece in its transition program. 
DFI in joint ventures is capable of providing what Czechoslovak enterprises 
need most: risk capital, management at various levels and functions, 
technology, and export marketing or access. Direct foreign investment can 

also help accelerate the privatization process. In this context, it is 

essential that the authorities have competent negotiators who are experienced 
both in the particular field in question and in dealing with Western business 
partners. 

SEE: The Government's process for screening DFI is, however, top-heavy 
and cumbersome because it requires decisions for each individual case. The 

process is likely to delay and impede DFI rather than give the authorities the 
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desired control. A light and swift screening process should be based on a 
generalized admission without specific approval subject to two possible 
restrictions: a "negative list" identifying any activities where DFI is not 
allowed, and a list of activities that are permitted only with government 
approval. 

Foreign Trade Policy 

40. Starting in 1991, Czechoslovakia’s foreign trade will operate in a 
world where the past distinctions between convertible and’ non-convertible 

currency areas, and between bilateralism and multilateralism, will have lost 

their meaning. Firms will no longer be subject to quantitative controls, and 

Czechoslovakia’s trade with CMEA countries will be similar to trade with 

market economies. It will be conducted in hard currency, and firms will be 
able to take advantage of arbitrage opportunities. Since the distinction 

between various trade areas is quickly becoming irrelevant, Czechoslovakia 
will have to reorient its geographical trade flows and adjust the product 

composition of its trade in line with its comparative advantage. This 

reorientation will have to occur gradually so that old export markets are not 

lost before new ones have been acquired. Nevertheless, over the next few 

years, Czechoslovakia’s exports can be expected to grow at a slower pace than 

its imports or even to decline. This is partly due to the expected low demand 

from Czechoslovakia’s traditional trading partner countries, which are also 

undergoing economic reform and stabilization programs, and partly due to the 

fact that the restructuring of existing export industries and the coming into 
being of new ones will take time. Machinery exports are likely to undergo a 
massive adjustment, mainly because they are strongly oriented towards CMEA and 

developing countries. Moreover, machinery exports to developing countries 

have been expanded through buyers’ export credits, a policy which is not 

likely to continue. 

41. The challenge for Czechoslovakia'’s policy makers and enterprises 

consists in realizing that the bilateral foreign trade. approach is no longer 
appropriate, and that only a global and multilateral trade integration into 

world markets can yield the necessary productivity gains. Czechoslovakia’s 
enterprises can be expected to gain improved access to international markets. 
Trade agreements with the United States and the European Community in 
particular will provide new opportunities for trade expansion. Even if trade 
barriers continue to exist on certain markets, it is important that they will 

not be used as a pretext for protectionist measures in Czechoslovakia. Only 
then will enterprises be able to take full advantage of trade opportunities 
with industrialized market economies and will it be possible for domestic 
consumers to benefit from the stimulus to greater efficiency provided by full 
participation in international markets. 

Environmental Protection 

oe Czechoslovakia suffers from severe environmental degradation. The 
energy sector is the single largest contributor to this degradation, and air 
pollution from burning low-quality brown coal in power and heating plants is 
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the most pressing problem. Another source cf concern is the quality and 

availability of water. Almost 70 percent of the country’s waterways are 
heavily polluted, and more than a quarter of the major rivers are incapable of 

sustaining fish. In addition, there are water shortages which are due to the 
contamination of surface and ground water sources. It is estimated that as 

much as one-third of forests may have been irreversibly damaged, and almost 
half of the country’s forests could be lost by the end of the century. Other 
forms of pollution, including municipal solid wastes and hazardous wastes from 

industry, are widespread. Nearly one third of Czechoslovakia’s population is 

exposed to high levels of air and water pollution, which is particularly 

serious in Northern Bohemia. Human health data are incomplete, and a 

monitoring system for long-term health problems is not available, but it is 

clear that pollution results in lower life expectancy and higher mortality 
rates. According to official estimates, the cost of environmental degradation 

to the economy amounted to between 5 and 7 percent of GDP during the 1980s. 
Using shadow prices, these costs could, however, easily be twice as high. 

43. To a large extent, Czechoslovakia’s environmental problems are due 

to an economic growth pattern which is based on extensive use of energy and 

materials and on production technologies which generate high volumes of waste. 

The bias in favor of heavy industry, coupled with central allocation of funds 

and administered prices which placed no value on scarce natural resources, 

encouraged environmentally irrational use of resources and inevitably led to 

rising levels of pollution. Below-cost pricing and extensive recourse to 

subsidies did not favor investments in pollution abatement, adequate 

maintenance of existing plants, or recycling. Over the past four decades, 

efforts of the Government to protect the environment met with minimal success. 

Numerous pieces of legislation of an administrative nature defining and 

regulating environmental standards were enacted between 1965 and 1980, and 

monitoring and inspection systems were set up. However, many of the 

enterprises and municipalities, unable to meet these air and water quality 

standards, were granted “exceptional permissions" and thus avoided compliance. 

Enforcement of norms, standards and regulations by institutions responsible 
for the protection of the environment has therefore been uneven. In 1983, the 

Academy of Sciences prepared a landmark survey of the nature and extent of 

Czechoslovakia’s environmental degradation. The report was, however, 
suppressed. An even more ambitious study demonstrating the seriousness of the 

country’s environmental problems was released following the change of 
Government in late 1989. 

44. Czechoslovakia’s transition to a market economy provides a good 
opportunity for addressing environmental problems as an integral part of 

economic, social, and institutional reforms. Improvements in economic 

efficiency sought through economic reforms (pricing, enterprise and regulatory 
reform, industrial restructuring) can also reduce the pressures on the 
environment at a minimum additional financial burden. Conversely, the long- 
term cost of not addressing high-priority environmental problems during the 

transition period will lead to irreversible losses in the economy's productive 
resource base. Allocating resources by the market mechanism--with taxes and 

subsidies that reflect environmental externalities--rather than by central 
planning, and applying hard budget constraints, will provide producers and 

consumers with incentives for making choices between fuels and technologies. 
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This will entail a phased approach toward: (a) a progressive reduction of 

subsidies to energy-intensive, heavy industry; (b) economic pricing of natural 
resources, including inter alia a revision of mining licensing and an increase 

in the prices of raw materials, energy, and water to a level to recover the 

social as well as private costs. As the experience of the Western countries 

shows, the existence of market mechanisms, while necessary for effective 

environmental protection, is not in itself sufficient. Economic reform 

measures need to be complemented by a revision of norms and standards and of 

the regulatory and legislative framework. Standards should be related both to 
international norms (particularly EC standards) and to the levels which can 

realistically be achieved in the medium-term. Monitoring networks and the 
staffing of inspectorates need to be strengthened, and legal sanctions applied 
consistently. 
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Figure 1: STRUCTURAL CHANGE IN CZECHOSLOVAKIA'S INDUSTRIAL OUTPUT, 1970-89 _a/ 
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LEGEND: 
1. Fuels 9. Paper and cellulose 
2. Power 10. Glass, ceramics and china 
3. Iron metallurgy 11. Textiles 
4. Non-ferrous metallurgy 12. Apparel 
5. Chemicals & rubber 13. Leather 
6. Machinery, electrical engineering 14. Printing 

electronics, metal working 15. Food, beverages and tobacco 
7. Construction parts 16. Other 
8. Woodworking 

a/ This figure is an updated version of the analysis done by Josef C. Brada, 
"Czechoslovak Economic Performance in the 1980s", pp 215-229, East European 

Economies: Slow Growth in the 1980s, Selected papers submitted to the 

Joint Economic Committee, Congress of the United States, 1985. 
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projected decline of demand from neighboring reforming countries, and, last 
but not least, the Government's tight fiscal and monetary policy (paras. 7.02, 
7.12) must be expected to lead initially to a shrinking of industrial output 
and employment. Such a restructuring is, however, an unavoidable and 
necessary precondition for a viable industrial sector and renewed growth in 

the medium term. 

br23 Agriculture plays a relatively small role in the economy. Its 
contribution to NMP, which had already been reduced substantially before World 
War II, declined from 10 percent in 1970 to about 6 percent in the late 1980s. 
Before its collectivization, which began in 1949 and was essentially completed 

by 1960, agriculture consisted predominantly of small to mid-size family farms 

with productivity levels similar to other European countries. By 1985, about 

95 percent of agricultural land belonged to the socialist sector. Almost 

1,700 farmers cooperatives ("unified agricultural cooperatives") with nearly 

one million members produce some two-thirds of agricultural output. These 

cooperatives were formed throughout the 1960s by merging landholdings into 

larger units; they often encompass several villages and raise a variety of 

crops and livestock. They operate as self-contained units, elect their 

management, retain profits for their own purposes and often diversify into 

other activities, such as agro-industries, farm machinery production or even 
electronics. In contrast, the approximately 220 state farms, employing about 

166,000 farm workers and accounting for about 30 percent of agricultural 
output, are owned by the state and operate like state enterprises. Private 

farming accounts for only 4 percent of land and output. Members of 

cooperatives were permitted to cultivate personal plots of up to one-half 

hectare and to own some livestock, but private agricultural production 

remained minor and serves mainly as a food source for cultivators. In the 

early 1980s, however, the authorities began to encourage private small-scale 

animal breeding and fruit and vegetable cultivation aimed at helping satisfy 
the growing demand. As a result, private farms are estimated to account for 

60 percent and 40 percent of vegetable and fruit production, respectively. 

1.24 Agricultural production has risen significantly over the past 
20 years (Annex, Tables 2.13 and 2.14). Overall grain production has risen 
some 50 percent between the early 1970s and late 1980s, and yields have also 
improved significantly. Grain yields have been close to 5 tons per hectare 
since the mid-1980s and are close to those of Hungary, which has the highest 
yields among CMEA countries. For a number of other crops, such as potatoes, 
maize, fodder roots, hay, and sugar beets, yields are among the highest or in 

fact the highest in Eastern Europe. These high yields laid the basis for 
rapid increases in livestock production. Livestock yields and productivity 
levels are generally also at the top of the Eastern European scale. 

ples) In terms of arable land per worker (5 hectares), and despite the 

still fairly high share of agriculture in total material sphere employment, 

Czechoslovakia has one of the least labor-intensive agricultural sectors in 
Eastern Europe. Since the 1970s, agriculture’s share of investment funds in 

total material sphere investment has been twice as big as its share in NMP. 
Fixed assets per agricultural worker have amounted to 80 percent of the 

average in the material sphere. Nevertheless, agricultural labor productivity 
(net output per agricultural worker) has been declining for many years, and is 
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now about 40 percent lower than the average labor productivity in the material 
sphere as a whole; it is among the lowest in Eastern Europe. This suggests an 
inefficient use of capital. The high productivity of land, as evident from 
the high yields, reflects the large number of tractors and harvesters per 
hectare of grain land. Electricity consumption per agricultural worker and 

fertilizer applied per hectare are also among the highest in Eastern Europe. 

Agricultural exports have amounted to about 7 percent of total merchandise 

exports in recent years, more than three quarters of which have been exported 

to non-socialist countries and thus made a significant contribution to the 

country’s foreign exchange earnings. Czechoslovakia’s agricultural trade 

deficits have averaged about US $1 billion in recent years, and although food 
imports have declined significantly since the early 1970s, they amount to some 

12 percent of imports from non-socialist countries. 

eo Czechoslovakia’s relatively good quantitative agricultural 

performance has, however, been achieved at very high costs. This is partly 
due to the Government's policy of self-sufficiency, which reached 98 percent 

in 1988. The sector is heavily subsidized. During the 1980s, more than half 

of all budgetary subsidies (55 percent on average) went to agriculture. The 

largest part of these subsidies is channelled to less and least efficient 

farmers with the help of a complicated compensation system comparing soil and 

other production conditions and average national production costs. The high 

cost of the policy of extreme self-sufficiency can be illustrated with the 

example of meat production. Since the 1950s, farmers have been encouraged to 

increase meat production to meet the growing demand associated with rising 

income levels, and present per capita meat consumption ranks among the highest 

in the world. After agriculture had been collectivized, livestock raising 
became increasingly a large-scale activity. High domestic meat production 

could, however, be maintained--in spite of good harvests--only through 

increasing imports of feed grains, diverting foreign exchange from other 

purposes. 

Tez In centrally planned economies, services are underdeveloped in 

relation to the development stage of the economy. This is also true in 
Czechoslovakia, albeit to a lesser extent than in the other East European 

economies.“ Conversely, like the other East European countries, 

Czechoslovakia employs a relatively high share of the labor force in the 

primary (agriculture, forestry, fisheries) and secondary (mining, 

1/ International comparisons of service sectors suffer, however, from 

the fact that there is no internationally accepted definition of 
"services" and that they are classified under different components 

in the different systems of national accounts. In Czechoslovakia, 

passenger transport and communications serving the population are 

included in the non-material sphere; whereas in other East European 

countries, they form part of the material sphere. For practical 

reasons, "services" are therefore often defined as all those 

activities in the economy outside agriculture, forestry, 

construction and industry. 
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Table 2.1: CZECHOSLOVAKIA - Selected Economic Indicators, 1970-89 

cg a a ea” — SES” aS I 

Growth rates or 

Est. Period AvVerages 1/ 
1970 1980 1985 1986 1987 1988 1989 1980-85 1986-89 

Cee eee en neem nnn en Ee ————— —————=— 

Index of national income 

produced (NMP 2/) 

(1980=100) 3/ 64.2 100.0 114.4 Eh eA 119.9 124.7 I274,0 

Annual Growth of NMP (in 2%) 2B 2.9 3.0 20 7a 2.3 1.3 abate! ig 

Gross fixed investment as 

a share of GDP (in 2) 2, ZS s7tomi2’. SOUE2495.80 267978 25,4 a} 25.0 24.8 

Sectoral contribution 

to NMP (in 2) 
Agriculture 1051 US Se 7 6.9 6.6 6.4 Hom 6.6 
Industry 61.0 63.6 59.8 59.8 59.9 59.6 60.7 59.7 
Construction UA 10.5 10.9 10.7 10.7 LOR 10.6 10.7 

Trade and Catering 9.1 10.3 Ree 13.4 14.1 L551 1256 14.2 
Other 8.5 852 9.2 (2 )em 8.7 Bine 8.9 8.7 

Total 100.0 100.0 100.0 100.0 100.0 100.0 

Source: Derived from data provided by CSFR authorities. 

Notes: 
1/ Growth rates or averages were computed for 1986-88 where 1989 figures are not available. 
2/ Excluding personal transport and communication. 

3/ Index based on current NMP. 

2.06 Although economic growth rates exhibited a declining trend over the 

following twenty years (Table 2.1), Czechoslovakia’s growth performance varied 
over time and was sometimes quite good. During the first half of the 1970s, 

the economy grew less rapidly than during the years of economic reforms in the 

late 1960s ("Prague Spring"), but with net material product growing at 

>./ percent a year between 1970 and 1975, the authorities had reason to 
believe that, following the abortion of the reforms in 1968, the return to 

traditional central planning was paying off. Several factors contributed to 
this impressive growth: agricultural output increased strongly due to 
favorable climatic conditions, but also because both cooperative and private 

producers operated under conditions of increased independence (contrary to the 

re-centralization in other sectors) and increased profitability (because 
producer prices had been raised more rapidly than input prices). Most 

importantly, investment expenditures grew rapidly during the early 1970s. 

Total fixed assets in industry grew by 3l percent between 1970 and 1975, with 
machinery and equipment increasing by 41 percent. This increase, and the 
shift from heavy to manufacturing industry, were the result of investment 
decisions taken as part of the economic reforms in the late 1960s. 

2.07 During the second half of the 1970s, economic growth slowed to 
3.6 percent a year, still a respectable performance. This slowdown was due to 
developments opposite to those observed in the early 1970s. Agricultural 
output declined both because of adverse climatic conditions and because 
farmers responded negatively to the mergers and excessive concentration that 
Were forced upon them. The shift of investment expenditures in favor of 
manufacturing proved short-lived, and emphasis was ‘again given to capital- 
intensive industries such as fuels, energy, mining, nonferrous metals, heavy 
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PART TWO 

THE REFORM PACKAGE FOR TRANSITION 

CHAPTER FIVE 

THE CHANGING ROLE OF THE STATE 

S701 The authorities have decided and taken first steps to transform 

Czechoslovakia’s economy to a market economy. This second part of the report 

discusses how this might be done. The needed reforms involve a major change 

in the role of the state. This means not only the state’s withdrawal from the 
administrative control of the economy, but also steps to create an economic 

environment in which the private sector will function efficiently. Even after 

the transition process has been completed, the public sector will continue to 

be responsible for a number of essential economic functions. In addition to 
the continuing concern for overall macroeconomic management, these include (a) 

providing the legal and regulatory framework for private sector activity and 

(b) effectively planning and managing those activities that remain in the 

public sector. 

5302 The market system is a powerful tool for economic management and 
increasing economic efficiency, but it is not by itself a solution for all 
economic management problems. Some of the limitations and possible 

difficulties need to be considered at the start. For one thing, there may be 

some "side effects" on economic security and equity that will run counter to 

national values and give rise to a need for state intervention in the interest 

of these other objectives. Moreover, the benefits of the free market approach 
to economic management will be realized only if there is effective 
competition. Since competitive markets do not happen by themselves-- 

especially when one is starting from a highly concentrated and monopolistic 
command economy--the state must play a positive role in the development and 

maintenance of the necessary market institutions. We will preface the more 
detailed consideration of specific issues of managing the transition to a 

market economy with a brief discussion of (a) how management by market 
determined prices is expected to work and (b) the role of the state ina 

market economy. 

bs Management by market determined prices. A central point in the 
transition from a command economy to a market economy is the use of prices 

determined in competitive markets as "signals" to producers, consumers and 
owners of the factors of production. When prices are determined in 

competitive markets, scarcity of any particular good results in a higher 
price, and surplus stocks result in a lower price. Surpluses and shortages 

tend to be eliminated by the reactions of producers, consumers and owners of 

factors of production to these price changes. For the producers of consumer 
goods, the prices determined in the market are "signals" that indicate what 
goods and services are wanted by consumers. At the same time, these market 

determined prices provide an incentive to producers to provide the goods and 

services most in demand, since doing so will increase the producer's profits 
(and failing to do so will result in losses). 

5.04 Similarly, because owners of factors of production (labor, capital 

and land) wish to increase their incomes, and because producers compete in the 
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market for supplies of these factors, the market determined prices for factors 

of production serve to allocate these factors to the producers that are 
providing the goods and services most in demand. Thus, the market system, 

rather than a planning commission, allocates among producers the avajlable 

supplies of labor, capital, land, and intermediate goods. Their prices, and 

consequently their allocation, are derived from the pattern of final demand. 

Moreover, when higher prices are offered for the factors of production most in 

demand, they are both a signal and an incentive to increase the supply of 

these relatively scarce factors. The market mechanism provides a powerful 

way of holding managers and owners accountable for meeting the demands of 

their customers. They will be rewarded with higher profits when they 
efficiently meet these demands, but will be punished with losses when they 
fa laLoLdogso. | 

Ie) The role of the state in overcoming the limitations of management 

by free markets. While the theory seems clear, and there is ample evidence 

that the market can be an effective tool of economic management, there are 
limitations of the market system that, if ignored, can lead to unsatisfactory 

results. The most important, perhaps, relate to income distribution and 

economic security. Market systems tend to result in greater inequality in 

income distributions and higher levels of unemployment. Although progress in 

macroeconomic management has reduced the concern about business cycles, they 
have not been entirely eliminated. Also, it must be noted that influence in 

the market place is based upon income and wealth rather than need. The gains 

from the greater economic efficiency of the market system, however, should be 

more than enough to provide some compensation for those who might become worse 

off under a market system, and still leave society as a whole substantially 

better off. In designing an economic reform program, one cannot ignore the 

trade-off between equality and economic security on the one hand and 

individual opportunity and economic efficiency on the other. 

5.06 How a society chooses to balance these values is a matter of 
social choice for that particular society. However, the conflict of values 

can be greatly reduced by accompanying the market system with state 

interventions which moderate income inequalities (e.g., from progressive 

income taxes to excise taxes on luxuries), contribute to equalize opportunity 

(e.g., by public education and health programs) and provide some minimum 
economic security (e.g., by unemployment, old age and disability benefits). 

In all market economies, the political process has resulted in state 

interventions in the interest of greater equity and economic security, 

although the extent of such interventions varies from place to place and from 
time to time. 

i ty In practice, the problem is to design these interventions on 
behalf of equity and security in such a way that they do not seriously 
undercut the objectives of economic efficiency. Additionally, as enterprises 
begin to operate under private market rules, some of the social functions 
previously fulfilled by these enterprises (e.g., unemployment compensation, 
provision of recreation facilities, and often housing) will become either 

private or government responsibilities. Most importantly, in a society like 
Czechoslovakia’s which has been accustomed to a high degree of economic 
security and where unemployment had been practically unknown, the adequacy of 
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the social safety net will be of fundamental importance--both to meet basic 

needs and for the acceptability and thus sustainability of the reform program. 

5.08 In a command or tightly controlled economy, one commonly finds 
problems of "administrative failure" resulting from factors such as the simple 

inability to collect and process all the information required, the lack of 
motivation by the managers involved, favoritism and corruption, and the 

absence of a clear system of accountability. Although different in kind, ina 

market economy there may be problems of "market failure." This may result 

from the lack of some of the necessary institutions, such as commercial and 

investment banks, a commercial code, and commodity and stock markets. 

However, the most frequent cause of "market failure" is likely to be the 
presence of monopoly power. The efficiency gains from using market prices as 
signals and incentives to producers and to owners of factors of production 

depend in large part upon having the prices determined in competitive markets. 

When a market is dominated by a single producer, or relatively few with a 

penchant to collusion, the exercise of such monopoly power will substantially 

reduce the efficiency gains that should be expected from the market system. 

Thus, there is a need for the state to introduce "competition policy." As 

this concern is discussed in greater detail subsequently, only a few general 

observations are made at this point. 

eyes, The state must play an active role to promote competition and 

avoid monopolies. The implementation of anti-trust legislation and 

regulations are the most obvious requirements, but not the only ones. Thus, 

the state also needs to avoid controls and regulations that may be used to 
strengthen monopoly powers (for example, controls on the establishment or 

expansion of economic activities not clearly justified by necessary zoning, 

health and safety considerations; or the allocation of import licenses for 

essential inputs to a favored group of producers). There may also be a need 

for a positive program to encourage new entrants into particular activities. 

For example, under present circumstances in Czechoslovakia, there is a need to 

see that new private firms have equal access to the means of production (such 

as credit; space for stores, plants and offices; imports; and other inputs to 

the productive process). 

JeLU Import liberalization provides a particularly powerful way of 

promoting competition, especially for small economies such as Czechoslovakia 
where imports meet a substantial part of final demand. For "tradeables" 

(goods and services that can be imported and exported), free imports can 

provide a readily available source of competition. For “non-tradeables" 
(primarily services that cannot be exported or imported), this approach will 
not work, but it is generally easier to develop domestic competition in such 

non-tradeable service activities. Insofar as monopolies may continue to 
exist, the public interest may require some regulation of these activities in 

order to avoid the abuse of monopoly power. However, it is essential that 

public officials focus on making markets work better rather than reacting to 
problems by introducing new controls. Even when monopoly regulation seems 
essential, one must carefully compare the feasibility and costs of such 

regulation with its expected benefits. 
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Diet There are som2 activities for which management by the market 
system is unlikely to be sufficient and where there is a need for longer-term 
State planning and administrative management. This applies particularly to 
economic and social infrastructure and to the social services. In these 

areas, there is a need for long-term planning (e.g., a least-cost plan for 

meeting the country’s need for electric energy over the next ten or fifteen 
years; a program for the development of an adequate highway network; or land 
use planning in urban areas). The dangers of private sector activities being 

unduly restricted, or of being "crowded out" by the Government’s excessive 

demand upon resources, are frequently emphasized. But it must also be 

recognized that government activities can have important positive effects; an 

inadequate social and economic infrastructure will prevent the efficient 

development of private sector activities. 

53r2 There are other areas where the productive process may involve 

important "externalities," e.g., costs (such as pollution) which are not borne 

by the producer, or benefits (such as training workers) which do not accrue to 

the producer. In such cases, there may be good reason for the Government to 

intervene in the workings of the free market process. While regulation may be 
the appropriate approach in some instances, in many cases it is possible to 

make use of the market mechanism by imposing special taxes on activities that 

give rise to social costs or to provide subsidies to encourage those which 
offer significant social benefits. In this way, the market mechanism can be 
used to bring private costs and benefits more in line with social costs and 

benefits so that private decisions will more adequately reflect social as well 

as private interests. Command economies have been surprisingly lax in 

handling pollution externalities, and more government attention to these 

problems has become urgent. This process may be aided by the increased 

political accountability of government officials. 

5 418 In countries where the private economy is at an early stage of 
development, or where there remains a good deal of uncertainty regarding the 
longer-term, it is not unusual to find that the private sector has relatively 
little interest in investing in the more capital intensive and slowly 
gestating productive activities. In such instances, there may be good reasons 

for the Government to undertake or at least share in such directly productive 
activities. But such state owned enterprises (SOEs) should be operated on a 

commercial basis, i.e., subject to the same market disciplines and incentives 

that would apply to a firm that was wholly privately owned. In the case of 

Czechoslovakia, which has only begun the transition to a more market oriented 

economy, such "commercialization" of SOEs is particularly important because 
numerous activities will remain in the public sector for some time (if only 

because demonopolization, as well as restructuring and privatization all will 
take time). 

Sg tte Thus, the issue is not one of simply abolishing the role of the 
state in the ecoomy. The state must play a positive role in building the 

institutions and implementing the policies that must accompany using the 

market as a basic tool of economic management. 
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CHAPTER SIXTEEN 

TRADE AND EXPORT EXPANSION POLICIES 

a 

16.01 In the context of the reform efforts during the late 1980s, some 
progress was made towards liberalizing foreign trade. Under the old system, 
the country’s foreign exchange plan specified exports and imports by branch 

ministries and enterprises, and all foreign trade was organized by some 50 to 
60 foreign trade organizations (FTO) under the direction of the Ministry of 
Foreign Trade. All foreign exchange earnings had to be surrendered to the 

State Bank.Y Since mid-1988, all enterprises can engage in foreign trade,” 

and some 500 new FTOs, trading mainly in services and small-scale industry 
products, have registered with the Ministry. The original FTOs, however, 
still account for more than 80 percent of all foreign trade. As part of the 
transition from a central foreign exchange allocation to a market-determined 
exchange rate, a foreign exchange retention system was introduced in January 

1989. Retention quotas are determined individually for each enterprise with 
an incentive to exceed planned export targets to hard currency countries. 

16.02 The abolition of foreign trade monopolies in early 1990 and move 
to "internal convertibility" at the beginning of 1991 require a different 

approach to foreign trade policy. Enterprises will surrender their foreign 

exchange earnings to the State Bank at market-determined exchange rates and 
buy the foreign exchange they need at an equally freely determined rate on the 

foreign exchange market. The monetary authorities will no longer be able to 

influence allocations of foreign exchange earnings through direct 
intervention. In elaborating a new trade policy, the authorities will have to 
take into account the following constraints: the existing tariff structure, 

the "dualism" regarding countries and goods in the export structure, and the 

barriers that Czechoslovak exporters may face in their attempts to expand 

sales on industrialized countries’ markets. 

A. Low Tariff Protection . 

16.03 Tariffs will become the Government's main trade policy instrument. 
Czechoslovakia’s tariff structure has the following characteristics: First, 
the tariff protection is low. In 1988, the unweighted average tariff rate 
amounted to 4.8 percent, and the import-weighted average rate was 4.5 percent. 
These figures are similar to those prevailing in industrial countries. 
Moreover, the tariff schedule consists of a relatively flat tariff, with 
almost two-thirds (58.4 percent) of the tariffs being lower than 5 percent, 

A, Foreign exchange is actually surrendered to the Obchodni Bank which 

administers it on behalf of the State Bank and the Government. 

2. The Law on External Economic Relations came into effect on July 1, 
19887 

Bys In 1989, 40 percent of total hard currency earnings were retained 
by enterprises, the remaining 60 percent were transferred to the 

Central Foreign Exchange Fund. Enterprises with no or insufficient 

foreign exchange receive direct allocations from this fund. 
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and virtually all of them (96.4 percent) are below 10 percent. As a result of 

this flat structure, the effective protection rates are low.¥ 

16.04 Second, the 265 tariffs higher than 10 percent result in a very 
narrow fringe of extremely high effective protection rates. Their nominal 

rates lie betweer 10.2 and 70 percent (Table 3.14, Annex), and the most 

protected industries (food canning, textiles and clothing, pulp and paper, 

synthetic products and motor vehicles) are important export-oriented 

industries, which are likely to resist the major restructuring efforts 

required for becoming competitive on export markets. 

16,05 Third, the transition from the previously high protection 
resulting from non-tariff barriers (NTB) (foreign exchange controls, import- 

export monopolies) to the relatively uniform and low protection afforded by 

the current tariff schedule could raise pressures for increasing the existing 

tariff rates and "tariffying" the politically more sensitive non-tariff 

barriers. The tariffication process could take the from of one or a 

combination of the following options: (a) the use of GATT Article XII 

allowing for the introduction of restrictions (surcharges) for balance of 
payments reasons; (b) the use of an antidumping law;2 and (c) the use of 

"import licensing" as protectionist instrument.” All these approaches will 

be economically very costly, since higher tariffs will contribute to 

inflation, and since restricted imports, especially of machinery and other 
capital goods, will delay the process of industrial restructuring and export 

expansion. For instance, the Government cannot increase the existing tariffs 

without renegotiating them with the other Contracting Parties of the General 

Agreement on Trade and Tariffs (GATT) because former Governments have bound 

tariffs to their existing level. Such negotiations will take time, even if 

they are limited to the "main trading partners," and they are likely to erode 

the goodwill enjoyed by Czechoslovakia'’s decision to introduce a market 

economy. The GATT tariff-binding constraint has an additional advantage. 

Ls In 1989, in the framework of the Uruguay Round negotiations currently 

being held in Geneva, the authorities proposed a 30 percent decrease 

of their tariffs, which reinforces the points mentioned above. It 

is unlikely that this economically sound tariff feature will be 
negatively affected by the fact that Czechoslovakia’s "autonomous" 
tariff schedule consists of 195 different tariff rates, 103 of which 

lie between 0 percent and 10 percent (with increases on a 0.1 percent 
basis). The administrative costs of enforcing such a complex tariff 
structure are, however, high. 

Z/ Czechoslovakia has signed the Tokyo Antidumping Code and is likely 

to sign the Uruguay Antidumping Code. 

3 / The authorities may be tempted to pursue the latter two options 

because they would make use of the collusive behavior of central 
authorities and large enterprises over the past 40 years. They 
should, however, resist this temptation because such an approach to 

tariff policy would risk to preserve the existing industrial 
structure rather than stimulate its modernization. 
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According to Czechoslovak trade laws, the Government can change the tariffs 
through a simple decree. The GATT commitments would thus help the authorities 

resist eventual pressures to raise tariffs exerted by domestic interest 

groups. 

16.06 The relatively low level of protection granted by the existing 
tariff schedule makes it particularly important to choose an appropriate 

exchange rate mechanism. The authorities have decided to introduce a system 

of flexible exchange rates at the beginning of 1991, which will result in a 

long-term exchange rate level that takes into account the existing tariff 

structure. 

Bo ne Dual wnExport structure 

LB eOs Starting in 1991, Czechoslovakia'’s foreign trade policy will 

operate in a world where the traditional distinctions between convertible and 

non-convertible currency areas, and between bilateralism and multilateralisn, 

will have lost their meaning. Firms will no longer be subject to quantitative 

controls, and Czechoslovakia'’s trade with CMEA countries will be quite similar 

to trade with market economies. It will be conducted in hard currency, and 

firms will be able to take advantage of arbitrage opportunities. 

16.08 This perspective is essential for assessing the so-called “terms 

of trade" problem in 1991 and thereafter. Based on the energy prices 

prevailing in May 1990, the Czechoslovak authorities estimated that the cost 

of the 1990 "bundle" of imported raw materials (crude oil, gas and iron ore) 

will increase from US$3.3 billion to US$5.0 billion in 1991. By contrast, the 

foreign exchange received for the "bundle" of products exported (machines, 

transit fee for oil transit, and returns on investments made in USSR) would 

drop from USoo -2°beriton inmige0 toeUSS3 sl billion in 1991. © Assuming no 
change in the volume and composition of products traded between the two 
countries, the projected terms of trade loss would thus amount to US$1.8 

billion in 1991, or about 3.6 percent of GDP (at present exchange rates). It 
is, however, important to point out that this scenario will only materialize 

if the two Governments want and have the capacity to enforce the outcome of 

their negotiations, i.e., if they succeed in imposing the contracts that have 

been negotiated between them on firms. If this were not the case, 
Czechoslovak firms could export their products to any country where they find 

buyers, and deficits with one country would be balanced by surpluses with 

others. The "terms of trade" changes will therefore be determined on a 
bilateral basis only if the Government denies firms any arbitrage, that is, if 
reforms towards a market economy are not implemented. By contrast, if such 

reforms do take place, "terms of trade" changes will be determined by the 
demand and supply constellations on all markets, as trade with former CMEA 

countries will be conducted in hard currency. 

16.09 Over the years, the territorial orientation of Czechoslovakia’s 
foreign trade has developed into a "dual" export structure. This can be 
illustrated by comparing the products exported to CMEA and OECD countries 
(Table 3.12, Annex). Only two sectors (non-steel and clothing) export to both 

Western and Eastern countries. Products such as meat, beverages, cork and 

wood, textile yarns or non-metal minerals are almost exclusively sold to the 
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West because the required quality standards are relatively easy to meet, 

whereas products with comparatively high technology standards, such as power- 

generating equipment, metal-working machinery, office machines, road vehicles, 

clothing and footwear, are almost exclusively exported to Eastern countries. 

In recent years, an increasing number of these products has encountered 
difficulties even on those markets. At the same time, exports of foodstuff 

and industrial consumer goods to Western markets have slowed down, which is 

partly due to the increased competition from newly industrialized countries. 

Czechoslovakia's trade adjustment will therefore have to be achieved not only 

through a reorientation of the trade flows, but also through far-reaching 

industrial restructuring. Machinery exports in particular are likely to 

undergo a massive adjustment. 

CG. Export Barriers 

16210 In 1990, Czechoslovakia has been very active in establishing new 
trade agreements. In April 1990, a new trade agreement has been signed with 

the United States, which serves as a basis for applying the GATT principle of 
most-favored nation between the two countries. The absence of such a 

principle’ explains the very low level of trade between the United States and 

Czechoslovakia over the past 40 years (less than 2 percent of trade in 

convertible currencies). Tn May 1990, Czechoslovakia and the European 

Community signed an agreement on trade and economic cooperation. It 

stipulates the progressive dismantlement of the-quantitative restrictions 

imposed by the various EC member states against Czechoslovak exports. 

However, major quantitative restrictions imposed by the EC and the US were 

excluded under these agreements. 

SE Nae ah h These trade agreements and the relatively low US and EC tariffs 

notwithstanding, Czechoslovakia’s exports still face trade barriers, mainly in 
the following three sectors: export quotas for textiles with the US and EC; 

steel quotas and price agreements with EC and countervailing actions with the 

US; and petrochemicals antidumping actions within EC. With regard to textile 
quotas within the framework of Multifibre Arrangement (MFA), the following 

points are worth mentioning: Czechoslovak exports face quotas for 34 MFA 
products, a relatively long list by EC standards; the quotas have been 
increased in most cases, on average by 7 percent a year between 1985 and 1989; 

at an average "fulfillment" ratio of 78 percent, Czechoslovak exporters have 
demonstrated an above-average performance compared to other exporters to the 

EC .2/ 

-1/ This means that "autonomous" tariff rates, which are much higher than 
the "conventional" rates analyzed above, are applied. "Autonomous" 

tariff rates refer to those rates not covered by any agreement. They 
usually are comparatively unfavorable. "Conventional" rates are the 
result of bilateral or multilateral agreements. 

27. Recently, fulfillment ratios have, however, declined. It is not 

clear whether this is due to difficulties experienced by Czechoslovak 
producers in their attempt to expand production, or to. generous 

quotas granted by the EC. 
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ho. 2 There is little information available about EC restrictions on 
steel exports. These restrictions have been enforced since the late 

seventies, and are part of a wider net of restrictions known as the "Davignon 

Plan." They consist of quantitative restrictions accompanied by minimum 

prices determined by the EC Commission on the basis of its information on 
"normal" costs and profits in the exporting country. US restrictions on 

Czechoslovak steel exports consist mainly of one countervailing action against 
wire rod (in 1983) and two antidumping actions against coils, plates and 
sheets (in 1984), which are substantial protections if one takes into account 

the minute volume of trade between the two countries. 

6.013 Between 1980 and 1989, 34 antidumping cases against Czechoslovak 
exports have been initiated by the EC Commission. This is a comparatively 
high figure, and Czechoslovakia’s share in EC antidumping cases has been 
significantly higher than its share in EC imports. Only five cases have been 

terminated by unofficial measures. In the EC antidumping law, such measures 
are discontinued only five years after first having been imposed. However, 

there is always the possibility to review the cases which are about to expire 
or to re-initiate them. In many cases, this has happened to Czechoslovak 

firms. For instance, exporters of fibre building board have been involved in 

cases initiated in 1978, 1981, 1983, and 1988. Since many EC antidumping 
measures against Czechoslovak exports consist of undertakings and specific 
duties, it is difficult to give a good estimate of their ad valorem 

equivalents. A conservative figure would place them between, on average, 10 
percent to 15 percent. 

D. Development of an Unbiased Trade Pattern 

lbeds Although Czechoslovakia may have better prospects for expanding 

exports on international markets in the medium term than some other countries 

in the region, many problems must be solved before exports can become a 
forceful engine of economic growth. As described above, the integration of 
the economy into the CMEA, especially its strong trade ties with the Soviet 
Union, led to a very limited exposure of its products to competition from 

industrialized countries. This, with a few exceptions, prevented 
Czechoslovakia, from developing a trade specialization in line with its 

comparative advantage. Since the distinction between various trade areas 

becomes quickly irrelevant, Czechoslovakia will have to reorient its 

geographical trade flows and adjust the product composition of its trade in 

line with its comparative advantage. This reorientation will have to occur 

gradually so that the country does not lose old export markets before having 

acquired new ones. Several other factors mitigate against a quick increase of 

industrial exports. Both "internal convertibility" of the Koruna at the 
beginning of 1991 and trade liberalization will increase the pressure on the 

balance of payments in the short term. Export competition from the newly 

industrialized countries and the other reforming countries in the region will 
not make it easier for Czechoslovakia to gain shares on competitive world 

markets. Last but not least, while the Soviet Union is likely to continue to 
provide a large market for Czechoslovakia'’s exports, its trade may 

increasingly orient itself towards industrialized Western countries. 
Czechoslovakia’s exports over the next few years can therefore be expected to 

grow at a slower pace than its imports. In fact, exports may even decline 
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during the initial phase of the transition. The challenge for policy makers 
and enterprises consists in keeping the projected trade deficits at manageable 
levels and in integrating the economy more fully and without major policy 
reversals into industrialized countries’ trade. 

16745 The existing tariff is the best anchor for the new "global" 
approach in trade policy. After forty years of distortions which resulted in 
a hypertrophy of trade with USSR due to low import and high export prices, 
Czechoslovakia’s trade needs to return to more normal conditions, both in 

terms of trading partners and products. A uniform and low tariff coupled with 

a flexible exchange rate mechanism are the best instruments for achieving this 
goal. Such an approach has two immediate consequences. First, the bilateral 

agreement with the USSR should be interpreted as a framework for providing 

information to Czechoslovak exporters on possible trade opportunities rather 

than mandatory contracts imposed on Czechoslovak firms. Expansion of foreign 

trade, especially on increasingly competitive markets and involving such a 

fundamental re-orientation as Czechoslovakia’s trade is undergoing, requires a 

well-functioning infrastructure. In order to be able to benefit from the 

integration into world markets and to expand exports of goods and services 

rapidly, Czechoslovakia should upgrade and modernize its transport 

infrastructure, including telecommunications, as quickly as possible. 

16.16 Supply reactions to rapid and massive changes in the economic and 

social environment tend to be slower than demand reactions. It is therefore 
quite likely that domestic pressure groups will attempt to re-establish the 

level of protection they enjoyed before the reforms. It is important to 

resist such attempts because trade restrictions result in welfare losses for 
all citizens. The Government should make use of the assistance offered by 

GATT and other agencies to fend off such policy reversals. It should also 

envisage establishing a "Trade and Industry Commission" composed of 

independent experts who would apply economic analysis for assessing the net 

costs or benefits of certain protection measures requested by vested interests 
for the economy as a whole. In order to enhance its visibility, such a 
Commission should have a high status. In addition, Czechoslovakia should be 
given credit by its main trading partner, the EC, for undertaking fundamental 
trade liberalization. Such a "credit" could take the form of a progressive 
dismantlement of EC regulations targeted against non-market economies. For 

instance, the special rules for non-market economies in the EC antidumping law 
could be abandoned for cases involving Czechoslovak firms. 
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Table 2.10. Czechoslovakia: Derivation of Gross Domestic Product 

Domestic demand 

Personal consumption 

Social consumption 

Accumulation 

Foreign balance 

Losses on fixed capital 

and works 1/ 

Net material product 

Value added on non- 

material services 

Less nonmmaterial costs of 

material sphere 

Depreciation 2/ 

GOP at market prices 

Source: CSFR authorities. 

Notes: 

1980 

257.2 

96.5 

124.2 

ane 

Diet 

486.3 

39.2 

62.0 

586.8 

(In billions of current koruny) 

1981 

262.5 

101.9 

91.8 

B61. 

473.3 

38.8 

70.5 

573.3 

1982 

efi .1 

106.6 

96.6 

15-2 

HE) 

496.0 

74.3 

41.7 

72.8 

601.4 

1983 

279.7 

bah De) 

94.5 

16.5 

5.8 

507.9 

614.5 

1984 

287.2 

123.9 

101.5 

22.0 

6.5 

541.1 

76.4 

1/ Depletion of capital assets in addition to normal depreciation. 

2/ Less losses on stocks. 

1985 

297.6 

127.9 

102.3 

22.4 

6.1 

556.3 

83.6 

46.9 

84.0 

677.0 

1986 1987 

306.1 315.3 

1550 143.8 

112.6 106.2 

IES 10.0 

6.2 8.0 

570.0 583.3 

85.3 89.1 

48.8 Pare) 

88.1 91.2 

694.7 #ijel 

1988 

330.4 

149.5 

99.9 

18.3 

8.3 

606.4 

96.8 

740.0 
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Table 2.11. Czechoslovakia: Gross Domestic Product and Gross National Product 1/ 

(In billions of koruny) 

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

(In current prices) 

Gross domestic product 2/ 586.8 Bees 601.4 614.5 652.5 677.0 694.7 sliver! 740.0 759.5 

By sector: 

Agriculture 39.6 34.5 43.2 45.8 47.3 44.0 46.8 46.3 46.9 

Industry : 350.2 332.2 348.0 360.7 374.6 389.8 399.6 409.6 425.2 

Services 196.9 211.6 210.2 208.0 230.6 243.2 248.3 25562 267.9 

By expenditure: 

Total consumption 395.2 403.3 413.1 426.8 449.4 469.9 483.7 500.1 516.3 SBYAqt 

Gross investment 19ieS 167.4 175.9 178.1 189.2 192.4 206.9 205.4 205.0 210.2 

Fixed investment 155.4 154.8 Wot 162.7 176.5 178.2 188.7 181.7 194.4 201.0 

Changes in stocks B5e9 12.6 14.2 15.4 ies 7 14.2 18.2 C5 10.6 Gre 

Exports of goods and 

nonfactor services 198.7 179.8 193.2 198.3 Cetin 239.7 259 nt 244.1 256.0 266.3 

Imports of goods and 

nonfactor services 198.4 172.2 180.8 188.7 21550 224.9 235.6 238.5 2355 249.2 

Net factor income receipts -6.6 -8.1 “5.4 -3.4 365 -2.9 = 19 “1.8 ~2.52 USE 

Gross national product 580.2 570.2 596.0 611.1 648.7 674.1 692.8 709.3 737.8 758.2 

(In January 1, 1984 prices) 

Gross domestic product 595.1 oe 600.2 614.6 627.5 641.1 652.7 658.0 675.2 683.9 

By sector: 

Agriculture 42.7 38.0 41.4 41.5 44.8 42.0 42.8 41.4 41.7 

Industry 344.4 349.4 342.8 347.9 358.9 370.4 377.8 388.7 402.5 

Services 208.0 207.8 216.0 esse 223.8 228.7 252.11 227.8 250 

By expenditure: 

Total consumption 420.6 421.3 422.1 440.6 448.5 460.3 473.1 485.6 499.4 508.6 

Gross investment 199.9 182.8 178.2 169.5 165.8 167.0 174.3 170.5 167.0 179.7 

Fixed investment 164.9 167.2 160.0 ia2e2 153.8 152.6 156.1 146.7 Sone 170.8 

Changes in stocks 3520 15.6 18.2 Nites 12.0 14.4 18.2 2520 10.3 8.9 

Exports of goods and 

nonfactor services 181.0 184.7 195.0 204.6 22h 236.3 236.0 241.0 25) 254.8 

Imports of goods and 

nonfactor services 206.5 193.9 195\.1 200.0 214.3 222.5 25087, 239.1 242.5 259.2 

Net factor income receipts =6.7 -8.3 75.4 -3.4 =3.6 = 2, -1.8 =i 56 S451 = Ane 

Gross national product 588.4 586.9 594.8 611.2 623.9 638.4 650.9 656.3 673.2 682.7 

Source: Staff estimates and the Federal Statistical Office (FSO). 

Notes: 

1/ Staff estimates of sectoral value-added and expenditures are based on official NMP and GOP figures shown in 

Tables 2.1, 2.3, 2.4 and 2.10, official 1987 input-output data, and related basic statistics. These data are 

preliminary and subject to revisions. 

2/ The GOP figure for 1989 is based on an NMP figure which has recently been revised by the FSO and is slightly 

higher than the figure presented in Table 2.1. 
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Table 2.12. Czechoslovakia: Agricultural Production 

1988 1988 

(Share in 

(Billions total agri- 

of current cultural 

koruny) production) 

Crop production 68.7 46.7 

of which: 

Grains 23.3 13.9 

Fodder and root crops Whar iiheste 

Potatoes 652 4.4 

Vegetables Soi Se 

Animal production 78.3 53.3 

of which: 

Livestock for slaughter 35.0 23.8 

of which: 

Cattle UB 10e3 

Pigs 19.1 13.0 

Milk 26.8 18.2 

Eggs 5.4 Sat 

Total agricultural gross 

production 146.9 100.0 

Source: CSFR authorities. 
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Table 2.13. Czechoslovakia: Production and Yields of Selected Agricultural Crops 

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

(In thousands of tons) 

Grain overall 7204 9283 = 10699 9400 10275 11044 11977 11769 10797 11771 11902 12042 

Barley 2280 3114 SS 3392 3654 3276 3677 3538 3530 3551 3411 3550 

Corn : ME: 843 745 706 941 722 940 1114 992 1160 996 1000 

Wheat 3174 4202 5386 4325 4606 5820 6170 6023 5305 6154 6547 6356 

Potatoes 4793 3565 2695 3743 3608 SiG 3978 3450 3512 3072 3659 3167 

Rye 454 530 a79 544 583 751 710 620 547 496 534 708 

Sugar beets 6644 1734 7255 6969 8210 6041 7513 7746 7134 6697 5481 6389 

(In tons per hectare) 

Grain overall ett 3.43 4.18 3.67 4.03 4.38 4.80 4.70 4.30 4.70 4.80 4.85 

Barley 2.84 3.20 3.92 3.44 LTC 4.00 4.73 4.49 4.30 4.26 4.30 4.41 

Corn 4.09 5.49 4.69 4.17 5.55 4.44 4.82 5.44 4.72 5.64 200 Scr 

Wheat 2.95 EEK s 4.53 S577 4.31 4.89 5.14 4.98 4.40 5.08 5.25 5st 5 

Potatoes AGcet 14 2h 13. CO, S.88) 2 Seis ae Geo 74 S0565 WedS.. 555719239 * 17 19 * © 20064" 18560 

Rye 2.07 2.79 Sec S21 3.31 S210 3.70 3.46 Sete S20 3.74 4.05 

Sugar beets BO.96 55 Ocu a o4 «cue Sede BS0.99 & 29508" S6553 257.70 09362718935 .469" 33.646 35.16 

Source: CSFR authorities. 
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Table 2.14. Czechoslovakia: Production and Yields of Selected Livestock Products 

(In thousands of units) 

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 

Meat (tons, live yield) 1234 1539 1691 1714 1580 1665 1727 1749 1760 1792 1847 1881 

Beef 505 641 669 651 657 674 709 721 726 728 719 727 

Veal 48 28 17 13 12 16 21 21 15 14 Wi 8 

Pork 681 870 1005 1050 911 975 997 1007 1019 1050 1117 1146 

Eggs 3733 4499 4900 4968 5030 5232 5504 5499 5558 5544 5596 5628 

Milk (liters) 4650 5298 5731 5740 5753 6300 6560 6676 6804 6713 6754 6888 

Average live weight (kg) 

Slaughtered cattle 480.6 492.6 472.9 462.4 449.1 460.7 467.4 470.2 479.1 479.2 479.7 489.3 

Slaughtered pigs NdiecmOS OM SCOTS MEO SGM ILO Gm el scm lecciecumlec.Ollcs Omics. 5 mlz on6 

Average annual milk 

yield/cow (liters) 2487.9 2803.0 3089.0 3091.6 3102.5 3383.6 3535.6 3642.7 3748.6 3741.2 3777.1 3880.0 

Average annual egg 

production/chicken 174.9 218.3 228.3 229.8 227.6 229.7 239.9 246.5 247.2 246.3 246.8 250.8 

Number of calves born 

per 100 cows 1/ SBiGu 92.68 98.08 -98.2) 98.7 9 10023, 10128) 100.9. 101.6. 100.9 3101.8 JOT.3 

Number of piglets born 

per sow 1/ Wo Tab) Westé Ure Sek ae) rok) tea) tual) Saal atta 

Source: CSFR authorities. 

Notes: 

1/ Socialist sector only. 
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ECONOMIC DEVELOPMENTS AND PROSPECTS IN 
CZECHOSLOVAKIA, YUGOSLAVIA, AND GERMANY 

Czechoslovakia: Recent Economic Developments and Prospects 

By KaREL DyBA AND JAN SVEJNAR* 

Czechoslovakia provides a unique exam- 
ple of a country that became underdevel- 
oped as a result of an externally imposed 
system. Before World War II, Czechoslo- 
vakia was a democracy, with GNP per capita 
similar to that of Belgium and Austria. 
Its industries were on the technological 
edge and its products were known worldwide 
for their superb workmanship. By 1990, 
Czechoslovak GNP per capita is estimated 
by the World Bank at $3,300, thus being 
comparable to that of Venezuela, Gabon, 
and Yugoslavia, but only slightly above 
one-fifth of that of Austria and Belgium.! 
Most Czechoslovak products are now of 
mediocre quality and selling at a discount, if 
at all, in the West. 

This remarkable transition occurred over 
approximately 40 years. During the post- 
World War II reconstruction, the country 
was still run as a market economy, although 
major parts of industry, banking, and insur- 
ance were already nationalized. After the 
1948 Communist takeover, Soviet-type eco- 
nomic planning was imposed, the remaining 
private enterprises were nationalized,” and 
priority was given to heavy industry. 
Czechoslovak foreign trade was reoriented 
from world markets toward Soviet bloc 
countries. 

*Czech Minister for Economic Policy and Develop- 

ment, Trida SNB, Praha-Vrsovice, Czechoslovakia, and 

Professor of Economics, University of Pittsburgh, 4M30 

Forbes Quad., Pittsburgh, PA 15260, respectively. The 

views expressed in this paper are our own and do not 

reflect the official positions of the Czech government. 

We thank Vladimir Dlouhy for useful comments. 

'The estimated GNP of Czechoslovakia naturally 
depends on the methodology used. Some other studies 

generate higher estimates. 
* Private agriculture was collectivized or converted 

into state farms. 

The Czechoslovak government adhered to 
the Soviet-type planning system faithfully 
throughout the 1950’s. The economic slow- 
down in the early 1960’s led to a series of 
reform attempts, that culminated during the 
Prague Spring of 1968 with a short-lived 
and partial program of price liberalization, 
separation of economic policy from polit- 
ical decision making, enterprise autonomy, 
and workers’ participation in enterprise 
management. However, central planning 
was reimposed after the 1968 invasion and 
remained virtually intact until the late 
1980’s. 

I. An Historical Overview of 

Economic Performance 

Even if one were to treat the current 
estimates of Czechoslovak GNP per capita 
as downward biased, the profound decline 
of Czechoslovakia’s standing relative to ad- 
vanced market economies is undisputable. 
As a result, one has to accept the official as 
well as Western data on Czechoslovak eco- 
nomic growth with caution. The data indi- 
cate that the most impressive rate of growth 
occurred during the First Five-Year Plan 
(1949-53), when the officially measured net 
material product (NMP) increased at nearly 
10 percent a year. However, this pace proved 
unsustainable and in the second half of the 
1950’s, NMP grew at 7 percent annually. 
The 1961-65 period witnessed virtual stag- 
nation and led to the subsequent reform. 
Growth resumed at about 7 percent during 
the 1965-70 reform period and the econ- 
omy still registered almost 6 percent annual 
growth during the following 5 years. A ma- 
jor slowdown to 3.6 percent set in between 
1975 and 1980 as the first oil shock turned 
the terms of trade against Czechoslovakia 

(7 Nardi 5 2 apa 
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100 AEA PAPERS AND PROCEEDINGS 

within the Council for Mutual Economic 
Assistance (CMEA) and agriculture record- 
ed poor performance. 

As can be seen from Table 1, the 1980’s 
witnessed a further slowdown in economic 
growth. The 1.8 percent growth in the first 
half of the 1980’s reflected the impact of the 
world recession, rising input prices, and re- 
strictive government policies. However, even 
in the 1985-89 period, the growth rate was 
only 2.2 percent a year. With many ob- 
servers noting that inflation was being in- 
creasingly underestimated, the 1980’s can 
arguably be seen as a decade of economic 
stagnation (see Dyba, 1989). 

Other indicators also signaled deteriora- 
tion in economic performance. The share of 
net fixed investment in NMP fell from 20 
percent in 1975 to a mere 13 percent in the 
late 1980’s, and the share of consumption 
rose. Export growth slowed down in the 
1980’s and exports to economically troubled 
developing countries were increasingly ac- 
companied by trade credits. Within CMEA, 
Czechoslovakia became a net creditor, espe- 
cially vis-a-vis the USSR and Poland. 

The secular deterioration of economic 
performance was brought about by a num- 
ber of factors. The centralization of all eco- 
nomic activity after 1948 initially created 
phenomenal growth as the command system 
could rapidly mobilize existing resources. 
The other engine of growth was the ‘rapid 
increase in inputs that temporarily sus- 
tained respectable growth rate. The short- 
comings of the centralized system that 
gradually became overwhelming were the 
perverse incentives, limited innovation, in- 
efficient allocation of resources, and rigidi- 
ties. These latter factors became especially 
important as input growth could no longer 
be sustained at high rates, and the quality of 
marginal inputs declined. The situation was 
further aggravated by the isolation of 
Czechoslovakia from world markets and its 
extreme reorientation on trade within the 
CMEA. This reorientation contributed to 
the increasing technological backwardness 
of Czechoslovak industry and vulnerability 
to disruptions in the protected CMEA mar- 
kets: 

— MAY 199 

II. The Start of Economic Transformation, 

1988-90 
e 

A number of initial reform steps, under- 
taken in 1988-90, pave the .way toward 
more substantial changes that are to take 
place in 1991 and thereafter. Even before 
the November 1989 “Velvet Revolution,” 

the Communist government had reduced 
the role of central planning somewhat. The 
November 1989 revolution ushered in a lib- 
erally oriented transitional government, and 
created strong expectations of a radical eco- 
nomic transformation from a centrally 

planned to a market economy. A number of 
domestic as well as some external proposals 
(see Svejnar, 1989) for the strategy of eco- 
nomic transformation appeared, but dis- 
agreement also emerged within the govern- 
ment about both the overall direction of the 
economic transition, and the nature and 
timing of specific measures. As a result, it 

was not until May 24, 1990, that a govern- 
ment economic strategy, reflecting the above 
principles, was officially adopted as a formal 
resolution. 

The June 8-9 parliamentary elections 
brought about major personnel changes in 
the federal parliament, with the broadly 
based Civic Forum and Public Against Vio- 
lence together winning 170 of the 300 total 
seats, the Communist party retaining only 
47 seats and the Christian Democratic AI- 
liance capturing 40 seats. Less-extensive 
personnel turnover took place in the execu- 
tive branch, since many of the ministers of 
the transitional government belonged to the 
newly formed coalition of the Civic Forum, 
Public Against Violence, and the Christian 
Democrats. The new government in princi- 
ple adopted the May 24 economic resolu- 
tion but, apart from the elimination of a 
negative turnover tax on July 9, 1990, no 
significant economic measures were adopted 
in the immediate postelection period. 

The main reasons for delaying the reform 
were the inability to achieve consensus on a 
specific economic program within the execu- 
tive branch of the federal government, the 
desire of the newly elected parliament to 
play a major role in shaping economic laws 
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and policies, the need to create a com- 
pletely new legal framework for economic 
activity,’ and the onset of difficult negotia- 
tions about the relative powers and jurisdic- 
tions of the federal and the two national 
(Czech and Slovak) governments. 
On September 1, 1990, the government 

formally submitted to the parliament a 
“scenario of economic reform.” The docu- 
ment contained the first detailed set of eco- 
nomic and social principles, specific mea- 
sures, and time parameters. It was also a 
political document that reflected the major 
compromises that were speedily concluded 

within the relatively short period. On the 
macroeconomic front, the scenario placed 
top priority on a Strict anti-inflationary pol- 
icy, with all other macroeconomic goals 
(growth, employment, and balance of pay- 
ments) being ‘within reasonable limits” 
subordinate. Specific measures that were to 
ensure the success of this strategy in 1990 
were a zero growth of money supply and a 
budget surplus of at least 1-1.5 percent.* 
Measures proposed for 1991 were more far 
reaching and included a restrictive mone- 
tary policy, a 2-2.5 percent budget surplus, 
a convertible Crown (Kcs), and a positive 
realinterest rate. 

The proposed micro policies stressed the 
need to induce efficient allocation of re- 
sources, introduce new institutions, and 
minimize the social costs of transition. The 
main measures identified in this context 
were 1) a major tax reform emphasizing 
value-added tax, a personal income tax, and 
an “enterprise” tax; 2) a budgetary reform 
stressing independence of units and trans- 
parency of budgetary allocations; 3) a pro- 
cess of de-etatization and privatization of 
property, 4) price liberalization; 5) internal 
convertibility of the Kes, 6) reduction and 

3An alternative would have been to adopt temporar- 

ily a modified set of Western (for example, German or 
EEC) laws. However, in view of the voluminous nature 
of Western legal statutes and the paucity of skilled 

translators, it turned out to be simpler to create a new 

set of Czechoslovak laws. 
These goals were in fact pursued from the start of 

1990. 
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retraining of redundant labor; 7) legaliza- 
tion of collective bargaining and a stiff tax 
on wage growth; 8) restructffring of social 
security and health care systems and their 
gradual separation from the state budget; 
and 9) structural (industrial) policy based on 
Czechoslovakia’s comparative advantage. 
The proposed measures varied in terms 

of specificity, consistency, and timing. The 
tax reform proposal, for instance, listed a 
detailed set of taxes but, despite the fact 
that the government was elected for only 2 
years, scheduled the implementation of the 

tax reform over a period of 3 years. The 
backbone of the tax proposal, the value- 
added tax, was to be phased in only in 1993. 

The proposed privatization package con- 
sisted of a rapid auctioning of small proper- 
ties such as restaurants and workshops, 

speedy restitution of certain types of prop- 
erties confiscated by the previous govern- 
ment, and a somewhat slower commercial- 

ization and privatization of medium-sized 
and large firms. The privatization of 
medium-sized and large firms would rely on 
a variety of methods, including investment 
vouchers (to be used by citizens to buy 
shares of enterprises), preferential sale of 
shares to employees, sales of shares or en- 
tire firms to foreign investors, and leasing of 

firms. The backbone of the proposed mi- 
croeconomic program was the liberalization 
of prices that was to take place for a signif- 
icant part of commodities on January 1, 
1991. In this realm the proposal was both 
emphatic and cautious, noting the need for 
various forms of price regulation and the 
need to link price liberalization with the 
Opening of the economy to imports. The 
principle of internal convertibility obliged 
enterprises to sell their foreign exchange to 
the banks, but promised unrestricted possi- 
bilities to buy foreign exchange for interna- 
tional transactions. 

The variety of views among the architects 
of the scenario could be perhaps best gauged 
by comparing the economic and social sec- 
tions of the document. In contrast to the 
subordinate position given to income 
growth, employment, and social security in 
the restrictive package of economic mea- 
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sures, the social program stressed the social 
and ecological orientation of the upcoming 
market economy and placed priority on so- 
cial justice, employment, workers’ incomes, 
and social security. It declared significant 
decline of real incomes to be unacceptable 
and called for an ex ante social agreement 
on the acceptable limit. This aspect was 
largely brought in line with the more aus- 
tere economic part of the reform package 
by the end of 1990. 

The parliament approved the scenario, 
but, from the standpoint of implementation, 
the striking feature was the large number of 
laws and decrees that were to be drafted 
and passed before the major parts of the 
reform would be launched on January 1, 
1991. This indeed proved to be a major 
burden and the resulting fatigue was in- 
creasingly visible. The introduction of some 
widely expected measures (for example, the 
privatization of small enterprises) has con- 
sequently been delayed. 

III. Economic Developments in 1989 and 1990 

As shown in Table 1, the 1989 slowdown 
in NMP growth turned into a decline in 
1990. Employment also decreased, but in a 
less pronounced way. In many cases the 

labor force reduction has taken the form 
of retirements and termination of guest 
workers. 

Despite the commitment to a restrictive 
monetary policy, various measures pointed 
to a relatively fast expansion of money sup- 
ply in the first half of 1990, followed by a 
decline in the last quarter. Consumer prices 
rose significantly, reflecting both the in- 
creased money supply and the rising veloc- 
ity of circulation of money. Nominal wages 
rose slower than inflation, but real con- 
sumption continued to increase in the first 
half of the year. Personal savings have regis- 
tered a significant shift into foreign ex- 
change accounts. The runs on stores that 
took place in the last quarter of 1990 sug- 
gest that consumers have intensified at- 
tempts to reduce their savings and money 
balances in the expectation of higher infla- 
tion. 

MAY 1991 

TABLE 1—CZECHOSLOVAKIA: 

Basic Economic INDICATORS? 
ee eee | ee ee eee 

Annual Average 

1980-841985-89 1989 1990 

1) NMP %A 1.8 ae 0.7 — 3.5 
2) Employment %A 0.6 0.8 0.4 —2.5 
3) Official CPI ZA 1.9 0.6 1.4 17.0 
4) CPI 

(PlanEcon est.) 
fon 3.6 2.6 3.4 

5) Nominal 
Earnings 

TA Te 22 2.8 25 3.6 
6) Personal 

Consumption 

GN 0.8 Zot 

7) Social 
Consumption 

Go 4.1 

8) Net Fixed 
Investment 

GaN — 6.8 2.4 Sait 

9) Money Supply 
M1%A 5.8 4.7 27, —0 

M2 %A 4.4 33 —0.8 —3.8 
M3 %A 4 

10) Exchange Rate 
Kes/$Commercial 14.40 15.05 15.05 28.00 
Kes /$Tourist _ - - 28.00 
Kes /$Parallel Mkt. 29.10 33.70 47.40 ~ 

Kes /$Auction 121.24 39.40 

LOT) Les) = LoS) Loy) wo 

Kes /Ruble 

Commercial 12.24 10.80 10.00 9.00 
11) External Debt® 

Smill. 53/66 196.406 7.915 8.100 

Source: Czechoslovak Government and PlanEcon Inc. 

“Unless indicated otherwise, all values are in constant 

prices in Kes; 

In convertible currencies. 

The point of major uncertainty is the 
enterprise sector. The fall in production, 
profits, and trade with CMEA countries all 
reflect the vulnerability of enterprises to the 
disintegration of the CMEA market. In- 
deed, after falling 9 percent in 1989, real 
exports to the Soviet Union declined addi- 
tional 15 percent in the first half of 1990.° 
The concomitant drop in the Soviet deliver- 
ies of oil and raw materials resulted in a 

> By the end of 1990, many enterprises were still 

unable to conclude the usual annual trade contracts 

with their Soviet partners. Moreover, those that did 

were unsure whether the contracts would be honored. 
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14 percent decline in Czechoslovak imports 
from the USSR in the first half of 1990. 
Exports to developed Western countries 
rose by about 7 percent in real terms, but 
imports from this area jumped by more than 
21 percent from January to June, 1990. 

A major problem is enterprise insolvency 
—it has been rapidly rising. This phe- 
nomenon is particularly severe because 
many government subsidies to enterprises 

were in the past extended in the form of 
revolving credits. The current pursuit of 
tight monetary and fiscal policy has resulted 
in a major increase in interest rates and 
requests for rapid repayments of enterprise 
loans by banks. Enterprises have been 
caught off guard, as the bank interest rate 
on short-term loans has recently exceeded 
20 percent, and they are increasingly relying 
on inter-enterprise credit. 

Finally, the October devaluation of the 
Kes /$ commercial exchange rate from 16 to 
24 has created considerable difficulties for 
nonexporting firms. Similarly, the 10 per- 
cent revaluation of the Kcs vis-a-vis the 
ruble in the first quarter of 1990 created 
financial difficulties for enterprises with a 
heavy export orientation toward the Soviet 
market. Most enterprises expect to continue 
operating on this market and have not made 

significant steps toward diversification or re- 
structuring of operations. 

IV. Prospects 

At the end of 1990, the official govern- 
ment forecast for 1991 predicted a 5 per- 
cent decline in real GNP, a 30 percent rise 
in the consumer price index, unemployment 
of 5-7 percent, and a $2.5 billion increase 
in foreign debt. The extent to which this 
forecast will materialize naturally depends 
on a number of factors. 

The short-term economic situation will be 
significantly affected by key external devel- 
opments such as the political and economic 
situation in the Soviet Union and the world 
price of oil. If extreme, these developments 
could temporarily swamp the impact of in- 
ternal systemic and policy changes. In par- 
ticular, a major disintegration of the Soviet 
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economic activity, resulting in a decline of 
paid orders for Czechoslovak goods or of 
deliveries of Soviet oil, would result in a 
major shock to the Czechoslovak economy. 
Of course, certain shock is expected in any 

case as on January 1, 1991, Czechoslovakia 

Starts conducting its trade with the Soviet 
Union in convertible currencies and at world 
prices. This shift results in a significant de- 
leiOration Ine tesa terms 01" (rade lor 
Czechoslovakia. 

On the internal side, the major danger 
lies in further delays of the reform and in 
the introduction of an inconsistent package 
of measures. As the major reform steps are 
approaching, there appears to be rising dis- 
content, a decrease in credibility and in- 
creasing resistance to a significant (albeit 
temporary) fall in living standards. Further 
delays would probably solidify the opposi- 
tion to undertaking a major and rapid 
economic transformation. Similarly, if the 

government were to abandon the overall 
program and enact only a set of partial and 
inconsistent measures, the resulting disequi- 
libria could engender significant opposition 
to further reforms. Examples of possible 
mishaps include the loss of macroeconomic 
stability, a major rise in inflation in the 
presence of rigid wage controls, an inability 

to spur the development of small and 
medium-sized (private sector) enterprises as 
major layoffs take place in state-owned 
firms, undertaking only partial price liberal- 
ization, and enforcing the foreign exchange 
surrender without giving enterprises the 
possibility to obtain hard currency on de- 
mand. These and other partial measures 

have backfired in other countries, and there 
is no reason to expect Czechoslovakia to 
fare differently. 

There is also considerable room for opti- 
mism. Czechoslovakia is one of the few re- 
forming economies that enjoys relative fi- 
nancial stability, a low level of foreign debt, 
a solid human capital base, and low wages. 
The economic program has been relatively 
carefully prepared and could yield rapid 
results. Recent investments by foreign com- 
panies (for example, Volkswagen and 
Glaverbell) into Czechoslovak enterprises 
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suggest that a well-executed economic 
transformation could attract significant 
Western capital and know-how. With more 
than 200,000 Czechoslovaks registered to- 
start private businesses and many already in 
operation, there appears to be no shortage 
of domestic entrepreneurial spirit. It will be 
of interest to see how rapidly Czechoslo- 
vakia will start to close the gap that now 
separates it from its Western neighbors. 

MAY 1991 
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CZECHOSLOVAKIA 

An Economic Strategy for 1991-1992 
Peter Martin 

The federal government has approved a “Strategy for Czechoslovakia’s 
Economy through 1992,” which contains projections of what awaits the 

country’s economy in 1991 and 1992 and proposals for dealing with four 
possible economic scenarios: the first an economic upswing, the second 

and third assuming an economy on the verge of complete collapse, 

and the last a total breakdown. The document also made a series of 

recommendations relating to the federal government’s radical economic 

reform program currently being implemented in both republics. The 

document stressed that the success or failure of the reform program 

would depend on the impact of the measures taken thus far, the 

population’s response to them, and future developments in the Soviet ° 

Union, the country’s main trading partner. 

Czechoslovakia was on the verge of economic and 
political collapse, unless the parliament could 

put aside its internal power struggles and focus 
instead on pending bills designed to accelerate the 

transition to a market economy.! In the meantime, 

the Federal Assembly adopted two major laws, one on 

the privatization of large enterprises,” the other the 
so-called restitution law for the return to its original 
owners of property confiscated by the communist 
regime.* Another major law on the privatization of the 

agricultural sector is still being debated. 
Despite the increased activity of the Federal 

Assembly, the prospects for an immediate 

improvement of the’ economic picture are 
slight. Economic problems have worsened since 
January 1, when the economic reform program 

if n February President Vaclav Havel wamed that 

MAY 7 129. 

was launched.’ Business and industrial associa- 
tions have warned of the danger of the country’s 
industrial production collapsing. Debts between 

enterprises jumped from 35.9 billion koruny at the 
end of October 1990 to 80 billion koruny at the end 

of January 1991.° The Czechoslovak agricultural 
sector, once among the most productive of the 

communist countries, is on the point of collapse. 

The bankruptcy or failure of many agricultural 
cooperatives could lead to serious food shortages in 

the near future. A growing number of farmers face 
the risk of bankruptcy owing to financial burdens 
and the absence of new legislation on agriculture.® 

The country’s health system is also facing hard 

times.’ 
As a result of these serious problems, doubt 

over the effectiveness of the economic reform 
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CZECHOSLOVAKIA 

measures is growing. Tight monetary policy, high 
inflation, and rising unemployment are coming 

under increasing criticism from a population 

accustomed to four decades of stagnation and 
State-guaranteed social security under the 
Communists. — 

The 1991-1992 Economic Strategy 

Anticipating this reaction, the federal government 

approved a document entitled “Strategy for 

Czechoslovakia’s Economy through 1992,” which 
was drafted by the Ministry for Strategic Planning 
in October 1990.° Approved on November 22, 1990, 
the document was not made available to the public 

until February 1991, because the government feared 
it might cause panic. Parts of the document were 

leaked, however,? and there was no choice but to 
publish it to “counter misinterpretation.” 

The “Strategy” is not an alternative to the 

“Scenario for Economic Reform” adopted by the 
Federal Assembly on September 14, 1990.'° The 
latter charted a specific course for economic reform, 
whereas the “Strategy” consists of proposals and 
solutions aimed at “realizing [economic reform] 

under whatever extreme conditions that could, in 

theory, arise.” 

The “Strategy” based its economic forecast for 
1991-1992 on an analysis and a prediction of 

Czechoslovakia’s economic performance through 

the end of 1990. It predicted that the gross national 

product (GNP) would drop in 1990 by 15 billion 

koruny in current prices from its 1989 level. The 
national net material product (national income 

utilized) was expected to increase by more than 

8 billion koruny (a 1.4% increase—and the first 
since 1978) and tosurpass the domestic net material 

product (national income produced) by about 

24 billion koruny (4.3%). These figures proved 

correct and corresponded closely to the statistical 

data for 1990 published by the Federal Statistical 
Office in March 1991,!! 

The “Strategy” revealed economic vulnerability 
and a slowness in adapting to change as the most 
serious economic issues confronting the country. It 

noted that the “one-sided orientation” onimports of © 

oil, natural gas, and raw materials from the Soviet 
Union could not be immediately remedied in view of 
“technical and payment problems.”!? It considered 

the use of the Adria pipeline, which runs from 

Yugoslavia to Hungary and has an annual maximum 

capacity of between 4,500,000 and 5,000,000 tons, 

the only “viable way” to reduce dependence on 

Soviet oil in the future. The “deterioration of almost 
all major foreign trade indicators” had made the 
country economically vulnerable. Indeed, the figures 

inthe 1990 statistical report of the Federal Statistical 

Office showed Czechoslovakia’s balance-of-trade 

10 

deficit with market-economy countries in 1990 to 
be 17 billion koruny (compared with only 

900,000,000 koruny in 1989) and 12.8 billion 

koruny with East European and socialist countries 

(such as China and Cuba). The industrial sector's 
failure to adapt to the demands of the market had 

resulted in a drop in production of 3.7% by the end 

of October 1990 compared with the same period in 

1989. The 1990 statistical report confirmed that 

this figure also applied to 1990 as a whole. More- 

over, the report noted that the construction 

industry's production levels had dropped by 6.6% 

in 1990.'* 
With regard to social developments, the analysis 

concluded that the population had become less 

willing to make sacrifices since the November 1989 

revolution. Fear of the future had contributed to the 

escalation of social tension. 
In view of the country’s economic decline and 

the uncertainty about the impact or success of the 

economic reform program, the strategy outlined 

four economic scenarios that might unfold in 1991- 
1992. The first, the “favorable” scenario, was con- 
sidered the most likely given the current economic 
situation. The next two scenarios assumed a shortfall 

of oil, natural gas, and raw materials serious enough 

to “lead to economic collapse.” The “breakdown” 

scenario suggested what might happen if the gov- 

ernment failed to pursue its radical economic reform 

program. 

The “Favorable” Scenario 

The “favorable” scenario divided 1991 and 1992 
into three periods: price shock, adaptation, and 

recovery. After the January 1 price and foreign 
trade liberalization and the introduction of currency 

convertibility, price hikes of between 35% and 40% 
were predicted for 1991. Food prices were expected 

to rise the most quickly and sharply—by about 
50%. In January, the first month of economic 

reform, prices increased by about 26%, and food 

prices rose by 31% compared with December 1990."4 
The price shock stage .was expected to have two 
critical turning points, both related to wage and 

price controls. Prices would increase in the first 

three months of 1991 as long as people were willing 
to accept them. The eventual “price ceiling”—the 

first turning point—would bea signal for companies 

to adapt supply to consumer demand. On March 20 

the Czech daily Hospodarske Noviny reported: 

It is a reality that price liberalization and the 

devaluation of the koruna changed the situation 

of a shortage [of goods] on the market to one of 

linsufficient] demand. We are facing the classical 

Keynesian situation whereby insuflicientdemand 

becomes the main hindrance to economic 
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development. Stagflation, with stagnating pro- 

duction and increasing prices, is becoming a 

reality. 's 

Fearing that wage increases might stimulate 
inflation, the “Strategy” called for the conclusion of 
an agreement on wage increases in 1991; this 
would constitute the second tuming point. The 

government, meanwhile, did in fact implement 
measures to keep the growth of wages well below 
the inflation rate. On January 28, 1991, the three 

Czechoslovak governments, the Czech and the 

Slovak Confederations of Trade Unions, and other 
officials signed the so-called General Agreement for 
1991. The agreement established clear rules for 

collective bargaining, employment, and dismissals 

and determined the minimum wage and the level of 
unemployment compensation. But freezing wages 

while prices were being liberalized fueled social 
unrest. 

The “Strategy” also recommended that during 
the price shock phase of the “favorable” scenario, 

interest rates for bank deposits be increased to 

25-30% or more and that interest rates on loans 

stay higher than the rate of inflation. The measure 

was designed to encourage people to save and to 

increase capital. Thus farin 1991, the interest rate 

on bank deposits has climbed no higher than 

17% and for loans to 24%. Assuming that the rate 

of inflation in January, which was 26% higher than 
in December 1990, continued, the interest rates for 
deposits and loans would fall considerably short 

of the “Strategy’s” recommendation for fighting 
inflation. 

Following the price shock phase, according to 

the “favorable” scenario, the Czechoslovak economy 

would enter an adaptive phase, in which “expensive 

products [would] not be in demand and producers 

[would] have to look for other production programs 

or lower prices.” It would become apparent at this 

stage which firms had the ability to survive and 
which would go bankrupt. 

In the “favorable scenario,” it was recommended 
that the government pressure unprofitable enter- 

prises to close down and support by reducing their 

taxes those firms that had demonstrated an ability 
to survive. Minister of Strategic Planning Pavel 
Hoffmann recently announced that the government 
would lend its support to such companies by inviting 

thern to submit tenders for government contracts. '® 
He said the government was prepared tochannelits 

relief efforts to regions or sectors of the economy 
particularly hurt by the reforms. At the same time, 

he added, the government was not bent on drawing 
up a list of enterprises “condemned to ruin.” 

The “Strategy” stated that short-term unem- 

ployment could rise to about 10-12% and that 
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expenditures for unemployment benefits could be 
12-15 billion koruny in 1991. In fact, 7% of the 
1991 state budget (10 billion koruny) was ear- 
marked for unemployment benefits and retraining 

costs.'” The “Strategy” suggested that a 15% reduc- 
tion in real wages constituted a “socially and polit- 
ically acceptable limit” in such an economic down- 

turn. The “favorable” scenario also predicted an 

“impressive” social differentiation in 1991-1992. 

Social unrest among minimum-wage earners 
(including many young people and parents with 
large families), the unemployed, and pensioners 
with fixed incomes would increase asa result, it was 

said. 
Under the “favorable” scenario, rapid 

privatization, the establishment of joint ventures, 
and a “selective state policy in restructuring the 

economy” would trigger an economic recovery— 
that is, a halt to the economic decline but no 

economic growth—by theend of 1991. Thecountry’s 
national income level would not regain its absolute 

level of 1989 before the mid-1990s. (In 1989 the 
national income was 619 billion koruny; it decreased 

by 3% in 1990.) 
The devaluation of the koruna and price liber- 

alization were expected to cause a further rise in 

government expenditures. This forecast is borne 

out by the findings of the Czech economist Jaroslav 

Fidrmuc, who noted that the 1990 devaluation had 

failed to promote exports and limit imports. Instead, 

imports had increased by about 10% in 1990 and 

exports had stagnated or actually declined. Fidrmuc 
said that in view of the increased demand for hard 
currency, a balance-of-payments deficit could be 

expected in 1991.!§ 
The “Strategy” supported the notion that a 

market economy could not function unless there 

was an unemployment rate of at least 3%. This level 

was considered a prerequisite for maintaining alow 

rate of inflation. At a critical stage in the process of 
changing to a market economy, the unemployment 

rate might rise to as much as 12-15%. However, a 

restrictive wage policy and an increase in the number 

of companies able to adapt to the demands of the 

market could prevent such a steep increase. During 

1991-1992, the inflation rate could be held at 

25-30%, provided the nominal money supply 

increased by 10-13%; the circulation of the money 
supply accelerated (reflecting a higher turnover of 

goods and services) by 5%; and the domestic net 

material product dropped no more than 5%. 

The “favorable” scenario was based on the 
assumption that a sufficient fuel and energy supply 
wouldbe available throughout 1991-1992. Oil 

imports were forecast to be 13,000,000 tons annu- 

ally. Annual natural gas supplies, reduced by about 

- 2 billion cubic meters, would be offset by lower gas 
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consumption in the production of electricity. An 

annual drop of 10% in the output of electricity 

(compared with 1990), it was also assumed, would 
be matched by a reduced demand for energy resulting 

from the decline in economic activity. 

The Close-to-Economic-Collapse Scenarios 

The “Strategy” offered contingency plans for con- 
trolling the economy should “adverse developments 

from external factors” threaten the course of eco- 
nomic reform. The first of the two variations assumed 
an annual drop in the oil supply to between 
11,000,000 and 13,000,000 tons and of the natural 
gas supply to 11-12 billion cubic meters (from the 

14 billion cubic meters available in 1990). Assuming 
a shortage of heavy heating oil anda drop inthe iron 

ore supply of 700,000 tons, the production of rolled 

steel would be about 1,000,000 tons less than the 
projected production levels in 1991. Crude oil 

processing would decrease by half, and exports of 

all petroleum-based products, including plastics, 
would be stopped. As a result, the national income 

would drop by more than 10%. Still, the government 

would be able to pursue its economic reforms, 

albeit with the adoption of certain harsh “admin- 

istrative” measures. 

The second—and worse—of the two close-to- 
collapse scenarios assumed that supplies of oil and 

raw materials would fall below the critical level, 
which, in the case of oil, would mean less than 

11,000,000 tons annually. As a result, according to 

the strategy, the tough administrative measures ofa 

“war-time economy” would have to be applied, which 

would slow down, or bring toa halt, economic reform. 
The Czechoslovak government recently tooksteps 

to counter problems caused by the uncertainty of 

Soviet oil deliveries. On December 17; 1990, 
Czechoslovakia and the USSR signed an agreement 

that obligated the latter to sell Czechoslovakia 
7,500,000 tons of oil in 1991.'® On March 7 of this 
vear Czechoslovakia concluded a barter agreement 
with the Russian Soviet Federated Socialist Republic, 
including the establishment of a joint-stock com- 
pany, the Russian Commercial House. By circum- 

venting the Soviet presidential decree prohibiting 
commercial transactions in ‘nonconvertible curren- 
cies, the agreement should help relieve the current 

Czechoslovak export crisis and clear the way for the 
importation of oil from the Soviet oil-producing region 
of Tiumen. The joint-stock company would function 
asaclearing house for direct trade between enterprises 

in other regions of the Soviet Union and their Czech 
and Slovak counterparts.”° 

The Total-Breakdown Scenario 

Pieceestratesys least Optimistic: SCeNarTiO 

assumed a complete economic breakdown were 

the government not to press ahead with its economic 
reform program at the planned pace. The “Strategy” 
pointed to three factors that could lead to such q 
“dangerous development:” pressure put on the 

government by monopolistic firms to subsidize 
them or protect them by means of high customs 
duties on imported goods and services; strikes 
triggered by a population reluctant to accept a drop 

in real wages or a rise in the rate of unemployment: 
and Slovakia’s insistence on having its own brand 

of more gradual economic reform, which could 
“soften” the restrictions imposed by the radical 
economic reform program, thereby slowing down 

the pace of economic change for the rest of the 
country, as well. 

The “Strategy” wamed that the recent sharp 
devaluation of the koruna and the accompanying 
price shock might be the first step toward the 
dissolution of the “social consensus,” which would 
result in a postponement of the reform process and 

its resumption later under “substantially worse 

conditions.” The strategy proposed implementing 

measures, without being more specific, to reduce 

the demand for hard currency and to brake infla- 

tion. It appears that more financial aid to encourage 

privatization and refraining from devaluing the 
koruna again in the near future (at the expense of 
increasing the country’s foreign debt) would, in 
effect, rein in the inflation rate and the balance-of- 

payments deficit. On April 24 a team of experts from 

the International Monetary Fund (IMF), visiting 

Czechoslovakia to evaluate the success of the reform 

process to date and to study the problems con- 

fronting businesses and companies, apparently 

supported such an approach. The team expressed 

the opinion that, under the privatization plan (and 

with it, the creation of the National Property Fund), 

the government should consider helping firms 
eliminate their debts. Their recommendation is not 

without good reason: it is feared that privatization 

will produce more unemployment with the closure 

of inefficient, loss-making factories. The 1990 deval- 

uations of the koruna made imported materials 

_More expensive. Consequently, many firms became 
dangerously indebted to one another; they have 

had to limit their imports and are expected to go 

bankrupt.?! 
The “Strategy” observed that anotherreal danger 

lay in the “different realization of economic reform” 

in the Czech and the Slovak Republics, which could 

impede the implementation of a “consistent eco- 

nomic policy.” In the words of Slovak Prime Minister 

Vladimir Meciar: 

The Slovak Republic casts no doubt upon eco- 

nomic reform but [upon] its realization. The 

choice of priorities as they relate to social policy 
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and the creation of [employment] opportunities 

is different in [Slovakia] from that in the Czech 

Republic.” 

The “Strategy” forecast that in 1991-1992 the 

higher prices of energy, transportation, and rents 

would affect retail trade turnover and that demand 

would shift from industrial goods to food. For 1991- 
1992, a reduction of about 12% in the national 

income and 15% in industrial production compared 

with 1989 was also predicted. Agricultural pro- 
duction would be stagnant or even decrease, it 

warned. Despite these negative factors, the report 
predicted that an economic recovery would begin in 
the course of 1992. 

The 1991 Trends 

On March 27 federal Prime Minister Marian Calfa 
presented a report on the state of Czechoslovakia’s 
economy to the 14th joint session of the Federal 
Assembly.?* Calfa said that GNP had been falling 
since the beginning of this year and industrial 

production had declined by almost 6% in the first 
two months compared with the same period in 

1990. The price shock had stabilized, and the prices 

de some goods had slightly declined. At the end 
of February, unemployment was registered at 
2% (152,000) of the working population. 

Calfa said that the most characteristic features 

of the country’s economy were the crisis in sales, 
the growing indebtedness between companies, and 

the reduction in demand on the domestic market. 

He said that the economic reform program had been 

implemented during the first three months of 1991 
“more or less as planned.” He cited as positive 

achievements the gradual correction of the imbal- 
ance between supply and demand, the growing 

importance of consumers to the market, the expan- 

sion of available services, and a partial switch of 

companies’ operations to a market-oriented 

approach. Calfa emphasized, however, that the 

days of extensive state intervention in the econ- 

omy, including subsidizing melee) firms, were 
over. 

Assessment 
The “Strategy’s” message was that 1991-1992 would 

be acritical period in the country’s economic reform, 

which the IMF is monitoring closely. The piciure 

CZECHUSLOUV ARIA 

1990, based on available data, was neither unex- 

pected nor unduly grim in view of the virtual 
collapse of trade with the rest of Eastern Europe 

and the Gulf crisis. 
The “favorable” scenario for 1991-1992 was 

based on the assumption that the current economic 

reform measures would begin to take effect, that the 
population would respond to those measures in a 

positive way, and that imports of oil and raw 

materials from the Soviet Union would continue at 
sufficient levels. The “breakdown” scenario was 

based on the assumption that the government 
would fail to press on with the radical economic 

reform program or win the public’s cooperation and 

support for it. The two “close-to-collapse” scenarios 

assumed that the economic reform program would 
continue but have to struggle with a shortage of 
Soviet oil supplies and raw materials. In all these 

cases, the “Strategy” suggested several possible 

solutions or preventive measures. 
The current economic developments, however, 

reveal that the main threat to the radical transfor- 

mation of the economy is the growing social unrest 

nationwide. A significant minority of Czech and 
Slovak government officials and experts are pressing 

for slower and less socially divisive economic poli- 

cies. In response, federal Finance Minister Vaclav 

Klaus recently condemned the “ideas of perestroika, 

which is ruining the Soviet economy and under- 

mining economic development in Czechoslovakia.” 

He also dismissed both the “third-road” approach 

tothe economy (a mixture of elements of a state-run 

economy and a free-market economy, a concept 

that originated during the Prague Spring of 1968) 
and the Western “market-socialism” model as 

practiced, for example, by Sweden.”* 

The extent and the swiftness of the deteriora- 
tionin the industrial sector, triggered by the collapse 

of the Soviet market, came as a surprise. Calfa said 

recently that Czechoslovakia’s exports to the Soviet 

Union in 1991 were expected to drop by about 

70% from their 1990 level. He added that Czecho- 
slovakia had been seeking new export markets but 

that “if we fail, we simply cannot afford to produce 

goods we cannot sell.”?? As a result, Czecho- 
slovakia’s economy might “cool down” to a danger- 

ously low point, paving the way for a possible 

recession. 

painted by the “Strategy” of economic conditionsin CS0149.91R March 30, 1991 

Notes: 

1 Reuter, February 17, 1991. no. 11, March 15, 1991. The law on privatization 
2 See Jan Obrman, “Two Landmark Bills on 

Privatization Approved,” Report on Eastern Europe, 
of small enterprises was enacted on October 25, 

1990. See also Peter Martin, “Privatization: A Balance 

May 17, 1991 
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Sheet,” Report on Eastern Europe, no. 5, February 1, 
1991. 

3 See Jiri Pehe, “The First Weeks of 1991: Prob- 

lems Solved, Difficulties Ahead,” Report on Eastern 

Europe, no. 10, March 8, 1991. 

4 Lidove Noviny, February 19, 1991. Statistical 

data showed that in January retail prices had risen by 

45.6% and the cost of living by 44.2%, compared with 

January 1990. The number of people seeking unem- 

ployment benefits in January was 119,500, or 1.5% ofthe 

work force; in February it had reached 150,000, or 2% of 

the work force. In a separate statement, Federal Labor 

Minister Petr Miller said some 94,000 families in Czecho- 

slovakia lived below the subsistence level; the number 

might increase to 180,000 families, including 411,000 

children, if the cost of living rose by 10% (RFE/RL 

Correspondent’s Report [Prague], February 17, 1991). 

5 Die Presse, March 9, 1991. 

6 AnnextoZemedelske Noviny, February 20, 1991, 

p. 3; and Reuter, March 3, 1991. 

7 Die Welt, March 9, 1991. 

8 Rozvojova strategie Ceskoslovenske ekonomiky 

do roku 1992 [Strategy of the Czechoslovak Economy 

through 1992] (Prague: Federal Ministry for Strategic 

Planning, November 1990), p. 56. 

9 Rude Pravo, December 4, 1990, pp. 1 and 5; and 

Hospodarske Noviny, December 10, 1990, pp. 1 and 8. In 

the fall of 1990, lines of people waiting for gasoline often 

began to attack shops. External factors, ranging from the 

collapse of Czechoslovakia's traditional export markets 

to the Gulfcrisis, had an unfavorable impact on economic 

and social life. As these factors started toaccumulate, the 

government began to fear that the document on economic 

strategy would cause panic among the population. 

10 SeePeter Martin, “Scenario for Economic Reform’ 

Adopted,” Report on Eastern Europe, no. 42, October 19, 

1990. 

11 Zprava FSU o ekonomickem a socialnim vyvoji 

CSFR vroce 1990 [Report of the Federal Statistical Office 

on Czechoslovakia’s Economic and Social Development 

in 1990] (Prague: Federal Statistical Office, 1991); and 

Hospodarske Noviny, March 12, 1991, p. 4. 

12 The Wall Street Journal, February 22, 1991. In 

discussing the issue of Soviét oil supplies to Czecho- 

slovakia, Zdenek Jiras, the director of the state petro- 

chemical concern Chemapol, said, “We are obviously 

interested in getting as much crude oil as possible from 

the USSR for logistical reasons.” Federal Minister of the 

Economy Vladimir Dlouhy said, “In the case of destabi- 

lization in the USSR, the danger of a reduction in oil 

supplies could arise” (RFE/RL Correspondent's Report 

[Prague], January 18, 1991). Experts calculated that in 

1991 Bulgaria, Czechoslovakia, Hungary, Poland, 

Romania, and Yugoslavia together would need to import 

daily about 70,000,000 tons (1,400,000 barrels) of oil. 

They expect the Soviet Union to meet-about 37,500,000 

tons of this demand. The drop in Soviet oil supplies to 

Czechoslovakia in 1991 amounted to 20%, or about 

3,000,000 tons (Hospodarske Noviny, March 12, 1991), 

p. 4. 

13 Hospodarske Noviny, February 21, 1991, p. 15. 

While the average productivity per worker in the 

Czechoslovak engineering industry equaled $13.01 in 

1990, the productivity level in five small European 

countries (Denmark, Sweden, Finland, Belgium, and 

Austria) averaged $43.45 per worker. 

14 Lidove Noviny, February 19, 1991, p. 2. 
15 Hospodarke Noviny, March 20, 1991, p. 8. The 

notion that this might represent a “classical Keynesian” 

situation is the subject of some dispute among econo- 

mists. 

16 Ibid., December 10, 1990, pp. 1 and 8. 

17 See Peter Martin, ~The 1991 Budget: Hard Times 

Ahead,” Report on Eastern Europe, no. 9, March 1, 1991. 

18 Nove Slovo, March 7, 1991, p. 5. 

19 Financial Times, March 12, 1991. Czecho- 

slovakia, seriously hurt by shrinking Soviet oil supplies, 
wants to buy 10,000,000 tons of oil from Iran. 

20 The Wall Street Journal, March 21, 1991. 

21 Nove Slovo, March 7, 1991, p. 5. The first three 

devaluations in 1990 caused an increase in the price of 

imports and a subsequent loss to the economy of 

4] billion koruna. The devaluations failed to boost exports 

or cut down on imports. In 1990 the latter increased by 

9-10%, whereas exports stagnated. It has been predicted 

that the 1991 balance-of-payments deficit will be 

$2.5 billion. It would appear that the best course ofaction 

for Czechoslovakia would be to obtain foreign loans to 

keep inflation and the balance-of-payments deficit in 

check, rather than to devalue the koruna again. 

22 CIK, March21, 1991. The deteriorating economic 

conditions in independent-minded Slovakia are also acting 

to slow down the pace and the extent of the economic 

reform program. The Slovak Republic's huge arms facto- 

ries have been hit by the lack of domestic orders and a 

ban on arms exports. “Conversion” to civilian production 

is making little progress, and political parties in Slovakia, 

including the Christian Democrats, are urging the federal 

government to slow down the reform program. 

23 Ibid. March’ 27, 1S9l- 

24 AFP, March?25,. 1991. 
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DRAFT 
Susan Z. Weil 
Draft -<-- May 8, 1991 

Czechoslovakia 

Introduction 

Czechoslovakia has selected a gradual approach (versus a "shock" 
approach) to privatization and is currently in a critical phase of the this 
process. The GOC has developed a framework for privatization, but 
implementation has been limited. Significant barriers to entry and structural 
impediments, including the complexities of the restitution process, inadequate 
banking and telecommunications systems, (an inadequate legislative framework, ] 
and limited access to capital, have impeded the privatization process and 
development of new business. 

I. Snapshot of Economic Structure 

Czechoslovakia's economy is dominated by state-owned conglomerates. 
There are approximately 4,500 large enterprises, all of which are state-owned, 
and approximately 100,000 small enterprises, of which approximately 17 have 
been privatized since the beginning of 1991.’ In addition, there are 
approximately 500,000 entrepreneurs, many of whom are doing business on a 
part-time basis. 

Czechoslovakia ia one of the most industrialized countries in Eastern 
Europe. As of December 1990, industry accounted for 37% of total employment. 
Until recently, almost 99% of all industrial workers were employed by large 
state conglomerates (employing more than 500 people). The private sector 
(including unofficial output comprised of the black market, underground 
economy, and moonlighting) produces only approximately 0.5% of non- 
agricultural output. Approximately 95% of the labor market is employed by the 
state and cooperative sectors. 

The following table illustrates the composition of the labor market by 

sector: 
Employment 

Sector (000) Percent 

Material Sphere ; 
Agriculture 810 10.4% 
Industry Phe oye k 36,5 
Construction 694 = We) 
Other 17285 List 

Total 5,740 73.4% 

Non-Material Sphere , 
Education 492 6.3% 
Health 357 4.6 
Transportation ; 158 vege) 
Science/R&D 179 Phos 
Other 889 11.4 

Total 22075 2650 
7poLe 100.0% 

! Reports about the number of small firms and the number of small firms 
privatized have ranged from 70,000 to 150,000 and 17 to 50, respectively. 
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II. Development of Private Property Rights, a Modern 

Business Infrastructure, and New Private Firms. 

A. Changes in The Legal Structure 

ne Codification of Rights in Business, Contract Law and Bankruptcy. 

Significant legislation governing the structure and conduct of business 
transactions has been enacted and provides the basis for a modern legislative 
framework. However, existing legislation does not appear to be sufficient to 
support a modern market economy. [need more information on whether laws are 
satisfactory and/or comprehensive] 

Legislation enacted to date or under consideration includes: 

a. Business Law. 

(i) The new 800-section Commercial Code, which will be finalized in June 
1991, provides the legal basis for a modern business infrastructure. 
The Code is based upon rules developed in the EC and will replace or 
eliminate existing laws and regulations now governing economic issues. 
Corporations, partnerships, and other business associations are among 
the major topics covered in the Code. 

(ii) The Law on Private Enterprise (April 1990) removed most 
restrictions on the formation of new private businesses, including the 
number of employees a business can hire and the amount of profit a 
business can earn. 

(iii) The Joint Stock Companies Act (April 1990) provides that: 
(1) licenses are not required to found stock corporations (although 
stock corporations must register in the Companies Register); (2) the 
state does not supervise stock corporations; and (3) business activities 
are not limited, and businesses cannot be dissolved by the state (except 
for a court ruling in the case of insolvency). [Do the shareholders 
have limited liability?) 

(iv) The Law on Relations between Trade Unions and Employers (April 
1990) [need more information]. 

(v) The Law on Corporations (May 1990) removed impediments to the 
formation of corporations and allowed for changes in corporate charters. 

(vi) The Directive on the Principles of Private Enterprise Accounting 
(June 1990) seeks to reform accounting practices along EC guidelines. 

(vii) Banking legislation is being drafted [need more information]. 

(viii) The Bill of Fundamental Human Rights and Liberties (January 1991) 
guarantees the right to become involved in private business. 

DB. Bankruptcy Law. Legislation is currently being drafted. [need 
more information) 

Cc. Contract Law. Basic contract law will be covered under the new 
Commercial Code (see above). [need more information] 

d. Development of the court system. [need information] 

ihane Legislation to Define Intellectual Property Rights. 

As part of the Title IV Trade Agreement concluded in April 1990, 

2 
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Czechoslovakia agreed to substantially upgrade its intellectual property 
regime. The legislation, once enacted, will produce a strong protective 
framework for intellectual property rights. Commitments were made in all 
areas of intellectual property protection, and the GOC agreed to submit all 
necessary legislation to Parliament by the end of this year. New patent 
legislation has already been submitted. 

Notwithstanding the legal protection which will become available, 
enforcement will be difficult. Copyright industries have expressed concerns 
over piracy, with piracy of computer software of particular concern for the 
Us. 

ee Private Ownership of Land. 

The GOC recognizes the importance of private land ownership. (However, 
foreigners are not permitted to own land.) However, the most significant land 
reform legislation, which would have abolished Communist-style agricultural 
cooperatives and put land into the hands of private owners, was defeated in 
April 1991. The bill was defeated because: (a) farmers' unions expressed 
fears that the land reform plan would lead to the loss of jobs in agriculture; 
(b) there was dispute over whether to return land previously owned by ethnic 
minorities living in Czechoslovakia; and (c) there was dispute over whether to 
honor claims from owners prior to 1948. 

The legislation is still being debated. If enacted, it will enable 
owners to decide freely whether to farm individually or join a group of 
farmers. However, the bill does not clarify whether farm buildings and land 
will be returned to individuals who do not intend to continue farming. 

{meed more information on whether laws are acceptable/comprehensive] 

In addition, the following property rights have been codified: 

(a) laws passed in 1988 and 1989 abolish restrictions on the size of 
farm holdings; 

(b) the Law on Private Enterprise (April 1990) removed the restriction 
on the amount of property a privately held firm could own; 

(c) the Bill of Fundamental Human Rights and Liberties (January 1991), a 
constitutional document, lists property ownership as an internationally 
recognized human right; and 

(ad) as of [insert date], limited private ownership of farms and homes is 
allowed. [what law is this?] 

4. Restitution of Property to Pre-Communist Owners. 

Legislation has been enacted to facilitate the return of property to its 
pre-communist owners and their heirs and to provide for reasonable 
compensation to former owners. The initial six month time limit on claims has 
been extended until the Spring of 1993 due to the complexities of the process. 

(a) The Restitution Law (October 1990) governs the return of 
approximately 70,000 smaller businesses and properties expropriated between 
1948 and 1961. 

(b) The Law on Extrajudicial Rehabilitation (February 1991) provides the 
legal basis for the return of most expropriated industries and businesses. 
Former owners or their heirs will not receive the benefit of improvements. 

Be Development of a Modern Business Infrastructure. 

&} 
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ac Framework for Commercial Property and Liability Insurance and Tort Law. 

Due to the high percentage of state-owned companies, a legal framework 
for business insurance and [tort law] has not developed. However, recent 
legislation has been adopted to encourage such development. 

a. Commercial Property and Liability Insurance. The market for 
commercial insurance is limited due to the high percentage of state-owned 
companies. However, in early 1991, a new insurance law was passed, providing 
for private ownership of insurance companies and competition within the 
insurance market (including foreign companies). There are currently two 
state-owned insurance companies, and one Austrian company has been licensed to 
operate. [need more information on whether insurance law is adequate, types of 
insurance available, etc.] 

b. Tort Law. (meed more information] 

Phe Reform of Accounting Standards and Practices. 

A Federal Ministry of Finance Directive on the Principles of Private 
Enterprise Accounting was developed and released in 1990 to reform accounting 
standards and practices along EC guidelines. The GOC, however, is relying 
heavily on Western firms for company valuation in the context of 
privatization. [is the Directive sufficient? ] 

35 Development of a Modern Banking System. 

The GOC understands that financial sector reform is critical to the 
success of economic reform. Consequently, the 1989 State Bank and Commercial 
Bank laws sought to establish a modern banking system with central bank 
independence, banking supervision, and the eventual creation of financial 
markets. As of January 1990, the old mono-bank (which conducted all 

commercial activities) was dismantled into a new State Bank of Czechoslovakia 
(the new central bank) and three new banks (The Commercial Bank of Prague, The 
Common Credit Bank of Bratislava, and The Investment Bank Prague). 

In November 1990, the Postovni Banka (Postal Bank), a joint stock 
company with an initial capitalization of 250 million Crowns (approximately 
$8.6 million), was founded. The Postal Bank of Vienna is currently the only 
foreign shareholder, but others are expected. By the end of 1991, the Postal 
Bank hopes to begin offering current accounts, selling deposit cards, and 
introducing credit cards. The credit cards will be issued in association with 
an Association of Credit Cards (currently being formed), which also plans to 
establish a chain of cash machines. The majority of the commercial banks plan 
to participate in the Association of Credit Cards. 

Despite this progress, current efforts to develop the banking sector in 
the region have not yet produced a system which can support a modern market 
economy: 

a. Insufficient Banking Network. There is general under-banking in 
the CSFR, with under 300 branches in a population of 15.6 million. In 
addition, the banks are highly concentrated geographically. 

b. Shortage of Banking Skills. There is a considerable shortage of 
banking skills, with a total bank employment of approximately 26,000. 

. No Financial Markets. Other than the basic banking system, there 
are only two insurance companies, one located in each Republic. Furthermore, 
while a stock exchange is in the process of being established, there are 
currently no financial markets, money markets, or other financial 

intermediaries. Promissory notes and bonds are rarely used. 

4 
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d. Lack of Competition. Although legislation envisioned the 
formation of new banks, its intent was to establish the new structure before 
new competition emerged. As a result: 

(i) There is only one major commercial bank in each republic, resulting 
in a high degree of centralization and a complete absence of competition 
in banking. 

(ii) The Czech and Slovak savings institutions still retain a 
monopolistic position on household savings and credit. 

(iii) Foreign Banks are just beginning to enter the banking sector. In 
Prague, several foreign banks from Austria, Germany, the UK, and the 
U.S. have opened representative offices and have only recently received 
operating licenses. 

(iv) Czechoslovakia has only one joint venture in banking outside the 
country (Prager Handelsbank in Frankfurt, Germany) and only one bank 
which has a subsidiary abroad (Zivnostenska Bank). 

e. Low capitalization. Capital asset ratios are low because bank 
reform was not accompanied by capital infusions to help support the troubled 
loan portfolios. Capital assets ratios are only 1% - 1.25%. (BIS standards 
recommend 8%.) As a result, the banks have limited capacity to finance the 
projects which would develop the private sector. The recently established 
state-owned Consolidation Bank, however, which will purchase inventory loans 
from commercial banks, is a first step towards the improvement of capital 
asset ratios. 

tee Bank regulatory practices not developed. Legislation on minimum 
Capital and reserve requirements, lending limits, foreign exchange risk 
limits, liquidity, credit concentration limits, and country risks has been 
drafted but not yet codified. 

Ge Non-convertible Crown. According to both U.S. and Czech sources, 
it will be several years before the Crown is fully convertible. 

he Basic financial services not provided. Services and products 
which meet the needs of the private sector are not offered by the banks. 
{what products are offered? Is there a demand for other products? ] 

die Lack of legal framework for bankruptcy. Because the bankruptcy 
laws are not yet in place, banks cannot exert real control over borrowers. 

i= Lack of public education. The general public does not have a 
basic understanding about the types of services and products that banks can 
offer. 

4. Development of a Modern Telecommunications Systems. 

To facilitate privatization of the PTTs (the Czech and Slovak 

telecommunications authorities), Czechoslovakia is receiving U.S., European, 
and multilateral technical and financial assistance. (Note that the federal 
telecommunications authority, similar to the FCC, will remain state-owned. ) 
Assistance activities include feasibility studies, regulatory advice, and 
major project financing. The most significant assistance to date is a joint 
venture with US West and Bell Atlantic, which has been started for a country- 
wide cellular and packet data network. The companies are investing $80 
million in the joint venture, which is expected to be operating in 1992. 
{Need more information on the quality of the existing telecommunications 

systen. ] 
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Cs Formation of New Private Firms and Barriers to Emergence. 

While recent legislation and high unemployment will encourage new 
business, entry of domestic firms has been and may in the future be largely 
limited to small enterprises in the services sector. There are currently 
500,000 entrepreneurs, many of whom are doing business part-time while 
maintaining their original professions. 30-40% of firms have one to five 
employees. There are several dozen manufacturing firis concentrated in metal 
working, woodworking, and textile industries with 50 to 400 workers. 

Actual new business development has been limited due to significant 
barriers to entry, including: 

a. Trade barriers. In an effort to encourage private enterprise, as 
of January 1991, many of the foreign trade and currency exchange procedures 
were liberalized. However, export and import licenses are still required for 
a few strategic items, a 20% import surcharge is imposed on most consumer 
goods, and there are significant restrictions on foreign exchange. 

b. Complicated registration process. Private firms must show that 
they have space and financing before they can register with local authorities. 

ct Limited access to private and public financing. Savings are 
inadequate. Individuals can qualify for government loans only after they have 
registered, effectively limiting government financing to established 
companies. 

d. Limited access to inputs. State enterprises with established ties 
to suppliers still have priority for inputs, leaving private firms with the 
{limited?] remainder. 

e. Uncertainties in the marketplace. Prospective businessmen have 
uncertainties about: (i) the prospects following economic reform and the 
absence of an efficient capital market (e.g. disclosure provisions, etc.); 
(ii) the restitution law and voucher schemes; and (iii) property rights. 

ie Unskilled Labor. There is a lack of skills needed to run small 
and large businesses and a need for training in marketing, management, 
international business, and accounting 

cc Lack of tax incentives. The GOC's general objective is to lower 
taxes to level which are customary in market economies and to establish equal 
tax consequences for different sectors of the economy. However, the tax code 
does not encourage investment. Official tax incentives to foreign and 
domestic investors are not given, although press reports indicate that tax 
holidays for foreigners of up to two years are negotiable. A 40% tax applies 
to company profits above 200,000 Crowns ($7,400) and where foreign ownership 
is 30% or greater. In order to discourage nominal foreign contributions, the 
rate increases to 55% if the foreign equity share is less than 30%. Joint 
ventures in banking and insurance pay a 65% rate regardless of the percent of 
foreign ownership. 

ns Lack of a housing market. Labor mobility is severely restricted 
by the inadequate housing market. In urban areas, there is: (i) virtually no 
home ownership; (ii) an acute shortage of housing accompanied by rents 
controlled at far below market levels; and (iii) no formal housing market. 
Rather, there is only informal trading accompanied by side payments. 

is Bankruptcy legislation not completed. Because bankruptcy laws are 
not yet in place, the rights of creditors are not clear, including rights to: 
(i) reclaim assets sold on credit; (ii) reclaim assets on which they have 

valid liens; and (iii) have priority over unsecured creditors. As a result, 

6 
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potential transactions, including sale and leaseback arrangements, are be 
inhibited. 

ae Exorbitant real estate prices. Suitable office space (at 
international standards) is often only available at international hotels. 

ke Unfavorable treatment by anti-monopoly authorities. A firm with a 
30% market share is in a presumptive "dominant position" under the recently 
enacted anti-monopoly statute and may be subject to restrictions on its 
behavior. There is no indication that firms entering the market with new 
products, and thus 100% market shares, will be exempt from such treatment. 

ike Unfavorable treatment by price control authorities. The price 
control statute has special provisions regulating the prices of firms with a 
"monopolistic or dominant position." It also specified that “sellers must not 
misuse their economic positions in order to obtain disproportionate economic 
benefits resulting from the sale of goods for prices incorporating 
unjustifiable costs or inappropriate conduct. Again, firms producing new 
products may be deemed to hold 100% market shares and be treated restrictively 
under the statute. 

m. Restricted advertising and promotion channels. {Is this true? 
How s0?] 

n. Underdeveloped transportation system. [Is this true? How 50?) 

°. Underdeveloped wholesale and retail distribution systems. [Is 
this true? How s0?] 

D. Foreign Investment 

Foreign investment is viewed as a means of restructuring and modernizing 
the obsolete capital stock of the country, introducing new technology, 
extending the scope of foreign economic activity, and gaining access to new 
markets. As a result, foreign investment laws were liberalized in 1990, and 
the Foreign Investment Agency was established as a "one-stop shop" for 
investors. As a further result, the laws are less restrictive that the laws 

on domestic investment. Areas of critical concern include the environment, 
telecommunications, transportation, tourism, energy, light industry, and 
metallurgy. [need more information on the law on domestic investment] 

Concerns about the proper level of foreign participation (i.e., 
increased capital, technical knowledge, and modernization of plant and 
equipment versus the possibility of loss of control, decreased distribution of 
ownership, foreigners “buying up" the country, and unrestricted land 
speculation), particularly in larger projects, however, have resulted in laws 
which reflect the Government's uncertain attitude. 

Recent legislation encourages foreign investment by: 

ie allowing foreigners to own 100% of private businesses; 

ae allowing repatriation of both hard and soft currency profits; 

Se permitting the signing of bilateral agreements which guarantee favorable 
conditions; and 

4. liberalizing the rules on foreign banks' loans and transfer of capital 
in the event of liquidation. 

However, legislation may discourage foreign investment because: (1) 
foreigners are not permitted to own real estate; (2) foreign firms must 

7 
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convert 30% of their hard currency earnings into the local currency; and (3) 
there are limited tax incentives (see IIC). 

III. Status of Efforts to Put State Assets into Private Hands 

A. Rules _and Requlations Adopted or Proposed for Selling State-Owned Assets 

With the exception of developing a two-track approach for privatizing 
assets of different sizes, the GOC has not yet firmly defined rules and 
regulations for selling state-owned assets. 

ake Restructuring enterprises prior to sale. 

The GOC generally favors the restructuring of larger enterprises, 
particularly of those that have monopolistic positions and whose existing 
commitments preclude their commercial viability. However, concerns about 
restructuring prior to sale have arisen. These concerns focus on whether the 
government can efficiently restructure assets and on the appropriateness of 
restructuring due to the possibility of lost economies of scale. 

Ze The order of priority for selling state-owned enterprises 

The GOC plans to draw up a detailed implementation plan over the next 
few months. The plan must be approved by the Financial Council before the 
sale of vouchers can begin this Fall. Implementation will be the 
responsibility of the Czech and Slovak republics. 

Under the "Large Privatization” Law, each enterprise to be sold must 
design its own detailed privatization plan, including timing and employee 
participation, before the property can be converted into a stock corporation 
and put up for sale. National Property Funds, which will be controlled by the 
Federal Republic Privatization Ministries, will own assets prior to sale. 
{Need more information] 

3. Approaches for enterprises of different sizes. 

Czechoslovakia has developed a two-track approach for privatization: 

a. "Small Privatization." In October 1990, legislation was passed to 
privatize approximately 100,000 shops, services, and small businesses, 
excluding cooperative property. The goal is to privatize all of the small 
enterprises within two years. All small enterprises will be sold via public 
auction. Direct sales to foreigners for hard currency are prohibited, and 
privatized enterprises may not be resold to foreigners for two years after 

privatization. 

Proceeds will be deposited in a special account to be used for 
compensation af claims under the Restitution Law, to defray costs related to 
the privatization commission, and to pay off debts on enterprises that fail in 
the privatization process. 

{need more information on the mechanics of the auction system. } 

b. "Large Privatization." In February 1991, legislation was passed 
to privatize approximately 4,500 large state enterprises. Sales are not 
expected until early 1992. The percent of shares offered to Czechoslovak 
citizens will vary from enterprise to enterprise, with the remaining shares 
being retained by the GOC on a temporary basis or sold to foreign investors. 
Individuals may purchase stocks in individual companies and mutual funds and 
will have the right to invest in groups of companies. 
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Of the 4,500 enterprises to which the Large Privatization law applies, 
approximately: 

(i) 30% have been deemed "unprivatizable" because they are in 
industries deemed of national importance. These include infrastructure- 
type enterprises, including utilities, telecommunications, 
transportation, mining, and certain resources classified as “strategic.” 

(ii) 10% are the most financially sound, will be reserved for case-by- 
case privatization, and are expected to be targets of foreign investors. 

(iii) 10% will be declared bankrupt. 

(iv) 50% will be converted into stock corporations and sold via auction 
or the voucher system. 

(meed more information on the mechanics of the voucher systen] 

4. Procedures to liquidate assets. 

Bankruptcy laws are expected to be drafted in 1991, which will 
facilitate the liquidation of assets. [Need more information] 

B. Progress to Date. 

The GOC has adopted many of the appropriate mechanisms to privatize 
state-owned assets. It has allocated resources (the large and small 
privatization processes are under the control of Privatization Ministries of 
the Czech and Slovak republic and 114 district commissions, respectively) and 
adopted a significant amount of legislation. [Need further information on the 
staff and budget] 

However, few actual sales have occurred and few joint ventures have been 
established due to: 

iy the size of the task (except for the USSR, Czechoslovakia began 
the privatization process with a higher level of state ownership than any 
other country in the region); 

2. delays in establishing a common strategy for the transition 
process, reflecting tensions between the Czech and Slovak Republics; 

=} fears about job security (from both local officials and the 
general population) and pessimism about economic prospects in 1991 (25% of 
Czechoslovak residents are afraid that they will not be able to cope with 
economic conditions); 

4. skepticism about the proposed voucher system and privatization 
scheme; 

5. resistance by some local officials, who are accustomed to cozy 
relationships with local state enterprises; 

6. skepticism by many Western businessmen who believe that the GOC 
has not developed a coherent economic policy and is moving too slowly in 
implementing reforms that would improve the business climate; 

7. the lack of skills needed to run both small and large businesses; 

Be inadequate savings (private savings only amount to 10% of the book 
value of state assets); and 
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9. perhaps most importantly, the complexities of the restitution 
process, which has severely focused attention away from new privatization but 
is considered to be the appropriate means to transform the system. The 
restitution process has paralyzed the privatization process because (i) the 
privatization of any business on which a restitution claim has been made is 
prohibited; and (ii) the privatization ministries are understaffed, [and their 
budgets are insufficient. is this true?] 

The following progress has been made to date: 

ate Sale of assets via: 

a. Small Privatization. In January 1991, the first group of 17 small 
businesses, representing a wide range of specialties and geographic locations, 
was auctioned of. The auction was considered a success by the privatization 
agency. Total proceeds were approximately $800,000, and the average sales 
price was approximately $50,000. Most buyers had access to foreign capital 
either because they were emigres themselves or because they had expatriate 
relatives. 

Retail shops included fruit and vegetable stores, grocery stores, a 
sweet shop, textile stores, a clothing shop, housewares stores, and an 
electronics shop. Two of the enterprises included real estate, and the other 
enterprises included two year leases. (The GOC has indicated that it will not 
sell buildings containing 10 or more flats until the housing privatization 
policy, which is currently under consideration, has been approved. ) 

b. Large Privatization. Because the Large Privatization Law was just 
passed in February 1991, no large enterprises have been sold. Distribution of 
vouchers and sales of enterprises are scheduled to begin in the Fall of 1991 
and in early 1992, respectively. However, due to the complex restitution 
process, this time frame appears optimistic. 

So) Wholly-owned foreign subsidiaries. 

{Need information on number, size, and sectors of wholly-owned foreign 
subsidiaries. ] 

4. Joint Ventures. 

Approximately 1,168 joint ventures have been registered, of which 909 
are registered in the Czech republic and 259 are registered in Slovakia. 
Nearly 70% of these, however, are capitalized at less than $20,000, and only 
five companies are capitalized at more than $200,000. Projects tend to be of 
a small scale and operate mainly in tourism and construction. 

Austria and Germany account for 58% of total joint ventures. 
Switzerland and the US (with four percent of the total) rank third and fourth, 
respectively, followed by other European countries. 20% of all joint ventures 
are totally foreign owned; 10% are joint ventures with state-owned 
enterprises; and the remaining 70% are with individuals or private companies. 

Some potentially lucrative deals have been completed or are under 
consideration, including a $6 billion investment by Volkswagen in the Skoda 
automobile factory; CBC (France) acquisition of Tourinvest Hotels for $175 
Million; Linde (Germany) investment of $106 million in Technoplyn (gases); US 
West and Bell Atlantic investment of $80 million with the government on phone 
switches; and a potential $300 million Kuwaiti investment in the petroleum 
sector. 

10 
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Cc: Legal Mechanisms to Promote Competitive Domestic Markets and Prevent 
Anti-competitive Behaviors. 

In support of de-monopolization, the GOC has: 

abe Adopted antitrust laws. 

The CSFR anti-monopoly statute was passed on January 30, 1991 and went 
into effect on March 1, 1991. It contains the following four substantive 
sections common to most of the statutes in force or under discussion in 
Eastern Europe: 

a. restrictions on monopolistic practices of dominant firms, defined 
as firms “subject to no substantial competition" (a condition presumptively 
satisfied by a 30% market share); 

b. restrictions on agreements among firms (though the distinction 
between horizontal and vertical agreements is not always made); 

rau restrictions on mergers or transformations of firms; and 

d. provisions for the involuntary break-up of firms. 

2. Provided resources to enforce antitrust laws. 

The anti-monopoly statute provides for the creation of three competition 
offices, one Federal, one Czech, one Slovak. The Federal office has 
jurisdiction only over matters involving firms with over 40% of sales in each 
republic. Each office is expected to have a staff of 50 - 70, although 
neither the Federal nor Czech office is yet of appreciable size. 

The Ministries of Privatization and the local district commission which 
oversee the privatization of large enterprises and small enterprises, 
respectively, must either: 

a. "set up tangible conditions which when implemented, guarantee the 
elimination of the monopolistic position;" or 

b. recommend a plan to eliminate the monopolistic position within two 
years (e.g. by loosening of import restrictions or entry of firms into the 
market.) For large privatizations, if the relevant anti-monopoly office does 
not approve the plan, the matter is appealed to the relevant government. For 
small privatizations, the code is silent on such appeals. 

Xhes Provided protection to entrants seeking to purchase inputs. 

The anti-monopoly statute offers protection to entrants seeking either 
to purchase inputs from or to share distribution outlets with vertically 
integrated dominant firms. Dominant firms are forbidden to “apply differing 
conditions for equal or comparable fulfillment towards individual members in 
the market, which results in their disadvantage in economic competition.” 

A firm considering itself the victim of such discrimination may appeal 
to the relevant anti-monopoly body, the result of which may be a "cease and 
desist" order, enforceable on appeal by the civil courts. It may be 
difficult, however, for firms te demonstrate that "differing conditions" are 
being imposed upon them or that the sales or services they seek are "equal or 
comparable" to that which the vertically integrated firm supplies itself. 

Despite the Government's goal to prevent anti-competitive behavior, the 
law may inhibit new business in several ways: 

ital 
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1. A successful new entrant which produces a new product (and hence has a 
market share at or near 100%) may be labeled a dominant firm and treated 
Similarly to a state-¢reated monopoly; 

2. Distinctions have not been made between horizontal and vertical 
agreements. Market entrants who may need to set up new vertical chains may be 
forbidden from imposing what we consider innocuous vertical restraints, such 
as exclusive territories. (There is an exception from restrictions on 
agreements for firms with market shares below five percent, so an entrant into 
an existing market could employ such practices until it became successful.) 

3. Entrants may be discouraged by uncertainty over which anti-monopoly body 
would have jurisdiction over firms or possible differences in enforcement 
among the different bodies. 

Iv. Alternative Approaches to Privatization 

The GOC has considered various approaches to privatization but currently 
favors the voucher system for large privatization and the auction system for 
small privatization. The voucher system is favored because it is expected to 
achieve the widest and "most fair" distribution of ownership. However, the 
voucher system will likely pose a number of problems as well, including: 

a. Administrative burdens. The program will require the government 
to set up a computerized registration system to issue vouchers, thereby 
causing a significant administrative burden and possible delays. 

De Difficulties pricing vouchers. The GOC will encounter 
difficulties pricing the vouchers. The GOC must determine the price at which 
it can attract the most capital, which is needed for modernization and 
renovation, but at the same time, exclude the fewest segments of the 

population. However, the GOC must also determine the price at which it can 
weed out unsophisticated investors (to prevent a backlash if losses are 
incurred) but at the same time give the general population an immediate sense 
that they will benefit from economic reform. 

(5 Wide distribution is not quaranteed. A wide distribution of 

ownership is not guaranteed: 

(i) According to recent polls, 45% of the population is not interested 
or does not understand the voucher privatization program. One 
Czechoslovak official estimated that fewer’than half of eligible 
citizens will buy vouchers. 

(ii) Shares bought with coupons will be relatively inexpensive. 
However, after the stock exchange is established, shares may not be 
affordable for the general population. 

ro The general public may not be able to bid in a "rational" manner. 
The general population will have difficulty making informed investment 
decisions because (i) the general public has limited technical knowledge with 
which to assess the value of enterprises; and (ii) past performance of firms 
does not necessarily reflect underlying potential. 

e. Limited supervision. A widely dispersed shareholding might imply 
that no individual shareholder would undertake supervisory functions. 

f. Coupons may be deemed complementary income. This would 
effectively increase consumer demand and may worsen the already strong 
inflationary pressures. 

Due to the potential problems associated with the voucher system, the 

14 
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government is contemplating other privatization techniques involving financial 
intermediaries, including: 

a. allowing citizens to use vouchers to purchase government and 
privately administered mutual funds which hold shares in numerous companies; 

b. offering shares to employees through employee stock ownership 
plans; 

Cc. selling shares to state pension programs; and 

d. encouraging foreign investment. 

While these methods will broaden public ownership, they may add another layer 
in the corporate governance structure without solving the problems associated 
with a wide distribution of ownership. 

V. Lessons Learned to Date 

The GOC has learned the following lessons from the privatization 
process: 

i. The importance of clearly defined property rights. Clearly 
defined property rights and the encouragement of private property are key to 
the privatization program. 

2 The complexities of the restitution process. Claims on property 
confiscated prior to 1948 have complicated property sales both to foreigners 
and domestic buyers and will severely delay the privatization process. The 
GOC has just begun the complicated process of verifying ownership and 
examining compensation claims which are necessary before it can determine 
which businesses can be sold under the privatization program. 

3. The need for general population support. Skepticism about job 
security and withstanding the shocks of economic reform have inhibited 
entrepreneurship. The COG must educate the public about concepts of risk 
versus gain, diversifying risk, mutual funds, etc. in order to encourage new 
business development. 

4. Other impediments. Other impediments, including limited access to 
capital, limited savings, an inadequate infrastructure, and difficulties 
establishing asset values have severely restricted the pace of privatization. 

13 
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Special Notes on the Individual Republics 

Czech Republic 

The Czech Republic is developing various programs to encourage new 
business development and provide assistance to the unemployed, including: 

5s Subsidies for new businesses. As of February 1, 1991, an 
unemployed person or a person threatened with unemployment can receive 30,000 
Crowns (approximately $1,000), equivalent to 12 months average unemployment 
benefits, to set up a private business. The applicant must submit a business 
plan which promises to make him gainfully employed. If the project will also 
create jobs for additional unemployed workers, the subsidy may be increased. 

as Interest-free credits. The Czech republic has developed a program 
for small and medium size businesses designed to facilitate the introduction 
of modern technology. Non-interest bearing credits with a minimum maturity of 
three years will be granted to entrepreneurs presenting projects with good 
prospects. In addition, a financial benefit of up to 20% of expenses may be 
granted in special cases. In the future, expanded credits may be offered. 

Slovak Republic 

The Slovaks were reluctant to agree to a radical economic reform 
program, including restrictive monetary and fiscal policies. This is 
primarily because most of the Slovak economy was built during the 
totalitarian, centrally planned period and did not benefit from any market 
influence. As a result, Slovakia has larger concentrations of heavy and 
armament industry, is highly dependent on East European markets, and has a 
lower level of development in various areas (i.e. transportation), all of 
which make it more vulnerable to severe industrial restructuring, 
unemployment, and a slower pace of privatization. 

14 
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Czechoslovakia 

Summary of Information Outstanding 

1. Legislation/Judicial System: In general, are laws satisfactory? What 
laws still need to be written? In addition, need information on the 

following: 

a. Status of bankruptcy legislation 
b. Status of contract law. 
Cole Development of a court system and related legal procedures. 
d. Status/development of tort law. 
e. Do shareholders of stock corporation have limited liability? 
f. Status of banking legislation. 

2- Insurance: Framework for/status of commercial property and liability 
insurance, including number of firms (public and private) which provide 
insurance and type of insurance offered. Are insurance laws satisfactory? 

ihe Accounting Standards: Are accounting standards and practices 
satisfactory? 

4. Telecommunications Systems: Quality of existing telecommunications 
system. 

5. Formation of New Private Firms: 

a. Are there restrictions on advertising and promotion channels? 
b. What is the quality of the transportation system? 
c. Are wholesale ‘and retail distribution channels developed? 
d. What is tax law on domestic investment? Does it encourage new 

business development? 

6. Foreign Investment: What is the law on domestic investment? 

76 Sale of State-Owned Assets: 

a. Approximate value of firms sold to date. 
b. Approximate size of staff of and budget for privatization 

ministries. 
c. Approximate number and size of wholly-owned foreign subsidiaries. 

What sectors are they in? 
d. What determines the priority for selling assets? 
e. Have procedures been adopted to liquidate assets? 
f. Discuss the mechanics of the small and large privatization 

programs. 

8. Political Climate: How much autonomy do the republics have over the 
privatization process? 

LS 
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Viadimir Benacek. "Financial Institutions in a Transient Economy: 
Czechoslovakia in 1991." Paper presented at a conference in Prague 
on "The Transition to a Market Economy -- Institutional Aspects." 
March 1991. 
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FINANCIAL INSTITUTIONS IN & TRANSIENT ECONOMY: 
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the cost of their reconstruction in Czechosiovakia. The analysis 

results “in? normative Conclusions “adisciussing the = strategic 

suidelines sor implementation of “financial “institutions. 
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Conventional economic analysis is iargely preoccupied with 

the investigation of economic transactions {(excnanges) between 

autonomous economic entities (agents) under the tacit assumption 

OF siven institutions and Hierarchies. Needless to say, this is 

avery useful approach if the institutionai side is vwell 

established and develops incrementaliy in accordance to the 

evolution of the market. If we accept that command (planned) and 

market economies are two different paradigms for the realization 

of economic transactions, we must conclude that there must also 

exist, as patra) organizational complements, two different 

institutional structures supporting their operation. In cases cf 

a “normal” economic state the role Sf. a0 8 LNSst a turionas. 

superstructure can pe played down or disregarded. 

ORpCee Society COMMlt Ss - Lisette. COes =ChoaPs, eoructly central 

command and to switch to a market, economy is chnailenged by 

numerous... obstacles, which | locks, it. into, many..wicious, circles 

leading to a deadlock. Tne recent events of the last 18 months 

in Central and Eastern Europe have proven that the transition to 

market economy presents a much harder problem than was 

originally thought. Surprisingly there is no parallel with the 

seemingly similar. but reversed process of switching from 

a market to a command economy. The transient societies from Elbe 

to Kamchatka are floundering, showing little Nope for quick 

stabilization. 

Why is economic instability, which radiates throughout the 

Pest offs society. (eg. into (“politics and morals), so. difficult to 

solve in transient economies? Why are commodity market 

transactions and their contracting so Anefficient? Why are 

transaction costs so exceedingly high? Why do markets resist to 

clear and evidently operate in a highly distorted way - eg. in 

a situation of vertical and retreating supply curves? Why is the 

SoMa oCatLOMmm Cte aescurces. so.. sLow?., Why. do, not the released 

resources re-enter the production process? Why does the future 

play such a marginal role in microeconomic decisions? Why cen we 

observe in all transient economies phenomena that Nave not been 
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encountered before: deep recession coupied with high inflation? 

Why do traces of negative growth, rising unemployment and 

creeping international indebtedness suggest 1929-33, while 

others do not fit - such as rampant inflation and the parallel 

shortage of a large number of commodities witn deregulated 

prices (!). Viz. Footnote /1/. The answer to these questions 

presented in this paper could be labeled as “the consequences of 

collective action failure”. 

What rests behind the collective action concept? According 

to institutional economic theory (eg. Commons (1934), (1970)) it 

is a set of man-made rules imposed on society - a society which 

is essentially scattered into elements that, under conditions of 

nighieunce tainty, clash into conflicts eT interest. These rules 

are intrinsicaliy difterenit in the totalitarian and tine 

democratic society. Tne latter is marked by the paramount role 

of the market in achieving economic order. However, the 

existence of the market alone is generally not a sufficient 

COudl Olmos DiTCouuce ssorusm | from. .conmtiict. The creative and 

cooperative nature of agents in the market is finally acnieved 

by the invention of "rules of the market game" and by economic 

institutions which constitute a more organized way of 

introducing hNuman values, morals and a predefined behavioral 

pattern (something like a substitute for instinct) to the 

interaction of economic agents. The crucial motive for bringins 

about a social consensus for the building up of institutions are 

the resultant economies in transaction costs, the higher speed 

of reallocation of resources and, finally, the adjustment to 

equilibrium under Pareto efficiency criteria. 

The more exogenous shocks to which the economic system must 

adjust /2/, the more conflicting the interests of economic 

agents /3/, the more uncertain the future economic contingencies 

PEE the higher is the compiexity of behavioral patterns of 

agents /5/, the gloomier are the expectations /6/, the more the 

public goods aspects intermix with market economic decisions 

J/7/5. the more imperfect is the market /8/ - in another words, 

the more Heraclean are the labours loaded onto the market - the 

W 
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nisgher is the risk of market inefficiency and/or failure. The 

mer<ete i Cselfes Ls onot. a Ytree’ good®--/ it’ needs © servicing, 

maintaining of both rules and investment. The higher burden 

loaded on it, the higher the requirements necessary for 

guaranteeing its smooth performance. Without a doubt, the 

markets ot former command economies have been (and still are) 

grossly neglected objects. The requirements to refine them are 

market institutions. But not all economic transactions are 

market mediated. Many governmental economic functions (eg. 

fiscal policy, interventions, education) fall Liitoee als 

category. . Thus we should not forget that, along with market 

PMSeLtute ons) there is a large spectrum cf complementary 

“sideline” economic institutions. 

2. TIMING AND SEQUENCING OF ECONOMIC TRANSFCRMATION 

Should all economic institutions be assigned the same 

weisht, the same urgency for buildup? Certainly not! Since 

institutions: Ware only the’ means,” ‘sort’ of" “ar “soTtt’ **catalyzer 

accelerating the processes in the real ("hard") sphere, they 

must follow the timing and the weighting emphasis of the 

purposes for which they were created. Let us therefore analyze 

the structure of the transformation policy in command economies. 

Policymaking in transient economies has been concentrated 

neariy exciusively in the following areas representing 8 rather 

specific policy instruments, aliMof® @them= neavily Anclined> We 

deregulation and competition: 

a) fiscal policy 

b) monetary policy (including interest rate) 

c) exchange rate policy (incl. convertibility) 

d) foreign trade policy 

2) commodity price policy (incl. fair eon kata or) 

*) Labour market policy 

g) capital market policy 

meepravatazation= policy. 

Pee Ssecduistters apparent ciat Tithe Listed “set of instruments 

widely differs from those used in old Keynesian therapies, while 
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the difference in relation to new classical r 

its magnified dosage. The policy target variables a 

focused on the Heraclean task of fundamentai reallocation 

Pesounces Only | secondary 7 is there the task to, contro, 

inflationary pressure and external equilibrium, while the role 

of employment and srowth is assigned a sideline importance. Both 

policy instruments {control variables} and target variables 

differ from the conventional approach to policy-making, which 

accentuates the macroeconomic side, while the institutional side 

is assumed constant. In transient economies. by completely 

discarding the latter condition, the micrceconomic side can 

become an object of .policy .control...This process is. nevertheiess 

Part 34 wand ei ndirect . Some important economic activities were 

— deliberately excluded from our list {a-n}, eg. tne narmony cot 

interperscsnali retations in the workolace. the Gievel, .of fy 

> entrepreneurial SOnusc.. err tcLehcy. OTD 2neevations- These fe) 

activities were not assumed here as possibie policy ins 

pecause they were assumed to be final targets, mediated through 

Phe ei.ecceseot ina Lcatred insteuments. (viz. /10/). 

Tne mentioned ranking (a-n) is not haphazard. It takes into 

account the sequencing and Liming of tine operational 

availability of the instruments, which in turn reflects their 

different degrees of natural compiexity and thus their readiness 

Lo Function as an efficient instrument for policy purposes. 

Since the nian problem of Transltent -2sconomies (1s to (fire 

a trajectory from the old equilibrium of command economy to the 

new equilibrium of the market economy (viz. /11/), each of the 

presented instruments is earmarked for the fulfilment of two 

tasks:  uficst,eLo destabilize the, equilibrium of. the. command 

economy and, then, to safeguard the process of convergence Lo 

the new market equilibrium. Each of them therefore has its own 

“shakeout” stage and its own stabilization stage. The failure of 

any instrument im any of the two stages must thus de balanced 

with the compensating effects of some remaining instruments - in 

the first place by those ones listed above that one in defauit. 

Now we are ready to turn to the more practical question of 
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sequencing. Actually, arn Czechoslovakia, there are two 

instruments which can be still treated as non-operatignal: the 

competitive labour market and privatization. The capital market 

Ssitistionsis eontrovescsiea. becauseditcis stildliin infancyeand 

not. ready to perform its. delicate shakeout and: «stabilization 

roles. At the same time, there are proceeding fierce Toxnole 

battles in price liberalization and foreign trade caeregulation 

fields. Given that, the only instruments availabie for safe 

stabilizationsspcilicvesane therafiirstesthrestmentioned: fiscal, 

monetary and exchange rate policies. Limits obViouShathakiiG at 

this pstege ethers middie. colisy sinstrcuments td-e)isarenannce 

progressing, transtormaticn cannot prosress either, because 

their limited shakeout and stabilization powers come GULea yet o 

a dead ena. There, is a -danger tinmat the credibility, or the 

government s reform program will quickiy dissipate, the entire 

[ears iocmattonawi lemcrind tose shabteandssGinaliyv, aercoliticad 

backlash will loom. 

Having sthissssicuation inemindsatasemoce imposntantencltesnust 

be assigned to a quick take-off of the competent and competitive 

capital market instruments, where the core of@ ividnanciads 

institutions is concentrated. The revival of this core will 

positively feed back to the financial institutions linked with 

the remaining instruments, whose operational power is thus 

strengthened. The capital market represents a much more 

operational |) 2nstrumentethaneethe competitive slabour emaerket - cor 

privatization, which are highly politically vulnerable and 

liable to fail at the most undesirable moment. Eg. in the moment 

of recession the nominal wages become either sticky or rise 

(instead of being downward flexible) due to the populistic vows 

of trade unions and government. On the other hand, privatization 

easily stalls because of various counteracting clasnes of vested 

interests for property redistribution. In this critical stage of 

transformation it is absolutely essential... to get ihe capital 

market into working shape. Its success or failure is closely 

Cotme bated Bowith PiSomeeCOMCOUD LAN Cam eStiSGULaAUTON sou financial 

InstiLucions.. which may ~be the. crucial move which.winstorrioses 
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the whole battle. 

Cite concliislon eels sobyvLouUs: financial institutions Cin the 

wider sense) are the most complex of institutions, because they 

are directly or indirectly embedded both in policy instruments 

(a-n) and in targeted economic transactions. This is natural, 

since it is the pricing and monetary phenomena that lies at the 

core of market economies and that strikes the difference between 

market and command economies /9/. 

There is emerging another important aspect to the 

sequencing of transtormation to this point. It is the demise of 

the institutional superstructure belonging to the old command 

system. It is widely accepted that prices, money and financial 

institutions, as such, played a third class role in the 

Tunctioning of command economies. What institution substituted 

for them, then? Logically, these must have been the “almighty 

bureaucratic hierarchies’ - ina Tigurative sense the command 

economie s blood and nerve system. Once we accept that market 

and command institutions are disjunctive, the constructive 

process of economic transformation to a market economy cannot 

work without abolishing the old institutions —- including the 

cross-secticnal network of bureaucracy. 

In fact, the role of bureaucracy in contemporary transient 

economies of Eastern Europe is far from being broken. It has 

ZOoStempegnapsS welts wcenteal drives sbutJlitwwas, just. this moment, 

which enabled the bureaucracy to strengthen its cperational 

autonomy at the grassroots level. The actual situation of power 

distribution ein the vast majority of Czechoslovak state 

entererises; 81s mot ~disprovangs.this ~pypothesis. Attempts at 

forceful dissolution of the bureaucracy: without abolishing its 

causes is a Quixotian task. What is more realistic, is to make 

its existence irrelevant by stripping it of power by cutting its 

Nierarchies and by granting more opportunities for alternatives 

to bureaucracy: to markets, Lonm. CSeeowhednstituzzons, and fo 

entrepreneurial individuals. Small islands of strongly motivated 

creative people have cropped up practically everywhere in 

Eastern Europe, once the command rule was disclaimed. Their fate 

7 
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Nas been so far generally frustrating: their creative potential 

has been refused and steamrolled by the more straightforward 

counter-objective of the bureaucracy: to redistribute existing 

resources. © The promoticn of production (and not 

re-distribution) motivated individuals to entrepreneurial ranks 

should not be a function of the invisible hand only, but also of 

a well visible finger (or leg) of its institutional background. 

The problem is how to build this into new economic order. 

Saati COST. OF REVAMPING J\FPIiNANCIAL INSTITUTIONS 

The urgent need to close the gap for missing economic 

institutions in transient economies is evident. However, ts 

implementation is not automatic or mechanical. The problem does 

not rest in the proclaimed formal existence or non-existence of 

certain institutions, but in their factual performance. Eg. the 

Tormal estadlisnment of commercial spanks in this countr does 

not mean the automatic availability of credit to its effective 

demand, not to mention the availability of some special banking 

services for which there is only a token demand so far. Since an 

institution is defined as a man-designed organization, custom or 

usage to fulfill certain socially agreed purposes, its existence 

depends intrinsically on the revealed consensus of both 

interacting partners, ie. to exercise its functions as providers 

and to be accepted by users. It is a question of whether people 

spontaneously manifesting in 1989 their keen will “to go back to 

Europe” realized that it is not only perestroika (ie. the “hard” 

changes in the productive base - restructuring of industry 

shares, prices ].crttsizesiy of e.firms, and-enjoying ethe, promised 

similar standard of living), but also those more tricky “soft” 

changes of objective functions, decision mechanisms, ownership 

and institutions), which are implied by such a move. 

The change in institutional leverage of radical economic 

transformation presents a phenomenal problem —- reminiscent of 

the revolutionary changes in science, as described by Kuhn 

(1962). While the traditional piecemeal (incremental) 

trial-and-error evolutionary” method of creating institutions 

8 
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cannot be accepted because it is too time consuming, the new 

ister Lons. nusc. Serr porn, Lia radical.” discontimous’ vay. 

Otherwise the presence of a temporary vicious circle between the 

mentioned “hard” changes in production structure and the “soft” 

changes in “institutions. which mutually keep their rrogress 

checked Dy 2 stalemate, is eminent. Therefore, the catastrophic 

“big bang” snase of social breakdown is inescapable and as such 

must be accepted as a natural disaster turning finaily into 

a process of re-creation. Tne only question is whether there are 

instruments availabie which would make this phase shorter or 

less "costly. 

Wnile —fit-iisil-saccepted Sthabrtne’ “nardc reallocative 

changes in the productive sphere must lead to recession, even to 

a recession deeper than market economies nave recently pecame 

accustomed to, due to at ieast 40 years of neglect of the 

rational “aliocation “of “resources, 'it “is py fer’ dndérestimated 

that, on top of what is already mentioned, there will operate 

CnewcontractuameertTects of tclasning® insti lutions’ Which Waters 

through their parallel demise and re-birth. These institutions 

are so inherently embedded into social life that both economic 

systems —- that of the market, as welit as that of the command 

—- do not fully realize their cardinai role and the necessity of 

painful revolution. 

Poeis Wood tT Pieult Wostqdiantity “the 4oppdrtunity <osth@es) “ie 

number cf man-years} Tore switching titrom eommarid® Tho. markec 

institutions. The best approximation can be exercised on the 

evaluation of transaction costs. Some western businessmen argue 

that tne btnecallliccation of certain®™® assets or> Fresources in 

Czechoslovakia is actually 2 to 5-times more time-consuming than 

it is in Western Europe. On the other hand some Czechoslovék 

entrepreneurs argue that the local reallocation of an asset or 

resource is definitely more complicated now than it was in the 

Carivesu. Gimesmectearmlanned rationing. If it is true, we can 

estimate = tnavetne = Ssociawricose ofthe “existing difasti- marker 

reallocation of resources in transient economies, subject to the 

Wacirct S InSereutilonalebackupymismot only *conspiciudéuisly *nisgher 
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than in a mature market economy, but also nigher than is the 

notoriously wasteful cost of reallocation of resources under 

Direaucrata. . command... Inisaw inding ~4is, ftuliy consistent with 

mol cations of the theory of second best. We can only hesitate 

Withee. athe. Sly. wuestzcn. .~whether _ the... restructurings .ot 

institutions is not finally more costly than the. (rather more 

frequently discussed) restructuring of material resources under 

the mature market institutions. Without a doubt, the financial 

institutions, would Jicepresent: .4.. fain. porntion...cf; the whole 

opportunity cost of institutional revamping. 

What -.could beyshe expliciue cost..cf thewrestnuctuna ngicoTft 

financiai institutions? If we compare a command and a market 

economy (eg. Czechoslevakia and Austria) we can discover various 

differences, but not all of them showing the same magnitude. 

Gross eprjoduction perm. capita,(« fioreign «rade intensity ‘orm the 

tndlstiial Stouctuce. of; manutactunins= difger withsmo misturbins 

Assoc atl ons sinclative puices.qine qize ofiddnms, auality sicost 

structure, manageriai efficiency and the structure of services 

differ much more, but one can still recognize the Czecnoslovak 

score. The most striking differences can be seen in the speed of 

adjustment, capital transaction cost, economic education, 

entrepreneurial marketing culture and economic education. It is 

not surprising that the financial institutions are most closely 

Correlated) With USt sathds set. of, activities: Tfaswe,.compere -the 

service sector {with transport excluded), we get the following 

Bicturew: 

Czechoslovakia Western Europe 

Labour Sie) 5554 

Capital (machines) 6 % 30° 

Export earnings ifm 26. % 

(The data show the share of the indicated factor in the service 

sector out of its full usage or earnings in the economy in 1988. 

Resource: own estimates.) 

If we compare the tdnanciail~sector only, the,results woudd 

be even more divergent. The Czechoslovak score would then be 

nearly invisible, while in Western Europe the’ earnings from 

10 ’ 
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investments, insurance and interest approach nearly nalt of the 

service sector s foreign excnange earnings. The development of 

financial institutions wouid inicially require a significant 

labour reallocation (5-8 % of the total employment). The 

requirements of capital investment represent approximately 

150-200 billion Kés (approximately all annual investments) - the 

majority of it from imports. However, the most challenging would 

be the task of eliminating the numan capital gap, where 

Czechoslovak comparative disadvantage is the largest. 

Except, there are two particular unsettled problems which 

deserve special attenticn. Even tnough Czechoslovakia might 

Ssomenow scive its acute shortage” of capitall “in “the short ‘run 

tienes Witt Stitt Femain@tnie problem or "its efficiency. = Many 

modern financial institutions are subject to economies of scale. 

hae Size elo) a) very impor Lafnte |: accor 9 T Or tne etvecrency "oT 

electronic and communication networks. The second problem is 

eorinected With its “conplexity. ~The” “existence *”"of "a certain 

institution requires the anticipated functioning of some other 

complementary institution (eg. ethical, legal, communicational, 

etc.), whose development may take a very long time to evolve. 

A. ei Lencid Ad LON, Or PP iNANCIAL LNSTITUTIONS 

CUreCasheeetoetiits titel Sect.on Ls ot. Lo ysnow a cetalled 

SoecitT ication of Larsets, procedtres or actions, but to “bring 

tHieeprevi1OusS» analysis co 1ts clobal conclusions, pointing ”to the 

philosophy of policy-making and its strategic aims. It does not 

mean that this will automatically imply a flawless path. It will 

remain with tne reader to add more colour to the picture 

outlined here. In difference to the previous analysis, the 

language in Sais part is purely normative. | . 

Transient economies should follow a contrary approach to 

tier UNnCtlOnInG OF SDOth whe” economy” and ZXnstitutions, as 

compared to the situation under central command. While the 

latter contrived a sophisticated bureaucratic system of direct 

control over the allocation orf resources, the development’ of its 

economic aiist.curtLons was practically left CO a STO 

sup 
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evolutionary growth bordering on anarchy. A contrary approach, 

woo Lear SiOoosonet !tSenapetter, With thes.-state,,of,att airs)of 

transient economies, is to leave the allocation of resources to 

the market, while the development of institutions sncould be kept 

TarmMivyoin Magas of direct control sor even central .supervision: 

licen tartenm loess not. Mply.Pancroducing .alscentral nlanning +To67% 

Pnsti2cucions OG Customs. cut an_imposition sok angauthoritative =a) 

SVisiole wands piLn coarges ocr responsibility fom its cromotion. 

A large part of the creative role could be supervised by 

ministeries - either directly or indirectly by offering tenders 

CLecoenTcontrac ts jo. iGms.w cimiver Tuncttoms,on disteictyleveis 

GOceh be exercised Eye T Stic & or Locals Administration 

Authorities. TRis Wotiid. Lead .ts. a twofold. results vlnsthe, come 

nand it would strip the bureaucratic networks of their 

uncontrolled suffocating power by means of superseding them on 

the others Mand by gsupecvising creative, taskse/Ale. tithe scentrak 

Pole not Cae aeW Ee LOStLLLULLOmMal # 4activities= wma sbet €4 efree 

inf ormational and advisory service, 2o4"@ about ireacni rat 

acquirement procedures, real estate markets, international 

assistance, legal rules, educational programmes, business 

Standaras, of 1 scat conditions, wetc elhnis Would biting sbout sa efi leb 

transparency of government deaiings. 

Let us now follow individual policy instruments {see 

section 2) and inquire what financial institutions can be 

expected to develop in the present phase of transition in 

Czechoslovakia, characterized by its halfway its nalfway to 

break-even point for stabilization and recovery. 

Fiscal policy should release its shakeout stage and enter 

TULLY Sint oe stabil lizattonaiunctions.~.0t p should offer a clearly 

defined perspective of the tax system, tax relief schemes and 

subsidization rules. The same should’ be said for monetary 

policy. wien should ~ otter «clear, rules. for, ithe, role . of sthe 

central bank and its relationship to the ministries of finance, 

commercial banks and international organizations. The aim is to 

Sainroredibility f om .anta—inf lationary policy. Closelylinked to 

this is the exchange rate and foreign trade policy. Both these 

12 
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instruments shouid now be prepared for a transition from its 

shakeout to stabilization. The most effective answer to this Vv 

oreblem is the establishment of a credible exchange rate 

commitment. A devaluation or depreciation-free exchange rate 

recuires 4 firm, anchor sateguarded Sy stringent financial 

eonstraints - imposed on the domestic economy. The 

Bseudo-f Loating of CS “Koruna, so typical for 1990, should be 

abolished. International cooperation, even delegation of some 

responsibility to international inst. cuULions, a eg. Furopean 

System of Central Banks, EMS; at | ERM, European Bank for 

Reconstruction and Cevelorpment, IMF, Worid Sank) is unavoidable. 

Anotner cruciai (step “gp Otde sk respect concerns the 

establishment of normal trading and eayment relations with 

ries ¢y Gastern curcce. At least, three countries (Polanca,. 

Hungary and cCzecnoslovakia; SiouLce, «orm, 4. Soria os Centre. 

a ree irade” Union. Ine reason 2s to return 

back to intensive trading and to find new “friendly markets for 

thetwe —siatcerec. trace tlcws. The rationale is that intracMEA 

trade nas mad a long <traditisn, it did show (whatever its 

irrationalities) both the elementary effects of interindustrial 

comparative advantages and deep intraindustrial specialization 

patterns. At least, in Eastern Germany and Czechoslovakia, the 

CMEA trade pDreakdown has been regarded the most important singie 

shock causins recession. It is still only the Eastern European 

demand which is capable of SOSOrDiMS Liss cee sO.  srune tina 

peculiar quality and image ie LOCAL PLOducts, redressins 

therefore producers, at least partially, for the nuge losses in 

terms of trade deterioration or even the total loss of demand 

wnen trading had to be switched to the West. 

On the side of foreign trade policy the government should 

anticipate the urgent need for export suppiy curves to be more 

SLAC ein relatlLonw to pirice. tnis Will also contribute to making 

the supply curve for total export earnings more elastic to 

exchange rate changes, wnile the demand for foreign exchange 

SOC aC Oo me USM einit i Tig) tO tne. right. This long expected 

watershed point, marking the stabilization of convertibility, 

13 
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should be made a prime target of trade policy concentrating on 

a rational tariff system, transparent government export 

promotion and import substitution schemes /13/. 

Financial Tosti cutions — in the field of price and 

competition policy should take on more of the burden of market 

shakeout functions and so relieve tne instruments just mentioned 

Ca-d). Government should frelp in establishing a powerful 

Cousumererrmotcection GCoard, .wnicm should inform the public about 

regional Srices. real production —cosTs, Brot it. marsucs, 

U t-’ shortages, Suny en; LoLOL ees. substitutes, monopolistic or 

aioe Pee SC. Cas. Quality standards, Stee - so that e2ach 

household or cutside preducer can respend immediately to current 

La 

2 

aiternatives the market. The result would be a deep 

decentralization of th “voice” (ana consequently the “exit” 4 

Tuncticns of the commodity markets (viz. Hirschman (1970))}) and 

their increased efficiency. This consumer based intervention 

presents amore natural arrangement of market surveiilance than 

the ministerial harassment of producers. 

Similar requirements can be laid on Jlabour market policy. 

Unfortunately, this field is heavily rigged with imperfections 

due to goverment and/or Trade Union constraints and the 

continued presence of labour ethics from the command period. The 

new market wage prices should reflect the efficiency of labour, 

inecteding | its aversion. to risk. responsibility, initiative, 

subordination and innovation. This means that the dispersion of 

market wages in transient economies, if they were to reflect the 

marginal revenue products of labour, would have a natural 

inclination to be extremely high /14/. The indexing of minimal 

wages to the aggregate price level (eg. as was recently accepted 

eRee 7 lakh mS) government) should be abandoned, because in some 

industries the minimal wage could soon be higher than the 

average market wage. There is no economic reason to have ceiling 

or floor restrictions on a sound competitive labour market. 

A very important long-run problem is the solution of the 

skilled labour gap. Ty oet. Due Seeae or oben.) of ‘the wack oF 

human capital and education. This gap is probably widest and 

14 
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most acute in the field of economic and financial management, 

pecause . Or BvVaAwous reasons in command economies these 

activities. were not allowed. It is a shocking’ experience to 

learn that after 16 months, wnen Czechoslovak society otficially 

cont 2ssed to being aware of this enormous educational debt, that 

puacs ally nothing nas Deen done from the side of official 

tH domestic circles responsible for economic education. The 

ministry of education stands apparently powerless py the old 

bureaucratic concepts of egalitarian treatment, queuing, 

preference for the weak at the expense of the strons, 

hierarchical organizations based on a fuzzy set oT 

subordination, redistiroiputironas motivations, Squtdacion- “oT 

‘parallels activities mand collective irresponsibility. The 

necessary privat]S or semisrivate reorganization of Czechoslovak 

education, motivated by the concept of human capital, should de 

considered as a real (and only) ‘alternative. 

With considering this human capital problem we nave at the 

same time touched capital market policy, which plays a key role 

in the future evolution of transient economies. It is upon this 

sphere to decide whether the thrust of the hNeated-up boiler of 

CS. economy will either shun its growing idle energy into 

a productive entrepreneurially motivated activities or explode 

the boiler. Financial institutions snould be established nNere in 

such a way tnat they can cope with rising bottlenecks on both 

the supply and demand side for capital. i 

Even thoush CS is still in an investment depression, the 

shortage of capital (financial, physical and numan) is apparent. 

An investment revival, so essential for the economy to catch up, 

may lead to frustrating capital market failures at the most 

critical moment. Even though we considered a full recovery of 

saving behaviour of all economic agents, which is now in cs 

suffering a setback from recent price shocks, domestic savings 

could staldrerprovidesonlylay smallifraction-of the requirements 

needed of reconstruction. Thus the task of financial 

instiLtwc clones shoutdanmne £oshelotsavel tfromiidling and” subsequent 

decayeaseamuchsofetnes, localsaccumulletedcapitalacas possibletby 

i5 
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means of reallocation. Actually the prospective physical capital 

transactors - buyers, sellers, renters or leaseholders - are 

finding themselves in a corner, because the capital market as an 

institution is offering them a cold shoulder. In CS this problem 

Tome GCLOsa lye linc edn With tine SOLUCLOM OF tire property risncs 

question. 

Once it was discovered LoatCe CO pL lvyacication 1s “gOLnS uC 

proceed much slower than was originally expected, due to the 

clash of vested interests and legal or technical problems, 

a makeshift provision for stranded property rights transfers 

Snould be found. Eo. the directors: of enterprises, which wait “in 

uncertainty Tor privatization, should be given such powers that 

they can behave in the meantime like entrepreneurs, and not like 

custodians cf lost property. in this respect a reappraisal of 

the spontaneous (etal dae) privatization and =*they dire 

investment money notions snouid be reaiized. Both of them enjoy 

avery negative ethical reputation throughout all transient 

economies. However, at least in CS, they so far still remain the 

most important acts undertaken for the formation of local 

entrepreneurship. The institutionalized control of these Capital 

operations, if they guarantee competitiveness, transparency and 

the legal character of purchasing or leasing conditions might 

lead to highly efficient provisional steps. 

The dead situation of local capital markets can be 

partially revived if private housing and real estate ownership 

received top priority in privatization schemes. It should be 

introduced as an alternative to pending extensive rent 

increases, which may be supposed as an attempt at life by nearly 

a halt of #the TCSs® populationserlivins in state or cooperative 

houses: e1his simple privatization move, so successful in Britain 

a few years ago, may not only lead to increased savings, 

increased investment and so to a better relationship of the 

public to property, but also may increase the role of mortgages 

asmapretiicient institution fort obtaining) capdial: 

Another important institutional problem is represented by 

fereicnecepital® filows-sit,/is: ane, indisputable fact that) without 
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SY ternal lerocesitaleinjecttonse CSmhecannotes satisfy itsntiheedsator 

Gestructtring crepmoductionmneltszpmoedernization and entryntosthe 

global world economy. The xenophobia, nidden behind the bogey of 

“cheap sell-out’, is one of the most counterproductive attitudes 

against the market. Stiicnemtiteids as bdanking, accountancy 

expentise, ALNnane abe aecommunications securities.+and equity 

market, sportmcolio! Ginvestments dmutual» funds; insurance, bDankins 

surveillance, investment consultancies, bankrupicy procedures, 

hascalpgaudsiting, tures market, Tinancial education, trade 

is “th ep OF 

Tate 

practices Jlaw, cComoctatiom policy, 2CLo.. cannot wa 

a nicer Paneriecny so eau) Alte Omeicnncacatal zac “4 jos al p. name iy 

f+. 

cit 

Sxtec@esecesyilitip@alto come smould be offered a public tender or 

an scpen evictione-oreilts-.premaises, disresarding..the-price..it 

es. Tne immediate commencing cf external economies from 

such moves are a far greater benefit to society than a 2) < 

“better” dealings postponed to tne remote future. Where else, f. “h 

Dotted nethieivileidncriudecal sotneslectedebhinancial. servicess the 

well-known Pasinetti s (1981) notion of learning-by-trading can 

be applied? 

let me close with a final remark that the renaissance of 

“alien” financial insti LutLonsme lL Nincieansient economies is 

a necessary condition for the effective process of privatization 

and for tne etficient reallocation of resources, which are both 

GOnckudins Bact Set OFeetranst osming.~ccommand,. .economies.into there 

mature market.~counterparts. 

FOOTNOTES: 

/17-°~-This new paradoxic’ phenomenon of recession and 

inflation would be better named “recflation"” than keep it 

masquarading under the more innocent name of stagflation. 

/2/ In this respect it is very important to stress 

that mainstream economics (ie. the general equilibrium theory) is 

concerned with marginal (infinitesimal) changes of the old 

equilibrium and (ceteris paribus) subsequent piecemeal 

adjustments for the “relevant Variables” ‘to a new equilibrium, 

a7 
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white disruptive catastrophic shocks are less elegantly dealt 

with, Ot Oe She ake OT. the explanation of an  outsand-out 

breakdown of tne wnolie economy. 

/3/ Here the depth of conflicts can be measured by 

the extent of the fomthcomins —credistribution of . cacital, 

bankruptcies and reallocation of labour. It is expected that in 

Czecnoslovakia in 1991 one third of the capital and labour will 

be subject to a, risk of reallocation. In this respect the 

situation resembles more a war econor. San any other. 

/4/ The concept of caed rationality (Simon 

DTOS2 0, explains this. problem r=: Environmental contingencies 

pose another example. 

i/5/,Since. economic asents i » n post-commanda economy 

need not accept tne maximization of prorat aS .insir oo ectivs 

fTuncticn, their tree of possible games is much more complex than 

IS eee. Case” oT. a more settled market society. In transient 

economies even dDankruptcy, steaiing, embezzlement, rundown of 

Gant Al snuUtcdownr on production or maximization of reserves. in 

production cannot be excluded as an irrational pattern of 

behaviour (viz. Quandt, Triska (1990)). 

/6/ Rational expectations theory is fully consistent 

with this aspect of behaviour. 

/7/ Since in command economies the environmental and 

the public nealth problems represent an enormous social cost 

SiccSeneeine Practical yo every location 2. of. production, pi ae Sh 

extremely difficult to separate externalities from single market 

decisions about cost structure. 

/8/ This may be the case of bargaining between 

bilateral monopolists or sc alled “small numbers" exchange 

relations, where no competitive forces drive the exclusive 

agents into competitive behaviour. Opportunistic outcomes 

naturally lead to price distortions and transactional 

difficulties. Coase theorem and 2-person game theory apply well 

to this environment. 

LS eC oot fT AnCt aly Ii WaLOnS nere BLS. anotoer 

SctmoumeUlstincteinsti tutions dealii. with property rights and 

138 
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transfers of legal control. In this paper tihese are not the 

focus of our analysis. This should not imply, Nowever, that 

the property rights are taken as irrelevant in our context. 

/10/ The opposite, rather metaphysical view is 

advocated by Vanek (1990) and Zeleny (1990), who propose to 

control the process of transformation by direct interterence 

with human nature - its philanthropic motives, ccoperative 

instincts, religious persuasion or morais, whicn are considered 

more autonomous from the bequeathed distribution of resources, 

mierarcnies and packfire clashes. 

Veieh the fundamental point of our analysis that ~ HoH oO cr | ail 1) 

the ~ transicion is treated as a trajectory between two 

Situations of equilibrium. Tne analyzed path pegins at the known 

equilibrium of the central command economy and drifts towards an 

expected final equilibrium of a mature market economy. The 

theory ct second best is a good auxiliary instrument for 

exoleainang = such a challenging task. Thus the nature of 

transition path is comprenended as a generally suboptimal and 

volatile process. The existence of equilibrium forces trying to 

pull the diverging system back to original order should be 

accounted for. Twortl institutionallys, differentseioptima canitbe 

Viewed as two competing players. As known from game theory, 

a lack of cooperation between two rivalling players leads to 

inettficientisolutdonsriharmtwmetor aideparticipants. The reality 

OfetTANSienkc., economies tise tull of-'stich®illusory irrationalities. 

/12/ Maypde these organizations will prove totally 

unsuicap les J orisuchm @. tasks) | BUtLtatelisenoticovnat-matters, The 

point is to divert the bureaucracies from their anti-market 

activity into a more creative role - giving them at least a fair 

chance to heip society. This would also recuire the abolishment 

of the system of permission and paternalism, epee forms their 

main reason for existence, Lo an unavoidable minimum. 

Of-course, they should be remunerated according to their 

creative results only. . . 

/13/ The existence of government export or import 

substitution schemes does not imply the need to return to 

oO 
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central planning. Such instruments like performance conditioned 

tax allowances, export creu2 ts...) Ttexiole = optinal @Larnifts, 

intormatinal service or moral support of the government have 

negligible | distortionary effects on the efficiency of “the 

market. 

/14/. Tne natural tendency of free market wages in 

transitional economies to snow wider variance around statistical 

mean (in comparison to market economies) is primarily due to the 

lack of labour market adjustment and the very low marginal 

Saftaciencyveot — laboum fmarticubariy it would show inttheir lett 

sil of distribution function , which goes from the average wage 

through zero, and plunging even to negative values. 
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TABLE 22.2 

TRACTORS PER WORKER, 1971 AND 1980 
BY REPUBLIC AND BY ORGANIZATIONAL UNIT* 

CZECHOSLOVAK 
SOCIALIST 

CZECH SOCIALIST 
SLOVAK SOCIALIST 

REPUBLIC 
REPUBLIC 

REPUBLIC COLLECTIVE STATE 
COLLECTIVE STATE 

COLLECTIVE STATE 

YEAR TOTAL FARMS FARMS TOTAL FARMS FARMS TOTAL FARMS FARMS 
1971 -1185 mlZ3 - 1458 1340 -1271 - 1606 -0903 -0873 -1077 
1980 - 1390 - 1354 Sa] $1692 - 1682 -1728 -0918 -0892 - 1082 

*Source: Computed from Statistik Rogenka CSSR See Ka Rocenka CSSR 

TABLE 22.3 

! UNIT ESTIMATED OUTPUT PER WORKER BY REPUBLIC AND BY ORGANIZATIONAL 

, ( ILLION 1967 _KCS_ PER WORKER) 
ne ESTIMATES BASED ON: 

6 (1) (2) ies 2 ar aaaee (4) a . 
3 

CZECHOSLOVAK CTIVE FARM STATE FARM fines 
PUBLIC - SLOVAK REPUBLIC COLLE 10 INDEX K/L RATIO. INDEX K/L. RATIOS INDEX K/LRATIO. INDEX K/L RATIO INDEX K/L RATIO INDEX K/L RATIO INDEX 

REGION & UNIT RAL RATIOS INDEX K/L RATIO INDEX 

iit 
ne .0189 107 

eae 0204 92 |.0215 ee 

100 
State Farm .0222 Pity own tate 

0187 Bec -0191 2222 
JZD .0230 131 

SSR 

94 94 | .0196 lll 
i. 

° 
ed 

State Farm 

CSR 
.0276 

mua 
.0274 

199 100 
State 2 

0256 129 
J20 0189 hacer 0198 salad 25% 0194 90_| .0195 98 State Farm 0197 



$.38 Bish? ——— a. 

dads QUA (921 INA AN 2ROTIHAT 

— oe re - “TT ft) Dn TEST IPAItD ¥§ Oyin dsauaas + we 

NAV Ae 39 
Tei sh 1902 WAVO2 IMI WI Ter er50? 
2 eae Jat s7 JL LEP S2 

aay2 Wirsd yao aTAt2 «6 Sw ETIg IUD ae. || WITT 
oA eel aetnT ‘ Ba saint amin! ore 0701 nia 

ati EVD. 2p. anal mgs Pel. heel €27¢, 261. fre! 

SBOE Sec piet al cone ze Sper. Sti» [eel soe}. OBES. oge! 
4 

2 SAVOUR SATLeRIBIE OVI hasuqnad «sr 7v0d" 

-y > _—_ 

&. = ‘f 
er ie... 

* 
TAD. JOIOITSL pie ‘8 Gus 7) RN OF IN80e £39 JudTU0 a3 

in een eS 3) Loa’ cgay 
ast? ge ~ aif t) 

(3) ys : C= bed | SE tl ae 7 
(i j (d) ——— TF AES 

24¥0 coma 

" 

HAAS Tikes a nN so SETS, a, Sia ORS: Sea una oa 
er Rea oir oFac Js ei een cn 

. a a inet Cee ee 
Vay, 

a 

aaa | 

a4 x0. | oe 2m 
tt. 



10 
Robert Deutsch. "Czechoslovakia." Th @ Food Revolution in the s e Soviet Union and Eastern Europe. 1986. (excerpt) 
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Labor Employed in Agriculture as a Percentage of All Labor in the 
Economy - Central and East European Countries. From Agrarian 
Policies in Communist Europe. Karl-Eugen Waedekin, 1982. 
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from Agrarian Policies in Communist Europe: A Critical Introduction. 

by Karl-Eugen Waedekin 

edited by Everett M. Jacobs 

a tr Nal les an ce alae 
Table 8.8 Labor Employed in Agriculture as a Percentage of All Labor in the Economy, 

According to Various Sources and Statistical Calculations 

CMEA annual Eliasand FAO: economically 
Year “r4verapesd Doleshel Rapawy — active population 

USSR 1960 38.7 38.3 41.4 41.9 
1974 + 23.2 23.0 29.2 20.5 (1975) 
19787 520:9 a x 18.1 

Albania 196% — ca. 576 2 = 71.4 
1975- ca. 50 a 2, 63.3 
1978 ne 7 - 61.5 

Yugoslavia 1960  56.9°(1961) & ns 63.7 (71.54) 
1970 44.6¢ (1971) is Se 49.8 (64.54) 
1978 Pr ts m 39.8 

Rumania 1960 65.6€ 65.4 68.1 64.5 
1974 40.0¢ 39.8f sft 51.6 (1975) 
1978 32.8 4 a 49.0 

Bulgaria 1960 55.5 54.7 57a 56.5 
1974 30.1 29.6 ee 39.7 (1975) 
1978 252 Pe vA chy) 

Poland 1960 44.2 43.0 44.5 48.2 (48.0°) 
1974 311 30.5 sh 34.6 (1975) 
1978 30.8 z e 32.0 

Hungary 1960 38.98 37.9 38.9 38.1 
1974 23.38 22.2 a 19.9 (1975) 
1978 DIE oe es 73 

Czechoslovakia 1960 25.9 24.2 USL) 25e 
1974 15s) 14.4 - 13.2 (1975) 
1978 14.5 a EA 11.4 

GDR 1960 1722 16.6 17.6 17.6 
1974 11.5 10.9 a 11.2 (1975) 
1978 10.6 a ce 10.2 

4 Including forestry. The CMEA data are not uniform as to the methods of statistical 
accounting in individual countries, and therefore are not wholly comparable amony 
each other. 

b Author’s own estimate, to make the Albanian data comparable to those for Soviet agri- 
culture. It is based on the Albanian share of rural in total population (69.1 percent in 
1961, and 66.3 in 1970), on the assumptions that this share contains some non-agricul- 

tural employees among rural inhabitants and that the degree of agricultural underemploy- 

ment was sizable. The Albanian newspaper, Zerit popullit, on 25 May 1975, p. 2 (accord- 

ing to ABSEES 6:4 [October 1975], p. 141) indicated that the “peasantry,” presumably 

excluding state farm workers and other state employees in agriculture, made up 49.4 
percent of the active population. 

© According to the Polish statistical yearbook Rocznik Statystyczny 1976 (Warsaw, 1976), 
. 554. 

d eh. census results of 1960 and 1969 (instead of 1970). Current Yugoslav data (67.5 

percent for 1960, 60.0 for 1970, 53.0 on the average for 1975-77) are also higher than 

those of FAO and the Polish source because they include those only seasonally employed. 
€ As of 31 December. 

f This percentage does not fit with Doleshel’s own absolute figure of 6.233 million. 

& At beginning of year, including apprentices, and water management workforce. 

Source: CMEA statistical annual, 1976 and 1978; O. Doleshel, op.cit., p. 531; FAO Produc- 

tion Yearbook, 1975 (Rome, 1976), Table 6 and 1978, Table 3; Andrew Elias, “Magnitude 

and Distribution of the Labor Force in Eastern Europe”’, Economic Development in 

Countries of Eastern Europe, Joint Economic Committee, U.S. Congress (Washington, D.C., 

1970) pp. 216, 224-225; Stephen Rapawy (for USSR only), Estimates and Projections of 

the Labor Force and Civilian Employment in the U.S.S.R. 1950 to 1990, Foreign Economic 
Report no. 10, U.S. Department of Commerce, Bureau of Economic Analysis, Washington, 

D.C. (September 1976), pp. 40-41 (Table 13); for Yugoslavia: Statisticki godisnjak, 1970, 
p. 87, 1974, p. 141, and 1978, p. 119; Statisticki bilten, no. 720, p. 17, and no. 866, pp. 11- 
11-12. 
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