UNTVERSIIA OF ECONOMICS AND MANAGEMENT

/

CENT

¥

ECONOMIC STUDTES

Growth and convergence

Vojtéch Spévacek, Rizena Vintrova, Vaclav Zd’arek

Working Paper N°1/2006






Abstract:

Keywords:

JEL Classification

About authors:
g O é

Cd’

Reviewers:

Le

c

(@]



Working Paper CES UEM 1/2005

Content
L. INEFOTUCTION ..ttt bbb 3
2. ECONOMIC PEITOIMANCE. ......eiiiieiieiie ettt st 3
3. Impact of foreign direCt INVESIMENT.........ccoiiiiiiee e 5
3.1 SEPUCKUIE OF FDI ...ttt 6
3.2 Influence of companies with participation of foreign capital.................cccceenee 7
4. Alternative methods for measuring growth performance...........ccoocevveiviiniienennne 8
5. Convergence of the Czech economy towards the EU level ..........c..cccoovevviveinennne 10
5.1 Development of the CR economic position inthe EU-8.............ccccceviiiiienns 11
5.2 Linkages between real and nominal CONVErgence ........ccoovvveveevesieveerieseesnen, 12
5.3 Convergence of the price level and appreciation of the exchange rate............... 14
5.4 Labour productivity and unit 1ab0Ur COSES.........cceeveriiiieiieie e 16
5.5 Prospect of convergence and economic growth Strategy.........cccoceevveveereerennnns 17
B. CONCIUSION ..ttt sttt n e 18
RETEIENCES ...ttt b e re e e e anes 21



Vojtéch Spévacek, Rizena Vintrova, Vaclav Zdarek — Growth and convergence

1. Introduction

This section focuses on growth performance and convergence of the Czech economy
during 1996-2005. Economic growth is a result of a number of diverse factors and de-
termines the economic level of a particular country and the process of convergence to-
wards the level of developed countries. Growth performance of the Czech economy
measured by real growth of GDP and alternative indicators of real income is analysed.
The analysis of real convergence shows divergence of the CR’s economic level from the
European average during the recession in the second half of the 90’s and the subsequent
rapid convergence during the following period. Studies of relations between real con-
vergence and nominal convergence focus mainly on development of the price and wage
levels. Special attention is paid to the level of unit labour costs as an indicator of price-
based competitiveness in international comparison.

2. Economic performance

Growth performance is one of the basic criteria used for assessing economic development
of countries and how successful countries are in individual periods and on an international
scale. Gross domestic product (GDP) calculated in constant prices is the main and the
most frequently used indicator describing economic growth of the domestic economy.’
According to this indicator the CR has achieved relatively low growth performance on a
long-term basis. The average annual growth of GDP in the CR during 1996-2004 was
only 2.1 % and the CR was the 22" of the 25 EU countries. However, two distinct peri-
ods need to be differentiated during this decade: the period from 1996 to 1999 character-
ised by very slow growth of GDP (on average by less than 1 %) and the period from 2000
to 2004 characterised by rapid acceleration of GDP growth (on average to 3.2 %).

The period 1996-1999 was strongly marked by the recession in the Czech economy during
1997-1998, when a number of hindering factors had an impact on the Czech economy:

= Structural deformation from the past with a dominant role of heavy industry and
insufficiently competitive industrial sectors;

= Problematic course of privatisation, which delayed the vital restructuring process in
companies;

= Institutional barriers, in particular a critical situation in the banking sector;

=  Weak inflow of foreign direct investment;

= Stagnating investment;

= Restrictive economic policy.

The economic growth during the period 2000-2004 accelerated significantly as a re-
sult of positive impact of some factors:

= Strong inflow of foreign direct investment and increasing importance of companies
under foreign control;

= Fast growth of domestic investment and export;

= Improvement in the institutional environment in connection with preparation and
accession to the EU;

= Privatisation and restructuring of banks (consolidation of this sector);

= Pro-growth economic policy (decreasing interest rates and expansive fiscal policy).

! Methodological definition, problems with measurement and basic details of this indicator can be found in
Kaderabkova a kol. (2005), p. 7.
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However, even this period was influenced by some hindering factors, such as the persist-
ing relatively low quality of the institutional environment, unsolved legislative issues (act
on bankruptcy), excessive regulation, insufficient innovation activity, lagging behind in
science and research, and slow improvement in the quality of human resources.

The CR moved to the centre of the growth scale of EU countries, where leading posi-
tions are held by the Baltic states and Ireland and Slovakia follow (see Figure 1). Dif-
ferent growth dynamics of GDP in the CR and other EU countries during 1996-1999,
2000-2004 and throughout the period are shown in Table 1.

Table 1: Real GDP (percentage average annual change)

19962004 | 1996-1999 | 20002004
EU-25 2.3 2.6 2.1
EU-15 2.3 2.6 2.0
Belgium 2.2 2.4 2.0
Czech Republic 2.1 0.9 3.1
Denmark 2.0 2.7 15
Estonia 6.2 5.0 7.2
Finland 3.6 4.6 2.8
France 2.3 2.6 2.1
Ireland 1.7 9.8 6.1
Italy 15 1.6 1.3
Cyprus 34 35 34
Lithuania 5.8 43 7.1
Latvia 6.3 5.0 7.4
Luxemburg 5.2 6.6 4.0
Hungary 3.8 3.7 3.9
Malta 2.4 4.1 1.1
Germany 14 1.7 1.2
Netherlands 2.4 3.8 1.3
Poland 4.1 5.4 3.1
Portugal 2.5 4.1 1.2
Austria 2.3 2.8 1.8
Greece 3.9 3.2 4.4
Slovakia 4.1 4.1 4.1
Slovenia 3.9 4.4 3.4
Spain 3.6 3.8 35
Sweden 2.7 3.0 25
United Kingdom 2.9 3.0 2.8

Note: Data are not fully comparable because countries are gradually passing to the calculations of GDP in
prices of preceeding year and to the standards of ESA 1995 (for example realocation of FISIM). Source:
Kaderabkova a kol. (2005), s. 13, own calculations.

Gradual acceleration in the economic growth brought first significant results in
2004, when GDP growth reached 4.7 %, and in 2005, when the growth rate in-
creased to 6 %. The economic growth in the CR became healthier with regard to
growth factors on the supply and demand side. The restructuring and modernising
process was accelerated by strong inflow of foreign direct investment, which in turn
strengthened investment and export. However, most analyses carried out by interna-
tional organisations point out growth barriers arising from rigidity of the labour mar-
ket and unsolved institutional obstacles, such as a complex legislative environment
for conducting business. Analyses of the institutional environment, innovation activ-
ity and the quality of human resources show that the CR lags behind developed
Western European countries in these aspects.
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Figure 1: Real GDP (percentage average annual change in 2001-2004)
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3. Impact of foreign direct investment

The impact of FDI became an important factor in development of the Czech economy in the
second half of the 90’s (see Figure 2). Adopting an act containing investment incentives for
investors represented a major motivating factor for increased inflow of FDI. Most of FDI
before 1998 was directed for companies sold directly to foreign investors and for those pri-
vatised by other methods. However, the share of green-field investment was very small.

Figure 2: Inflow and balance of foreign direct investment in 1995-2004 (per cent of GDP)
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Source: CNB (2005b), CSU (2005a), own calculations.

The inflow of investment after 1998 (mainly to the sector of telecommunications, car
industry, processing industry, and to the financial sector) was to a large extent associated
with the next wave of the privatisation process. In addition to that, a range of new green-
field investment started to appear (for example the trade sector with the penetration of
multinational companies).? The period 1999-2002 was characterised also by considerable
inflow of FDI due to the privatization of major banking institutions.

2 This inflow of FDI is associated with a strong increase in competition among traders and pressure on
prices of sold commodities. It is one of the major factors influencing a low increase in prices in the econ-
omy as a whole.
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The FDI balance during 2003-2004 was negatively influenced by the temporary ab-
sence of revenues from privatisation, transformation of a part of FDI into portfolio in-
vestment, withdrawal of capital from Cesky Telecom, purchase of Eurotel shares and
outflow of capital connected with participation of domestic companies in privatisation
abroad (for example CEZ in Bulgaria). On the other hand, new investment of foreign
companies in administrative and logistic centres in Prague or technological and strategic
services centres had a positive impact. Stronger orientation on services and gradual in-
volvement of domestic small and medium-sized enterprises represent a positive aspect
of the development of FDI in comparison with the previous period.

The CR is the fourth on the scale of new EU members according to cumulative inflow
of FDI in relation to GDP, after Estonia, Hungary and Malta (see Figure 3) and holds
the first place in the inflow of FDI per capita.

Figure 3: Cumulative stock of net foreign direct investment (EU-10, per cent of GDP)
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Note: For Cyprus, Malta, Poland, Slovenia and EU-15 for the year 2004 the estimates of UNCTAD are
used. Source: UNCTAD (2005), s. 308-312.

3.1 Structure of FDI

Investors from the EU-15 account for the largest share in the territorial structure of FDI
(more than 87 % of the total inflow), followed by investors from the USA (5.5 %),
Switzerland (almost 3 %) and Japan (2.3 %). The industrial structure of FDI is charac-
terised by a significant share of the manufacturing industry (more than 44 %), financial
services (almost 15 %) and trade and intermediation (almost 13 %), (see Table 2).

Table 2: Cumulative stock of foreign direct investment by industries in the Czech Republic in 2004

Mil. USD | In percent
Manufacturing (D) 20726.9 44.2
Electricity, gas and water supply (E) 3168.5 6.8
Whosale and retail trade (G) 5982.0 12.7
Transport, storage and communicat. (1) 28014 6.0
Financial intermediation (J) 6 898.8 14.7
Real estate, renting, bus. activities (K) 43134 9.2
OtherA+B+C+F+H+L-0Q) 3029.3 6.5
Total 46 920.2 100.0

Note: Data includedv in the cumulative stocj< in the year 2004 are preliminary. Conversion rate 25,701
CZK/USD. Source: CNB (2005b), s. 59-65; CNB (2005c¢), own calculations.

¥ However, some investments have proven unprofitable (excessive reliance on cost-based advantages of
production located in the CR) and investors abandoned their original plans. The Flextronics company in
Brno was the first case. The situation of LG. Phillips Displays in Hranice is slightly different.
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3.2 Influence of companies with participation of foreign capital

Companies under foreign control tend to have very different performance characteristics
from domestic companies, which are less involved in international trade. Foreign com-
panies are a source of additional capital, which allows restructuring and increasing the
company‘s effectiveness. They also provide transfer of technologies, i.e. know-how.
Their involvements generally improve performance of the relevant company or even the
entire national economy.

Countries with a high share of companies owned by foreign investors face a certain risk
of developing a dual economy. This risk is especially strong in the case of insufficient
interconnections between companies under foreign control and domestic companies.
Some domestic companies also have negative experience with abuse of the economic
power of companies under foreign control. Multinational companies can put pressure on
domestic companies because medium-sized and small companies alone can rarely suc-
ceed in export markets.

According to the latest study (see CSU, 2005g) that focused in detail on non-financial
companies with 100 or more employees over the period 2000-2004, the number of
companies under foreign control increased by more than one quarter, while the number
of employees in these companies increased by almost one half and the increase in the
volume of value added was identical. Comparison of the growth of labour productivity
measured by the level of value added per employee in companies under foreign control
with the rest of non-financial companies shows virtually identical dynamics, while the
level of labour productivity in companies under foreign control remains higher by ap-
proximately one third.

International comparison of the share of employment, revenue and labour productivity
in foreign investment companies on totals for the national economy of selected new EU
members is summarised in Table 3. Labour productivity in companies with domestic
capital showed positive development and the gap between these companies and compa-
nies with FDI was gradually reduced (except for Poland). This fact suggests higher in-
volvement of domestic companies in international links and growing pressure on their
restructuring and productivity, which lowered the risk of dual economy.

Stronger orientation of FDI companies towards import and export is a significant char-
acteristic of these companies. This shows their pro-export (or in many cases pro-import)
orientation, which contributes to improvement of deterioration of the trade balance.

Adoption of new technologies, procedures, etc. (spillover effect) is conditional on the
will to apply these methods (see OECD, 2005c, p. 31). What*s more, technological
transfer can be complicated by protection of corporate know-how. Transfer is less com-
plicated in industries such as retail trade as it can occur through the so-called learning
by watching. Another, different example is the selection procedure for new employees
in automobile factory operated by the TPCA consortium in Kolin, which is based on the
modern approach learning by doing.

The question that arises in this context is how the support of foreign investors can be
turned to services in scientific and technical parks rather than production in assembly
lines. According to the government agency Czechlnvest projects in the pharmaceutical
industry, ITC and R&D should be supported (in particular in the form of lower limits
for obtaining appropriate public support).
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Table 3: Non-financial corporations under foreign control in the Czech Republic in 2000-2004

Index
2000 | 2001 | 2002 | 2003 | 2004 | (2004/
2000)

Number of corporations
(in percent of total)

Number of employees
(in percent of total)

Accounting value added

(share of total, in percent)

Accounting value added on employee (corpo-
rations under foreign control, thousands of CZK)
Accounting value added per employee (total of
non-financial corporations, thousands of CZK)
Total revenues from sales of goods and services
(share of total, in percent)

Net profit

(share of total, in percent) ?

221 24.4 25.6 271 | 283 | 1281

23.8 283 | 295 | 318 | 348 | 146.2

31.8 37.0 38.6 42.1 | 46.3 | 145.6

595.0 | 6334 | 643.3 | 7249 | 8149 | 137.0

4454 | 483.8 | 490.7 | 5474 | 6115 | 1375

36.5 41.1 43.5 47.1 | 505 | 1384

60.6 56.0 | 485 | 553 | 510 X

Note: P Adjusted number of employees. Total is related to non-financial corporations. ? Net profit in the
year 2004 is calculated as a sum of quarterly gross profits after deduction of 28% income tax.

Many companies continue to operate with foreign rather than domestic R&D depart-
ments. New investment should be targeted at high-tech industries, i.e. industries with
high intensity of R&D. In 2002, the share of these industries in gross value added in the
manufacturing industry in the CR was 10.2 % (see OECD, 2005b, p. 167).*

This type of strategy will require adequate structure of workforce with regard to edu-
cation and qualification and one of the main conditions (sine qua non) is that there are
a great number of domestic companies wanting to be involved in business relation-
ships in the Czech economy. What’s more, this strategy does not solve the problem of
high unemployment because the structure of unemployed persons generally does not
correspond to required qualifications. The spillover effect may not occur if the signifi-
cant differences in technologies between companies with FDI and domestic compa-
nies with low absorption capacity persist. The gap between these two types of compa-
nies would not continue to decrease in this case and the adverse (dual) character of the
economy would persevere.

The analysis shows that the inflow of FDI to the CR led to major changes in the struc-
ture and international links of the economy and contributed significantly to the eco-
nomic growth during 2000-2004. However, the economic policy should now influence
the inflow of FDI towards greater use of qualitative growth factors with positive impact
on competitiveness of the country.

4. Alternative methods for measuring growth performance

Measurement of a country’s growth performance cannot be limited to a single indicator.
International comparison is conditional on methodological comparability. Although the
comparability is not absolute, the use of the European System of Accounts (ESA 1995)
ensures comparability at the macroeconomic level in the EU. Besides the GDP indicator,

* Data for comparison - Hungary 9.6 %, Poland 5.5 % (in 2000) and Slovakia 7.9 % (in 2001) (see the
study mentioned above).
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indicators of final use of production (consumption, investment and net export) and indica-
tors of real income are used for comprehensive description of economic performance.’

For example, the real growth of total domestic demand (final consumption and invest-
ment) in the CR exceeded the growth of GDP annually on average by 0.5 p.p. during
1996-2004 (2.6 % compared to 2.1 %). Yet, the growth of domestic demand is more
important for increasing living standard and future growth of the economy than the
growth of GDP. However, this is conditional on maintaining macroeconomic balance.

Development of aggregate real income indicators, which take into account the benefit or
loss arising from terms of trade changes and processes of primary and secondary distri-
bution of income between the domestic economy and the world, needs to be analysed in
order to obtain a more comprehensive and objective idea of development in the econ-
omy. All real income indicators grew faster than real GDP in the CR during 1996-2004.
The average annual growth of real gross domestic income was 3 %, i.e. higher than the
GDP growth by 0.9 percentage point. The growth of real gross national income during
the same period was 2.5 % due to the relatively significant and increasing outflow of
primary income abroad. The growth of gross disposable income did not differ signifi-
cantly from the growth of real gross national income.

Table 4: Gross domestic product and indicators of real income (constant prices of preceeding year,
annual percentage change)

GDP RGDI RGNI RGDil
1996 4.2 5.8 4.7 4.3
1997 -0.7 -0.5 -0.7 -0.6
1998 -1.1 2.3 2.2 24
1999 1.2 0.9 0.4 0.5
2000 3.9 21 1.9 15
2001 2.6 4.3 3.1 3.2
2002 15 3.7 2.4 2.2
2003 3.2 3.3 3.7 3.7
2004 4.7 5.0 4.5 4.0
1996-2004 2.1 3.0 2.5 2.3

Note: RGDI — real gross domestic income, RGNI — real gross national income, RGDil — real gross dispo-
nable income. The figures in last row express an average annual rate of growth in the years 1996-2004.
Source: CSU (2005a), own calculations.

The faster growth of real income indicators compared to the growth of GDP allowed for
expenditure on final consumption and gross capital formation exceeding the growth of
GDP without deteriorating trade balance. Foreign relationships (whether due to changes
in terms of trade or owing to primary and secondary distribution of income) therefore
played an important role in the economic development in the CR. As the positive influ-
ence of changes in terms of trade weakened in 2003 and 2004, so did the lead of real
gross domestic income over GDP. Terms of trade deteriorated in 2005 due to a strong
growth in prices of fuel and other commodities and this led to a situation when GDP
grew by 6.0 % while real gross domestic income only increased by 4.2 %.

The currency and fiscal policy, but also policy relating to development of wages should
take into account this different development of macroeconomic indicators of economic
performance (see Table 4). The faster growth of real income indicators compared to the

% For more details see Spevacek (2005a), Vintrova (2005a).
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growth of GDP caused especially by positive development in terms of trade reflects the
impact of qualitative factors and growth in competitiveness of the Czech economy.

5. Convergence of the Czech economy towards the EU level

Real convergence reflects approaching of the relevant country’s economic level to the
level of selected developed countries or their groups. The economic level is measured
by GDP per capita in purchasing power parity to eliminate differences in price levels.
This indicator shows the “physical volume” of goods and services available to the rele-
vant economy for consumption and investment (including the foreign trade balance).
The economic level of the Czech Republic is on the 17" place in the EU. The CR sur-
passed Portugal in 2005 and Malta in the previous year. The CR ranks among the most
developed countries in the group of new member states from Central and Eastern
Europe (EU-8), Slovenia being the only country in this group with a higher economic
level (see Figure 4).

After recovery from the second recession during 1997-1998, the real convergence is
successful and the position of the CR improved by 9 p.p. during a short period of
5 years (between 2000 and 2005), (see Table 5). GDP per capita in purchasing power
standard was approximately 73 % of the EU-25 average in 2005, while the same figure
in 2000 was only 64 %.

Figure 4: GDP per capita in PPSY (EU-25, 2005)
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Note: P PPS — Purchasing Power Standard, unit of purchasing power parity on the basis of EUR, expres-
ses average price level in countries EU-25. Source: EUROSTAT, Structural Indicators (11. 1. 2006).

Table 5: Gross domestic product per capita in EU-8 (in PPS, 1996-2005, EU-25=100)

Difference in p.p..
1996Y | 2000 | 2005" |1996-2005 | 2000-2005

Czech Republic | 70.3 64.0 73.0 2.7 9.0
Hungary 48.7 53.2 62.0 13.3 8.8
Poland 42.3 47.0 50.1 7.8 3.1
Slovakia 45.6 47.3 54.0 8.4 6.7
Slovenia 69.2 73.2 81.5 12.3 8.3
Estonia 34.9 41.2 55.3 20.4 14.1
Lithuania 34.8 38.3 51.0 16.2 12.7
Latvia 30.3 35.1 46.5 16.2 11.4

Note: ¥ Estimate of EUROSTAT. Source: EUROSTAT, Structural Indicators (11. 1. 2006).

10
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Convergence towards the EU level is a result of higher growth rates of GDP per capita
in the CR compared to the EU average. The average annual growth rates during
2001-2005 were 3.5 % in the CR and 1.2 % in the EU-25. However, the dynamics of
real convergence in long-term cannot be assessed solely based on an advantage in
growth rates of GDP per capita in constant (domestic) prices, although this factor is
crucial. “Convergent” growth rates differ due to changes in terms of trade, which are not
included in the indicator of GDP in constant domestic prices, and due to differences in
recording structural changes in purchasing power parity calculations.

5.1 Development of the CR’s economic position in the EU-8

The economic advantage the Czech Republic had over other Central and Eastern Euro-
pean countries at the beginning of the transformation process weakened significantly in
the 90’s. While the CR was still on the first place according to the level of GDP per
capita in purchasing power standard in mid 90’s, it was surpassed by Slovenia after the
critical year 1997 and the gap between other countries and the CR decreased. Due to the
second (post-transformation) crisis, the position of the CR in relation to the EU im-
proved by not even 3 p.p. between 1996 and 2005, while other countries recorded im-
provement by 8 to 20 p.p. (see Table 5).

The CR’s economic position in relation to the EU was at its worst (64.0 %) in 2000. A
rapid progress of real convergence started after this year as the CR approached the
economic level of the EU-25 by 9 p.p. between 2000 and 2005 and was the most suc-
cessful Central European country during this period. This is a somewhat surprising
finding, which is in contrast with standard ideas based solely on monitoring develop-
ment of GDP.

The growth of GDP, which is used to measure the progress of real convergence, is not the
only indicator of economic performance. Long-term improvement of terms of trade (T/T)
in relation to abroad (see subchapter 1.3) is a specific attribute of the Czech economy,
which is characteristic in the European context. This is why the Czech economy has been
characterised on a long-term basis by a faster growth of RGDI than GDP. The difference
between the average annual growth rate of RGDI and the average annual growth rate of
GDP between 1996 and 2004 was 0.8 p.p. and this difference increased to 1.1 p.p. during
2001-2004. The differences between the two indicators in other Central European coun-
tries are lower and in some cases they even are negative. Slovenia recorded a significant
lead of the RGDI growth rate over the GDP growth rate during 2001-2004 and Hungary
recorded a less significant difference. The growth of RGDI in Poland and Slovakia by
contrast was lower than the growth of GDP (see Table 6).

The picture of economic dynamics in international comparison arising from the RGDI
indicator is different from conventional one based on development of GDP in constant
prices. The Czech Republic is frequently presented as a country with relatively slow
dynamics of economic growth in the EU-5. However, long-term improvement in terms
of trade reflected in the RGDI indicator made the growth rate of this indicator one of the
highest of the five Central European countries.

Improvement in terms of trade is also reflected in faster progress of real convergence.
Real convergence in spatial comparison is measured by GDP per capita in current pur-
chasing power parity to reflect the actual price levels in the relevant year. Improvement
in T/T is reflected as an increase in the volume of total GDP in current parities because

11
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the expenditure component of GDP — net export is recorded in prices actually paid for
imports and achieved prices of exports converted by the market exchange rate. This
differentiates development of indicators in current purchasing power parities from de-
velopment in “domestic” constant prices.

While the progress of convergence in the Czech Republic, Slovenia and Hungary is
faster than the recorded lead in the GDP growth rates, the situation in Slovakia and Po-
land is quite the opposite (see Table 7).

Table 6: GDP and real gross domestic income per capita 2001-2004 (percentage average annual
change)

GDP per RGDI per Difference in

capita capita p.p.
EU-25 1.3 15 0.2
Czech Republic 3.2 4.3 1.1
Hungary” 43 45 0.2
Poland 3.0 2.8 -0.2
Slovakia 4.7 4.3 -04
Slovenia 3.1 3.6 0.5

Note: ¥ Data are not fully comparable due to different stage of national accounts revisions implemented by
reason of new methodology of allocation of financial services (FISIM) and of new method of calculation of
constant prices by chain linking. Hungary recorded the biggest changes due to these revisions — the rate of
growth of GDP and RGDI increased in the years 2001-2004 more than by 0.4 percentage point annually.
Source: Data for CR from CSO, for other countries own calculations by using EUROSTAT, National Ac-
counts (12. 1. 2006).

Table 7: Gross domestic product per capita (EU-25=100) in current PPS and according to rates of
growth in constant prices

2000 2004
Current PPS Current PPS Adjusted byl)GDP Difference in p.
growth p.
Czech Republic 64.0 70.6 68.9 1.7
Hungary? 53.2 60.4 59.8 0.6
Poland 47.0 49.1 50.1 -1.0
Slovakia 47.3 52.1 54.0 -1.9
Slovenia 73.2 79.5 78.8 0.7

Note: ¥ Calculated as relation of country to EU-25 in the year 2000 in current PPS (column 1), multiplied by
relation of indices of growth of GDP per capita in a given country to the average of countries of EU-25 in
constant prices. ? The year 2000 before revision, the year 2004 after revision including the impact of FISIM;
comparable figure for the year 2004 in current PPS is almost by 2 percentage points lower and the difference
is -1,4 percentage points. Source: EUROSTAT, Structural Indicators (11. 1. 2006), own calculations.

5.2 Linkages between real and nominal convergence

Nominal convergence means convergence of nominal values — price levels, inflation
rates, interest rates, nominal wages, etc. The progress of nominal convergence in rela-
tion to the European Union is typically described by the fulfilment of Maastricht crite-
ria, which represent a condition for accession of member states to the euro area. How-
ever, these criteria are defined for the purpose of maintaining the stability of common
currency. They do not convey the linkages of real and nominal convergence in the con-
text of the Czech economy ensuring its steady economic growth.

Real and nominal convergences occur simultaneously and influence each other. Coun-
tries with low economic level are also characterised by low price levels compared to

12
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economically more advanced countries and their wage levels or levels of labour costs
tend to be even lower. The price level grows with an increasing economic level, real
appreciation of the currency occurs and the relative wage levels also increase. Less de-
veloped countries base their competitiveness on the international scale mainly on low
wages and low total production costs. Countries with developed economies have better
conditions for non-price (qualitative) competitiveness.

A harmonized progress of adjusting the economic level (based on an advantage in the
growth of labour productivity), price level and wage level is vital for a smooth course of
the integration process. An excessively fast increase in the consumer price levels unsup-
ported by a sufficient advantage in the growth of labour productivity and the relating in-
crease in wage levels can jeopardize development of the living standard as a result of
decreased real wages and all real income of the population. Excessively strong pressure
on wages unjustified by increased labour productivity would on the other hand lead to a
decline in competitiveness of the business sector, deceleration of the economic growth
and ultimately to increased unemployment.

Figure 5: Relationship between the price level and the economic level in EU-25 countries (EU-
25=100, 2004)
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Note: Luxembourg not included. Coefficient of correlation = 0,95. Source: EUROSTAT, Structural Indi-
cators, National Accounts (30. 1. 2006), own calculation.

The extent of the gap in relation to developed EU countries in individual recorded basic
macroeconomic parameters varies. In 2005, the economic level in the Czech Republic
measured by GDP per capita in PPS was approximately 73 % of the EU-25 level and
the level of labour productivity measured by GDP per employee was 67 %. Yet, the
price level of the overall GDP reached only 58 % and shows a large deviation down-
wards on the regressive curve, which measures interdependence of the economic and
price levels. The largest gap occurs in the level of labour costs, which in nominal terms
(exchange rate adjusted) per employee do not reach even one third of the average figure
for EU-25 countries. These facts suggest that the fastest dynamics in the process of con-
vergence will be in nominal wages (expressed in euros), followed by real wages (in
purchasing power standard) and price level. The overall economic level, where the ex-
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isting difference in relation to the European Union average was “only” 27 % in 2005,
will have the slowest convergence.

Correlation between the economic level measured by gross domestic product per cap-
ita in purchasing power standard and the price level of the overall GDP is very close
in the EU-25. However, the price level in the Czech economy differs significantly
from the price level in the European Union on a long-term basis and this difference is
greater than the gap between the economic levels would justify. This is one of the
differences between the Czech economy and economies of other post-communist new
member states. Their price level is either directly on or very close to the regression
curve that measures the interdependence between the economic level and the price
level. Differences in the group of developed countries can be observed in Scandina-
vian countries and Germany — their price levels show upward divergence, or in Bel-
gium, Ireland, Netherlands and Austria where the price levels diverge downwards (see
Figure 5).

The downwards divergence of the price level in the Czech Republic from the curve is
exceptionally high in relation to the rest of the EU and this characteristic needs to be
considered when assessing the outlook for future development.

5.3 Convergence of the price level and appreciation of the exchange rate

The gap between GDP per capita in nominal terms and the EU average is greater than
the gap between economic levels in real terms, which is caused by relatively low price
levels in less developed EU countries. GDP per capita in euros (exchange rate adjusted)
in the Czech Republic in 2004 was less than 38 % of the EU-25 level. This is very close
to the level in Hungary (36 %), where the gap between the local level and the EU level
in nominal terms is partly narrowed by a slightly higher price level compared to the CR.
Similarly to the real terms, Slovenia maintains the highest level of GDP per capita in
euros in the EU-5, and the lowest level is achieved in Poland, where GDP per capita
represents as little as 24 % of the EU-25 average.

The Comparative Price Level (CPL) of the total GDP in the CR is slightly higher than
one half of the average level in the EU-25. The CPL was 54 % in 2004, while the price
level of final household consumption was between 55 % and 56 %. (According to esti-
mates by EUROSTAT the CPL increased in 2005 to 58 %).

The price level of the total GDP compensates for a significantly higher price level of
gross fixed capital formation (influenced by a high share of import of machinery and
equipment, including means of transport, from countries with higher price levels) with
an exceptionally low price level of public consumption (general government final
consumption), where a low level of wages in relation to abroad is reflected in con-
structed evaluation of this mainly non-market item (wages have a high weight in this
expenditure component of GDP). Changes in CPL are influenced by different devel-
opment of prices and development of nominal exchange rate in relation to other com-
pared countries.

As the price level approaches the reference level, the progress of nominal conver-
gence is significantly faster than the progress of real convergence. While the an-
nual average growth rate of GDP per capita in real terms (in constant prices) in the
CR during 2001-2004 was 3.1 % and the excess of the EU was 1.8 p.p., the GDP per
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capita in euros (exchange rate adjusted) increased annually by 9-10 % and ap-
proached the EU level with an overlap in growth rates of 6.6 p.p. The position of the
CR in GDP per capita in euros in relation to the EU-25 thus improved in 4 years by
more than 8 p.p.

Besides the fast growth of GDP in real terms, the dynamics of nominal convergence
were also significantly influenced by appreciation of the nominal CZK exchange rate
and to a lesser extent by the positive inflation differential of the GDP deflator. Appre-
ciation of the nominal and real CZK exchange rate over a short period may be influ-
enced by random fluctuations, including speculative influences of financial markets.
Appreciation of the exchange rate over a longer-term period is a result of faster growth
of labour productivity in the relevant country and is accompanied by steady conver-
gence of the local price levels to levels of developed countries. This process is simulta-
neous with real convergence and reflects increasing welfare of the relevant country.®
This process will not cease after adopting the common currency as some analysts erro-
neously assume. Instead, it will take its course through a single channel — the inflation
differential. However, ensuring that nominal appreciation of the exchange rate or the
positive inflation differential does not lead to deterioration of the foreign trade balance
IS necessary in order to maintain long-term balanced development.

The price levels in all transitive countries have been approaching the average values for
economically more advanced “older” EU members in long-term development since
1990, although the extent of this convergence in individual countries differs. Hungary
has been and remains the closest to the average price level in the EU of all compared
Central European countries (EU-4 excluding Slovenia). The price level of total GDP in
the Czech Republic approached the EU price level the fastest of all Central European
transitive countries. This indicator increased in relation to the EU-25 during
1995 and 2004 almost by 15 p.p. (see Table 8). However, the price level in the CR re-
mains low in relation to the achieved economic level.

The course of currency appreciation and price level increase should not be precipitate or
with severe fluctuations as these aspects complicate the position of exporters, decrease
price-based competitiveness of the relevant country in foreign trade and can deteriorate
the external economic balance.

Table 8: Changes in comparative price levels (CPL) of GDP in EU-5

EU-25 = 100 CZ =100
1995 2004 | Differen- 2004
ceinp.p.
Czech Republic 38.6 534 14.8 100.0
Hungary 43.8 58.9 15.1 110.3
Poland 44.0 48.2 4.2 90.3
Slovakia 40.9 52.4 11.5 98.1
Slovenia 74.4 73.0 -1.3 136.8

Source: EUROSTAT, National Accounts (11. 1. 2006), own calculations.

® Some authors (for example Singer, 2005, p. 7) propose alternative “euro” indicators of economic growth
as they recommend converting GDP into euros with the nominal exchange rate and subsequently deflat-
ing this indicator by the average inflation in the euro area. However, this approach results in intermixing
indicators of real and nominal convergence.
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5.4 Labour productivity and unit labour costs

Growth of labour productivity is an essential factor in real convergence. The CR lags
behind the EU average according to labour productivity measured by GDP per em-
ployee or working hour slightly more than according to GDP per capita. The economic
level is relatively higher due to a greater participation and employment rate and partly
due to certain demographic factors (relatively small numbers of supported persons, es-
pecially children, in the CR).

GDP per employed person in PPS was 65 % of the EU-25 level in 2004 (compare to 73 %
in GDP per capita) and the CR was on the 20" place on the scale of EU countries. Labour
productivity places the CR on the 3" place in the EU-8 — after Slovenia and Hungary.
However, compared to 1995 GDP per employed person increased in 2004 in relation to
the EU-25 by 8 p.p., while the relation in GDP per capita practically stagnated. The proc-
ess of catching up in labour productivity was therefore faster than the process of catching
up in the economic level. This is because the increasing labour productivity was accom-
panied by a decrease in employment rate and in the rate of economic activity.

Comparison of the “net” labour productivity measured as GDP per working hour in PPS
produces even less positive results for the CR. According to this comparison, which is
only available in relation to the EU-15, the CR is surpassed not only by the EU-8 states
listed above, but also by Slovakia. While GDP per employed person was approximately
59 % of the EU-15 level in 2003, GDP per working hour was as low as 46 % (51 % in
Slovakia). The higher number of hours worked in the CR compared to the average values
for the “old” member states is diminished by the impact of lower productivity per hour.

Table 9: Average gross monthly wages in EU-8 and their comparison with Austria, 2004

In market exchange In PPS
rate
Austria = Austria =

EUR 100 EUR/ PPS 100
Czech Republic 565 22.2 1047 41.1
Hungary 579 22.8 986 38.7
Poland 505 19.8 1034 40.6
Slovakia 395 15.5 748 29.4
Slovenia 1190 46.8 1597 62.8
Estonia 466 18.3 791 31.1
Latvia 314 12.3 641 25.2
Lithuania 335 13.2 687 27.0
Austria 2545 100.0 2545 100.0

Source: Podkaminer, Hunya et al. (2005), s. 101-105, own calculations.

Labour productivity in the EU-8 lags behind the average figure for the European Union sig-
nificantly less than the level of wages and total labour costs in nominal representation. This
leads to generally very low aggregate unit labour costs in EU-8 countries and consequently
high price-based competitiveness. The level of Czech nominal wages (exchange rate adjusted)
was EUR 565 in total in 2004, which is slightly more than one fifth of Austrian wage level.
The same comparison of real wages shows that the wage level in the CR was more than two
fifths of the wage level in Austria due to the lower price level in the CR (see Table 9).

Unit labour costs (ULC) calculated as gross wages plus indirect costs (including em-
ployers' contribution to social security) exchange rate adjusted per unit of GDP in real
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terms range between the lowest level of 38 % to 39 % in relation to the EU-25 (in Slo-
vakia, Poland, Latvia and Lithuania) to 47 % in Estonia, 48 % in the CR and 52 % in
Hungary. Slovenia records the highest level (77 %), (see Table 10).

Table 10: Labour productivity and unit labour costs in EU-8, 2004 (EU-25=100)

GDP per person Labour costs per 3

employed” person employed? Total ULC?
Czech Republic 64.4 30.9 48.0
Hungary 68.2 35.7 52.3
Poland 62.2 24.5 39.4
Slovakia 59.1 22.6 38.2
Slovenia 75.3 57.6 76.5
Estonia 51.1 24.0 47.0
Latvia 42.8 16.2 37.9
Lithuania 49.7 19.4 39.0

Note: Labour productivity measured by gross domestic product per employee in PPS, labour costs of
employed person calculated according to compensation of employees converted by exchange rate. Sour-
ce: EUROSTAT, Structural Indicators (8. 2. 2006), own adaptations (1); Podkaminer, L., Hunya, G. et al.
(2005), s. 21 (2); own calculations (3).

Frequently repeated statements about high labour costs in the CR, which tend to appear in
the press and numerous statements by business associations, are misleading and incorrect.
While it is true that the CR has higher labour costs than China, Ukraine, Bulgaria or Roma-
nia, none of these countries is comparable to the CR in their economic level or history of
industrial development. Although the share of contributions to social and health insurance is
relatively high in relation to gross wages in the CR, other indirect labour costs are excep-
tionally low and the basic component of labour costs, i.e. average wages, is especially low.
The total volume of labour costs in relation to labour productivity represents the essential
value for business calculations. In the CR, these costs are below the level adequate for a
country with the same level of economic development. The Czech economy has high price-
based competitiveness in the EU especially due to relatively low labour costs.

5.5 Prospect of convergence and economic growth strategy

The priorities of new member states in the EU-5 are very different from those of stabilised
Western European countries, which did not experience a long period of isolation from de-
velopment in the developed world and thus do not face the necessity of “catching up”. A
robust economic growth ensuring convergence to the economic level of advanced EU coun-
tries while maintaining a high level of employment represents the basic priority of their
economic strategies. Nonetheless, on the broader, worldwide scale even the “old Europe”
feels the need for reforms in the transition to a knowledge-based economy and the line be-
tween the processes of catching up in new member states and the Lisbon Strategy processes
tends to be blurred to some extent under this challenge.
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6. Conclusion

After the adverse development of the Czech economy in the second half of the 90’s, the
period 2000-2004 brought a significant increase in the GDP growth rate (to more than
3 % in the annual average). Growth culminated in 2005 at 6 %. The accelerated eco-
nomic growth was positively influenced by a number of factors:

= Restructuring of the economy accelerated by strong inflow of foreign direct invest-
ment and increasing importance of companies under foreign control,

= Rapid growth of domestic investment and export adapting to the new market condi-
tions;

= Improvement of the institutional environment as the country prepared for accession
to the EU;

= Privatization and restructuring of banks (consolidation of this sector);

= Pro-growth economic policy (decreasing interest rates and expansive fiscal policy).

Foreign direct investment (FDI) became a major factor in the growth of the Czech
economy. Its inflow strengthened after 1998 in connection with the adoption of in-
vestment incentives and ongoing privatization and restructuring of companies. In
2004, the Czech Republic was the fourth of the 25 EU countries in the cumulated net
volume of FDI in % of GDP (after Estonia, Hungary and Malta). As the inflow of FDI
strengthened, the influence of companies under foreign control increased significantly.
These companies accounted for a half of all revenues in the sector of non-financial
enterprises in 2004.

When the economic performance for the period 2000-2004 is measured by alternative
real income indicators, more positive results are achieved. Real gross domestic income
(RGDI) grew during this period at an average annual rate of 3.7 % and its growth rate
was faster than that of GDP by 0.5 p.p. This was due to positive development in terms
of trade. However, the situation changed in 2005 when terms of trade deteriorated due
to a major increase in prices of oil and other raw materials and RGDI grew considerably
slower than GDP. This also had an impact on the growth of domestic demand (final
consumption and investment), as its real growth depends on development of real in-
come. Development of real gross disposable income, which is influenced not only by
changes in terms of trade, but also by primary and secondary distribution of income
between the CR and the world, is especially important in this context.

As the difficulties faced by the economy in the 90’s in connection with major restructur-
ing of the production base and complicated institutional adjustment during transition to
a market economy have been overcome, the convergence of the Czech economy to-
wards the EU progresses at a fast rate in the current decade. The gap in the economic
level, which extended significantly during the transformation crisis at the beginning of
the 90’s and persisted due to the prolonged recession in the second half of the 90°s, was
reduced significantly during 2001-2005. GDP per capita in purchasing power standard
was at 64 % of the EU-25 level in 2000 and increased to approximately 73 % in 2005.

Analyses focusing exclusively on growth rates of GDP in constant prices cannot describe
the progress of convergence. For example, the OECD study Going for Growth states that
the growth of GDP per capita in the CR over the last few years has not been sufficiently
high to ensure significant convergence in the level of income. This statement is mislead-
ing and at variance with the facts because the convergence in the Czech Republic towards
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the EU economic level progressed over the last five years the most of all five Central
European new EU members. The economic level measured by GDP per capita in purchas-
ing power standard (PPS) moved towards the EU-25 level during 2001-2005 by 9 p.p.,
while the gap between the economic level of Slovakia and the EU-25 was reduced by just
about 7 p.p., despite the higher growth rate of GDP in Slovakia.

The progress of convergence in the CR is faster than the economic growth rate meas-
ured by the standard GDP indicator would suggest. This is due to development of quali-
tative factors, which have an impact on comparison of economic levels in current pur-
chasing power standards but are not reflected fully in growth rates of GDP in constant
prices. Besides the growth rate of GDP, the accelerated convergence in the CR was also
influenced by positive development of terms of trade in foreign trade. This phenomenon
is also confirmed in development of real income as the real income growth in the Czech
Republic in this decade is one of the fastest of all Central European new EU members.
The picture about economic performance of individual new EU members therefore dif-
fers from conventional assessment.

Nominal convergence progresses alongside real convergence. Price levels, inflation
rates, interest rates and in the case of large differences also wage levels converge. The
difference in the price level of the CR and the average price level for the EU-25 is
greater than the observed relation between the economic and price level in the condi-
tions of European countries would suggest. The price level of the overall GDP in rela-
tion to EU-25 was just under 58 % in 2005 (the household consumption price level was
slightly higher).

The Czech Republic has a low inflation rate. Over the last few years, the inflation rate
measured by harmonized price index has been even significantly below the average rate
for the EU-25 and Euro Area countries. Price stability according to ECB stipulates that
inflation should be “below but close to 2 %” (the average annual rate during 2002—-2005
was 1.4 % in the CR, 2.1 % in the EU-25 and 2.2 % in the EU-12). This low inflation
rate puts excessive pressure on appreciation of the exchange rate, which affects exclu-
sively exporters as opposed to equal distribution of inflation throughout the economy.

The main current issue related to nominal convergence is the timing for adopting euro
and determining an exchange rate to be used for conversion of CZK to euro. This in-
volves not only fulfilling the Maastricht criteria, which ensure stability of the common
currency, but also ensuring that this step supports convergence of the real economic
level as much as possible. Experience of less economically developed countries that
have adopted euro should be examined in this context (in particular the experience of
Portugal, which is going through a stage of rapid divergence of the economic level
compared to the EU-25 following the country's accession to the Euro Area).

The low price and unit labour costs levels, which in nominal terms amount to less than
one third of the average level in the EU-15 countries, make the Czech economy cost and
price competitive. Even with gradual increase in unit labour costs their level will remain
low compared with advanced EU countries. Unit labour costs related to total GDP are
less than a half of the average level for the EU-25 countries. They are slightly lower
than in Hungary (slightly higher than one half of the EU-25 average), while unit labour
costs in Slovakia, Poland and the Baltic states do not reach even 40 % of the average
level for the EU-25.

19



Working Paper CES UEM 1/2005

Real convergence to the average level of EU-25 countries is to continue in future. The
Czech level is likely to exceed the 75 % threshold (a limit for support from EU struc-
tural funds) within the next 2 years. However, matching the economic level of the
EU-25 in 2013, as stipulated by the Strategy for Economic Growth, appears to be an
excessively ambitious objective which is highly unlikely to be fulfilled. As the CR has
high convergence dynamics, we can expect that if this dynamics will continue, the
country may soon reach the position of Greece, Cyprus and Slovenia. These countries
achieve GDP per capita in PPS in relation to the EU-25 between 80 and 85 %. How
well the transition from price-based to quality-based competitiveness is managed will
decide the future course of this development.
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