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Abstract


This term paper explores the economy of the Czech Republic during the transition period from a controlled economy to a market economy, or roughly 1989 through 2002.  In doing so, it compares the Czech economy to other similar central European transition economies.  The paper looks into labor allocation and efficiency, capital allocation, and uses other economic statistics to comment on the growth of the Czech economy.  Additionally, the paper covers the Czech Republic’s relationship with the European Union, its upcoming most-likely membership in the group, and makes comment on what the future of the Czech Republic might be like.  The paper is broken down into sections as listed below:

I. Introduction

II. The Transition from Communism to Market

III. Growth Theory in the Czech Republic

IV. The Czech Republic, the European Union, and the Future

V. Conclusion

I. Introduction

Prior to World War Two, Czechoslovakia was one of Europe’s (and the world’s) most advanced economies, on par with Austria and Belgium
.  Nazi occupation and then a Soviet-organized coup and four decades of Communist planned economy took their toll on the country and its economy.  In 1968, Alexander Dubcek attempted to issue reforms in the country in what was known as the Prague Spring, but Soviet (and Warsaw Pact) armies again occupied the country and returned it as a Soviet satellite.  In 1989, with the Berlin Wall falling and the Soviet Union crumbling, 700,000 protestors took to the streets in Prague on November 25th and 26th to demand the end to Communism after earlier smaller demonstrations that fall.  Prime Minister Ladislav Adamec and President Gustav Husak resigned in December and installed a government made up of moderate Communists and opposition leaders, led by new Prime Minister Dubcek (now retired) and President Vaclav Havel (who has been reelected and still holds this position), a former leader of Chapter 77, a dissident group during the 1970s and 1980s.

While the first step was made towards returning Czechoslovakia to a productive free market-orientated country, the next decade proved the process to be a difficult one.  Changing from controlled economy to market-orientated economy has been a process without example or a guidebook for the economies of Eastern Europe and it’s been one of ups and downs.  Economists generally had no idea what to do, and theories were found to be of little use
.  While mistakes have been made and problems have occurred, and the process has been made even more difficult by the break-up of Czechoslovakia into two countries which was completed on January 1st, 1993, the Czech Republic has overall experienced excellent economic growth in the last decade and is now almost cleared to join the European Union (review is upcoming in January 2003), which would make it the first of the 10 Eastern and Central European countries that have applied.

While the Czech Republic didn’t officially apply to join the European Union until January 23th, 1996, the opinions and guidelines of the European Union have heavily swayed the direction of the Czech Republic (for example, the Europe Agreement, 1995), mostly for good.  Some, though, have argued that having a primary goal of EU membership has hurt the Czech Republic and may continue to hurt it in the future.  The Czechs have always considered themselves to hold the same European values as those held by the European Union, and eventual membership to the EU is considered historic necessity
 by the Czechs, regardless of whether or not it was the primary goal of the central government.  Additionally, the Czech Republic joined NATO in 1999, pledging a common defense alliance with many of the same countries as those compromising the EU as well as other Western powers.

The European Union has two general areas in which it has asked would-be members such as the Czech Republic to meet criteria, being political areas and economic areas.  Except for some slight issues with creating and streamlining the judicial process in the country, the Czech Republic was quick to meet the political guidelines of the European Union, fully meeting them as of 1997
.  While the Czech Republic was found to have a functioning market economy up to European Union standards as early as 1997, it has had some difficulty completing a few specific economic goals of the European Union.  It has also somewhat been hampered in this process by several events, including a currency crisis and a recession in 1997 and 1998, and an economically painful (at least in the short term) flood in August of 2002.

The transition has also varied over the country.  Over the whole country, the per capita income is now 13,300 dollars, which is 57% of the EU average
.  The gem and capital of the Czech Republic, Prague, has been very successful in its transition thanks to high education, developed industry, and a booming tourism industry.  In 1999, Prague’s per capita income was 124% of the EU average, or about 28,000 dollars
.  However, no other area of the country was in 1999 any more than 75% of the EU average of per capita income and unemployment rates are also much higher outside of Prague than in it.  This disparity, while significant and somewhat troubling, is actually much better than in other Eastern European former Communist countries, even including neighbor and former fellow countrymen Slovakia, where a large part of the country outside of Bratislava live in or near poverty.

While having a per capita 57% of the EU average is mathematically only a small improvement compared to 1989, the economy is much more efficient than it was as a controlled economy and it’s much better able to compete in the world economy and within the tariff-free EU.  Furthermore, many changes still have yet to be fully felt and the Czech growth potential looks to be very large.  It’s expected that the Czech economy will eventually converge to a similar level of Austria’s and Germany’s, which combine for over half of the Czech Republic’s borders, though that time is still far in the distant future.  The next section of this paper will examine the Czech Republic’s transition from Communism to a market-orientated economy, and will evaluate those things and the timing of which things have helped that process and hinder that process.  Furthermore, it will compare the Czech transition with those of similar countries, namely Hungary, Poland, and Slovakia and make comments on their varying successes.

II. 
The Transition from Communism to Market

It’s difficult to change the mindset of one person, let alone an entire nation or even half a continent.    This change is even more difficult when it concerns the physical livelihood of every person who must change and these people have for forty years not even been allowed to consider a different mindset.  Even so, this was only option left to the people of Czechoslovakia in 1989.  In order to make the transition from Communism to market, the new government of the Czech Republic (and during the early years, the government of Czechoslovakia) was forced to make short-term sacrifices, as were all of the transition economies of Central and Eastern Europe.  

From 1989 until 1993, the real GDP of the Czech region of Czechoslovakia shrunk.  The actual amount of this shrinking is hard to gauge because of differences in the measurements done by Communists and market experts and difficult gathering all the information during this tumultuous period.  The Czech Republic didn’t actually equal its real 1989 GDP again until 2000 or 2001 by most estimates.  

	Year
	GDP (1989=100)
	Real GDP Growth


	1989
	100
	

	1990
	98.8
	-1.2

	1991
	87.4
	-11.5

	1992
	84.6
	-3.3

	1993
	85.1
	0.6

	1994
	87.8
	3.2

	1995
	93.4
	6.4

	1996
	97
	3.9

	1997
	98
	1

	1998
	95.6
	-2.5

	1999
	96
	0.5

	2000
	99.2
	3.3

	2001
	102.5
	3.3
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In a planned economy, firms were told how many people to hire and how many units to produce, creating a system of almost zero unemployment, but this also caused huge inefficiencies in a number of industries.  The reasons for the falling GDP during the first few years were firms trimming their inefficiencies, which together with uncertainties, caused even further decline.  The first process was the softening of central planning, which allowed managers of businesses to be directly responsible for their firms, which meant many had layoffs.  Hours in many firms were also cut, as were some shifts, and occasionally wage payment was delayed
.  As firms became even less connected to central planning and many firms were sold off, this process continued.  Many firms and Central European governments pushed programs such as early retirement programs to cut labor costs while not creating too much unemployment.

The transition was further hurt by the disappearance of trading partners.  In 1989, the Czech Republic’s largest trading partner was the Soviet Union and other large partners included Yugoslavia and the rest of the CMEA (Council for Mutual Economic Assistance).  While the European Union is now the Czech Republic’s largest trading partner by far, the transition from Eastern partners to Western ones was slow and the Czech Republic continues to have a trading deficit.  While the public sector trimmed itself and sold off portions to the private market early in the transition period, it took some time for the private sector to experience growth to match the loss in the public sector.  The private sector accounted for 11% of employment in 1989, but by 1994, accounted for over 50%
 of employment.  

The transition was been further complicated by a heavy shift in employment between sectors in the economy
.  During the 1980s, the labor breakdown of Czechoslovakia was almost constant, which only a small loss in agriculture to services such as education and health care.  However, during the early, 1990s, the economy made very large shifts.  Manufacturing, which accounted for 35% of the Czech economy in 1991, accounted for only 29% in 1995.  Agriculture also fell, from 12% to 7%.  This loss was replaced by trade and catering, construction, financial services and real estate, and public administration.  While the movement of labor in the Czech Republic has been reasonably fluid, this transition is not an instantaneous process and large shifts in the economy cause a period of short-term decline.  Labor force mobility will likely continue to increase in the future, due to education, transportation, and a growing familiarity of the process among the citizens.

Other Central European economies experience similar shifts in employment which caused short term economic loss, but long term efficiency and economic potential.  From 1991 to 1995, the following transition economies experiences the following employment shifts:

	% change

	Czech Republic
	Hungary
	Poland
	Slovakia

	Declining share of employment
	
	
	
	

	Agriculture
	-5.5
	-3.5
	-7.9
	-4.2

	Manufacturing
	-6
	-2.5
	-1.2
	-8.1

	Increasing share of employment
	
	
	
	

	Trade and catering
	7.8
	1.1
	6.7
	5.1

	Financial services and real estate
	1.2
	2.4
	2.3
	0.3

	Public administration
	3.3
	2.5
	N/A
	3.7


The quickly shifting areas of employment and trimming of employment in public firms adversely affected most of Central Europe in terms of unemployment.  Unemployment peaked for most of Central Europe in 1993 or 1994 at between twelve and sixteen percent, with minorities, especially Roma (gypsies), being overrepresented in the unemployed.  The Czech Republic, however, during this early transition period, had remarkably low unemployment.  This unemployment level remained around three or four percent from 1989 until 1997, lower than any other transition economy and even lower than any European Union economy.  The marked difference with the other transition economies is a combination of labor force attrition, a slower labor trimming process by public firm managers, and an already low percentage of the economy employed in agricultural jobs
.  Foreign aid, especially from neighbors Austria and Germany, and programs such as “Socially Purposeful Jobs
” (which is somewhat similar to the US’s CCC during the 1930s) have also helped the Czech Republic maintain a low unemployment level.  

	Registered Unemployment, 1990-1995


	
	1990
	1991
	1992
	1993
	1994
	1995

	Bulgaria
	1.1
	6.6
	13.2
	16.7
	15.4
	13.9

	Croatia
	9
	11.9
	13.3
	12.9
	12.8
	12.7

	Czech Republic
	0.7
	4.3
	2.7
	3.7
	3.4
	2.9

	Macedonia
	23
	24.5
	26.2
	27.7
	30
	35.6

	Hungary
	0.7
	3
	9.6
	13.5
	12
	11.1

	Poland
	6.5
	12.2
	14.3
	16.4
	16.2
	15.9

	Romania
	N/A
	1.5
	5.5
	9.4
	10.1
	9.3

	Slovakia
	2
	13.7
	13.3
	14.8
	15
	15.1

	Slovenia
	4.7
	8.2
	11.6
	14.5
	14.5
	unknown


There is one problem with the low unemployment rate in the Czech Republic and that is the percentage of unemployed who have been unemployed for over a year grew rapidly in the period, meaning that re-education programs are not meeting their potential or some citizens simply have no interest or patience to take part in the economic transition.

While the economy of the Czech Republic shrunk up until 1993, from 1993 to 1997, it experience rapid and consistent growth.  After a short recession in 1998, it has since experience a more moderate growth through 2002.  Economists generally account the rapid growth of the 1993 to 1997 period being attributed to the economy finally coming to grips with the changes made from 1989 to 1993.  Though even with this rapid growth, the real GDP of the Czech Republic remained below the 1989 levels until after growth renewed past the 1998 recession.

Growth has been an excellent thing to see from the Czech economy, but growth has not been the priority of the Czech economy.  The Czechs made what has been considered a generally wise decision by creating a central bank which is more independent than any other central bank in the world and by giving this central bank the mission of stability before all else.  There may eventually come a time when stability is more assured and the bank can become more like those of other OECD countries.  Some blamed the 1998 recession on the restrictive measures of the Czech National Bank, though these are the same policies that helped prevent the more painful transition period that affected most other transition economies.

Now that Czech economy has been relatively stable for almost a decade now (though it has experienced the business cycle, a situation not usually experienced in a Communist nation), the bank may begin to slowly move towards a more Western central bank system, especially once it has joined the European Union.  With this transition, the focus of the Czech economy will change from stability to stable growth.  For example, the Federal Reserve Bank of the US encourages growth, but may limit it slightly and it also attempts to dull recession.  As an EU member, the Czech Republic will also most likely receive more foreign investment, increasing its movement towards an economy on par with other OECD countries.  Already, in recent years, now that the economy is stable and EU membership has become likely, foreign investment has grown dramatically:

	Foreign investment (millions of Euros)


	1997
	1998
	1999
	2000
	2001

	1,148
	3,303
	5,932
	5,405
	5,489


The next section of this paper will examine the Czech transition period and the future from a growth theory perspective, with allowances made in respect the period in which stability was valued over growth.

III. Growth Theory in the Czech Republic

The Stalinist Soviet-style economy was one built around industrial buildup.  This created a high capital/labor ratio which caused excellent growth to occur during the 1950s and 60s.  However, the economy stalled and failed to grow during the 1970s and 80s due to a combination of reaching a capital/labor ratio steady state and poor management and decision-making.  A well functioning market economy with informed individuals can generally make better decisions than that of the Soviet-style controlled economy, but a new market is neither well functioning, nor are its individuals well informed.  Additionally, while the Czech Republic inherited a great deal of capital, this capital was inefficient and poorly allocated.

The period of 1989 to 1993 saw a general movement or reallocation of both capital and labor to more efficient areas.  In a theoretical model or in very small amounts over a long period of time, this process would be painless, but the transition of former Communist countries shows that this process is difficult, costly, and in the short term, inefficient.  During the period of 1990 to 1993, reform and GDP growth were shown to have little relation.  However, once the economies of central Europe had somewhat better established themselves, there was a strong correlation between reform and growth.  Those countries that had more reform into a true market almost always had the best growth
.  This reform measured capital mobility, labor mobility, among other aspects.  

The growth during the 1993-1997 period led many economists to compare the miracle of the Asian tigers to what could happen in Central Europe.  Unfortunately, the Asian tigers went through an economic disaster and the Czech Republic and other Central European economies experienced a short recession and or slowed growth in recent years.  Both events show that growth is never miraculous and huge growth actually creates problems which can cause currency crisis, market crashes, and recessions, as witnessed both in Central Europe and in the Asian tigers.  However, it’s still quite possible that the future may again bring a period of rapid growth as the economy of the Czech Republic continues to liberalize and become more efficient.  The changes being made in the Czech Republic include the privatization of public ownership, liberalization of external economic relations, price liberalization, and internal convertibility
.  Combined with this process, market agents are still just learning to respond to market incentives and resources are being properly allocated in a slow process.  

While all of Western Europe (along with the United States and many other countries) experienced an economic slowdown in 2001, the Czech economy grew due to domestic demand.  In 2001, Czech fixed investment grew by 7.2% and household consumption grew by 3.9% and GDP per capita grew by 3.3%.  In the first quarter of 2002, investment growth grew to 9.2% and household consumption to 4.1% while most OECD countries experienced a sluggish economy or recession in some cases.  This growth rate continued until August 2002, when a flood did approximately 3.3 billion Euros in damage.  The cost to households and insurance firms will hurt the economy, though foreign investment has continued to remain high and will hopefully blunt the cost of repairing from the flood.  

The high amount of foreign investment has also partially caused and partially helped prevent negatives effects from a growing trade imbalance.  In 2001, the trade balance had a deficit of 5.5% of GDP.  This type of deficit is expected by most economic models when a large amount of foreign investment is happening in the country relative to Czech investment outside its borders.  This value would be frightening in a normal economy, though in the case of the Czech Republic actually speaks highly of the world’s view of the Czech economic outlook.  Additionally, unemployment has recently grown higher, though this is to be expected in an economy undergoing a transition of this nature.  It was in fact surprising that the unemployment rate stayed as low as it did for so long in the Czech Republic, especially when compared to the EU, which has rather high unemployment rates.

While the Asian tigers may only be going through a rough patch and will continue their fast growth, it is also very likely that the Czech Republic has a lot of rapid growing to do in upcoming years.  The capital in the Czech Republic continues to be more efficiently allocated, and the capital/labor ratio is now growing again and also has a lot of growth yet to do before reaching the steady state.  As new generations grow up taught to work well in a liberal market system and reach management level, the economy will further improve.  Already, labor productivity is seeing excellent improvements:

	Labor productivity growth (% change from previous year)


	1997

	1998

	1999

	2000

	2001


	-0.1

	0.4

	2.6

	4

	2.9



	


Of course, it will be a long time yet when those who attended grade school since 1993 are in charge of the country’s largest firms, but many of them will soon be graduating from high school and starting to influence the labor market in a more-educated (to the market system and market incentives) manner.  

Once today’s market-educated children run most parts of the country, the economy will hopefully further reap the benefits of labor efficiency growth and total factor productivity growth.  While many changes made in the first few years of the transition took until 1993 or later to begin to make a positive impact, the changes made in the way young Czechs are educated will perhaps be the last to have its impact felt.  The economy may not really realize its potential until today’s schoolchildren grow up, and some of them begin to teach another generation.  Once Western capitalist minds are teaching the young children, then finally these children will be truly capitalist in their thoughts and able to fully grasp, understand, and take advantage of the market system.  The next section of this paper will cover what the future will hold for these new generations of citizens and their country, as EU members.

IV. The Czech Republic, the European Union, and the Future

The EU includes many of the richest economies in the world (in terms of per capita income).  While the Czech Republic is only 57% of the average of the EU, the city of Prague is already gleaming from the riches of capitalism, with a per capita income 127% of the EU average.  While much of the rest of the country doesn’t have the historical significance and beautiful buildings to lure tourists, all of the country does have the growth potential to attract investments.  Many consider membership in the EU to be the key for a huge jump in investment in the country.

After World War Two, Germany lay in ruins, but after a period of recovery and investment by countries such as the United States, it is now one of the top economies in the world.  The Czech Republic did not have the same destruction of capital as occurred in Germany, but it had to overcome a socialist mindset, which may or may not have been easier.  Events such as the Prague Spring and groups such as Chapter 77 show that Czech never completely became Communist.  In fact, unlike countries such as the Soviet Union, 11% of employment in the Czech Republic (other Central European countries had similar private employment levels) in 1989 was to private firms and not the government.  

Of greater importance is that the Czech’s consider themselves a part of the community of Europeans.  “The Czechs have always shared the European civilization and cultural values, they have been a substantial part of European history. It is therefore no surprise that since 1989, the accession to the EC (later EU) has been perceived by a majority of the Czech population as a historic necessity and full integration into the EU is supported by all parliamentary parties in the Czech Republic.
”  The Czech Republic is, after all, at the geographical center of Europe
.  The Czech culture and society have influenced far beyond its borders (the Hussites
, the Bohemian Revolution
) and it has likewise been influenced by its European neighbors, including a long occupation by the Austrian Empire.

While the Czech hasn’t yet achieved the wealth of some of its European neighbors again, it has resumed a heavy trading load with those neighbors.  In 2001, 62% (27.3 billion Euros) of Czech imports were from the EU and 68% (25 billion Euros) of exports were to the EU
.  Such a large amount of trade with EU nations is another strong signal of their eventual economic convergence.  The largest categories of both imports and exports were machinery and electrical goods, transportation equipment, and base metals.  Additionally, the Czech Republic exported a fair amount of textiles.  Despite not yet being a member of the EU, the Czech Republic and the EU have together negotiated for a large list of agricultural products and mechanical/industrial products to be duty-free and are negotiating an increased list of items.

Of course, while trade is grower more liberal between the Czech Republic and the European Union, Czech membership into the EU will most likely shortly complete the process entirely.  As previously mentioned, the EU has two criteria sets for membership.  The first is political criteria, including democracy, minority rights, a judicial system, and other aspects, which the Czech Republic has been meeting since 1997 (its first review after its 1996 application).  The other set of criteria is economic criteria, which include debt, deficit, money market, fiscal transparency, and macroeconomic policy.  The Czech Republic has now accomplished most of the economic reforms, though its deficit has grown to a questionable level in recent years.  

Additionally, the EU has number of specific items, or chapters, called the acquis, which is the agreement between the Czech Republic and the EU for membership.  In all, there are 30 items over a broad array of areas.  The first of these 30 items are four areas of economic freedom.  The first is the free movement of goods, which the Czech Republic has completed.  The second is the free movement of persons is almost complete, with only a better system of the acknowledgement of professional qualifications needed.  The Czech Republic also meets the free movement of capital, though money laundering and corruption are a growing concern among the Czech populace.  The Czech Republic also has completely fulfilled requirements on the freedom of services, with the most important area being banking
.  In total, 25 of the 30 of the chapters had been met by early in 2002.  It’s expected that the rest of the process will be completed on schedule, by January 1st, 2003.  If this occurs, then the Czech Republic will be cleared to become a member of the EU, though there may be a transitional period until 2006
.

Membership in the EU will allow Czech citizens to work anywhere in the EU, as well as any EU citizen to work anywhere in the Czech Republic.  It was also remove all trade barriers and tariffs.  While this may hurt some industries which are currently receiving trade protection, it will overall increase Czech exports and destine the Czech Republic’s economy to converge with that of the EU by allowing free movement of labor and capital between them.  Unfortunately, this will mean yet another economic transition for the Czech people, but they’ve proved to have been very resilient and receptive during the first transition, so the future is now looking bright for them.

V. Conclusion

In 1938, there was only one democracy in all of Central Europe and it ranked among the world’s ten best economies
.  The country was heavily industrialized, and had excellent sources of iron, lignite, and other minerals.  It’s beer and spring waters were world famous.  This country was Czechoslovakia.  Of course, that the country even existed as it did was the decision of the victors of World War One, who lumped the Czechs and Slovaks together into one country out of the defeated Austro-Hungarian Empire.  It took until 1993 to finally let the Slovaks and Czechs individually decide their own state of being.  While the Slovaks have had some rough times and recently successes, the Czechs have been quite successful at paving their own way in the world except for a slight recession in 1997/1998.  In addition to their own successes, foreign investors have also held a high opinion of the Czech Republic, pouring money into it.

The Czech Republic is nearing completion of European Union guidelines, and may join in early 2003.  It has already joined NATO and the OECD, and from 1995 to 2001, was the fastest growing OECD country, growing in GDP at a rate of 3.6%
.  Despite a very damaging flood this summer, the economy is expected to continue to grow in 2002.  The economy will likely continue to grow in the long term.  Many economists expect the Czech Republic to eventually converge or at least become closer to its fellow OECD, NATO, and EU countries.  History would expect the Czech Republic to retake its position as a world economic leader, or at least as one of the worlds wealthiest countries per capita.  The city of Prague has already regained its place as one of the most popular European cities to visit, receiving 10 million foreign visitors last year, almost as much as the total population of the Czech Republic.  The mystique of the city and country continue to grow, even in popular culture, thanks to recent films such as Vin Diesal’s XXX.  The economy looks poised to match this growth of mystique in upcoming generations, providing a very favorable economic outlook, which continues to keep foreign investment coming and the Czech people motivated to succeed.
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		1990		98.8		-1.2		Agriculture		-5.5		-3.5		-7.9		-4.2		-0.1		0.4		2.6		4		2.9		Bulgaria		1.1		6.6		13.2		16.7		15.4		13.9				1148		3303		5932		5405		5489

		1991		87.4		-11.5		Manufacturing		-6		-2.5		-1.2		-8.1												Croatia		9		11.9		13.3		12.9		12.8		12.7

		1992		84.6		-3.3		Increasing share of employment																				Czech Republic		0.7		4.3		2.7		3.7		3.4		2.9

		1993		85.1		0.6		Trade and catering		7.8		1.1		6.7		5.1												Macedonia		23		24.5		26.2		27.7		30		35.6
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		1997		98		1																						Slovakia		2		13.7		13.3		14.8		15		15.1

		1998		95.6		-2.5																						Slovenia		4.7		8.2		11.6		14.5		14.5		unknown

		1999		96		0.5

		2000		99.2		3.3

		2001		102.5		3.3
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		1991		87.4		-11.5		Manufacturing		-6		-2.5		-1.2		-8.1												Croatia		9		11.9		13.3		12.9		12.8		12.7

		1992		84.6		-3.3		Increasing share of employment																				Czech Republic		0.7		4.3		2.7		3.7		3.4		2.9

		1993		85.1		0.6		Trade and catering		7.8		1.1		6.7		5.1												Macedonia		23		24.5		26.2		27.7		30		35.6

		1994		87.8		3.2		Financial services and real estate		1.2		2.4		2.3		0.3												Hungary		0.7		3		9.6		13.5		12		11.1
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