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Preface 1

PREFACE

In November 2002, the Economic Policy Committee (EPC) of the EU
established a (temporary) Working Group on Enlargement, which I had
the honour to chair. The mandate of the group was to discuss and evalu-
ate, in the light of the Lisbon agenda, the consequences of enlargement
on structural economic policies in East and West, and in particular on
the Community's economic policy co-ordination processes. As envis-
aged, the group reported back to the parent EPC at the end of April
2003. The report is intended to guide ECOFIN Ministers in their discus-
sions on the structural policy issues resulting from accession.

To back up the report, the members of the Working Group prepared
"kick-off papers" on several topics covered by the final report. As much
effort has been put into these papers, they are made available in this
volume to a broader public readership.

Moreover, the Austrian Ministry for Economic Affairs and Labour, in
co-operation with the EPC Secretariat organised a round-table discus-
sion in Vienna on "Structural Reforms in the CCs and the EU". One of
the aims was to present the preliminary findings of the Working Group
and to receive opinions from the Candidate Countries (CCs). The meet-
ing was designed to have an active participation of some 50 experts and
officials from East and West and no passive audience. Introductory
speeches were given by renowned professors with affiliations to policy-
related institutions. Their papers are also included in this volume.

Finally, the EPC report on "Key structural challenges in the acceding
countries: the integration of the acceding countries into the community's
economic policy co-ordination processes" is reprinted in the current
publication.
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The Candidate Countries (CCs), inspired by the Copenhagen economic
criteria and the Lisbon goals, have already achieved solid progress in
structural and institutional reforms. However, progress has not been
consistently strong across all countries and areas. Given the aspirations
of the Lisbon agenda, most countries in either region face adjustment
needs in the labour market and unresolved problems in terms of the
sustainability of public finances, in particular the pension and health-
care systems. In most countries, there is scope to further improve the
functioning of product markets and to accelerate the transition to the
knowledge-based economy. The range of problems is enormous and the
spectrum of instruments is broad - but this is true for both, the CCs and
the current EU Member States. The continuation and acceleration of the
structural reform process - interacting with growth and stability-oriented
macroeconomic policies and exchange rate strategies - is essential for
the successful integration of all CCs into the EU economy. The benefits
of economic integration into the enlarged EU market can be fully deliv-
ered only if in the acceding countries implementation of consistent and
comprehensive policies of structural reform continue in a broad range of
policy areas. It is crucial to maintain the current reform momentum, also
in case of temporary lower growth performance, to avoid any risk of
jeopardizing the overall target of structural reform.

This publication would not have been possible without input by the
members of the Working Group on Enlargement and the background
work by Heinz Scherrer from the EPC Secretariat and Christina Burger
from the Ministry. I cordially thank all persons involved for their con-
tributions.

Heinz Handler
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KEY MESSAGES ON THE LISBON STRATEGY
AND THE INTEGRATION OF THE ACCEDING
STATES INTO THE COMMUNITY’S ECONOMIC

PoOLICY CO-ORDINATION PROCESSES
HEINZ HANDLER AND HEINZ SCHERRER

The Ecofin ministers in November 2002 underlined their commitment
towards continuing, with the support of the EPC and the Commission,
the surveillance of progress with economic and structural policies in the
acceding countries. The aim of the work of the EPC’s Working Group
on Enlargement is to support the efforts of the acceding states to devise
structural reform agendas to achieve rapid real convergence, in the light
of the Lisbon goal for the EU "to become the most competitive and dy-
namic knowledge-based economy in the world, capable of sustainable
economic growth with more and better jobs and greater social cohe-
sion". It should be a first step towards integrating the acceding states,
after enlargement, into the multilateral surveillance by the Council un-
der the Treaty, in line with the mandate from the Ecofin ministers of 5
November 2002. By providing advice and oversight for the Council it
should help in concentrating the EU’s monitoring on priority areas
where reform challenges are most evident.

Joining the EU is but one step on the way to full economic integration
into the EU. Most acceding countries in their Pre-Accession Economic
Programmes (PEPs) have outlined structural reform strategies conducive
to their future integration into the Union’s economic policy co-
ordination processes and notably the Lisbon strategy. Embracing the
policies needed to achieve the Lisbon objectives will enhance the catch-
ing-up process and help draw the full economic benefits from an
enlarged EU. Lisbon means: raising employment rates, increasing pro-
ductivity and growth to enhance international competitiveness. The
continuation and acceleration of the structural reform process - interact-
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ing with growth- and stability-oriented macroeconomic and exchange
rate strategies as well as sound public finances - is essential for the suc-
cessful integration of the acceding states into the EU economy and rais-
ing their economy’s potential growth rate.

Measured by per capita income in purchasing power standards, in most
acceding countries catching-up over the past five years has been limited.
Catching-up to income levels achieved in the EU will be a long-term
process, but the challenge is to make the process irreversible through
sustainable policies in the medium to long-term narrowing the produc-
tivity gap and the gap in employment rates vis-a-vis the EU Member
States. Also the development of unit labour costs in some countries has
been rather dynamic. As a matter of emphasis, for the acceding states to
promote sustainable real convergence and to support the EU-25 in
achieving the Lisbon goals the following issues are of particular impor-
tance in the current juncture:

¢ Raise employment and increase incentives to work. Even greater

efforts than in the EU-15 will be needed in the EU-25 in order to

achieve the Lisbon employment goals. Whilst for the EU, the aver-

age employment rate has been rising, this is not the case for many

acceding countries. In most acceding countries, unemployment has

remained unacceptably high. A key challenge for the acceding states

is therefore to reduce the high unemployment rate, especially long-

term unemployment, for certain groups especially the youth and the

low skilled, and regional disparities, and increase employment rates

for older workers. Measures key to "more and better jobs" include:

= increasing the incentive effects of tax and benefit systems, in par-
ticular for low wage earners,

= removing unemployment traps ("increase incentives to work"),

= strengthening wage developments, maintaining the link between
productivity growth and wages,

* improving employment flexibility through a thorough review of
employment protection legislation,
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= focusing on precisely targeted, effective and efficient active la-
bour market policies.

Such reforms will determine how fast the acceding countries con-

verge towards the EU’s Lisbon employment targets.

Strengthen competition and efficiency in goods and services
markets. There are still several sectors in goods and services mar-
kets where competition in the acceding countries needs to be
strengthened. Productivity growth in the acceding countries can be
increased by a further shift in the sectoral composition of the econ-
omy to sectors with a higher value added Open markets and greater
competition are a catalyst for innovation and help businesses grow.
Across all sectors, for enterprise and entrepreneurship to thrive,
measures to improve the business environment are key. The follo-
wing should be priorities for further action:

= In some countries, more progress is needed to strengthen competi-
tion rules and establish independent competition authorities.

= Despite good progress, significant deficiencies need to be ad-
dressed in most countries in regard of the regulatory burden on
business, the effective implementation and in some countries the
design of judicial reforms, and the quality and administrative ca-
pacity of the central and local authorities.

* In a number of countries, incomplete market exit provisions
should be addressed, in particular through the improvement of
bankruptcy legislation and procedures.

= After accession, particular attention will have to be devoted to
comply to internal market obligations, notably with respect to
quickly achieving the EU Directive transposition rate targets.

= State aid should be overhauled and re-directed towards horizontal
measures.
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The implementation of competition policies should be a core subject
of monitoring. Restructuring of the agricultural sector remains an
urgent priority. In many acceding countries subsistence farming,
where income does not derive from the sale of agricultural products,
but from welfare payments which provide no incentives for change,
might slow down the modernisation process.

¢ Continue financial market reforms. Bank restructuring and privati-

sation have added to financial sector stability in the Candidate Coun-

tries. The following further reforms have been identified as being

important for further action:

= Continued reforms to deepen and widen the financial sector are
required so as to avoid credit constraints and foster faster real
convergence.

* The rapid implementation of EU financial services regulation is
crucial.

= The availability of low cost loan and early stage risk capital fi-
nancing for SMEs should be a central priority.

=  Good progress has been made in putting into place adequate regu-
latory and supervisory capacities, but certain persisting weak-
nesses have to be addressed.

o Improve the quality of public finance. The Ecofin ministers in
their meeting with their counterparts from the Candidate Countries
on 5 November 2003 noted that reaching sound fiscal positions for
some of the acceding countries will clearly require efforts over and
above those described in the PEPs. In addition, the acceding coun-
tries should enhance the efficiency of public spending and revenues
by institutional and structural reforms. In order to foster a growth-
enhancing environment providing sufficient space and incentives for
private sector development, there remains the need to re-assess the
structure of budget revenue and expenditure.
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Specifically:

On the revenue side, challenges should be addressed, such as the
narrow tax base that characterises several acceding countries, and
weaknesses in tax collection and administration.

On the expenditure side, specific attention should be devoted to
investment in key areas (such as R&D, and human capital) to un-
derpin future competitiveness and growth, as well as addressing
the need for norms for expenditure control at subnational level of
government.

It is essential that the use of EU structural funds will be focused
on those types of investments most conducive to long-term pro-
ductivity gains, particularly human and knowledge capital, as
well as on basic infrastructure.

e Continue pension and health care reforms. Ageing populations

could induce dramatic changes in potential growth rates. In the light

of the Lisbon agenda:

As a response to the expected increase in old-age dependency
rates, policies to increase the workforce, notably amongst women
and older workers, are key.

In line with the three-pronged strategy developed by the Ecofin
Council to prepare for the budgetary effects of ageing (i.e. debt
reduction, raising employment rates, and reform of pension sys-
tems), in view of the current parameters of their pension systems
(for example pension expenditure as a share of GDP), many ac-
ceding countries will have to implement comprehensive reform
strategies. Those will have to include initiatives aimed at offset-
ting the effects of ageing via productivity improvements, and re-
forms of the basic parameters of public pension systems (e.g. the
retirement age, the replacement age, or the contribution rate), with
a view to improving incentives to work and to strengthening the
actuarial link between contributions and benefits.

Due to growing GDP as well as technical progress and product
innovation, health-care expenditures are expected to grow fast.
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Containing such expenditures, while providing effective cover-
age, will imply steps to raise the efficiency of the health-care sys-
tems.

e Accelerate the transition to the knowledge-based economy. In
light of the Lisbon strategy, some important challenges remain for
the educational systems of many acceding countries. Low levels of
investment in R&D and IT may hamper the catching-up of the acced-
ing countries with the EU mainstream and their increase in produc-
tivity levels.
= The acceding countries should continue educational reforms, and
improve their education and training systems in terms of educa-
tional attainment, skilled human resources as well as R&D and
innovation performance.

= More focus should be devoted to technology transfer and gradual
product and process improvement.

It is crucial for the acceding countries to maintain the current reform
momentum, even in the event of lower growth performance. There
should be a determined attempt in the acceding countries to mobilise
public opinion to build or maintain political reform constituencies
amongst the various stakeholders backing the drive to catch up.

Economic policy co-ordination processes

Within the EU, a number of economic policy co-ordination processes
have been developed to foster economic reform and provide for appro-
priate peer pressure:

e The Broad Economic Policy Guidelines, which are at the centre of
economic policy co-ordination and which reflect and guide all other
co-ordination activities at EU level. They are specific about mis-
alignments, structural imbalances and issues of competitiveness. The
Council in December 2002 decided that in future the BEPGs should
focus on the medium-term economic policy strategy, and should only
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be reviewed every three years (set-up of the improved economic pol-
icy co-ordination cycle see Annex 2). In the intermediate years, the
focus should be on implementation;

e Other policy co-ordination processes which deal with specific eco-
nomic policy areas, such as employment (the Luxembourg proc-
ess), structural reforms and competitiveness (the Cardiff process),
the macro-economic dialogue with the social partners (the Cologne
process) and pension reforms (the open method of co-ordination
on pensions);

e The Lisbon strategy with the Commission’s annual synthesis report
leading to the Spring European Council on economic reform.

The existing policy co-ordination processes, notably the Cardiff process,
the Luxembourg process, the Lisbon process and the BEPGs cover all
economic aspects which are relevant for the present and future Member
States. The acceding countries will have to be integrated into all the
existing processes in the course of 2004/2005 as appropriate.

Several working groups of the EPC will have to extend their work to
cover the acceding countries (for example the EPC’s Ageing Working
Group to include those countries into their next round of common pro-
jections for public spending on pensions, health and long-term care for
the elderly in 2004/5, and the EPC’s Working Group on Output Gaps).
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Annex 1: Key Lisbon targets and objectives

The Lisbon strategy entails a variety of targets and objectives, agreed
not only at the Lisbon Council itself (March 2000), but also at Stock-
holm (March 2001), Goteborg (June 2001) and Barcelona (March
2002). Not all are quantified or time-specific, but those which are in-
clude:

Employment:
e an overall employment rate of 67 per cent in 2005 (Stockholm) and

70 per cent in 2010 (Lisbon);

e a female employment rate of 57 per cent in 2005 (Stockholm) and
60 per cent in 2010 (Lisbon);

e an employment rate for workers aged 55-64 of 50 per cent in 2010
(Stockholm);

e an increase of 5 years by 2010 in the average effective retirement
age (Barcelona); and

e available childcare by 2010 for 90 per cent of pre-school children
over three, and 33 per cent of children under three (Barcelona).

Research and innovation:
e R&D spending of 3 per cent of GDP by 2010, with two thirds of the
total coming from business (Barcelona); and

e 100 per cent of schools to be connected to the Internet by 2002.

Economic reform:
o full implementation of the Risk Capital Action Plan by 2003, and of]
the Financial Services Action Plan by 2005 (Lisbon);

e a transposition rate into national law for Internal Market directives
of 98.5 per cent (Stockholm);
e 1o Internal Market directives to be more than two years overdue in

their transposition (Barcelona);
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open energy markets for business customers in 2004, and subse-
quently for domestic users (Barcelona);

cross-border energy transmission capacity equal to at least 10 per
cent of installed production capacity by 2005 (Barcelona); and

a single European sky by 2004 (Barcelona).

Social cohesion:

halve by 2010 the number of early school-leavers not continuing
with further education (Lisbon); and
reduce by 2010 the numbers living at risk of poverty (Barcelona).

Environment/sustainable development:

visible progress on reducing greenhouse gas emissions by 2005
(Goteborg);

an indicative target for electricity generated from renewable sources
of 22 per cent of gross electricity consumption in 2010 (Goteborg);
and

Combating Climate Change: meet the indicative target of 22% for
the contribution of electricity produced from renewable energy
sources to gross electricity consumption by 2010 (Gdteborg).
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Annex 2: Flowchart of the improved economic policy co-ordination cycle
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STUCTURAL REFORM NEEDS IN THE CANDI-

DATE COUNTRIES
WILLEM BUITER

Introduction

The next enlargement of the EU is to include a large number of transi-
tion countries (the three Baltic countries, the Czech Republic, the Slo-
vak Republic, Hungary, Poland and Slovenia in May 2004; Bulgaria and
Romania hope to join in 2007).

For the objective of catching-up with EU average living standards, these

countries will need rapid growth over a sustained period and face two

types of challenges:

1. macroeconomic challenge: managing the fiscal - monetary policy
mix in light of potential EMU accession

2. microeconomic/structural reform challenge: boosting competitive-
ness through deeper institutional reforms, in particular in the enter-
prise, agriculture, infrastructure and banking sectors.

On average, the PPP per capita income in accession countries equals
40 per cent of the EU average, which shows a large potential for catch-

ing-up

With enlargement, the population of the EU will increase significantly,
its GDP will increase only marginally. Average income in the enlarged
EU will therefore arithmetically be significantly lower than in the old
EU (this will be the case even if no one in either the old or the enlarged
EU is worse off?). This is a long way of saying that the newcomers are
much poorer than the existing members.
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Graph 1: GDP per capita in PPP terms, population and GDP in EU15
and Candidate Countries
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Only three of the transition countries that are to join the EU reach at
least 50 per cent of the EU average real per capita income (Czech Re-
public, Hungary and Slovenia); the Slovak Republic is close at 48 per
cent.

Graph 2: Per capita GDP in PPP as % of EU GDP, 2001
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At the time of their accession, the Southern countries (Greece, Portugal,
and Spain) were relatively richer with incomes per capita in purchasing
power parities between 60 and 70 per cent of the EU average at the
time.

Convergence with the EU level of income per capita will require sus-
tained growth rates over a long period of time

It would take on average between one and one and a half generation (25
years) for the Central and Eastern European Countries to fully converge
with the average standard of living in the EU, if they were to record a
positive annual growth differential of 3 per cent vis-a-vis the existing
members.

Table 1: How long will it take for CEEC to converge to EU if growth
differential...

50% 75% 100%
Czech Rep na 9 19
Estonia 6 20 30
Hungary na 13 23
Latvia 14 28 38
Lithuania 10 24 34
Poland 8 22 32
Slovak Rep 2 16 26
Slovenia na 3 13
Romania 24 37 43
Bulgaria 20 34 41

In order to reduce the duration of the catching-up period for full conver-
gence to twenty years, assuming the average annual GDP growth rate of
the EU is 2 per cent, the accession countries would have to record
growth rates ranging from 5 to 10 per cent per annum on average!
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Table 2: By what rate do CEEC need to grow for convergence to occur

in 20/30 years, assuming EU15 grows at 2% pa?

100% target 75% target 50% target

20 30 20 30 20 30
Czech Rep 4.9 3.9 34 2.9 na na
Estonia 6.5 5.0 5.0 4.0 2.9 2.6
Hungary 5.5 4.3 3.9 33 na na
Latvia 7.8 5.8 6.2 4.8 4.1 34
Lithuania 7.1 5.4 5.6 4.4 3.5 3.0
Poland 6.8 52 5.3 4.2 3.2 2.8
Slovak Rep 5.8 4.5 4.3 3.5 2.2 2.1
Slovenia 3.9 33 2.4 2.3 na na
Romania 9.1 6.8 7.7 5.7 5.5 4.3
Bulgaria 9.7 6.4 7.1 5.4 5.0 4.0

The accession countries are facing significant macroeconomic chal-

lenges on the road to E(M)U accession, this is even more emphatically

the case if they wish to adopt the Euro as soon as possible

Despite a good performance in terms of GDP growth in recent years,

which shows their resilience in the face of the slow-down in the EU (the

prime destination for their exports), the CEECs record large fiscal and

current account deficits and in a couple of cases (including Hungary)

also continued high inflation.

Table 3: Macro-data of the CEECs

Growth Average Fiscal Current account

inflation balance balance

Bulgaria 4.5 5.9 -0.8 -4.3
Czech R 2.0 1.8 -7.3 -5.3
Estonia 5.8 3.6 1.2 -12.6
Hungary 33 4.8 -9.9 -4.2
Latvia 6.1 1.9 -2.5 -7.8
Lithuania 6.7 0.3 -1.2 -4.8
Poland 1.3 1.7 -5.7 -3.6
Romania 4.9 22.5 -2.7 -3.6
Slovak 4.4 33 -5.5 -8.2
Slovenia 2.9 7.5 -2.9 1.8
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Monetary policy will be mainly focused on bringing inflation down to
sufficiently low levels permit the CEEC countries to meet the inflation
requirement for EMU membership.

Graph 3: Bringing down inflation
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Fiscal tightening will be necessary for CEECs to fulfil the fiscal crite-
rion. This will be all the more difficult because their relatively high
structural deficits are partially driven by EU accession-related public
investment needs (as well as by excessively large public administrations
and high public sector wage pressures).

Table 4: General Government balance in per cent of GDP

2001 2002 2003
Czech Republic -5,1 -7,3 -7,1
Hungary -4,6 -9,9 -5,7
Poland -5,4 -5,7 -6,0

Slovakia -3,9 -5,5 -4,9
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Despite the progress achieved in recent years to qualify as functioning
market economies, the remaining structural reform challenges that must
be met to achieve rapid growth, are significant in many ways.

They concern mainly four areas:

1. in the enterprise sector: completing the restructuring and privatisa-
tion process, improving the investment climate, and introducing la-

bour market flexibility

2. in the agricultural sector: developing functioning land markets and

pursuing the restructuring of farms and agro-enterprises

3. in the infrastructure sphere: deepen commercialisation, liberalisation,

and tariff reform

4. in the banking sector: improving the structure, efficiency and depth

of f inancial intermediation

An illustration of this situation is given by the structure of GDP in the
ten accession countries compared to that of the EU: the former still have
larger agricultural and industrial sectors than the current members of the
EU, so that services represent only 60 per cent of total output to be

compared to 70 per cent in the EU.

Graph 4: Structure of GDP
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Based on the indicators maintained by the EBRD, the environment of
enterprises needs to be further improved in the accession countries in

order to promote the potential for growth

In the enterprise sector, the remaining challenges concern large-scale
privatisations, enterprise restructuring and corporate governance. As
regards corporate governance, the CEEC countries are still relatively far
away from the standard of market economies.

Table 5: Enterprise reforms

Share of GDP  Large-scale Small-scale  Governance &

produced in the privati- privati- enterprise re-
private sector sation sation structuring
(mid 2001, in %)

Czech R 80 4 4+ 3+
Estonia 80 4 4+ 3+
Hungary 80 4 4+ 3+
Latvia 70 3+ 4+ 3-
Lithuania 75 4- 4+ 3
Poland 75 3+ 4+ 3+
Slovak. Rep. 80 4 4+ 3
Slovenia 65 3 4+ 3
Bulgaria 70 4- 4- 2+
Romania 65 3+ 4- 2

Note: Figures in the last three columns of Table 5 are to be read according to the classi-
fication system for transition indicators, which is a stylised reflection of the judgement
of the of the EBRD’s Office of the Chief Economist; the scale ranges from 1 - little
progress achieved in terms of transition to market economy - to 4+ - standards and
performance typical of advanced industrial economies)

As far as the business environment is concerned the main remaining
obstacles have to do with almost all the dimensions surveyed in the
BEEPS, despite the progress achieved in the recent years: finance, taxes,
regulations, judiciary and in some cases corruption.
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Graph 5: Business environment
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The high level of unemployment across the region points to its partially
structural nature and calls for the introduction of more flexibility in the
labour market, beyond the requirements of the acquis communautaire.

Table 6: Unemployment remains high across the region

Unemployment as %

of labour force, 2002
Czech Rep. 9,8
Estonia 10,4
Hungary 5,8
Latvia 12,2
Lithuania 16,3
Poland 18,1
Slovak Rep 18,8
Slovenia 6,5
Bulgaria 16,8
Romania 8,1

Efficiency gains can also be expected from pursuing reforms in the ag-

ricultural, infrastructure and energy sectors.
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While the share of agriculture in GDP and employment remains high
compared to the situation in the EU, the reform challenges are signifi-
cant as far as the following aspects are concerned: establishing clear
property rights to land, restructuring semi-subsistence farms, improving
market institutions and access to finance.

Table 7: Agricultural reforms

Share of Shareof Price& Land Agro Rural Rural
Agriin Agriin Market  Re- pro- Finance Institu-

GDP Emplt form ces- tions
sing

Czech Rep 3.9 5.2 8 9 10 9 9
Estonia 6.3 7.4 9 9 9 9 9
Hungary 4.1 4.8 8 9 10 9 9
Latvia 4.5 13.5 9 9 9 9 9
Lithuania 7.5 19.6 8 9 8 7 8
Poland 3.3 18.8 8 9 9 7 8
Slovak Rep 4.5 6.7 8 8 9 8 7
Slovenia 3.2 9.9 9 9 10 8 8
Bulgaria 14.5 11.3 9 8 8 7 8
Romania 12.6 42.8 7 8 8 6 6
EU-15 2.0 4.3 n/a n/a n/a n/a n/a

Note: Figures in Table 7 range from 1 to 10; 10 equals the standards of advanced market
economies, including competitive markets, large-scale private farm ownership, priva-
tised agro-processing, an efficient financial system, and well-functioning rural institu-
tions

Further progress in terms of commercialisation, liberalisation and tariff
reform will be necessary to reform infrastructures, and in particular
railways and roads which are lagging behind.
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Table &: Infrastructure reforms

Telecoms Power Railways Roads
Czech Rep. 4 3 2+ 2+
Estonia 4 3 4+ 2+
Hungary 4 4 3+ 3+
Latvia 3 3 3+ 2+
Lithuania 3+ 3 2+ 2+
Poland 4 3 4 3+
Slovak Rep. 2+ 4 2+ 2+
Slovenia 3 3 3+ 3+
Bulgaria 3 3+ 3 2+
Romania 3 3 4 3

Note: Figures in table 8§ are to be read according to the classification system for transi-
tion indicators, which is a stylised reflection of the judgement of the of the EBRD’s
Office of the Chief Economist; the scale ranges from 1 (little progress achieved in terms
of transition to market economy) to 4+ (standards and performance typical of advanced

industrial economies)

Finally there is a substantial potential for improving energy efficiency in

accession countries as their energy intensity levels are much higher

compared to those observable in western countries (i.e. France, UK and

USA).

Graph 6: Energy intensity in accession countries
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However, reforms in the infrastructure field will put a considerable bur-
den on the public finance of the accession countries as they will have to
spend an estimated 2-6 per cent of GDP per annum to meet transport
infrastructure and environmental compliance costs; the EU will help
meet much, but by no means all of the financial cost. EU aid is often in
the form of matching funds.

Table 9: Infrastructure needs and fiscal constraints

Transport invest- Environment compli- Capital Ex-
ment needs, € mil- ance costs, € million penditure, %
lion (% GDP p.a.) (% GDP p.a.) 2001 GDP

Czech Rep 10,203 (1.0) 6,600-9,400 (0.7-1.0) 5,6
Estonia 628 (0.7) 4,406 (4.9) 3,5
Hungary 10,166 (1.2)  4,118-10,000(0.5-1.1) 3,6
Latvia 1,990 (1.7) 1,480-2,360 (1.2-1.9) 3,2
Lithuania 2,322 (1.2) 1,600 (0.8) 1,6
Poland 36,423 (1.4) 22,100-42,800 (0.7- 3,1
1.4)
Slovak Rep 6,543 (2.0) 4,809 (1.4) n/a
Slovenia 5,774 (1.9) 2,430 (0.8) 2,8
Bulgaria 5,278 (2.4) 8,610 (3.9) 4,0
Romania 11,211 (1.8) 22,000 (3.4) n/a

The financial sector also needs to be further reformed in order to de-
velop and be able to fulfil its intermediation function, which is still very
weak compared to the EU

The banking sector faces important challenges, as the level of credit as a
share of GDP in accession countries was, in the best case, equivalent to
half of the level observed in the EU; these challenges include: bank
restructuring and privatisation, further consolidation and efficiency im-
provements, and increasing the menu of financial services
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Table 10: Financial sector reforms

Domestic  Domestic Credit Interest

Credit (%o to Private Sector  rate spread

GDP, end yr) (% GDP) (in %)

Czech Republic 46.5 24.4 4.0

Hungary 52.8 31.5 2.7

Poland 31.2 18.4 8.5

Slovak Republic 58 27.6 5.3

Average accession 38.7 23.6 5.8
countries

Euro- Area 136.8 n/a 3.5

Even without any prior as to whether the main channel of intermediation
should be the banking sector of capital markets, the development of
capital markets is necessary; stock market capitalisation in accession
countries represented less than 20 per cent of GDP in 2001, compared to
at least 60 per cent in the EU.

Graph 7: Stock market capitalisation, % of GDP in 2001
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The institutional investor is still weak, even if the situation varies
greatly in the EU, and many accession countries need to implement
pension reforms and changes to the legislative framework for securities,
pension and investment funds, as well as life insurance.

Graph 8: Financial assets of institutional investors, 1999
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Conclusion and hopes

The need for adequate internal reform of the EU poses one of the main

risks to the EU accession process, as:

1. there is a widespread belief that the voting mechanism adopted in
Nice is not adequate;

2. the Common Agricultural Policy will have to be reformed when ac-
cession countries are granted equal treatment, unless the EU budget
1s increased;

3. the rules for allocation of structural funds might change as well, so
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that poorer existing members can keep more of their current trans-
fers.

Other risks include:

1.

weakening political support in the EU 15 and the Candidate Coun-
tries;

incomplete transition and "reform fatigue" in many Candidate Coun-
tries (including governance and public administration);

. the financing of the EU budget, though not posing a threat to the

enlargement process, might become a problem after 2006.

There are some hopes however, so | end with the following rosy sce-

nario:

1.
2.

ease into EU by 2004;

followed by an easy slide into EMU as soon as possible after EU
accession;

public finances will become more sustainable thanks to fiscal re-
straint and EU transfers;

steady real convergence will take place (real GDP per capita, eco-
nomic structures, relative prices).
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THE CEECS IN AN ENLARGED EUROPE:
PATTERNS OF STRUCTURAL CHANGE AND

CATCHING-UP!
MICHAEL A. LANDESMANN

1. INTRODUCTION

In this paper I shall present an overview of structural developments
which have been taking place in countries of Central and Eastern
Europe (CEECs) and discuss some of the qualitative patterns of catch-
ing-up which we observe across the region. Since the beginning of the
transition in 1989, the CEECs have gone through a dramatic process of
systemic change and structural adjustment in which their integration
into trade and production links with Western Europe has played a major
role. EU enlargement will of course be a major step in this process to-
wards full integration, but the basic outlines of the division of labour
which is emerging in this "enlarged Europe" have already become visi-
ble prior to that.

Underlying the analysis is a theoretical model (see Landesmann and
Stehrer, 2000 and Stehrer, 2001) which attempts to combine a model of
catching-up with international trade specialization and thus falls into the
category of the dynamic modelling of trade and growth (for other
approaches, see Krugman, 1986, Grossman and Helpman, 1991, Taylor,
1993). The basic outlines of the model are simple and have been guided
by the "stylized facts" observed in growth patterns of successful and less

! The paper draws heavily on joint work with my WIIW colleague Robert Stehrer. A previous
version of the paper, "Evolving Competitiveness of CEEC's in an Enlarged Europe" (written
jointly with Robert Stehrer from the Vienna Institute for International Economic Studies
(WIIW)), was published in Rivista di Politica Economica, No. I-II, January-February 2002, pp.
23-87.
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successful catching-up economies. Such economies start off with sub-
stantial productivity (and product quality) gaps and such gaps are not
the same across all industrial branches. Typically, the gaps are greater in
the technologically more advanced branches and less in the technologi-
cally less demanding ones. This has the following implications: full
catching-up has a longer way to go in the technologically more ad-
vanced branches and this can be interpreted in two ways. On the one
hand, it is "more difficult" to catch up fully in such branches as it re-
quires a much greater effort in learning, skill acquisition and often a big
jump in organizational and managerial capacities; on the other hand, it
means that the scope for differential productivity growth (and for prod-
uct quality upgrading) between the "technology leader" and the catch-
ing-up economy ("the laggard") is higher where the initial gap is larger.

This is a simple application of the Gerschenkron hypothesis ("advantage
of backwardness") which states that the "potential" for growth is highest
where the "initial gap" is the highest (Gerschenkron, 1962). This princi-
ple has, of course, been widely applied at the aggregate level and is the
background for the much tested "convergence" hypothesis in the many
recent aggregate growth studies (for a survey of such studies see Tem-
ple, 1999). What is special in our model is that we apply this principle at
the industrial level with the implication that those industries have the
greatest potential for productivity growth and product quality up-
grading that start off with the biggest "initial gaps". Of course, as
pointed out early on by Abramovitz (1986), actual growth is not neces-
sarily equal to potential growth as countries (and in our case industries)
might not be able to exploit this potential. Abramovitz emphasized here
the importance of "social capabilities", i.e. a wide range of institutional
and behavioural requirements which are necessary such that actual
catching-up comes as close as possible to potential catching-up. This
analysis opens a wide range of possible catching-up patterns. In the case
of our more disaggregated analysis it also means that the dynamics of
comparative advantages which determines a country’s position in the
international division of labour can follow quite different patterns for
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catching-up economies. At a more concise level, the dynamics of spe-
cialization advantages and disadvantages is determined by the timing of
"switchovers" in the comparative cost structures across industrial
branches. Here the dynamics of relative productivity growth rates and of
wage rates across industrial branches plays a decisive role. We have
examined these patterns of comparative advantages across the historical
experiences of a wide range of catching-up economies in a number of
analytical and empirical studies (see Landesmann and Stehrer, 2001,
and Stehrer and Worz, 2001) and show that the approach gets also vali-
dated in the analysis of patterns of catching-up and trade specialization
of CEEC:s after the transition.

In an extension of this approach, it is possible to show that the alloca-
tion of foreign direct investment (FDI) across industrial branches is
similarly affected by the dynamics of comparative advantages although
in this context we also emphasize the role which price-cost margins
(Schumpeterian profits) play in determining (particularly foreign) in-
vestment activity2. FDI flows in turn provide a conduit for a speeding up
of technology transfer and hence for a partial endogenisation of produc-
tivity catching-up across branches. Just as the model implies that the
range of experiences with respect to catching-up patterns and hence of
the positions that economies occupy in the international division of la-
bour can be quite wide, this is borne out by the diversity of experiences
we observe in Central and Eastern Europe.

2 Foreign direct investment - through technology transfers - in turn affects the dynamics of catch-
ing-up and hence the dynamics of trade specialization. See Landesmann and Stehrer, 2003, for an
attempt to extend our theoretical model by endogenizing foreign direct investment flows and its
impact.
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We shall now give an overview of the structure of the paper: Section 2
discusses shortly catching-up processes at the macro-level and summa-
rizes the broad patterns of structural shifts (across the primary, secon-
dary and tertiary sectors) which we observed since the beginning of the
transition. Section 3 takes a closer look at structural change within the
manufacturing sector and reveals at this level some of the interesting
emerging patterns of industrial specialization of CEECs. Section 4 re-
ports on the main determinants of industrial cost competitiveness, i.e.
productivity, wage rates and labour unit costs and shows in which in-
dustry groupings (lower-tech, resource-based, higher-tech) the strongest
inroads were made in relative productivity and unit cost developments.
Section 5 discusses trade performance und uses various classifications
guided by industrial organization and skill content criteria to show the
qualitative pattern of trade specialization emerging in CEECs in relation
to the European Union (EU). Section 6 gives some evidence on FDI
allocation across industrial branches and section 7 looks at the educa-
tional attainment in the CEECs and at labour market developments in
CEEC:s in particular in relation to the positions of different skill groups.
The argument here is that the positions of skill groups reflect the pat-
terns of catching-up and industrial specialization discussed in the previ-
ous sections of the paper. The concluding section provides an outlook
on the impact which EU enlargement will have on the further integra-
tion processes between Central and Eastern and Western Europe.

2. MACROECONOMIC CATCHING-UP AND BROAD PAT-
TERNS OF STRUCTURAL CHANGE

In this section we shortly discuss the main features of macroeconomic
growth of the CEECs relative to the EU-15 and review the patterns of
structural change which took place in the CEECs at the broad sectoral
level. As is well known, all transition economies experienced dramatic
dramatic declines in GDP and employment in the early phases of transi-
tion (Janos Kornai coined these the "transformational recessions") and
most of the economies also experienced further - at times sharp - inter-
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ruptions in their growth processes due to delayed corporate restructuring
and banking crises (often called "secondary transformational reces-
sions") and/or macroeconomic imbalances, most often caused by unsus-
tainable current account deficits. However, taking the group of the 8
accession countriesd together we can see in Graph 1 that the countries
have moved towards what appears to be - on average - a rather steady
growth path since about 1994. The average hides of course volatility at
the individual country level which have already been mentioned and this
picture also persists over the most recent period (see Graph 2). How-
ever, the combined long-term trend in GDP is, furthermore, significantly
above that of the EU-15 (the growth differential over the period 1994-
2002 amounts to 1.3% per annum for GDP growth and 2.6% per annum
for GDP/employment which we shall refer to as macro-productivity).
The greater growth differential in productivity than in output in the ac-
cession countries compared to the EU-15, is due to the worse employ-
ment performance of the accession countries over the period. The pat-
tern is even more marked if we just look at manufacturing (right-hand
side of Graph 1): there the differential in output growth between the
group of accession countries and the EU-15 over the period 1994-2002
amounts to 4.6% per annum and for productivity (output/employment)
to 7.0%. Thus, we can say that, if we look at the group of accession
countries as a whole, they have embarked from about the mid-1990s
onwards upon a catching-up process with the current member countries
of the European Union.

3 Czech Republic, Hungary, Poland, Slovakia, Slovenia and the Baltic states.
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Graph 1: Growth of GDP, manufacturing production, employment and
productivity in the ACs and the EU

GDP Manufac turing production
1225 =100
B —e—ACEH) —
180 120
160 160
140 140
120 1 1204
100 00
= 1) an
1904 1995 19095 1957 1953 1990 2000 2001 2002 1924 1905 006 4997 1992 1000 2000 2004
E mployment Ma mnufacturing empl oyment
1895 =100
stmtE Rl —e— AL —Eu
120 180
160 160 4
140 140
120 120 A
100 e —a——w . 100 =
i
=) =] T T T T T T T
1904 1995 19095 1957 1953 1999 2000 2001 2002 1o 1995 1996 10T 1298 1999 2000 2001
Macro productivity Productivity in manufacturing
GO P amployes 1005 = 100
—— AL —EU —e— AL —EU
180 180
G0 180
140 1490 4
120 A 120 4
100 4 100 4
=] =0 T T T T T T T
1994 1925 1955 1997 1993 1983 2000 2001 2002 1954 1935 1996 1297 1998 999 2000 2001
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using AMECO.

Furthermore, and we now move to the main topic of this section, strong
shifts took place at the broad sectoral level which can be interpreted as
structural convergence with more advanced Western economies. These
broad shifts can be summarized under the headings "deindustrialization"
and "tertiarization". It is well known that the Communist economies
emphasized industry at the cost of services and, furthermore, service
activities were often supplied within big industrial combines, which
meant that these service activities were classified under industry. With
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the transition a strong move towards the expansion of the service sector
took place and a scaling-down of the industrial sector. With respect to
agriculture a somewhat more complex picture emerged which will be
discussed below.

Graph 2 and Graph 3 demonstrate the evolution over the period 1989 to
2000 of the shares of the three classic sectors (agriculture, industry,
services) in value added and employment respectively. Graph 4 allows a
comparison of the sectoral employment structures after a decade of ad-
justment between the CEECs and two groups of EU countries, the "EU-
North" (composed of Belgium, France, Germany, UK) and the "EU-
South" (composed of Greece, Portugal, Spain). We can observe the fol-
lowing tendencies:

De- and re-agrarization

In general, there was a tendency in most of the CEECs to reduce the size
of the agricultural sector; however, there were exceptions to this: in
some economies the share of the labour force in agriculture (and in Ro-
mania even the absolute number) has actually increased. This is true for
Bulgaria and Romania, while for all the other CEECs there were losses
in the shares (and dramatic losses in absolute numbers) of agricultural
employment.
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Graph 2: Comparison of CEECs' value added structures in 1989, 1993
and 2000
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Graph 3: Comparison of CEECs' employment structures in 1989, 1993
and 2000 (based on registration data)
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Graph 4: CEECs' employment structures compared with EU-North and
EU-South, 2000 based on LFS
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Interestingly, the economies with the larger agricultural sectors (Poland,
Bulgaria, Romania) had smaller percentage declines (or even increases)
in the employment shares of this sector compared to the countries which
started off with a smaller agricultural sector (Czech and Slovak Repub-
lics, Hungary, Slovenia). Hence, regarding the "primary sector", the
transition brought about processes both of "deagrarization" as well as -
in some countries - of "reagrarization". The second type of pattern
should be considered a transitory phenomenon, resulting from the severe
employment crisis in the industrial sector (especially in countries such
as Bulgaria and Romania) and - so far - the limited absorption capacity
in the services sector (for more details on this, see Vidovic, 2002).
There are also interesting discrepancies in the movements of value
added shares and employment shares in agriculture: In value added, the
shares of the agricultural sectors are declining in the most recent period
also in those economies in which there were previously signs of "rea-
grarization" (Bulgaria and Romania); this trend supports the view that
the phenomenon reflects mostly the dramatic overall jobs crisis in these
countries.
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Deindustrialization

Broadly, one can also speak of a general process of "deindustrialization"
with falling absolute employment levels in the industrial sectors (com-
prising manufacturing, mining, water and electricity supply, construc-
tion). In share terms, however, there are some interesting exceptions to
the general decline of employment in the industrial sector. In Hungary
the employment shares of the industrial sector have recovered after the
initial drop at the beginning of the transition and value added shares
have risen again in Hungary and the Czech Republic and stabilized in
Slovenia. In relation to both the EU-North and the EU-South, some of
the CEECs maintain, also at the end of the first decade of transition, a
high share of industry in both value added and employment (for em-
ployment shares compared to EU-North and EU-South see Graph 4).
There are again differences in value added and employment shares: the
Czech Republic and Slovenia, followed by the Slovak Republic and
Hungary, are the countries with the highest employment shares in indus-
try, while the Czech Republic, Slovenia and Romania, followed by Po-
land, are the countries with the highest shares in value added. These
differences reflect, of course, differences in relative sectoral productiv-
ity levels, e.g. the extremely low productivity level in Romanian agri-
culture would push up industry’s share in value added in spite of its own
low level of productivity. The levelling-off of relative employment
losses in manufacturing in some of the CEECs (such as Hungary and
Poland) and persistence of manufacturing’s relatively high value added
shares could be an indication of the attractiveness of some of the CEECs
as locations for some of Europe’s manufacturing industries within the
context of an overall European division of labour.

Tertiarization
As regards the "tertiary sector"”, there are clear signs of a catching-up

process of the CEECs in the relative size of this sector (although, just as
in the West, the changes are partially due to statistical reclassifications
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and sourcing out of service activities previously undertaken within the
other sectors). Again, the relative increase of the importance of the ser-
vices sector in the CEECs over the last decade has not necessarily been
in line with the size of the initial gap (relative to the Western European
employment structure). Thus, countries such as Hungary, Slovenia, Slo-
vakia and the Czech Republic experienced very substantial increases in
the shares of the services sector, while countries such as Romania and
Poland where the initial shares of the services sector in overall employ-
ment were relatively low, experienced rather modest share increases. In
absolute terms, the employment gains in the services sector were, how-
ever, far from sufficient to compensate for the employment losses in the
other two sectors.

3. CONVERGENCE AND DIVERGENCE IN MANUFACTUR-
ING STRUCTURE

Let us now look more closely at the ongoing structural change within
the manufacturing sector in the CEECs. We use data from The Vienna
Institute for International Economic Studies (WIIW) industrial database,
which reports several variables at the NACE rev. 1, 2 digit level (DA-
DN) for seven Central and Eastern European Countries. In this paper,
we restrict the analysis to the period 1993-2000, i.e. after the transfor-
mational crises. The data, which are mostly collected from national
sources, are likely at times to be inconsistent over the years (e.g. as data
sources changed or for methodological reasons, such as coverage of the
small enterprise sector). To overcome these problems we tested the se-
ries for significant changes in the growth rates to check when a struc-
tural break was indicated by using dummies in the estimates on growth
rates. If this procedure indicated a significant break the data series was
adjusted accordingly.

Let us first get an overview of growth processes in aggregate manufac-
turing over the period 1993-2000, i.e. after the immediate impact of the
"transformational recession". Graph 5 shows the trend (per annum)
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growth rates of output, employment and labour productivity. We can see
that trend employment growth over this period in manufacturing was
negative in all of the transition countries. It ranged from -8.1 and -7.1%
in Bulgaria and Romania to -1.4% in Poland. Output growth was even
more diverse, with negative growth over that period in Bulgaria and
Romania and a wide spectrum of growth rates amongst the "more ad-
vanced" of the Candidate Countries. The relatively high growth rates in
manufacturing output in Hungary (11.9) and Poland (9.4) are particu-
larly striking with rather modest trend growth in the other three econo-
mies. (Labour) productivity growth results directly from the difference
in output and employment growth and shows again a quite wide range
of diversity, with Hungary and Poland again the forerunners driven by
high output growth, followed by a range of economies with per annum
average growth rates in labour productivity of 5-7%. It is clear from
these figures that the relationship between output and employment
growth is quite differentiated across the transition countries and, most
likely (as would be seen if the time series were analysed more closely)
unstable across time, reflecting major periods of restructuring and other
periods when labour hoarding takes place in the wake of output de-
clines.

Graph 5: Growth rates of employment, output, and productivity (1993-
2000)
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We now move on to present a qualitative picture of the ongoing struc-

tural changes within manufacturing. For this purpose we do not report

developments in all the 14 industries contained in the database but ag-
gregated the industries into three broader categories (note that these do
not cover all manufacturing industries).

o low-tech, labour-intensive industries: food products, beverages
and tobacco (DA), textiles and textile products (DB), and leather and
leather products (DC)

e resource-intensive industries: wood and wood products (DD),
coke, refined petroleum products and nuclear fuel (DF), chemicals,
chemical products and man-made fibres (DG), and other non-
metallic mineral products (DI)

e medium- to high-tech industries: machinery and equipment (DK),
electrical and optical equipment (DL), and transport equipment (DM)

Table 1 reports data on employment and output shares (both at prices
1996 and at current prices) and the wage structure for the seven Central
and Eastern European Countries and Austria as the benchmark.4 Further
Table 2 shows deviations of the variables from Austria in percentage
points.

One can see that all countries started in 1993 with high shares in low-
tech industries relative to Austria. In employment Hungary and Poland
with more than about 20 and 16 percentage points above Austrian shares
were the countries with the highest shares in low-tech industries. The
lowest deviation from Austria can be observed for the Czech Republic.
This corresponds to the data on output shares (either at current or con-
stant 1996 prices). With regard to employment shares in medium-/high-
tech industries only the Czech Republic and Slovakia showed initially
higher employment shares than Austria, reflecting a strong position of

4 An average of EU economies would have been preferable for this comparison, but Austria was
singled out as a benchmark country for reasons of data availability.
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the engineering sector in these two economies. In terms of output
shares, the medium-/high-tech sectors had in all countries lower output
shares than the benchmark Austria (although for some countries these
deviations were quite small). In the resource-intensive sectors the shares
relative to Austria are smallest on average both in terms of employment
and output shares.5

More interesting than these starting values are, however, the trends over
time. Employment shares in low-tech sectors have been declining
slightly in the Czech Republic, Hungary, Poland, Slovakia and Slovenia
but have increased dramatically in Bulgaria (from about 30% to about
43%) and in Romania. On the other hand one can see slight increases of
employment shares in the medium-/high-tech sectors in the Czech Re-
public and very large increases in Hungary (from 23% to 32%). Relative
to Austria all countries except the Czech Republic and Hungary now
show lower employment shares in medium /high-tech sectors than in
1993. For the resource-intensive sectors there are no clear trends across
countries and changes are small.

These trends in employment shares can either result from changes in
output or changes in (labour) productivity (ignoring possible interac-
tions between these two variables). Compared to Austria the output
shares of low-tech industries at constant 1996 prices have fallen dra-
matically in the Czech Republic, Hungary, Poland and Slovakia and
remained almost stable for Slovenia. On the other hand the shares of
these industries compared to Austria have risen in Bulgaria and Roma-
nia from nine to about 16%.¢ This shows a clear pattern of specialization
amongst the CEECs. Regarding the medium-/high-tech sectors one can
see the opposite tendencies for output measured at constant prices. Hun-
gary increased its share dramatically from about 17% to more than 55%,

5 One reason for this pattern is the relatively large share of resource-intensive industries in Austria.

6 1t is, however, interesting to see that the output shares of the low-tech industries at current prices
have fallen in all countries (most strongly again in Hungary and the Czech Republic), the differ-
ence to the constant price output shares being driven by changes in relative prices.
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the Czech Republic from 25% to 36%, and Slovakia from 18% to about
33%. In the other countries output shares of high-tech industries also
increased, but at lower rates and remained more or less stable in Bul-
garia. The rising share of high-tech output in Romania is due to the de-
creasing share of resource-intensive industries (especially chemicals and
chemical products (DG)). Output shares of high-tech industries at cur-
rent prices were rising in all countries except for Bulgaria and Romania.
Again a clear and diverse pattern of industrial specialization gets re-
vealed.



Landesmann 43

Table 1: Changes in the structure of manufacturing - 1993 and 2000

Employment shares Output (at prices 1996) Output structure Wage structure
(at current prices)
1993 2000 Employment 1993 2000 Output growth 1993 2000 1993 2000
growth (p.a.) (p.a)

Austria”
Low-tech 19.64 18.21 -2.39 20.51 17.08 2.36 21.59 1691 84.57  79.35
Resource-intensive 17.00 16.17 -1.79 23.66  20.72 3.00 2330 21.74 103.01 104.86
Medium-high-tech 29.22  30.66 -0.17 27.08  34.05 9.23 26.74  33.08 108.48 112.32
Czech Republic?
Low-tech 24.65  22.69 -4.80 27.07 19.94 -0.81 2831  22.39 88.54  83.20
Resource-intensive 14.22 17.16 -1.72 20.60  18.00 1.97 18.59  18.60 105.63 113.70
Medium-high-tech 31.53  33.05 -3.28 25.60  36.35 7.76 2637  30.16 99.46 106.84
Hungary
Low-tech 39.20 3695 -3.91 34.73 16.64 1.83 34.66  19.17 8544  77.15
Resource-intensive 16.55 15.27 -4.11 27.58 11.28 -0.73 2595 17.18 124.54 133.67
Medium-high-tech 22.67  32.01 1.32 16.70  56.80 24.40 18.61  46.76 101.93 111.51
Poland”
Low-tech 35.56  33.08 -2.59 3486  27.49 5.61 3591  30.53 88.55  81.92
Resource-intensive 15.63 16.82 -0.54 21.76  19.56 7.31 22.80  20.07 106.47 110.55

Medium-high-tech 2622 2270 -3.51 19.22  24.40 12.10 18.64  23.09 105.16 113.94
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Table 1 (continued)

Slovakia

Low-tech 27.52 26.85 -0.03 26.38 17.83 -0.78 25.22 18.52 85.59  85.60
Resource-intensive 17.08 16.18 -1.27 2427  20.87 2.94 25.26 19.61 111.33  103.71
Medium-high-tech 31.70 28.62 -1.68 18.10  32.90 9.99 18.46  27.29 95.74 105.39
Slovenia”

Low-tech 29.21 26.08 -3.83 27.10  23.67 0.11 26.78  23.65 95.44  86.41
Resource-intensive 14.29 15.40 -0.89 18.90 19.63 1.76 20.09 18.35 110.85 113.48
Medium-high-tech 26.84 25.88 -2.69 2529  29.61 4.30 25.51 28.94 97.20 101.06
Bulgaria

Low-tech 29.22 43.28 -3.73 29.82 3137 -4.15 32.67  29.60 97.38  81.21
Resource-intensive 13.46 14.22 -8.61 2558 31.72 -2.26 2525  36.66 128.30 135.91
Medium-high-tech 29.21 22.31 -13.33 14.59 13.58 -6.82 17.82 12.39 105.94 102.52
Romania

Low-tech 32.05 37.90 -4.80 29.54  33.71 0.09 33.77  29.95 86.96  76.62
Resource-intensive 15.60 15.49 -7.54 28.76  23.11 -5.06 2449  26.72 110.97 114.15
Medium-high-tech 28.92 24.66 -9.63 14.42 18.77 1.65 19.79 14.75 103.96 127.10

Notes: 1) 1999 instead of 2000 for output at prices 1996 and current output. - 2) 1999 instead of 2000 for current output
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Table 2: The structure of manufacturing and growth in relation to Austria (difference in percentage shares and growth

rates) - 1993 and 2000

Employment shares Output (at prices 1996) Output structure (at Wage structure
current prices)
1993 2000 Employment 1993 2000 Output 1993 2000 1993 2000
growth (p.a.) growth (p.a)

Czech Republic?
Low-tech 5.01 4.48 -2.42 6.56 2.86 -3.17 6.72 5.48 3.97 3.86
Resource-intensive -2.78 0.99 0.07 -3.06 -2.72 -1.04 -4.71 -3.13 2.62 8.83
Medium-high-tech 2.31 2.39 -3.12 -1.47 2.30 -1.47 -0.37 -2.92 -9.03 -5.48
Hungary
Low-tech 19.56 18.74 -1.52 14.22 -0.43 -0.53 13.07 2.26 0.87 -2.19
Resource-intensive -0.46 -0.90 -2.32 3.93 -9.44 -3.73 2.65 -4.56 21.53 28.81
Medium-high-tech -6.54 1.35 1.49 -10.38  22.75 15.17 -8.13 13.68 -6.55 -0.81
Poland”
Low-tech 15.92 14.87 -0.21 14.35 10.41 3.25 14.32 13.62 3.98 2.57
Resource-intensive -1.37 0.65 1.25 -1.89 -1.16 4.30 -0.50 -1.66 3.46 5.68
Medium-high-tech -3.00 -7.96 -3.34 -7.86 -9.65 2.87 -8.10 -9.99 -3.33 1.62
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Table 2 (continued)

Slovakia

Low-tech 7.87 8.63 2.35 5.87 0.75 -3.14 3.63 1.61 1.02 6.25
Resource-intensive 0.08 0.01 0.53 0.62 0.15 -0.06 1.96 -2.13 8.32 -1.15
Medium-high-tech 2.48 -2.04 -1.52 -8.98 -1.16 0.76 -8.28 -5.79 -12.74 -6.93
Slovenia?

Low-tech 9.57 7.86 -1.45 6.58 6.59 -2.25 5.19 6.75 10.86 7.06
Resource-intensive -2.71 -0.77 0.90 -4.76 -1.09 -1.25 -3.21 -3.38 7.84 8.62
Medium-high-tech -2.38 -4.78 -2.52 -1.78 -4.45 -4.93 -1.23 -4.14 -11.29 -11.26
Bulgaria

Low-tech 9.58 25.07 -1.34 9.31 14.29 -6.52 11.08 12.70 12.81 1.86
Resource-intensive -3.54 -1.95 -6.82 1.92 11.00 -5.26 1.95 14.92 25.29 31.05
Medium-high-tech -0.01 -8.36 -13.16 -12.49  -20.47 -16.05 -8.92  -20.69 -2.54 -9.80
Romania

Low-tech 12.40 19.69 -2.41 9.03 16.64 -2.27 12.18 13.04 2.39 -2.73
Resource-intensive -1.40 -0.68 -5.75 5.10 2.39 -8.06 1.19 4.98 7.96 9.29
Medium-high-tech -0.30 -6.00 -9.46 -12.65 -15.28 -7.58 -6.96 -18.33 -4.53 14.78

Notes: 1) 1999 instead of 2000 for output at prices 1996 and current output. - 2) 1999 instead of 2000 for current output
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With respect to the wage structure one would expect that on average
wage rates are relatively higher in the higher-tech sectors (e.g. by the
assumption that the skill intensity is higher for these sectors or the
higher productivity of these sectors). However, the general picture in
1993 was that average wages have been highest in all countries in the
resource-intensive sectors and lowest in the low-tech sectors. Compar-
ing this with the year 2000 we can indeed see a catching-up of relative
wage rates in the medium-/high-tech branches and a falling-behind in
the low-tech branches. The question for comparative costs is whether
such changes proceed above or below relative productivity level ad-
justments which will be explored in the next section of the paper. One
can also find a trend towards a convergence of wage structures (e.g.
compared to the Austrian as a representative of a Western European
wage structure) although this process seems to be slow.

Note that the analysis of output and employment patterns already points
towards our initial (Gerschenkron) hypothesis that specialization pat-
terns of catching-up economies may get directed towards the medium-
/higher-tech branches (as was the case especially in Hungary) where
initially the gap might have been the largest. This requires the fastest
catching-up in areas in which the initial gaps are the highest and this in
turn depends on the existence (or mobilization) and utilization of "capa-
bilities" (to use Abramovitz’ terms) to facilitate such differential catch-
ing-up. This was apparently not the case in Bulgaria and Romania and
the experience in this respect was also quite differentiated amongst the
other (more advanced) Candidate Countries. We now turn to the produc-
tivity and cost side of production in order to look at the development of
productivity gaps and the evolution of comparative cost structures more
directly. After that we study the emerging patterns of trade specializa-
tion.
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4. PRODUCTIVITY, WAGE RATES AND UNIT LABOUR COSTS

Not only productivity matters for competitiveness but also wage rates
play their role in shaping relative cost structures and hence the competi-
tive position of different industries from the cost side. In Table 3 we
have summarized the data again for the three types of industries (low-
tech, resource-intensive, and medium-/high-tech).

Using the same database as before, we focus now on productivity, wage
rates and unit labour costs. For productivity levels, we use employment
and data on output which are first expressed in national currency units
(NCU) at prices 1996. For comparative analysis these can be converted
either by using nominal exchange rates (EXR) or PPP rates (PPP) for
the year 1996." Output for industry i in country c in year t is denoted as

PR! /4

" Data on wages and salaries "' are first obtained in NCU at
nominal values. These data are converted into a common currency

c

(euro) using either current EXR or current PPP.? Data on employees ~ *
refer to average employment levels over the years.

' For this analysis we are constrained to using PPP rates for GDP as a whole. For selective countries
we have been able to obtain industry-level unit value ratios to adjust for industry level differences in
price levels, but this database is not large enough to allow the more extensive comparative analysis
presented here.

One might ask why one should look at wage rates also in PPP terms as one is interested in
comparative actual wage costs. The reason could be that one might want to conjecture what wage
costs would be when price levels between the CEECs and the EU have converged. One could see
such a comparison as an exercise multinationals might be interested in if they want to judge relative
wage cost differentials also for the longer run when the severe undervaluation of the CEECs' national
currencies would get eroded. In this case, workers would still ask at least for the same real wage rate
as they now obtain, an estimate for which would be the wage rate at PPP rates.
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c
it

Labour productivity LPR;, is calculated as LPR;, =
Further, unit labour costs are defined as it

LPR!,
W
E,

In Tables 3 wage rates, productivity levels and unit labour costs are

c

ULCY, =

compared to Austria (= 100). The variables for Austria have been calcu-
lated analogously. Table 3 presents the data using the nominal exchange
rates (EXR) conversion and in Table 4 the gaps are derived from PPP
comparisons (both wage rates and productivity levels). The difference
between the two tables thus reflects the development of the ratio be-
tween the exchange rate and the PPP rate. In the following, we shall
discuss first the three variables expressed at exchange rates.
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Table 3: Nominal productivity and wage at EXR and unit labour costs - 1993 and 2000

Wage Nominal productivity Unit labour costs”
Growth Growth Growth

1993 rate 2000 1993 rate 2000 1993 rate 2000

Czech Republic  Manufacturing total 7.79 8.80 14.42 1393 0.04 1397 18.76 8.76  34.65
Low tech 8.50 8.77 1593 1644 -0.74  16.63 18.47 9.52 33.76

Resource intensive 6.97 895 13.34 1572 -4.81  13.88 2047 13.76  66.95

Medium-high tech 7.36 9.63 1425 1147 252 1346 21.66 7.11 3548

Hungary Manufacturing total 11.22 0.69 11.77 18.22 779 3145 22.82 -7.51 13.49
Low tech 12.02 0.87 12.70  17.28 3.04  21.10 27.92 -2.58 23.65

Resource intensive 11.52 094 1252 16.79 241 1429 39.73 2.95 4041

Medium-high tech 10.73 1.53 11.87 1391 13.52 4993 28.72 -12.39  9.23

Poland Manufacturing total 7.94 9.60 1554  15.58 298 19.19 20.10 6.62 31.96
Low tech 8.43 9.56 16.64 15.89 3.16 19.89 2243 6.40 33.56

Resource intensive 7.86 9.47 1544 1440 148  16.69 23.96 7.99 39.53

Medium-high tech 7.88 1028 16.35 11.54 632 17.87 28.33 3.96 36.19

Slovak Republic Manufacturing total 6.71 6.71 1074 1542 -2.74 1272 13.51 946 26.18
Low tech 7.13 8.38 13.12 17.78 -5.37  12.56  14.53 13.75 34.60

Resource intensive 6.16 6.14 938 1227 049 12.10 17.57 5.65 26.75

Medium-high tech 5.98 7.97 1141 9.17 292  22.63 20.55 5.05 24.37

Slovenia Manufacturing total 21.65 498 30.67 27.60 -3.15 2215 43.87 8.12 77.46
Low tech 27.51 4.04 3722  34.58 -1.91  30.89 52.18 595 71.76

Resource intensive 23.86 4.51 3470  33.90 -5.55 2943 41.70 10.06 77.00

Medium-high tech 19.63 539 2849  28.02 -0.21  27.57 41.55 5.60 69.04
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Table 3 (continued)

Bulgaria Manufacturing total 4.24 0.86 4.51 6.72 -3.31 533 13.49 4.18 18.07
Low tech 5.57 -0.78 5.20 7.61 -3.13 6.15 16.30 2.35 19.91
Resource intensive 5.05 -0.65 4.70 7.45 -2.47 5.30 19.22 1.82 19.36
Medium-high tech 431 0.07 4.19 3.49 -1.12 336 26.51 1.19 27.05
Romania Manufacturing total 2.93 298 3.61 5.34 -2.03 4.63 10.08 5.01 14.31
Low tech 3.27 1.63 3.67 7.05 1.03 7.90 11.13 0.60 11.38
Resource intensive 2.77 3.80 3.55 6.10 -3.54 4.37 9.92 7.34 15.83
Medium-high tech 2.88 546 424 2.61 2.37 3.11 20.68 3.09 25.23

D Defined as wage at EXR/Productivity in PPP 1996
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Table 4: Productivity, wage and unit labour cost gaps at PPP - 1993 and 2000

Wage

Productivity

Unit labour costs”

1993 Growth rate 2000 1993 Growth rate 2000 1993 Growth rate 2000
(AUT=100)

Czech Republic  Manufacturing total 28.91 3.62 37.26 41.51 0.04 41.62 47.59 449  65.16
Low tech 31.58 3.59 41.16 48.96 -0.74  49.55  47.18 5.80  65.52

Resource intensive 25.89 3.77 3446 46.82 -4.81 41.35 54.62 791 135.73

Medium-high tech 27.32 445 36.81 34.18 2.52  40.11 54.94 375  71.73

Hungary Manufacturing total 28.28 0.59 29.47 49.16 7.79 84.84 61.52 -9.29  32.11
Low tech 30.29 0.77 31.79 46.61 3.04 5691 77.35 -7.21 50.04

Resource intensive 29.05 0.85 31.33 45.28 -2.41 38.55 101.45 -3.34 71.86

Medium-high tech 27.05 1.43 29.72 37.52 13.52 134.69 72.10 -13.34 22.62

Poland Manufacturing total 22.61 540 33.00 39.48 2.98  48.63 51.12 376  66.52
Low tech 24.01 5.36 3534 40.27 3.16 50.39 56.98 2.92  68.02

Resource intensive 22.41 527 32.79 36.48 148  42.30 55.17 547  79.70

Medium-high tech 22.44 6.08 34.72 29.24 632 4529 76.72 0.30 74.89

Slovak Republic Manufacturing total 24.22 3.59 31.14 49.70 -2.74  41.02 5023 333 6341
Low tech 25.72 526 38.04 57.31 -537 4049  56.77 574  80.61

Resource intensive 22.22 3.01 27.20 39.57 0.49 38.99 58.58 4.29 79.69

Medium-high tech 21.59 4.84 33.07 29.56 292 7295 77.68 -1.13  58.35

Slovenia Manufacturing total 43.39 2.51 51.74 49.35 -3.15 39.60  86.60 228 101.61
Low tech 55.13 1.57 62.79 61.83 -1.91 55.22 105.14 1.19 107.08

Resource intensive 47.81 2.05 58.53 60.61 -5.55 52.62  77.83 6.41 110.56

Medium-high tech 39.34 2.93 48.06 50.10 -0.21 49.29  83.22 -1.95 81.52
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Table 4 (continued)

Bulgaria Manufacturing total 7.19 -6.90 444 31.45 -3.31 2494 79.32 -5.24  54.96
Low tech 9.45 -8.54 5.12 35.63 -3.13  28.80  90.06 -5.56  66.33
Resource intensive 8.56 -840 4.63 34.88 -247  24.80 100.58 -5.98  64.10
Medium-high tech 7.30 -7.69 413 16.34 -1.12 1575 135.35 -5.38  87.53
Romania Manufacturing total 15.67 -2.91 12.79 29.04 -2.03 2520 51.51 1.09  55.60
Low tech 17.50 -4.26 13.02 38.37 1.03  43.01 49.34 035 48.14
Resource intensive 14.82 -2.09 12.57 33.17 -3.54  23.80 56.65 1.79  66.37
Medium-high tech 15.44 -0.43 15.05 14.19 237 1693  99.40 4.05 123.16

1) Defined as wage at PPP/Productivity at PPP
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4.1. PRODUCTIVITY

Expressed in nominal exchange rates all countries showed a large gap in
1993. The best performing country was Slovenia, reaching a productiv-
ity level of about 27% (relative to Austria). Bulgaria and Romania only
reached a productivity level of about 5% to 6% of the Austrian level.

There are however differences when looking at industry groups. In all
countries the gaps to Austria were the largest in the medium-/high-tech
industries and smallest in the low-tech industries, the measured differ-
ence in the productivity gaps between these two sets of industries was
generally between 5 and 10 percentage points.

Over time rapid changes in these patterns occurred. All countries ex-
perienced positive productivity growth from 1993 to 2000 (see Graph 5
earlier in the paper). But not all countries succeeded in closing the gap
relative to the benchmark Austria. In aggregate manufacturing only the
Czech Republic, Hungary, and Poland had higher productivity growth
than Austria. All other countries had lower productivity growth and thus
the gap widened.

But here again there are marked differences across types of industries.
Hungary closed the gap in the high-tech industries with a (per annum)
rate of closure of the gap of 15% and reached a level of about 50% that
of Austria. Similarly, Poland closed the gap most rapidly in the high-
tech sector with a rate of 6% and the Slovak Republic of 2%. Slovenia
and Bulgaria were falling back relative to Austria in all three sectors,
but the gap widened more (at a higher rate) in the low-tech and re-
source-intensive industries than in the medium-/high-tech industries.
Finally, also Romania succeeded in closing the gap in the low- and the
medium-/high-tech industries but started from an extremely low level.

Thus information on productivity catching-up seems to confirm in most
instances the Gerschenkron hypothesis at the industrial level, i.e. that
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faster rates of catching-up can be achieved in industries in which the
initial gaps were higher.

4.2. WAGE RATES

With respect to wage rates one can observe the following pattern. First,
the gaps in wage rates are much more even across sectors than was the
case with productivity. The gaps in wage rates (at current nominal ex-
change rates) extended from Slovenia with a level of about 20% the
Austrian wage rate level in 1993 to Romania with only 3%. Second, and
this is a very important point for the comparative cost dynamic, the
growth (or closure) rates for wage rates were much more similar across
sectors than was the case for the (differential) productivity growth rates.

4.3. UNIT LABOUR COSTS

The relative movements of wage rates and productivity determine the
evolution of unit labour costs which is, of course, an important measure
of the general (cost) competitiveness of countries but more importantly,
for our purposes, of the relative competitiveness of different industries.

Looking at the dynamics, we can see that in aggregate manufacturing
the wage versus productivity growth was such that over the period
1993-1999 unit labour costs were rising (relative to Austria) in the
Czech Republic, Poland, Slovak Republic, and Slovenia. They were
falling quite strongly in Hungary and Bulgaria, but for quite different
reasons as a comparison of productivity and wage rate movements at
both current and PPP exchange rates shows. In Hungary this was due to
a very strong performance in relative productivity growth and very
moderate relative wage growth (at current exchange rates), while in
Bulgaria there was actually a fall in the productivity position (relative to
Austria) but combined with a much sharper fall in relative wage levels
(again measured at the current exchange rate and this was due to a sharp
devaluation of the Bulgarian currency).
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Differences in the dynamics across industry groupings are remarkable
especially for those sectors in which countries experienced large pro-
ductivity growth rates (as wage growth is rather similar across sectors).
Especially Hungary reduced relative unit labour costs in the medium-
/high-tech sectors from 66% (the Austrian level) in 1993 to about 22%
in 1999.

The important point which emerges from cross-industry comparisons is
that for some countries the productivity catching-up (closure of the gap)
is rather rapid in the medium-/high-tech industries in which the initial
gaps were the highest. We reiterate the important point that this pattern
very much confirms the "Gerschenkron hypothesis" as applied to the
industry level (and as stated in the introduction of the paper). For other
countries no such differential productivity catch-up can be observed; in
the language of Abramovitz, such countries either did not have the "ca-
pabilities" or did not mobilize these to make use of the high learning
(and technology transfer) potential in those industries in which the ini-
tial technological gaps were the highest. On the other hand, we observe
that the pattern of wage catching-up (or wage growth) is much more
even - than productivity growth - across sectors, and hence comparative
cost structures move in favour of those sectors which experience faster
productivity catching-up; in Hungary and to a lesser degree also in a
number of other CEECs these are the medium- to high-tech sectors. This
is exactly the pattern which was also found in research on the dynamics
of comparative costs across a much wider range of catching-up econo-
mies (see Landesmann and Stehrer, 2001). Let us now move on to ex-
amine whether these underlying patterns of comparative cost dynamics
get also revealed in the evolving trade structures of CEE economies.
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5. TRADE PERFORMANCE AND TRADE SPECIALIZATION

In this section we start with an overview of broad sectoral patterns of
trade performance and then move towards a more detailed qualitative
examination of trade specialization. As will be seen below, the analysis
of evolving patterns of trade specialization will turn out to be consistent
with the previous observations regarding the dynamics of differentiated
productivity catching-up (across countries and industries) and the impli-
cations drawn from this regarding comparative cost dynamics. To com-
plete the analysis of trade performance, we shall show that indicators of
product quality up-grading (measured by the closure of export price
gaps) also support the picture drawn here regarding the evolution of
comparative advantage dynamics across the different CEE economies.

5.1. CURRENT ACCOUNTS: STRUCTURES AND DEVELOPMENTS

We shortly review the broad outlines of the current accounts in the
CEECs. Table 5 shows the four broad components of the current ac-
counts (all expressed in per cent of GDP) over the period 1989-2001.
We can see that all countries (with the exception of Slovenia) experi-
enced at times dramatic - and unsustainable - deficits in the current ac-
counts. In general, the CEECs are performing better in the trade ac-
counts on services than on goods. However, at closer examination (see
Romisch, 2001 and Graph 6), it emerges that this good performance in
services trade is predominantly due to the travel account, i.e. tourism
income, which is a very strong net contributor to the current accounts in
countries such as the Czech Republic, Slovenia, and - potentially - Bul-
garia. Also the transport services sector contributes positively in many
CEECs to the current account due particularly to the wage cost advan-
tages in road haulage. In other services, in which financial, insurance
and all types of business services (accountancy, marketing, consul-
tancy, etc.) are the main components, the CEECs are predominantly net
importers. In previous studies, it has been shown that in the business
services area, advanced economies retain a strong comparative advan-
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tage vis-a-vis catching-up economies after they have lost comparative
advantages even in relatively advanced areas of manufacturing (such as
in electronics). We thus expect the net import position in the business
services area to persist between the CEECs and the advanced countries
of Western Europe in the longer run. To some extent high deficit posi-
tions in these areas (especially in financial services) get reduced in those
countries which were most successful in attracting foreign firms to set
up local subsidiaries.

The income accounts also show mostly a negative balance (again with
the exception of Slovenia) which is mostly due to high interest pay-
ments on debt as well as - in countries which managed to attract a lot of
FDI such as Hungary - the repatriation of profits. In most countries there
is a positive balance on transfers.
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Table 5: Current account in per cent of GDP
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Czech Republic Current account balance 1.56 -0.97 4.47 -1.02 1.30 -1.91 -2.63 -7.14 -6.73 -2.20 -2.66 -5.28 -4.65
Balance on Goods 1.30 -0.72 1.33 -6.38 -1.50 -3.36 -7.07 -9.89 -9.24 -4.57 -3.46 -6.09 -5.43
Balance on Services 0.63 0.44 3.15 4.98 2.89 1.19 3.54 3.33 3.33 3.37 218 275 2.69
Balance on Incomes -0.31 -0.60 -0.17 0.02 -0.34 -0.05 -0.20 -1.25 -1.49 -1.91 -2.45 -2.67 -2.73
Balance on Transfers -0.07 -0.08 0.17 0.35 0.25 0.31 1.10 0.67 0.67 0.91 1.07 0.72 0.82
Hungary Current account balance -4.93 0.38 0.80 0.87 -8.96 -9.42 -5.55 -3.71 -2.15 -4.89 -4.33 -2.85 -2.13
Balance on Goods 1.84 1.05 0.57 -0.13 -8.42 -8.76 -5.47 -5.85 -4.29 -5.00 -4.53 -3.77 -3.89
Balance on Services -2.45 1.51 1.83 1.76 0.56 0.63 3.54 5.32 4.95 3.78 2.89 3.80 4.16
Balance on Incomes -4.75 -4.30 -4.14 -3.36 -3.09 -3.48 -4.13 -3.22 -3.11 -3.98 -3.40 -3.38 -2.87
Balance on Transfers 0.43 2.11 2.55 2.60 1.99 2.19 0.51 0.04 0.30 0.31 0.70 0.49 0.47
Poland Current account balance -1.73 1.21 -3.40 -1.80 -3.34 0.73 4.18 -0.95 -2.99 -4.32 -7.45 -6.31 -4.07
Balance on Goods 0.29 3.75 0.36 0.55 -2.89 -0.97 -1.50 -5.69 -7.86 -8.66 -9.27 -8.36 -6.62
Balance on Services -0.28 -0.25 0.37 0.41 0.44 0.06 0.11 -0.15 0.21 -0.31 -1.05 -1.07 -0.55
-5.64 -3.72 -4.74 -3.95 -3.06 -0.48 -0.25 -0.32 -0.36 -0.51 -0.48 -0.51
Balance on Transfers 9.32 3.36 0.93 0.82 0.56 0.68 0.43 0.70 0.80 1.23 1.04 1.07 1.13
Slovakia Current account balance -4.44 5.00 2.67 -9.56 -8.56 -9.01 -4.86 -3.62 -8.58
Balance on Goods -7.77 0.39 -1.19 -11.18 -9.76 -10.70 -5.41 -4.66 -10.43
Balance on Services 2.82 4.95 3.45 0.85 0.95 0.73 1.08 223 2.34
Balance on Incomes . -0.32 -0.79 -0.07 -0.22 -0.58 -0.72 -1.49 -1.80 -1.53
Balanes 8n Hansfsss -3.77 - . . 0.83 0.46 0.48 0.99 0.83 1.67 0.97 0.60 1.04
Slovenia Current account balance 8.99 2.98 1.02 7.40 1.51 3.98 -0.53 0.17 0.06 -0.75 -3.90 -3.37 -0.36
Balance on Goods 1.59 -3.50 -2.07 6.32 -1.22 -2.34 -5.08 -4.37 -4.26 -4.03 -6.20 -6.28 -3.31
Balance on Services 7.61 6.56 3.81 1.44 2.96 4.47 3.08 3.36 3.46 251 1.81 2.41 2.66
Balance on Incomes -0.82 -0.68 -0.84 -0.73 -0.41 1.18 0.96 0.70 0.22 0.14 -0.12 -0.14 -0.40
Balance on Transfers 0.61 0.61 0.12 0.37 0.18 0.67 0.51 0.48 0.65 0.62 0.61 0.64 0.68
Romania Current account balance 5.34 -8.73 -3.51 -7.99 -4.45 -1.42 -5.00 -7.28 -6.06 -7.10 -4.13 -3.69 -5.91
Balance on Goods 4.77 -8.96 -3.83 -7.25 -4.28 -1.37 -4.45 -6.99 -5.61 -6.28 -3.53 -4.56 7.48
Balance on Services 0.52 -0.46 -0.48 -0.86 -0.44 -0.57 -0.92 -1.09 -1.17 -1.56 -1.20 -0.69 -0.55
Balance on Incomes 0.04 0.42 0.05 -0.44 -0.55 -0.43 -0.68 -0.87 -0.91 -1.06 -1.15 -0.77 -0.84
Balance on Transfers 0.28 0.76 0.57 0.81 0.94 1.04 1.68 1.64 1.80 1.76 2.33 2.96
Bulgaria Current account balance -2.78 -1.99 -0.95 -4.19 -10.15 -0.33 -1.51 1.63 10.06 -0.48 -5.03 -5.57 -6.11
Balance on Goods -2.56 -1.31 -0.39 -2.47 -8.19 -0.17 0.28 1.22 3.09 -2.99 -8.35 -9.33 -11.56
Balance on Services 0.82 0.32 -1.06 -1.11 -0.53 0.11 0.50 3.33 8.13 2.93 243 4.01 4.02
Balance on Incomes -1.18 -1.19 -0.35 -1.11 -1.78 -1.99 -3.30 -3.96 -3.43 -2.23 -1.43 -2.55 -2.24
Balance on Transfers 0.13 0.19 0.85 0.50 0.34 1.72 1.01 1.04 2.28 1.81 2.32 2.30 3.68

Source: WIIW Database; own calculations.
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Graph 6: Net balances of CEECs in components of services trade, 1993-
2001
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Source: WIIW.

Although a differentiated analysis of the non-manufacturing parts of the
current accounts across the CEECs would be very interesting in itself
we shall now - for reasons of space - move towards a mote detailed ex-
amination of trade specialization within manufacturing.

5.2. TRADE SPECIALIZATION IN MANUFACTURING

In order to analyse structures and tendencies of trade specialization of
CEECs within manufacturing we use the COMEXT database which
collects all trade with the EU countries as reporting countries. The data-
base includes data at a very detailed (8-digit) level. The very detailed
level will be used in section 5.3 when examining relative export prices
as indicators for relative product quality. In this section we shall exam-
ine trade structures at the level of industry groupings which themselves
are constructed as aggregates of industries defined at the 3-digit NACE
level. The industry groupings used are the same ones which were de-
fined for the series of European Competitiveness Reports (see European
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Commission, 1999 and 2000) and the WIIW Competitiveness study
(WIIW, 2001).

Earlier studies (see e.g. Landesmann, 2000) have shown that the Central
and East European countries’ trading structure with the EU-12 started in
1989 with a profile typical of less developed economies: the representa-
tion of exports of the labour-intensive industrial branches was above-
average (in relation to EU imports as a whole), in the capital-, R&D-
and skill-intensive branches below-average (particularly in the latter
two), while the representation of exports of energy-intensive branches
was above-average - which reflected the heritage of cheap energy sup-
plies within the CMEA. Over time, important changes took place in the
CEECs' export structure to the EU and in the revealed comparative ad-
vantage indicators (RCAs) in the different categories of industries. The
most remarkable change took place in Hungary: from sizeable deficits in
its export structure in the areas of capital-, R&D- and skill-intensive
industries, these deficits either eroded completely or turned into sur-
pluses. This pattern was followed in a much less spectacular manner by
the Czech Republic and Poland, where deficits in the representation of
skill-, R&D- and capital-intensive branches were also reduced. For these
economies and also for the Slovak Republic the relatively strong pres-
ence of energy-intensive branches declined substantially, while this was
not the case with Romanian and Bulgarian exports to the EU (particu-
larly in the latter case, dependence upon energy-intensive exports to the
EU increased markedly until 1998). Also the picture with respect to
labour-intensive industries was remarkably different in the cases of Ro-
mania and Bulgaria, on the one hand, and the CEEC-5 on the other: in
the first two, labour-intensive branches became the predominant seg-
ment of their exports to the EU, while the dependence upon labour-
intensive branches got somewhat reduced in the other countries.

Discontinuity in statistics does not allow us to present a full analysis of
patterns of trade specialization going back to 1989 and we focus instead
on the period 1995 to 2000 (from 1995 onwards 15 EU reporting coun-
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tries are represented in the COMEXT database and consistent CN-
NACE classification converters can be used). As mentioned above, we
shall employ for this analysis a qualitative grouping of industries (de-
rived from an aggregation of 3-digit NACE industries) which was being
used in the EU Competitiveness Reports and has hence the advantage of
immediate comparability with the analysis conducted there for the EU
member countries. Two "taxonomies" are applied: one based on the use
of cluster-analytic techniques where industries are clustered (and indus-
try groupings identified) by the use of a number of industrial organiza-
tion and input use criteria (taxonomy 1). This led to the distinction of
five industry groupings: mainstream, labour-intensive, capital-intensive,
marketing-driven and technology-driven. In the other taxonomy (taxon-
omy 2) industries are grouped by skill intensity (low-skill, medium-
skill/blue-collar, medium-skill/white-collar, high-skill). The correspon-
dence between NACE 3-digit industries and the two taxonomies can be
seen in Appendix Table 9 and more detail on the underlying methodol-
ogy can be obtained from Peneder (2001).

In Table 6 we have calculated (in Table 6 a) for taxonomy 1 and in Ta-
ble 6 b) for taxonomy 2) the percentage points by which certain industry
groupings are more or less represented in the export structures of the
CEECs compared to the export structure of the EU Northern countries
(all EU countries except for Spain, Portugal and Greece). The figures
for the EU Southern cohesion countries have been similarly calculated
as differences in the percentage representation of their exports to the EU
in the different industry groupings relative to that of the EU-North. Fi-
nally for the EU Northern countries the actual percentage representation
of the industry groupings in their total (intra-EU) exports are presented.
In Graph 7, we have picked out the shares in countries’ exports to the
EU of those industry groupings where the qualitatively most striking
differences can be observed: the labour-intensive and technology-driven
groupings of taxonomy 1 and the low-skill and the high-skill groupings
of taxonomy 2.



Landesmann 63

We can see the following:

o In general there is still a relatively stronger representation of the
labour-intensive branches in the CEECs export structures to the EU
(compared to the EU Northern countries’ export structures). For Po-
land, Bulgaria, Romania and the Baltic states this dependence is very
strong - in fact much stronger than for the EU-South, and for Bul-
garia, Romania, Latvia and Lithuania this dependence has, further-
more, sharply increased over the period 1995 to 2000. For the other
countries, this "over representation" of labour-intensive branches -
relatively to the advanced EU member countries - has declined, for
some quite sharply. For Hungary a (branch) specialization in this di-
rection no longer exists.

e With respect to technology-intensive branches, which accounted for
about 33% of EU Northern EU exports, the CEECs started off in
1995 (earlier figures would indicate that this was even more the case
before that) with sizable "deficits" in these areas. Over the period
1995 to 2000 these deficits have declined substantially in Hungary,
the Czech and Slovak Republics, Estonia (in fact, in Hungary and
Estonia they have turned into surpluses), and in Poland more mildly.
In Bulgaria, Romania, Latvia and Lithuania these deficits have re-
mained at very high levels and in most cases have further increased.

e The picture is similar if we look at the two extreme categories of
taxonomy 2, i.e. the relative representation of low-skill- and high-
skill-intensive industries respectively in the countries’ export struc-
tures to the EU. Again we can see that the CEECs all started off with
an over-representation of the low-skill-intensive branches in their
exports to the EU (just as the Southern EU countries did). This over-
representation fell quite dramatically in the case of a number of
CEECs (the Czech and Slovak Republics, Hungary, Poland, Slovenia
and Estonia), but again remains at a very high level in Bulgaria, Ro-
mania and Lithuania.

o In the high-skill industries, deficits remain in all CEECs (as they do
in the Southern EU countries) but the picture shows again quite a bit
of differentiation across the CEECs, so that the percentage differ-
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ences (to EU-North) are below 10% in the case of the Czech and
Slovak Republics, Hungary and Slovenia.

Thus the picture which emerges is of strong differentiation across the
CEECs by a number of indicators of revealed comparative advantage
(see also the WIIW Competitiveness Report, WIIW, 2001, for further
indicators and analysis) in their structures and, furthermore, tendencies
of trade specialization. While some of the CEECs have reduced dra-
matically (or even lost completely) their inter-industry specialization
towards labour-intensive, low skill branches and made some inroads
into technology-driven and skill-intensive branches, others show clearly
that their specialization structures got "locked in" (at least so far) in the
labour-intensive, low-skill sectors. We take this as support of our basic
hypothesis that catching-up patterns can give rise to "comparative ad-
vantage switchovers" if countries can utilize the high potential for pro-
ductivity growth (and, as we shall see below, of product quality up-
grading) in industries in which the initial technological (and product
quality) gaps are rather high. Alternatively, countries which cannot util-
ize this potential remain locked in a specialization pattern which re-
mains the typical one between (technologically) advanced and less ad-
vanced economies.
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Table 6: Export structure of CEECs compared to EU-North and EU-South

a) Export shares (taxonomy I - factor intensities) - differences to EU-North

Czech Hungary Poland Slovak Slovenia Bulgaria Romania
Republic Republic
1995 2000 1995 2000 1995 2000 1995 2000 1995 2000 1995 2000 1995 2000
1 mainstream 7.65 895 -0.83 -3.42 -4.37 -0.56 -1.34  2.02 6.96 7.84 -10.32  -8.95 -7.28 -5.13
2 labour-intensive 1437 8.13 11.11  2.07 2588 1944 1359 890 16.64 12.58 1046 21.50 3233 3584
3 capital intensive  0.36  -4.10 -3.09 -10.15 1.70 -3.35 1379 1.96 -5.52 -3.09 2541 16.53 3.68 -7.99
4 marketing-driven  -6.22 -4.47 -1.07 -4.85 -5.44 -2.73 -7.80 -4.94 -7.99 -5.01 -0.58 -0.03 -2.59 3.08
5 technology -16.16 -8.51 -6.12 1635 -17.77 -12.80 -1824 -7.95 -10.10 -12.32 -2497 -29.05 -26.14 -25.79
driven
Estonia Latvia Lithuania EU-South EU-North
(Shares)
1995 2000 1995 2000 1995 2000 1995 2000 1995 2000
1 mainstream -10.66 -12.24  -14.21 -1527 -14.88 -12.46 -6.60 -7.37 21.67 20.82
2 labour-intensive  27.39 18.06  20.75 46.93 2249  34.18 1237 1.84 11.39 11.60
3 capital intensive ~ 8.01 -5.51 3136 799 2238 9.33 -3.23  2.56 23.81 23.37
4 marketing-driven -8.00 -6.33 -10.90 -8.12 -6.26 -3.63 4.56  7.00 15.53 11.62
5 technology -16.73  6.01 -27.00 -31.53 -23.74 -27.42 -7.11 -4.02 27.60 32.59

driven
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b) Export shares (taxonomy II - skill intensities) - differences to EU-North

Czech Re- Hungary Poland Slovak Repub- Slovenia Bulgaria Romania
public lic
1995 2000 1995 2000 1995 2000 1995 2000 1995 2000 1995 2000 1995 2000
1 low skill 6.54 -3.32 941 -7.79 17.08 4.77 12.68 1.42 3.94 -0.08 38.28 45.81 38.06 36.64
2 medium skill/ 7.33 16.52 392 936 11.27  20.15 5.80 13.82 12.85 16.61 -13.42 -14.23 -3.90 -5.40
blue collar
3 medium skill/ -7.11  -8.09 -234 092 -14.05 -11.91 -543 -7.53 -6.39  -7.20 -11.90 -20.14 -19.28 -17.64
white collar
4 high skill -6.77 -5.11 -10.99 -2.49 -1430 -13.01 -13.05 -7.71 -10.40 -9.34 -12.96 -11.44 -14.87 -13.60
Estonia Latvia Lithuania EU-South EU-North
(Shares)
1995 2000 1995 2000 1995 2000 1995 2000 1995 2000
1 low skill 13.29 4.01 3.68 2.10 19.75 22.05 23.36 14.88 29.41 26.97
2 medium skill/ 2.76 795 3.08 24.77 -5.28 -1.34 1.67 -2.75 19.59 20.56
blue collar
3 medium skill/ -7.50  3.26 11.25 -9.75 4.07 -3.56 -11.49 -7.28 32.00 33.62
white collar
4 high skill -8.55 -15.21 -18.00 -17.12 -18.53 -17.15 -13.54 -4.85 19.00 18.86

Note: Differences of export shares between CEECs and EU-South to EU-North; export shares for EU-North.
Source: Comext data base and own calculations
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Graph 7: Shares of different industry groupings in exports to EU
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However, we have still to be cautious at this stage: What we have ana-
lysed in this section was a distinct pattern of inter-industry specializa-
tion which emerges in trade between the CEECs and the EU. However,
the analysis of inter-industry specialization is only one aspect of trade
specialization; the other would be intra-industry specialization, i.e. the
specialization on particular production stages or on product quality
segments within an industry. For reasons of space, we are not going to
present the results from detailed analysis of patterns of "vertical product
specialisation" which we have undertaken, i.e. the specialization on
particular production stages or on product quality segments within an
industry. For this we refer the reader to the results reported in Landes-
mann and Stehrer (2002). The results support the Gerschenkron hy-
pothesis with respect to strong upward movements in the vertical (i.e.
product quality) structure of intra-industry trade, particular in those
industries where the initial "product quality gaps" were large, in the case
of the advanced CEE economies.

In this context, let us also point out that there is well-established strong
evidence (see Landesmann, 2000 and WIIW, 2001) for growing intra-
industry trade between the more advanced CEECs and the EU. This is
in line with the "new" trade theory which suggests that trade among
industrialized countries is motivated by product differentiation and
economies of scale. Measured by Grubel-Lloyd indices, intra-industry
trade has been most pronounced in EU trade of the Czech Republic,
Slovenia and Hungary whereas it has been lowest in Latvia, Lithuania
and Romania. Compared with the early period of transition (and even
more so with the pre-transition period), intra-industry trade between the
more advanced CEECs (the Czech and Slovak Republics, Hungary and
Poland) and the EU has increased further whereas it has more or less
stagnated in Bulgaria and Romania. Judging also by the high shares in
exports and imports, intra-industry trade (including outward processing
trade) has been of particular importance in textiles as well as in electri-
cal, optical and transport equipment. Again, the evidence on the levels
and rates of change of intra-industry trade points towards a strong dif-
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ferentiation amongst the CEECs.

6. THE ALLOCATION OF FOREIGN DIRECT INVESTMENT
ACROSS BRANCHES

We finally look at two important factors which are generally regarded as
important in determining the course of catching-up and the pattern of
specialization of the Central and Eastern European countries. We refer
here, firstly, to the role of foreign direct investments (FDI) as important
carriers of technological and managerial know-how transfer and, sec-
ondly (in section 7), to the role of human capital whose existence is seen
as crucial in facilitating the adoption of new technologies and as influ-
encing a country’s pattern of trade and industrial specialization.

There is broad agreement in the literature that FDI plays an important
role in restructuring and in improving competitiveness (see the general
evidence world-wide e.g. in UNCTAD, 2001, Barrel and Holland, 2000,
and for the CEECs, see e.g. Hunya, 2000). Table 7 reports data on FDI
stocks in 2000 for seven Central and Eastern European countries. These
data were collected from national sources and/or foreign investment
agencies. As there are methodological problems in comparing the data
across countries (especially for Hungary and Poland) we shall only dis-
cuss the structure of FDI within the countries.

Manufacturing industry has been an important target of FDI in most
Candidate Countries attracting nearly half of the inward FDI stock as of
end-2000 (exceptions are the Baltic states and no data are presented for
Bulgaria and Romania in Table 7). The sectoral distribution of FDI is
highly uneven, reflecting the wvarying attractiveness of individual
branches for foreign investors as well as differences in the privatisation
policies pursued by the individual Candidate Countries (see Hunya,
2000). Generally FDI inflows have been high in both the domestically
oriented food, beverages and tobacco industry (DA) especially in the
Czech Republic, Hungary, Poland, Slovakia, Latvia and Lithuania, in
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some natural resource-based industries such as non-metallic mineral
products (DI), as well as in export-oriented branches such as electrical,
optical (DL) and transport equipment (DM) industries.
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Table 7: Foreign direct investment (FDI) stock in manufacturing industry, 2000 (USD million)

NA- Czech Slovak
CE Activities Republic” Hungary Poland Republic Slovenia Estonia Latvia Lithuania
DA Food products; beverages and tobacco 1125.6 918.4 4961.9 229.0 38.5 128.2  100.2 269.3
DB Textiles and textile products 203.6 142.6 2544 20.6 12.7 78.6 32.5 108.6
DC Leather and leather products 4.1 22.8 17.2 153 12.4 . 1.8 0.3
DD Wood and wood products 89.7 40.4 240 17.1 56 936" 579 33.0
DE Pulp, paper & paper products, publishing & printing 587.7 159.4 1470.3 105.9 191.6 . 17.9 25.2
DF  Coke, refined petroleum products & nuclear fuel 2109 51597 . 151.6 . 6.0 0.0 42.8
DG Chemicals, chemical products and man-made fibres 398.0 1285.1 117.1 173.2 49.6 38.1 .
DH Rubber and plastic products 104.2 176.7 5914 21.3 141.4 6.3 10.5 26.7
DI Other non-metallic mineral products 1467.8 233.6  2785.7 97.9 73.3 . 23.7 37.6
DJ  Basic metals and fabricated metal products 624.2 194.6  403.4 819.2 88.5 22.3 25.7 11.6
DK Machinery and equipment n.e.c. 218.7 199.1 317.1 80.4 144.7 18.5 21.5 7.4
DL Electrical and optical equipment 662.2 680.6 1575.1 80.0 122.4 16.6 5.9 53.0
DM Transport equipment 989.5 366.0 5167.7 122.3 133.9 39.1 1.3 48.1
DN Manufacturing n.e.c. 100.5 383 3935 7.8 4.5 8.1 7.9
D  Manufacturing 6786.7 3688.4 19462.8 1885.4 1142.7  567.7  345.0 671.5
FDI total 17552.1  10104.0 45772.0 3692.2 2808.5 26454 2081.3 2334.3

Notes: 1) 1999. - 2) Includes DF+DG. - 3) Includes DD+DE.
Remarks: Czech Republic: equity capital, reinvested earnings, loans. Hungary: nominal capital based on corporation-tax declarations.
Poland: equity capital, reinvested earnings gross; projects over USD 1 million capital based on PAIZ data. Slovak Republic: equity capital, rein-
vested earnings - in the corporate sector. Slovenia: equity capital, reinvested earnings, loans. Estonia: equity capital, reinvested earnings, loans.
Latvia: equity capital, reinvested earnings, loans. Lithuania: equity capital, reinvested earnings, loans. Croatia: equity capital.
Source: National banks, Statistical Offices and Foreign Investment Agencies.
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Using again our previous classification into low-tech, medium-/high-
tech, and resource-intensive industries and looking at the shares of sales
from FIEs (enterprises with some degree of foreign ownership; for de-
tails on this database see Hunya, 2002) in total industry sales, we can
see that in all four countries depicted in Graph 8 the FIEs account for a
higher share of sales in the medium-/high-tech than in the low-tech or
the resource-intensive branches. This is quite consistent with the picture
of structural change and trade specialization depicted for the more ad-
vanced of the CEECs in the previous sections of this paper.

Graph 8: The share of FIEs in different industry groupings (1999 in %)
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Overall, there are two points we want to make with regard to FDI:

e The presence of FDI across CEECs remains very uneven and hence
the role it can perform in facilitating the up-grading of the CEECs'
industrial structures will actually be performed to different degrees.
This is compatible with a picture of differentiated catching-up pat-
terns across the CEECs as pointed out in the previous sections of the
report.
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e The distribution of FDI across branches (although this point needs
further elaboration which will not be undertaken in this paper) indi-
cates that FDI is attracted also to branches which can be classified as
medium-/high-tech and thus plays a role in the productivity and qual-
ity up grading process in these branches (for further evidence on the
impact of foreign ownership involvement in further productivity im-
provements and export performance in CEECs, see Hunya, 2002).

7. THE ROLE OF EDUCATIONAL ATTAINMENT AND LA-
BOUR MARKET DEVELOPMENTS WITH REGARD TO DIF-
FERENT SKILL GROUPS

It is well known that the large cumulative employment drops in the CEE
region since 1989 has been reflected in falling labour force participation
rates in all CEECs. A comparison between the transition countries cov-
ered here and the EU-15 shows that, despite these considerable falls,
participation rates are still higher than the EU average (68%) in the
Czech Republic, Slovakia and Romania, similar to the EU-15 level in
Poland, and lower than in the EU in Hungary and Bulgaria. Employ-
ment rates (total number of employed relative to the population aged 15-
64) also show a wide range, from close to 70% in Romania and the
Czech Republic (in 1998) to 54% in Hungary. A comparison of em-
ployment rates in CEECs and the EU in 1998 shows that the average
CEE-7 rate stood at 62.7%, slightly higher than the EU average of 61%.
Furthermore, the gender gap in employment rates remained smaller in
the CEECs compared to most countries in the EU. Unemployment rates
amounted to between 9% and 19% in the CEECs by the year 1999
which reflects the development of the labour force (particularly the par-
ticipation rate) on the one hand and that of employment levels on the
other. Unemployment rates across the region have reached a range not
dissimilar to the EU in the early 1990s.
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The labour market structure of the accession countries with respect to
skill levels and educational attainment must be seen against the back-
ground of these changes in participation rates. A first glance at compa-
rable data across CEECs and a comparison with EU Northern and EU
Southern economies reveals high shares of upper secondary education
(see Table 8).

The data presented in Table 8 were collected from national labour force
surveys and compared to data for European countries reported in Euro-
pean Commission (2001). Although there are methodological difficul-
ties these data provide a rough overview of the structure of educational
attainment.

Table 8 shows that most countries have a share of lower upper secon-
dary educational levels in the working-age population of about 30%
(lowest in the Czech Republic with 24%) which is at more or less the
same level as for the EU Northern countries. Higher shares are only
reported for Bulgaria and Romania with more than 40%. This can be
compared to the EU Southern countries which show a share of almost
60%. With respect to the other aggregates the Central and Eastern Euro-
pean countries have on average higher shares of upper secondary and
much lower shares in tertiary education than the EU Northern and even
slightly lower shares in tertiary education than the EU Southern coun-
tries.
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Table 8: Educational shares

Czech Rep. Hungary Poland Slovenia Slovak Rep. Estonia Latria Lithuania Bulgaria Romania EU-South EU-North
Population
Age group 15-64 by education
< upper secondary % 23.8 38.5 33.1 339 28.8 26.2 30.6 313 439 432 58.0 28.6
upper secondary % 67.0 50.3 58.3 53.9 63.5 51.3 553 36.8 42.7 49.9 29.2 49.5
Tertiary % 9.1 11.2 8.6 12.1 7.6 22.5 14.1 319 13.4 6.9 12.8 21.9
Labour force
Age group 15+ by education
< upper secondary % 10.4 18.4 15.8 20.7 9.4 124 13.8 12.4 229 35.7 54.9 23.5
upper secondary % 71.8 65.4 71.9 62.8 80.0 585 66.7 449 56.8 55.9 28.3 51.6
Tertiary % 11.8 16.2 12.3 16.5 10.6 29.1 19.4 42.6 20.3 8.4 16.8 24.9
Employment
Age group 15+ by education
< upper secondary % 8.8 17.4 14.8 19.9 6.9 10.7 12.7 11.4 19.2 36.8 54.7 22.3
upper secondary % 78.7 65.5 71.3 62.8 80.7 57.4 66.3 42.6 57.7 54.4 28.2 51.8
Tertiary % 12.6 17.1 13.9 17.3 12.4 31.8 21.0 459 23.1 8.7 17.1 259
Unemployment
Age group 15+ by education
< upper secondary % 26.7 324 20.8 31.9 19.8 23.9 20.8 18.0 39.0 20.0 56.1 38.0
upper secondary % 69.2 64.1 75.0 62.9 712 65.1 69.5 57.4 53.0 75.6 29.5 48.7
Tertiary % 4.1 35 42 5.3 29 11.0 9.8 24.6 7.9 44 14.4 133

Source: Employment and labour market in Central European countries, European Commission, 2001 and own calculations.
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However, the shares of different educational groupings in the labour
force and in employment can differ from those in (working-age) popula-
tion as participation rates differ across countries and educational levels.
Whereas the relative shares between population, labour force and em-
ployment across the different educational groups corresponds roughly
for the EU Southern and EU Northern countries, there are bigger differ-
ences in relation to the Central and Eastern European countries. The
share of lower upper secondary educational levels in the labour force
and in employment is in most cases much below the share in total popu-
lation which reveals a very low participation rate. Correspondingly the
relative shares of people with upper secondary education and tertiary
education in the labour force and in employment are relatively higher.

The skill structure of unemployment similarly reflects this picture and
also differs from the EU Northern and EU Southern countries. People
with upper secondary educational levels amount to about 60% to 70% of
unemployed compared to 30% in EU-South and 50% in EU-North. On
the other hand the share of people with lower upper secondary level is
lower (the reason might be the lower participation rate) whereas the
share for people with tertiary education is much lower. Unemployment
rates are particularly low amongst the persons with tertiary education,
even in comparison with the EU Southern and EU Northern countries.
This points towards a structural problem, i.e. the lack of highly-skilled
workers/employees. However, these data mask further severe deficien-
cies with respect to particular occupations. E.g. the EBRD (2000) re-
ports a lack of skills especially in managerial and other high-skilled
employment which corresponds to the relatively low shares in tertiary
education.

Graph 9 shows the evolution of employment levels by skill groupings
(ISCED classification) for three of the CEE Candidate Countries. The
compilation of this dataset from national labour force surveys (LFS) was
laborious and the data series have different starting points as the
compilation of LFS data started at different dates in the different
economies. The uniform picture which emerges is that there were strong
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The uniform picture which emerges is that there were strong negative
employment developments in the lowest skill categories while there
were positive labour market pressures for the higher skill groupings
(mostly those with tertiary education, in some countries those with up-
per secondary educational levels).

Although the above definitely requires much more detailed analysis, the
evidence obtained with regard to strong labour demand pressures for the
highly skilled in the transition countries is consistent with the picture of
a catching-up process with qualitative up-grading which has been de-
veloped in the earlier sections of this paper.

Graph 9:

Czech Republic: Changes of employment in skill categories
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Hungary: Changes of employment in skill categories
(Index: 1992 = 100)
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8. SUMMARY

This paper has attempted to analyse the evolving patterns of industrial

specialization in Central and Eastern Europe. We have shown that a

differentiated picture emerges, with some countries catching up rela-

tively fast in technologically more sophisticated branches and also im-

proving their positions in intra-branch product quality. This picture is

compatible with an analytical approach in which the potential exists to

turn comparative advantages in favour of those areas in which initially
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bigger gaps (in productivity and product quality) exist. This is an appli-
cation of the Gerschenkron hypothesis ("advantage of backwardness") at
the industrial level. However, the existence of such a potential does not
automatically imply its utilization (a point which Abramovitz empha-
sized). The approach makes room for a wide diversity of qualitative
catching-up patterns and evolving positions of catching-up economies in
the international division of labour. This is what we observe with re-
spect to the countries in Central and Eastern Europe where one set of
countries got (so far) "locked in" in a rather traditional pattern of trade
and industrial specialization (in low-skill, labour-intensive branches),
while other CEECs (to varying degrees) show a much more dynamic
pattern of integration into the European division of labour.

We have substantiated this picture of diversity by analysing first the
broad patterns of structural change in Central and Eastern Europe (sec-
tion 2) and then the changes in employment and production structures
within manufacturing (section 3). We then moved towards examining
the evidence for a dynamically evolving structure of comparative advan-
tage with a detailed assessment of differential patterns of productivity
and unit (labour) cost growth across branches (section 4) as well as
with an analysis of the evolving structure of trade specialization (section
5). Finally, we sketched the roles of foreign direct investment (section
6) and of the existence and utilization of educational attainment (section
7) as important factors in determining the positions of individual coun-
tries (the analysis could similarly be extended to regions) in the evolv-
ing division of labour in the European economy as a whole. We could
show that the picture concerning labour demand for different skill
groups supports our analysis with respect to the up grading of industrial
structures in the more advanced of the CEE Candidate Countries.

As regards EU enlargement, our analysis shows clearly that different
CEEC:s are in different positions with regard to their achieved levels of
catching-up, and this refers not only to overall levels but - probably
more importantly - to the qualitative nature of their structural transfor-
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mations and their positions in cross-European trade structures. We ex-
pect such differentiation to have a bearing on how they will cope with
the additional adjustments required by the accession process itself and
on what footing they will be able to participate in the integrated struc-
tures of the enlarged European economy. This, of course, also has im-
plications for the instruments which will be required to deal with the
problems of cohesion which will get further accentuated not only as a
result of the accession process itself but as a result of the existence of a
set of other economies which are highly integrated with the EU but will
not join in the first round.

Differentiation across regions shows a similar picture of differentiation
across countries (see Fazekas, 2002). Again, some regions are catching
up in terms of industrial up grading, they are very successful in attract-
ing FDI which accounts for a large share of overall exports, while other
regions remain "locked in" in low-skill areas of production, with low
shares of well-educated personnel and little evidence for up grading.
Regional differentiation constitutes thus a great challenge for cohesion
policies in the Candidate Countries.
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10. APPENDIX
Table 9
WIFO Taxonomies Taxonomy 1 Taxonomy 11
NACE rev.1  factor inputs labour skills
Meat products 151 4 1
Fish and fish products 152 4 1
Fruits and vegetables 153 4 1
Vegetable and animal oils and fats 154 4 1
Dairy products; ice cream 155 4 1
Grain mill products and starches 156 4 1
Prepared animal feeds 157 4 1
Other food products 158 4 1
Beverages 159 4 1
Tobacco products 160 4 1
Textile fibres 171 3 1
Textile weaving 172 2 1
Made-up textile articles 174 2 1
Other textiles 175 1 1
Knitted and crocheted fabrics 176 1 1
Knitted and crocheted articles 177 1 1
Leather clothes 181 2 1
Other wearing apparel and accessories 182 2 1
Dressing and dyeing of fur; articles of
fur 183 2 1
Tanning and dressing of leather 191 4 1
Luggage, handbags, saddlery and har-
ness 192 4 1
Footwear 193 4 1
Sawmilling, planing and impregnation of
wood 201 2 2
Panels and boards of wood 202 2 2
Builders' carpentry and joinery 203 2 2
Wooden containers 204 2 2
Other products of wood; articles of cork,
etc. 205 2 2
Pulp, paper and paperboard 211 3 3
Articles of paper and paperboard 212 1 3
Publishing 221 4 3
Printing 222 4 3
Coke oven products 231
Refined petroleum and nuclear fuel 232 3 3
Nuclear fuel 233
Basic chemicals 241 3 3
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Table 9 (continued)

Pesticides, other agro-chemical products 242 5 3
Paints, coatings, printing ink 243 1 3
Pharmaceuticals 244 5 4
Detergents, cleaning and polishing,

perfumes 245 4 3
Other chemical products 246 5 3
Man-made fibres 247 3 3
Rubber products 251 1 1
Plastic products 252 1 1
Glass and glass products 261 1 1
Ceramic goods 262 2 1
Ceramic tiles and flags 263 3 1
Bricks, tiles and construction products 264 2 1
Cement, lime and plaster 265 3 1
Articles of concrete, plaster and cement 266 1 1
Cutting, shaping, finishing of stone 267 2 1
Other non-metallic mineral products 268 1 1
Basic iron and steel, ferro-alloys (ECSC) 271 3 1
Tubes 272 1 1
Other first processing of iron and steel 273 3 1
Basic precious and non-ferrous metals 274 3 1
Structural metal products 281 2 2
Tanks, reservoirs, central heating radia-

tors and boilers 282 4 2
Steam generators 283 2 2
Cutlery, tools and general hardware 286 4 2
Other fabricated metal products 287 1 2
Machinery for production, use of mech.

power 291 1 4
Other general purpose machinery 292 1 4
Agricultural and forestry machinery 293 1 4
Machine-tools 294 2 4
Other special purpose machinery 295 1 4
Weapons and ammunition 296 1 4
Domestic appliances n. e. c. 297 1 3
Office machinery and computers 300 5 4
Electric motors, generators and trans-

formers 311 1 3
Electricity distribution and control appa-

ratus 312 5 3
Isolated wire and cable 313 1 3
Accumulators, primary cells and primary

batteries 314 1 3
Lighting equipment and electric lamps 315 1 3
Electrical equipment n. e. c. 316 2 3
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Table 9 (continued)

Electronic valves and tubes, other elec-

tronic comp. 321 5

TV, and radio transmitters, apparatus for

line telephony 322 5

TV, radio and recording apparatus 323 5

Medical equipment 331 5

Instruments for measuring, checking,

testing, navigating 332 5

Optical instruments and photographic

equipment 334 5 3

Watches and clocks 335 4 3

Motor vehicles 341 5 2

Bodies for motor vehicles, trailers 342 2 2

Parts and accessories for motor vehicles 343 3 2

Ships and boats 351 2 2

Railway locomotives and rolling stock 352 2 2

Aircraft and spacecraft 353 5 4

Motorcycles and bicycles 354 1 2

Other transport equipment n. e. c. 355 1 2

Furniture 361 2 2

Jewellery and related articles 362 2 2

Musical instruments 363 4 2

Sports goods 364 4 2

Games and toys 365 4 2

Miscellaneous manufacturing n. e. c. 366 4 2
Taxonomy I : Taxonomy II :

Industry clusters: 1. Mainstream 1. Low-skill industries

2. Labour-intensive industries 2. Medium-skill/blue-
collar workers

3. Capital-intensive industries 3. Medium-skill/white-
collar workers

4. Marketing-driven industries 4. High-skill industries

5. Technology-driven industries

Source: M. Peneder (2001), "Entrepreneurial Competition and Industrial Location",
Edward Elgar, Cheltenham, UK.
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DIFFERENCES AND SIMILARITIES BETWEEN

CCSAND THE EU - A CC PERSPECTIVE
ANDRAS INOTAI

First of all I want to thank the organisers and also the Economic Policy
Committee for the invitation and for the possibility to share with you
some of my experience and personal remarks concerning the economic
development, structural changes and problems in the acceding countries
and in a wider European Union. I would like to make altogether nine
points.

1. The environment of the enlargement in which most of the struc-
tural changes are expected to take place in the coming years. The
environment of this enlargement differs to a significant extent from the
previous enlargements, for many reasons. First of all, it is a "big bang"
enlargement. There will be up to ten countries, eight of them from Cen-
tral and Eastern Europe that will enter. Of course, as in many other
cases, it is a fundamentally politically motivated "big bang" enlarge-
ment. That is no problem, the European Union is not just an economic
actor, but also a political actor. And all the previous enlargements had
had political motivations, some to a larger, and some to a smaller extent.
But the problem today is the low level of awareness of the economic
consequences of the political decision. While during the Mediterranean
enlargement, these economic consequences were fully taken into ac-
count, in the sense that the European Community was prepared finan-
cially and provided large sums in regional and structural aid for the new
and less developed countries, this kind of balance is largely missing in
the framework of the coming enlargement. This imbalance may create a
number of problems both for the acceding countries at least until the end
of 2006 and for the present member countries.
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Secondly, the enlargement is taking place most probably and unfortu-
nately in a Western Europe which has very low economic growth rates.
There are no encouraging signs at the moment that the situation would
be dramatically improving in 2004 and 2005.

Third, there is an accumulated reform pressure in some of the EU mem-
ber countries, particularly in those countries which used to be the engine
of the European integration process - mainly Germany but also in some
other, mainly large countries.

Also, in addition, the reform needs are not less important on the integra-
tion level. A number of EU policies, from institutional reforms to com-
mon agricultural policy up to the future of the budget, should be revis-
ited and reconsidered not after 2007, but most probably at the moment
of enlargement, and not only because the enlargement takes place.

And finally, of course, Europe is not isolated from world developments
and global challenges that certainly make some further and fundamental
impacts on the shaping of a new and enlarged European Union.

2. For obvious political reasons, the acceding countries have been
put into one basket. However, it would be extremely not only simpli-
fied but dangerous to think that these countries are homogeneous. There
are quite important differences both on the macroeconomic level, and
even more if you look at the microeconomic structures and the institu-
tional level. Let me just mention the latest figures published by
Deutsche Bank Research a couple of days ago. National growth rates for
2002 and 2003 are between 1.3 percent for Poland and 6.7 percent for
Lithuania. The Consumer Price Index is 1.1 percent for the Czech Re-
public and over 5 percent in the case of Hungary. The fiscal balance is
between almost a balanced situation in Estonia to up to 9 percent of the
GDP deficit in the case of Hungary, and this year it will be almost 6
percent in the Czech Republic. Current account balance and unemploy-
ment is from 6 percent in Hungary up to almost 20 percent in some
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other acceding countries. And in addition, most of these figures can
change, sometimes very quickly, to the better or to the worse. So the
sustainability of this process is also a very important issue.

3. When talking about the accession of the Central and Eastern Euro-
pean Countries to the European Union, I think we miss the real point.
The point is not to join. That will happen on 1 May 2004 according to
the present situation. What I am much more interested in is not the mo-
ment of accession, but the continuity of the integration process, that
is membership. How will these countries have a sustainable member-
ship in the EU. And not only sustainable but also successful. All the
efforts, and all the structural changes should focus on how to achieve
these major goals.

4. What are the pillars of sustainable growth? For the time being I
think that it’s quite clear that in all countries sustainability of growth has
to be based on export-orientation and it has to be investment-driven and
not consumption-driven. That was the case in most of the countries for a
long time. However, most recently there was a deviation, I would say
even aberration, from this healthy path of sustainable development in
some countries. For various reasons, ranging from facing the conse-
quences of global economic downturn, domestic economic problems of
transition to short-term and short-sighted party-politics, private con-
sumption became the basic engine of growth. This growth pattern is
already showing a number of negative consequences. It does not mean,
of course, that private consumption cannot increase. It has to, and under
normal economic conditions, it can also increase. However, it should
not outpace the general rate of economic growth. If a country has a 5
percent growth rate, there is relatively large manoeuvering room to in-
crease private consumption by 3 percent, and still investment-driven and
export-driven economic growth can easily be sustained.
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5. If we talk about export-oriented and investment-driven sustain-
able growth, then we have to look at these two factors in more detail.

Looking at the trade and export development of most of the Candidate
Countries, the traditional classical trade theory can be challenged in a
number of areas.

First, there is of course a correlation between developments or growth
rates on the main export markets of Central and Eastern Europe and the
growth rate in Central and Eastern Europe itself. However, one can see
that even in 2002 in most CEE countries exports were resistant to the
downturn or recessionary trends in Western European markets. While in
the EU total imports fell by 3 percent, exports from the Czech Republic,
Poland, Hungary and Slovakia increased between 5 and 10 percent to
the European Union. Despite the uniquely high level of dependence on
Western Europe, these countries could increase their market share and
could maintain their dynamic export development. The explanation
mainly lies in the rapidly growing competitiveness. It was not the case a
decade ago, when a much lower level of "dependence" from Western
European import markets was not able to prevent the immediate nega-
tive impacts on growth in Central and Eastern Europe in case of declin-
ing or sluggish growth in Western Europe.

Also the theory on the so-called training ground has been challenged.
The sequencing was not what many experts had been proposing at the
beginning of the 1990s. Their advise was to give priority to the CEE
market, where the transition economies were expected to be more com-
petitive. And once a higher level of competitiveness will have been
reached, to say, in 10 to 15 years, then these countries could be able to
enter the Western European market. Just the opposite happened. In this
context, Central (and partly Eastern) Europe followed the East-Asian
model. All the East-Asian economies first became competitive on the
US market, and then, in the second stage, they could prove their com-
petitiveness also on other markets, including the regional ones. To focus
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more on the regional market is likely to happen in the coming years,
once most of these countries will become members of the EU.

The different structural specialisation of the CEE countries must also be
mentioned. Some countries are certainly defying the traditional Heck-
scher-Ohlin model that, being at a lower level of development, they
should specialise on labour-intensive or raw-material-intensive prod-
ucts, and that they should import more technology-intensive, skill-
intensive goods. This is certainly not the case for Hungary, not the case
for the Czech Republic, to a lesser extent for Slovakia. It is, however,
very much the case for the Baltics, excluding services, and particularly
for Southeastern Europe. Thus, there are very clear structural differ-
ences among the individual CEE countries. Based on international clas-
sification, almost two-thirds of total Hungarian exports to the EU con-
sist of so-called technology-intensive goods, although we can discuss
what is meant by "technology-intensive goods". This share is about 50
percent for the Czech Republic and Slovakia, it is about 40 percent for
Slovenia, 35 percent for Poland and less than 10 percent for the Baltics.

The unit price of exports is an additional important indicator of struc-
tural differences and different levels of competitiveness. On the German
market, which is the most important export market for all of these coun-
tries, these differences are more than obvious. Final manufactured goods
account for 75 to 90 percent of the total exports of the CEE countries to
Germany. In 2001, one ton of Hungarian exports of final manufactured
goods to Germany was 2.5 times more "valuable" than one ton of Czech
exports and 4 times more "valuable" than one ton of Polish exports. The
deeper one is digging into the micro-level, the more differences can be
identified. And some of these differences are sustained differences,
which need a relatively long time to be changed.
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The last point concerning the critical remarks on classic trade theory is
the trade balance. If there is free trade between two countries on differ-
ent levels of development, traditional trade theory says that the more
developed country has to have a surplus, provided that the less devel-
oped country is not an exporter of raw materials, oil or gold, which is
certainly not the case in Central and Eastern Europe. In the trade of
some CEE countries with the EU just the opposite can be seen. The
Czech Republic, Slovakia and particularly Hungary have a noticeable to
remarkable trade surplus with the EU. In turn, they register a substantial
trade deficit with some developing countries, as a result of increasing
trade among and within large multinational companies. To a large ex-
tent, international trade has become a flow of commodities and services
between and within companies, and stopped to follow the classic pattern
of trade between states. This change has important consequences for the
competitiveness, for the competitive location of industries and services,
which brings me to another point still on the trade issue, which is the
future of trade relations in an enlarged EU.

There is a frequently heard argument that, provided that we already have
free trade in industrial goods and also a large part of agricultural trade is
liberalised, we cannot count with tremendous trade creation effects after
enlargement. I do not fully subscribe to this view. First, there are still
some areas of trade in agriculture which are not yet part of the free
trade. Second, membership and, more importantly, participation in the
internal market, create highly reliable conditions for longer-term busi-
ness contacts, with obvious positive implications for the development of
bilateral trade relations. In addition, there will be a large increase of
trade in the service sector, which has been very much neglected also in
economic research until now. Also I think that higher growth rates in
Central and Eastern Europe and, in the medium term, hopefully larger
EU resources which will flow from the structural and cohesion funds
towards Central and Eastern Europe will have a trade-creating effect.
However, in the short term, the most important trade-creating effect will
be generated by the liberalisation of trade among the new member coun-
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tries. CEFTA is a free trade area on paper only. In fact, there have been
a large number of protectionist measures which time by time have been
applied in bilateral flow of specific commodities (agriculture, steel, pet-
rochemicals, other semi-manufactured goods, etc.). However, at the very
moment of membership trade policy will stop to be made in Warsaw, it
will not be made in Prague, and it will not be made in Budapest either. It
will be made in Brussels. In consequence, on the first day of member-
ship in the EU, there will be no trade barriers among the new member
countries, resulting in rapidly increasing regional trade volumes and, not
less importantly, in further structural changes in the still protected in-
dustrial sectors and agriculture as well.

6. Concerning foreign direct investments, I would like to make two
sets of remarks.

First, and particularly in the more developed countries of the region,
there is a clear change on the horizon. FDI had practically in the last
decade three different patterns. It started in Central Europe by making
use of low-skilled labour. Then it went to a second stage which is
higher-skilled labour, mainly in the car industry and also in part of the
computer industry and electronics. Now it has reached a third level
which affects R&D-intensive activities. No question that, for various
reasons, the largest profit can be obtained in the latter case.

There is another change, too. Some countries which started with bold
and open privatisation have practically come almost to an end of this
process. Therefore the question is: how can they get new, fresh invest-
ments which they undoubtedly need in order to sustain the rapid mod-
ernization and catching-up process. There are two possibilities to main-
tain the dynamic inflow of FDI. One is greenfield investments, for
which the conditions have to be created and to which I will come back
to immediately. The second is, what is missing in many statistics, which,
however, became a major source of investment: the reinvestment of
profits which were made by foreign companies in a given country. The
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older the co-operation with FDI, the earlier foreign investors came to a
given country, the higher is the likelihood that they have already gener-
ated profit, and they started to invest (a large) part of the profit into ex-
panding and fostering activities in the host country. According to mod-
est estimates, if a country has a stock of 30 billion dollars of FDI and if
FDI is working at an average profitability of just 8 percent, which is
most probably an underestimation, then annual profits amount to about
2.4 billion dollars. If 30 or 40 percent of this profit is transferred, repa-
triated, still at least 1.5 billion dollars remain in the country for rein-
vestment.

Another question here, of course, is and that is a real challenge, how to
upgrade the activities of FDI in a given country. It implies practically
three things. It means technological upgrading, how to increase the
technology-intensity of FDI. It raises the issue of how to increase the
value added FDI is producing in a given country. And, finally, and in
the longer term, the most important issue is how to create a production
and distribution network between large foreign companies and small-
and medium-sized companies as subcontractors. When I talk about
small- and medium-sized companies I have in mind both foreign and
domestic small- and medium-sized companies. I do not make any dis-
tinction between domestic and foreign companies. Where I do make a
distinction is whether a given small- or medium-sized company is work-
ing in the given accession country or is working still in Western Europe
so that most of the inputs that a large company is using is imported.
With higher and sustainable level of development, these imported inputs
are expected to be gradually relocated to the given host country of the
large international company.

The second set of remarks concerns the development of FDI after
enlargement. | think it will be very interesting to look at the regional
pattern and specialisation of FDI. At the moment we have three different
patterns. One is when the same foreign company is working in several
of the acceding countries and is doing practically the same job, produc-
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ing the same things, either for exports or for the domestic market. The
second is when a large foreign company has its regional headquarters
just in one country and tries to provide or supply the regional market
from this centre. And the third and most advanced pattern is when a
foreign company is active in several countries, with a clear pattern of
specialization based on the competitive advantage of different locations.
In this way, it is contributing not only to the establishment of regional
production networks but also to higher intraregional trade flows as well.
This pattern will certainly experience a dynamic growth in the next pe-
riod.

However, competition for FDI will remain strong among the CEE coun-
tries, just as there is competition for FDI among the present EU member
countries as well.

7. Sustaining and strengthening of competitiveness is, in my view,
the most important policy objective of the CEE countries in a situation
in which they have already entered the second stage of economic trans-
formation, which I would call sustainable growth in a sustainable mod-
ernisation process. It is unavoidable that in such a situation some previ-
ous conditions which, in an earlier stage, made these countries a favour-
able location for production and also for some service activities, are
changing. Wages are increasing, not only because the countries are at
the threshold of membership in the EU, but also for other, partly short-
term political and election considerations.

The question is of course to what extent the productivity keeps on grow-
ing. If productivity growth is outpacing wage growth, as it was the case
in the previous years, there is no problem. Unfortunately, some coun-
tries seem to have forgotten about this basic relationship. All Central
European countries made a number of mistakes, some made them ear-
lier, some made them later, and unfortunately those who made them
later did not learn from the mistakes of those who made them earlier. It
started in Poland, was followed by the Czech Republic. And from none
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of these errors did the Hungarian economic policy learn in the last years.
And not because the economists did not make warnings, but because,
unfortunately, economic policy became to some extent the prisoner and
to some extent the victim of short-sighted party-political factors and
populism.

The second issue is appreciation of the currency. It is an absolutely
normal development, in all countries which were successful in the catch-
ing-up process. High productivity growth generates appreciation while
speeding up the catching-up process. However, if there is a sudden ap-
preciation, to say of 8 to 10 percent in a year, the competitive position
may be shaken. This is even more the case, if the appreciation is accom-
panied by wage pressure. And, in addition, all this happens in a world
and European economy which is not growing dynamically. In this situa-
tion, the achieved and apparently cemented comparative advantages of a
country may be easily undermined.

There is one more and basic issue to be shortly addressed. It is the ques-
tion of widespread and fundamental structural reforms which are re-
quired to create the longer-term conditions for sustainable competitive-
ness. Unfortunately, and similar to most Western European countries,
they have not been started in the years in which the growth was high. It
is an economic and political commonplace (and common sense) that
large-scale economic and structural reforms are easier to be introduced
when a country has a sustainable high growth than when the growth rate
is declining or when one has to struggle with a number of macroeco-
nomic imbalances.

These reforms become the more relevant the more initial productivity
reserves are being eaten up. Beyond the well-known statistical impact,
that growth rates decline with higher levels of development, increasing
wages and appreciating currencies limit the influence of productivity
increases on strengthening competitiveness. Therefore, a solid competi-
tive position needs other factors to be given more attention to. First of
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all, total production costs have to be restructured by decreasing the job-
related expenditures on the one hand, and by cutting taxes, on the other.
Unfortunately, the years of high economic growth have not been used to
develop the necessary reforms.

Two other deficits I would like to mention which should be the precon-
dition or the framework conditions for sustainable competitiveness. One
is investment in physical infrastructure, and the other is investment in
human capital. Some of the more developed Candidate Countries al-
ready face a shortage of skilled labour. And there is foreign, and in-
creasingly also domestic capital which would like to expand the produc-
tion, but the main barrier to expanding, and even more, to upgrading
production is the lack of skilled labour, and to some extent also the
missing infrastructural network.

Let me mention just one example. If you compare a map of Hungary,
but you can also do it with some other country, showing the geographic
expansion of FDI in the country, and another map which indicates the
development of physical infrastructure exemplified by the highway con-
struction, the two maps to a large extent overlap each other. So FDI is
geograpahically expanding up to the point to which the physical infra-
structure is adequate. Both human capital and physical infrastructure
should be high-priority goals of the government economic policies in
CEE countries.

What we sometimes, however, forget about: competitiveness, is that it
has some non-economic factors as well, which have got enhanced rele-
vance in the last years. [ would like to mention just two of them. One is
the quality of public administration. You may be extremely productive
in your factory. However, if you go out with your products or services
to a market and on the way from the factory to the market you face a
number of barriers - bureaucratic barriers, administrative barriers and
other barriers - then it turns out that although you might be the best, the
highest competitive producer in the world, but you will not become
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competitive once you reach the given market due to the fact that your
competitors have been facing less bureacratic hindrances or had been
supported by a better (if you want, more competitive) public administra-
tion.

The second new element which is a non-economic factor of sustainable
competitiveness. It is social cohesion, which is much more than peace in
the workplace and lack or low number of strikes. Particularly in small
countries, social cohesion has to be considered to be a priority factor of
competitiveness.

Here I would like to make a small remark on the catching-up process as
measured in GDP per capita terms. I know that there is no better and
more comprehensive indicator for the catching-up or the lagging-behind
process. However, I think that we should give more attention to two
other factors. One is the so-called convergence indicator, which is based
on a set of 50 or 60 indicators developed by Deutsche Bank Research.
At regular intervals, Deutsche Bank Research prepares and publishes a
regional comparison based on convergence indicators. According to this
survey, and taking the EU level as 100, the gap between the EU average
(let alone between some less developed member countries) and some
CEE countries is much less pronounced than indicated by GDP-per cap-
ita-based analyses. This indicator is above 70 percent in the case of Slo-
venia, Hungary and the Czech Republic. It is 65 percent in the case of
Poland, about 60 percent in the case of Bulgaria, and between 65 and 70
percent in the case of the Baltic countries.

But what should be even more reliable, and, unfortunately, there has not
been made any such comparison until now, although it would be, I
would say, imperative looking at this in the Lisbon agenda of the EU, is
the assessment of those factors of the catching-up process which tell
something about the future. While GDP per capita data reflect the past
and the present, new, future-oriented indicators are needed to describe
the potential dynamism of growth in the transition countries. In this
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context, the objectives fixed in the Lisbon agenda may be useful indica-
tors. According to the objectives formulated in this document, Europe
should concentrate on R&D, on human resources development, on a
higher level of competitiveness, a higher level of employment, etc. If we
include into our surveys such factors as the level of general education,
human resources endowment, research- and technology-intensity of
production, expenditure on research and development, but also some
non-economic factors strongly influencing competitiveness, as social
cohesion, flexibility of the society, flexibility of the labour market, or
flexibility of the administration, then, in fact, we could come to a com-
parative picture, in which at least some of the acceding countries would
be in a better position than some of the present member countries. Such
a general assessment would be extremely important and urgent to look
at and to (jointly) shape the future of Europe.

8. Evidently, the continuity of the catching-up process is not auto-
matically granted. There are some fears that this process may be bro-
ken or interrupted in the next few years. [ am convinced that we have to
deal with them. Not with all of them because some of the fears, once a
country enters the EU, seem to be to a large extent either unjustified, or
if they are justified, it is not because of entering the EU, it is because
some of the basic reforms have not been made before entry. We have
free trade. We have a liberalised commodity market. We have a large
liberalised capital market. I do not think there will be tremendous price
rises after joining the EU. I do not think there will be a higher level of
unemployment either as a direct consequence of membership. If, how-
ever, some of the structural problems in some accession countries have
not yet been solved, and have been postponed for the first years of
membership, higher unemployment may be the result. It would, how-
ever, be fundamentally mistaken to blame for such an adverse develop-
ment the EU. Also I do not share the view or the fear that small- and
medium-sized companies will massively go bankrupt. As a general ex-
perience, these companies cannot be thrown into the same basket. There
are very different kinds of small- and medium-sized companies. Some



Inotai 101

of them are export-oriented, some are part of the subcontracting network
of large multinational companies, some of them are specialised just on
the local services. They will not be affected adversely. Some of them
may be affected but mainly those which did not develop a competitive
performance and did not enter the international market, because they
remained in or became captured by the large and over the 1990s rapidly
growing domestic market. The most important problem small- and me-
dium-sized companies are already facing, is the increasing need for
capital concentration, as a major precondition of sustainable competi-
tiveness. In fact, it is impossible that one million small ventures will
remain in the country of ten million inhabitants if you want to sustain
economic growth and remain competitive.

Here I would like to make one more remark, and that is about the sup-
port of SMEs. Should small- and medium-sized companies be artifi-
cially supported? The underlying positive argument is making reference
to the success of small- and medium-sized companies in northern Italy,
in Austria, in southern Germany, in Bavaria or in Baden-Wiirttemberg,
and maybe in some other parts of the world. The situation in Central and
Eastern Europe at the beginning of the 21* century is fundamentally
different in two aspects, and that is why the old patterns do not seem to
work. One is generated by the development history of such companies.
At some (remote) time in the past, they started with a one-man firm,
then after ten years, if they were successful, a family firm was estab-
lished, in 20 years it developed into a small-scale firm, in 40 years it
may have reached the status of a medium-scale firm. New firms in CEE
countries generally do not have 40 years for such a development. Either
a firm is successful at the beginning or in a very short time, or it is likely
to disappear. The other is linked to national protection. German, Aus-
trian or Italian SMEs, had been developing for a long time in the na-
tional economic framework. Markets were strictly national ones or only
partially open. In addition, at critical stages of the firms’ development
process tariffs and non-tariff barriers could be introduced (or main-
tained) CEE firms do not have this kind of instrument, since they have
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to work and survive in conditions of free trade - and there is no way
back from free trade. As a result, I would not say that government eco-
nomic policies should not devote attention to the development of small
and medium-sized companies, but certainly not with the methods which
are not in compliance with the requirements of the 21* century.

Concerning accession to the EU, there are certainly two real fears. One
is that, mainly in the first years after accession, regional differences
within the individual acceding countries may be increasing. The expla-
nation is quite simple. The adjustment and absorption capacity of the
more developed parts of the country is higher. They will most probably
be able to attract more of the resources, both domestic and foreign, and
use them with higher level of efficiency and within a shorter period.
Also, they are likely to be more successful in applying for EU funds.
The temporarily growing development gap does not, however, mean
that the less developed parts of the given country will not develop as
compared with their previous level of development. It is a key task of
the government to keep this development process under control, but not
by constraining the more efficient regions but to provide support to in-
crease the absorption capacity of the less developed ones and speed up
the spillover process from more to less developed areas. Namely, it is
obvious that the modernization process must not be undermined by un-
controllable social strains or conflicts. After a short transition period,
particularly a small country, cannot manage a largely polarised econ-
omy, divided between highly developed and highly underdeveloped
regions.

The most real threat, however, is the budgetary crunch in all of the CEE
countries. All of them have already a budget deficit in terms of GDP
which in most cases is much higher than the one fixed by the Maastricht
criteria. After membership, the budget will have a number of additional
burdens. Some of them will be burdens which are connected with the
preparation of successful membership. There will be some areas where
the preparation will not be finished by 1 May 2004, and therefore the
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financial or budgetary implications will burden the budget also later.
Then there will be some anticipated payments which have to be made by
the central budget, that is e.g. the direct payments to farmers, which will
be paid by Brussels ex post, but you will have to provide this money in
2004 already. In addition, up to 30 per cent of agricultural support may
added from the central budget to the farmers. Moreover, there will be
also some anticipated payments including co-financing for the structural
funds. At the same time, everybody who enters the Union will be com-
mitted to observe or to adjust to the Maastricht criteria. In consequence,
it is hardly probable that the rapid (and today unforeseen) increase in
budgetary income can create the financial capacity needed to cover all
the additional costs mentioned. Therefore, some or even a fundamental
restructuring of the budget is unavoidable. And just in this point will the
governments face the most serious challenge. In which areas should the
necessary cuts be made? If, as it used to happen in the past, the "sav-
ings" will hit those areas which are considered to be the guarantee of the
medium- and long-term competitiveness of these countries, namely hu-
man resource development and health, then the CEE countries’ future
and sustainable growth may be undermined.

9. Both the enlarging EU as well as the current and future member
countries are expected to face critical years. Three basic challenges
can be shortly mentioned. One is that the enlargement must not under-
mine the critical minimum level of internal cohesion in the enlarged EU.
All present and future member countries take the responsibility for it.
Second: there is a heterogeneous group which will join the EU in 2004,
Cross-country differences are not limited to structural features or to
macroeconomic performance indicators. The basic difference seems to
be much more in the adjustment capacity of the individual countries.
Some countries will be more successful because they will be able to
adjust in a better way; some others may feel really as second-class mem-
bers, not because they are treated as second-class members but because
they feel unable to cope with the new challenges. This may create a very
difficult situation concerning the third condition, that the enlargement
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enlargement process has to remain open to further members. If the in-
ternal cohesion is threatened, and if some countries feel unsuccessful in
the enlarged EU, it will be very difficult to create the necessary political
will and public support for the continuation of the enlargement process.
If, however, the enlargement is not continued, Europe will get a number
of additional problems. To avoid them and have the right answers at the
right time has to become a common task and responsibility for all of us,
governments, policy-makers, societies alike.
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THE CONTEXT FOR REFORM: THE PRECONDI-
TIONS FOR SUSTAINABLE GROWTH AND THE

CONVERGENCE CHALLENGES
MATTHEW SALTER

1. OVERVIEW

The forthcoming enlargement of the EU will contribute to the urgency
of the economic reform programme. As well as generating opportuni-
ties, enlargement also poses challenges to established patterns of pro-
duction, employment, finance, consumption and trade. To meet these
challenges and to realise the opportunities of enlargement, ongoing re-
form is vital. Not only will engagement with the Lisbon reform agenda
increase the rate of real convergence and growth in the candidates, but it
will also bring benefits to the whole of the EU.

The Copenhagen European Council, held at the end of last year (De-
cember 2002), paved the way for 10 new Member States to join the EU
on 1 May 2004, increasing the EU market from 370m consumers to
450m. The expansion of the Single European Market provides consider-
able opportunities for the European economy, associated with the in-
creased supply potential as the Candidate Countries become fully inte-
grated with the EU, and increased demand as their income levels rise
towards EU-15 levels. But it also poses challenges in terms of the reor-
ganisation of patterns of production, consumption and trade that will be
needed if the full potential of enlargement is to be realised.

To meet these challenges, it is vital that the economies of both the ac-
cession countries and the EU-15 have the ability to respond to the in-
creased competitive pressures and changing patterns of comparative
advantage. Ongoing economic reforms in both existing EU Member
States and accession states are therefore desirable to ease adjustment to
new patterns of economic activity.
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This can be achieved through engagement with the EU’s economic re-
form agenda, as set out at the Lisbon Council. The Lisbon programme
puts the focus of reform on raising productivity and employment by
improving the efficiency of labour, product and capital markets. Work
on the Lisbon agenda is of course already underway in many Candidate
Countries, and follows naturally from the economic reforms they have
already undertaken since 1989. The shift from a centralised regulatory
approach towards a more flexible but co-operative policy-making will
be even more appropriate to the increased diversity of an enlarged EU.
The Lisbon methods of benchmarking and peer review will enable the
rapid dissemination of best practice across the enlarged European Un-
ion, thereby enhancing the dynamism of the enlarged Single Market.

Economic Reform in the accession countries is important for the EU

The economic development of Central and Eastern Europe provides
potential for productivity gains and growth among existing EU Member
States. The reforms indicated by Lisbon will help the EU Member States
in their own right, but also help the EU to better respond to the shifting
patterns of trade and production prompted by EU enlargement. Both the
EU and the accession countries need to put policies in place that pro-
mote flexible and rapid reallocation of resources that will ease the ad-
justment process. In the EU, labour markets will need to be flexible
enough to respond to increases in supply from the candidates and also to
respond to the fact that the demand for labour may well decline in some
industries, but increase in other industries, perhaps requiring a different
skill set. Capital markets will also need to respond to the changed and
changing productive potential of a larger Single Market.

It is important however to recognise that areas of comparative advantage
will evolve over time. Relative wages in the Candidate Countries will
converge towards EU levels as their economies develop, which will
shift their advantages away from labour-intensive industries. Economic
reform in the EU and candidate states will facilitate adjustment to such



108 Kick-off Papers

changes in comparative advantage, and improve the ability of econo-
mies to grow and create employment.

This paper aims to give a general background to the challenges that lie
ahead for accession states as they prepare for membership of the Euro-
pean Union, and their integration with EU procedures and processes.
The next section of the paper, describes the wide gap in prosperity be-
tween the EU-15 and the accession states, and the size of the challenge
of real convergence; a process which is likely to last for more than a
generation. The subsequent section sets out some of the key structural
challenges for the accession states, focussing on the large gap between
the EU-15 and accession states in employment structure, overall em-
ployment rates, and the gap in productivity and wage costs.

2. GENERAL ECONOMIC CONTEXT, AND THE CHALLENGE
OF REAL CONVERGENCE

Current prosperity levels

Although the economies of central Europe have changed significantly
over the past decade, the process of convergence with their western
neighbours has barely begun. Taking account of differences in purchas-
ing power, GDP per capita in the Candidate Countries in negotiations, is
around 45% of the average EU level. Within this figure there are large
divergences between the candidates, as the following graph shows.
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Graph 1: GDP per capita in PPS, 2001 (EU-15=100)
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Cyprus and Slovenia are in fact as prosperous as some of the poorer
current EU Member States, yet the Baltics and Poland have a GDP per
head which is less than 45% of the EU average. It is significant that
Poland accounts for around 50% of the population and GDP of the ten
leading candidates.

Against this background, it should be noted that this is not the first time
that the EU has admitted countries with lower levels of economic devel-
opment than current Member States. The lessons from previous
enlargements which admitted less prosperous members is useful for
underlining the challenges ahead, and is a subject covered later on in
this section.

Convergence over the last ten years

Most of the candidates generally succeeded in the 1990s in creating a
stable macroeconomic environment and in implementing some of the
structural reforms required to become market economies. This success
has been rewarded with steady economic growth in most of the acces-
sion states (see following graph), but it is evident that convergence with
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EU income levels has been slow and uneven.

Graph 2: Convergence with the EU-15, GDP per capita (EU-15=100)
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Real convergence in the future

Using a rather stylised set of assumptions', it is possible to derive a
mechanistic long-term outlook for convergence trends of the accession
states towards the EU-15 average. These assumptions can be used to
calculate the number of years it will take to reach a certain threshold of
the EU-15 income level, such as 75%. The following table shows the
effect of using these specific assumptions:

1 Assumption for EU growth (2.6%) based on the forecast for 2004 in the Commission’s Autumn
2002 Economic Forecasts. Assumptions for Candidate Country growth based on 2004 forecasts
in Commission’s Autumn 2002 Forecasts for Candidate Countries. Prices assumed to be constant.
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Table 1: Years to reaching 75% of the average of EU-15 in GDP per
capita in PPS

Bulgaria 36
Cyprus 1
Czech Republic 24
Estonia 25
Hungary 18
Latvia 26
Lithuania 38
Malta 32
Poland 50
Romania 55
Slovakia 22
Slovenia 7
Turkey 71

For most candidates, convergence to 75% of the EU average is unlikely
in the short to medium term. Indeed, convergence is likely to take one
or two generations for some of the candidates, and any perceptions of
instant prosperity on the point of acceding to the EU are naively mis-
placed. This is perhaps unsurprising, given the lessons from the process
of convergence of past accession states (see following section).

Though very stylistic, these results are similar to the conclusions in the
Commission’s report (DG Ecfin, November 2001) on "Real Conver-
gence in the Candidate Countries”, which stated that "what is clear
from that exercise is that for many countries catching-up even to levels
of just 75% of the EU average will probably be a process spanning over
more than one generation”.

But perhaps the most noteworthy point is the sensitivity of the results to
the assumptions made. Assumptions regarding the growth rates are cru-
cial for the rate of convergence, and as the following simple example
shows, small changes in growth rates can affect the speed of conver-
gence by more than a generation.
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Table 2 shows the effect of lowering the growth rate assumptions in the
candidates by 0.5%.

Table 2: Years to reaching 75% of the average of EU-15 in GDP per
capita in PPS

Bulgaria 43 (+7)
Cyprus 1(-)
Czech Republic 41 (+17)
Estonia 31 (+6)
Hungary 23 (+5)
Latvia 30 (+4)
Lithuania 51 (+13)
Malta 64 (+32)
Poland 81 (+31)
Romania 71 (+16)
Slovakia 28 (+6)
Slovenia 10 (+3)
Turkey 98 (+27)

As in the table above the results show the forecast number of years the
candidates will take to reach 75% of the EU-15 average, along with the
increased number of years compared to the "base" case above. The dif-
ferent speeds of convergence resulting from "small" differences in
growth rates are quite startling. In the case of Malta or Poland, for ex-
ample, a 0.5% difference in growth rates after accession could affect the
time of "75% convergence" with the EU by over 30 years.

Though simplistic, this contains significant policy implications. There
have been significant differences in the degree of vigour with which the
economies of Central and Eastern Europe have implemented economic
reform. The pace and extent of reform has been a key factor in the re-
covery of output over the 1990s. Advanced reform countries have
achieved greater flexibility in re-allocating resources to their most pro-
ductive use and in general, those economies which have progressed
most rapidly in implementing reforms have tended to achieve stronger
recoveries in output, and have the most optimistic forecasts for conver-
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gence with EU levels.

Current growth rates

To put these calculations into context, the latest growth figures in the
Commission’s Autumn Forecasts present a very mixed picture for 2002.
Whereas the Baltic states weathered the global economic downturn,
with robust growth figures of over 4.5%, Poland recorded growth of
only 0.8% of GDP. Growth for all ten candidates in 2002 was as fol-
lows:

Table 3: Percentage change in GDP at constant prices, 2002

CY CZ EE HU LV LT MT PL SK SI  AC-10
22 22 45 34 50 S50 25 08 39 26 2.1

Previous enlargements

A clear lesson from previous enlargements is that accession to the EU
does not in itself guarantee convergence with EU income levels, as can
be seen from the varying records of four previous less prosperous can-
didates - Ireland, Greece, Spain and Portugal.

Ireland is definitely the star performer of the group. On joining the EU
in 1973 its GDP was only 60% of the EU average, by 1990 it had
reached around 75% and ten years later Ireland’s GDP stood at 120% of
the EU average.

Spain and Portugal have also seen some solid improvements since join-
ing the EU. Spain’s GDP increased from 71% of the EU average on
joining in 1986, to 83% in 2001. Portugal, whose GDP stood at only
56% of the EU average when they joined in the same year as Spain, now
has a GDP approaching 75% of the EU average.

But Greece however, who joined 5 years earlier than Portugal and Spain
with a GDP of about 60% of the EU average, has seen only a gradual
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convergence to a current GDP level which is only 72% of the EU aver-
age.

3. STRUCTURAL CHALLENGES

If the transitional economies of Central and Eastern Europe are to con-
tinue a steady convergence with the GDP levels of the current EU, then
just becoming members is, in itself, not a sufficient goal. Without ad-
dressing the need for far reaching structural reform policies, not only
will the new Member States be disappointed when instant prosperity
fails to materialise, but the current Member States will find themselves
in an EU with a depressed economic periphery.

The scope of the challenge, which lies before the accession states, is
apparent from an analysis of the differences between the accession
states and the current EU-15, with respect to overall sectoral composi-
tion. In terms of employment, the share of those employed in the agri-
culture sector is, on average, three times as high in the accession states
than in the EU-15 (which is not reflected in a proportionately high share
of gross value-added); in some individual cases this rises to four or five
times as much.
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Graph 3: Sectoral share of employment in 2001 (%)
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Up to now the candidates have been guided in part by the Copenhagen
criteria of "establishing a functioning market economy and having the
capacity to withstand competitive pressure and market forces within the
Union". Reforms in the Candidate Countries have included privatisation
of state-owned companies, trade and price liberalisation and substantial
changes to institutional and legal systems that have raised the standards
of financial discipline and corporate governance and also allow market
mechanisms to operate efficiently.

But substantial challenges lie ahead, as this overview shows. The EPC’s
Annual Report (2002) on Structural Reforms noted that the "continua-
tion and acceleration of the structural reform process - interacting with
growth and stability orientated macroeconomic policies - is necessary
to facilitate economic recovery as well as further improvements in the
economic performance of Member States". This is no less true, and per-
haps more important, for the accession states, who will soon be incorpo-
rated into the Lisbon agenda, aiming to make Europe the most competi-
tive and dynamic knowledge-based economy in the world.
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Employment

The impact of the ten accession countries joining the EU in 2004 will,
on current trends, be very likely to increase unemployment in an
enlarged EU, as well as regional disparities in employment. It will also
bring about significant changes to the employment profile and labour
market structure of the EU. A flexible labour market and continued
structural reform will therefore be vital to achieving the strategic Lisbon
goal, described above.

But as the following table illustrates, the impact on the overall employ-
ment rates (and other Lisbon targets) post-enlargement are not dramatic,
due to the fact that the combined working age population of the acces-
sion countries is about 20% of the EU’s. Nevertheless, across the acces-
sion countries, employment rates have decreased and unemployment
rates increased, since 1997, and if this trend continues it will place a
significant downward drag on the overall strategic goals of an enlarged
EU.

Table 4: Employment rates (%) before and after enlargement in the EU
in 2001

Total 15-64 Women 15-64  Older workers 55-64

EU-15 63.8 54.7 38.2
CC-10 56.8 51.1 31.0
EU-25 62.6 54.1 37.2
2010 Targets 70.0 60.0 50.0

Source: Commission Employment Report (2002)

Unemployment rates across the region are disparate, as shown in the
following graph.
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Graph 4: Unemployment rates in accession countries, 2001
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Poland with the second highest unemployment rate of the accession
countries is the significant since it represents over half of the working-
age population of the accession states.

Productivity, wage costs and unit labour costs

Though low wages have played a major role in attracting FDI into the
candidates in recent years, real wages have been growing rapidly and
there is concern that this risks undermining the competitiveness of the
accession countries. Obviously the crucial element for investors is unit
labour costs, and the candidates will have to ensure that wage growth
does not exceed productivity gains. The candidates will therefore need
to create a business environment conducive to investment from firms in
new technologies, as well as investing in increasing and changing skill
levels.

Productivity

Productivity levels currently fall significantly below EU levels, but
again there is a wide range across the candidates, with some at the
higher range showing a level of productivity, which is twice that of ac-
cession states at the lower end of the range.
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Graph 5: Labour Productivity, GDP in PPS per person employed, 2002
(EU-15=100)
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But as mentioned above, unit labour costs depend on productivity and
wage costs; as the following section shows, wages in the accession
states also fall substantially below EU levels.

Wage costs’

There are marked differences in the level of labour costs in the acces-
sion countries. The level of total hourly labour costs in industry and
services, ranges from 2.4 euros in Latvia, to 10.74 euros in Cyprus. This
compares to an EU average of 21.5 euros’, meaning that in most of the
accession countries labour costs represent less than % of the EU aver-
age.

2 All data in this section from Labour Costs Survey 2000, Eurostat Statistics in Focus 23/2002
31999 figure
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Graph 6: Hourly labour costs in industry and services, 2002
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The survey also reveals some interesting information about the structure
of costs, breaking down total costs into the three component parts of
"wages and salaries", "employers’ social contributions" and "other la-
bour costs". Whereas the largest share of costs is the same across all the
accession countries, the share of costs accounted for by employers’ so-
cial contributions is more than double in Hungary (30.3%) compared to
those countries with a lower share, such as Slovenia (14.1%) or Cyprus
(14.4%).

Graph 7: Structure of labour costs in industry and services, 2001
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REAL EXCHANGE RATE DEVELOPMENTS IN

THE ACCESSION COUNTRIES!
PETER PART

1. INTRODUCTION

The Copenhagen economic criteria defined "the ability of the Candidate
Country's economy to withstand competitive pressures and market
forces within the Union" as a pre-condition for joining the EU. The
accession process has so far considerably assisted transition countries in
achieving substantial progress in structural reforms, and in inducing
higher macroeconomic stability. In the medium and long-term, the ac-
cession countries will benefit significantly from the adoption of the EU
"acquis communautaire” in terms of higher output growth and employ-
ment. However, as a consequence of an advancing real convergence
process, some major challenges in these economies may appear with
regard to competitiveness. Presumed developments of inflation and total
factor productivity will exert strong and possibly unpredictable forces.

Hence, in addition to the implementation of stability-oriented macro-
economic policies, a well-designed road map of structural reforms is key
for these economies to manage the successful integration into the
enlarged EU market. This paper gives an overview on real exchange rate
developments and their underlying driving forces during the transition
process in the past decade. Secondly, it will also highlight some future
perspectives and policy challenges, with a special focus on competitive-
ness in these economies and implications for structural reforms. The
accession countries will have to find appropriate answers to the major
policy issue of how to maintain the momentum on both real and nominal
convergence without creating severe economic imbalances.

! Many thanks for very helpful comments by Wolfgang Nitsche (MoF), Andreas Pregesbauer
(MoF), Alfred Katterl (MoF), Helene Schuberth (Austrian National Bank) and Ulrike Magloth
(Federal Chancellery).
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2. RECENT REAL EXCHANGE RATE DEVELOPMENTS

2.1. (REAL) EXCHANGE RATE DEVELOPMENTS AND EXCHANGE RATE
REGIMES

At the outset of the transition from command to market economies,
nominal exchange rates were clearly undervalued. Throughout the past
decade, we have observed sustained real exchange rate appreciation® in
the accession countries vis-a-vis the Euro. In the period from 1995 to
2001, real exchange rate appreciation ranged from approximately 10%
to a maximum of 100%, with Slovenia, Malta and Cyprus at the lower
end, Lithuania and Latvia at the upper margin and the majority of coun-
tries within the band of 35% to 60% (see graph 1). This real apprecia-
tion has gone hand-in-hand with strong, significantly above EU-15 real
GDP growth since the mid-90ies, except for Bulgaria, Romania and the
Czech Republic. The latter experienced only moderate or even negative
output growth over this period. Nevertheless, despite the rapidly ad-
vancing real convergence process in general, output and income levels
are still far from approaching EU averages. However, beside these
variations in the overall pace of real exchange rate appreciation, the
time-profile and the magnitude of fluctuations differed markedly be-
tween accession countries. Despite these differences, real exchange rate
developments are also driven by a number of common factors. Unit
labour costs, and more specifically productivity and real wage deve-
lopments, play a crucial role when analysing real exchange rates in these
economies. Substantial capital flows exert significant impacts on nomi-
nal exchange rates, also in the short-run, and thus on external competi-
tiveness.

2 yis-a-vis the ECU/Euro and in effective terms
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Graph 1: Cumulative change in real exchange rates and real GDP (in %)
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The first years of transition were characterised in many countries by
abrupt and large (short and longer-term) swings in nominal exchange
rates. These were caused by large and possibly disruptive capital flows,
external imbalances, output fluctuations, an underdeveloped financial
sector, high fiscal deficits, high interest rate differentials and at least
double-digit inflation rates. These exchange rate fluctuations conse-
quently distorted investment decisions and trade patterns and to a certain
degree dampened consumer confidence. This, together with measures
taken to correct these economic imbalances, negatively affected output
and employment growth. Many accession countries responded to theses
severe economic challenges by visibly altering their exchange rate re-
gimes.
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Real appreciation depends crucially on the exchange rate regime. Under
a fixed exchange rate regime, with the nominal rate tied to an external
anchor, real appreciation is driven by inflation developments only. In a
regime of fully flexible rates, such as in Poland to a high degree, real
exchange rate developments follow closely the catch-up process in equi-
librium. Obviously, however, real developments may deviate substan-
tially from equilibrium trends. Especially in the countries operating
flexible regimes, the management of exchange rate strategies may be
challenged by large capital flows. In case of large inflows these may
bring about excessive currency appreciation, jeopardising a country’s
competitiveness. In the intermediate regimes, such as a managed float,
real exchange rate appreciation could be fully or at least partially caused
by nominal trends; here, economic analysis is even much more complex.

Currently, accession countries follow quite divergent exchange rate
policy regimes, encompassing currency boards in Bulgaria, Estonia,
Lithuania and quasi in Latvia, several pegged exchange rates (in general
to the Euro, only in Latvia to the SDR-basket), a managed float in the
Czech Republic, Romania, Slovakia and Slovenia and a quasi fully float
regime in Poland (see table 1).
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Table 1: Current Exchange Rate Regimes in the Accession Balance

Regime Peg/Basket Band Monetary
Policy
Bulgaria fixed peg Euro currency board
Cyprus fixed peg Euro +/-15% (+
softer inner
bands)
Czech Re- managed main refer- inflation
public float ence: Euro targeting
Estonia fixed peg Euro currency board
Hungary central Euro +/-15% implicit infla-
parity tion targeting
Latvia fixed peg SDR intervention at  quasi currency
+/-1%  board + mone-
tary aggregates
Lithuania fixed peg (formerly to currency board
USD) as of
2.2.2002: Euro
Malta fixed peg Trade  intervention at
weighted bas- +/- 0.25%
ket
Poland full float inflation
targeting
Romania managed main refer- monetary ag-
float ence: USD gregates target-
ing
Slovakia managed main refer- monetary ag-
float ence: Euro gregates target-
ing
Slovenia managed main refer- monetary ag-
float ence: Euro gregates target-
ing

Source: European Commission (2002)

With the ultimate goal of joining EMU, ERM-II participation represents

an important intermediate step of monetary integration. Whilst, in prin-

ciple, several exchange rate regimes and different stages of nominal and

real convergence are considered to be compatible with the ERM-II sys-

tem, it is absolutely crucial that a credible and viable exchange rate

strategy will be pursued in order to create a favourable environment for

coping with economic vulnerabilities associated with the ongoing proc-
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ess of catching-up, enhanced competition and increased market flexibil-
ity. However, most of the accession PEPs remained rather vague on
concrete paths of monetary integration.

In recent years, with the exception of those countries with currency
boards, accession countries have tended to adopt a more flexible policy
stance. This move towards more exchange rate flexibility was, in gen-
eral, motivated by the necessity to better accommodate the surge of
(short-term) capital inflows rather than to maintain international com-
petitiveness. Subsequently, nominal exchange rate developments have
overall become steadier and less disruptive.

Graph 2: Selected nominal exchange rate developments 1999-2002 (vis-
a-vis Euro, Index 1999=100)

130,

—HUNGARIAN FORINT—CZECH KORUNA

POLISH ZLOTY SLOVAK KORUN,
~——SLOVENIAN TOLAR—LATVIAN LAT ey
120,00 ESTONIAN KROON—LITHUANIAN LITA e

AAAAA

110,0

et T

0 My M
A%’ mh /K
LN AN VAN
-l mﬁx@ P M
o~

oy h| MY Ad W
e - A il

e

90,0{

80,04

70,0 T T T T T
01.01.1999 01.07.1999 01.01.2000 01.07.2000 01.01.2001 01.07.2001 01.01.2002 01.07.2002

Source: OeNB

Graph 2 shows the more gradual appreciation/depreciation trends in
selected accession countries over the period 1999-2002. Whilst, in par-
ticular, Romania and Slovenia have been facing nominal depreciation
over the last four years, the opposite has mostly been true for many
other accession countries, above all for Latvia and Lithuania: the cur-
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rencies of most accession countries have strengthened against the Euro
(see graph 2). Only Poland, and to a minor extent, Hungary, Latvia,
Lithuania and the Czech Republic, were exposed to larger shorter-term
volatility. In contrast to the more structural driving forces of long-term
trends, short-term fluctuations are still driven mainly by the exchange
rate regime, capital flows, and inflation and interest rate differentials
vis-a-vis their most important trading partners and the degree of finan-
cial integration.

2.2. INFLATION DEVELOPMENTS: THE BALASSA-SAMUELSON EFFECT
AND IMPACTS RELATED TO THE TRANSITION TO MARKET
ECONOMIES

Inflation developments are, in particular, driven by wages, productivity
and monetary policy. Inflation has been the main factor of real apprecia-
tion, as the strengthening of the currencies has been playing a greater
role only in recent years. Regarding the monetary policy framework, the
accession countries have apparently started to converge to the Euro area
monetary policy set-up of independent central banks, pursuing the goal
of price stability and the non-bailing-out of the public sector. Together
with the initial disinflation programmes based largely on pegs to exter-
nal anchors, this transformation of monetary policy has successfully
assisted in first stabilising and then reducing high and volatile inflation
and interest rates. Hence, accession countries have made considerable
progress in bringing inflation down from double to single-digit numbers
and, thus, closer to EU-15 levels in 2001.

Yet, significant inflation differentials vis-a-vis the Euro inflation rate
still exists in several countries. In 2001, CPI inflation rates were within
a range from fairly low levels in Lithuania (1.3%) and Cyprus (2.0%), to
9.2% in Hungary, and to the outlier of 30.3% in Romania, compared to
2.3% in EU-15. All accession countries, except for Cyprus, Latvia and
Lithuania, envisage a further decline of inflation over the PEPs’ time-
horizont. In Romania, in light of the very high present CPI inflation, a
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particularly ambitious fall to single-digit levels is foreseen in 2005.
Many accession countries count on structural reforms and liberalisation
to reduce inflation, but also on strict low inflation-targeting. The pro-
jected declines in inflation rates will require substantial efforts, includ-
ing sound fiscal policies, far-reaching structural reforms, an appropriate
framework of monetary and exchange rate policies and (price) stability
oriented wage policies.

Table 2: CPI inflation rates and price levels
CPI inflation = CPI inflation CPI price level

1996 (in %) 2001 (in %) 2001 (index,

EU-15=100)

Bulgaria 121.6 7.4 31
Cyprus 3.0 2.0 83
Czech Republic 8.8 4.7 46
Estonia 23.1 5.8 47
Hungary 23.6 9.2 46
Latvia 17.6 2.5 54
Lithuania 24.6 1.3 48
Malta 2.0 2.9 88
Poland 19.9 5.5 54
Romania 38.8 30.3 39
Slovakia 5.8 7.1 41
Slovenia 9.9 8.4 67
EU-15 2.4 2.3 100

Source: European Commission, OeNB

In the coming years, inflation differentials may be continuously driven
by a catch-up process in product markets. The so-called Balassa-
Samuelson effect suggests that transition countries with higher potential
growth will also face notably higher inflation rates (or, by putting it in a
more forward-looking way, in a catching-up process higher income
levels will induce higher relative prices in sheltered sectors). Productiv-
ity growth in the exposed sectors will determine wage increases and will
also be higher because of higher innovation and technological progress.
As wage increases in the sectors with lower productivity growth (shel-
tered services industries) will roughly follow the same pattern as in the
exposed sector, this will lead to higher price increases in the whole
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economy. While there is more or less consensus on the existence of the
Balassa-Samuelson effect, empirical evidence gives no uniform picture
of its actual size.

This depends, in particular, on the assumptions of how far product mar-
kets are already integrated into the EU internal market, how "perfect"
competition is in these countries, and/or in how far it is possible to dif-
ferentiate between tradeable and non-tradeable products. Moreover,
while in many accession countries wages were fairly equalised across
sectors in the pre-transition period, a stronger wage differentiation re-
flects overall market conditions nowadays. Real exchange rate apprecia-
tion has, in part, been also the result of raising administered prices, lift-
ing subsidies and other administrative barriers to price competition and
changes in indirect taxation. And, finally, in the accession countries
productivity growth in the service sector will benefit from new informa-
tion and communication technologies which have lately helped the more
industrially advanced countries to keep inflation down.

Again, graph 1 very clearly demonstrates, in comparing Bulgaria and
Romania with other accession countries, that the relationship between
real GDP growth and real exchange rate appreciation is not straightfor-
ward because of negative growth effects of high inflation and deferred
structural adjustments. Inflation differentials vis-a-vis the EU/Euro av-
erage could be attributed to initially distorted structures of these econo-
mies which, with the introduction of market-based reforms and prices,
brought about massive changes in output, employment and (relative)
price levels. This real exchange rate appreciation mainly mirrored la-
bour market and relative wage adjustments between the exposed sector,
which was heavily subsidised in centrally planned economies, and the
sheltered one. Labour shedding, in particular to gain productivity in the
traded-sector, was accompanied by price liberalisation. Generally speak-
ing, these effects of the labour reallocation process, with a few excep-
tions, worked through five year after the actual transition process had
been initiated.
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Recent empirical studies have attempted to disentangle the Balassa-
Samuleson catching-up effect from these structural reforms at the be-
ginning of the transition process. This has consequently led to lower
estimates of the former. The European Commission stated in its Euro-
pean Economic Review 2002 that this effect might be smaller than the
estimates of 4-5% published some years ago and might have prevailed
especially in the more advanced transition economies.

In 2001, price levels in accession countries remained well below EU-15
levels, ranging from 31% of EU average in Bulgaria, over 67% in Slo-
venia to 83% in Cyprus (see table 2). According to the PEPs, with mod-
erate inflation, low price levels and no sizeable nominal appreciation,
the convergence of price levels between accession countries and EU
averages is assumed to progress quite moderately until 2005. In this
sense, most PEPs have kept fairly silent on the extent the countries ex-
pect the still occurring inflation differentials with EU-15 to be related to
the Balassa-Samuelson effect one the one hand, or to specific transition
factors, such as deregulation, indirect tax harmonisation or relative price
changes on the other.

2.3. (UNIT) LABOUR COST DEVELOPMENTS AND REAL EXCHANGE
RATE APPRECIATION

Initially, the comparative advantage of accession countries, especially in
the labour-intensive industries, was a result of low and falling (nominal)
wages combined with a highly-qualified labour force and undervalued
currencies. After the first period of rapid structural adjustment ending
around 1992, cost competitiveness deteriorated markedly in many ac-
cession countries, as (real) unit labour costs (converted into Euro/ECU
at current exchange rates) rose significantly. However, (real) unit labour
cost developments varied quite substantially across countries and sectors
throughout the 90ies. In many manufacturing industries cost competi-
tiveness even notably improved. Here, many accession countries have
experienced a striking increase in the productivity differential between
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the tradeable and the non-tradeable sectors, contributing via strong
changes of relative prices to real exchange rate appreciation. Neverthe-
less, until 2000, unit labour costs remained at relatively low levels com-
pared to the advanced countries (see table 3).

Table 3: Nominal and unit labour costs 2000

Productivity Nominal labour  Unit labour costs
levels' (index, costs” (index, (index,
Austria=100) Austria=100) Austria=100)
Bulgaria 28 4 17
Czech 46 14 49
Republic
Estonia 37 10 38
Hungary 72 13 19
Latvia 33 8 37
Lithuania 37 7 30
Poland 52 17 34
Romania 28 5 18
Slovakia 45 11 25
Slovenia 43 31 72

Source: WIIW, 1) compared at purchasing power parity, 2) converted into Euro at cur-
rent exchange rates

Besides real exchange rate appreciation, this increase in unit labour
costs was largely due to considerable wage increases in many countries.
Since 1992, nominal and (even more pronounced) real wages went up
substantially over the last decade, more than compensating already high
labour productivity growth in several accession countries (c.f. up to
15% in manufacturing in Hungary over the period 1993-2000). How-
ever, despite these increases, wages in most accession countries are still
fairly low compared to EU-15 levels, though wage dispersion among
accession countries is definitely also high. The low level, however, ap-
plies to average productivity as well, which, together with some existing
product quality gaps, will constrain wage cost advantages. While wages
were rather equalised in the pre-transformation phase, wage differentia-
tion among industries already turns out to be higher in some accession
countries compared to EU-15 nowadays.
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2.4, CAPITAL FLOWS AND CURRENT ACCOUNT SUSTAINABILITY

The role of capital flows in triggering exchange rate dynamics is espe-
cially associated with current account sustainability. Their effects hinge
fundamentally on their nature and structure, whether they finance public
or private consumption or investment expenditure, whether financing
occurs via FDI or portfolio flows. In recent years, large FDI inflows,
with the focus on the private sector and related to large-scale privatisa-
tion programmes, have been able to finance a great deal of occurring
(high) current account deficits in the accession countries. For instance,
in 2001, the current account deficit of the accession countries amounted
to 4% of GDP on average, ranging from an almost balanced level of
0.4% of GDP in Slovenia to a medium-term unsustainable one of 8.6%
of GDP in Slovakia.

In the short-run, FDI inflows are presumed to still play a dominant role
in financing, above all due to further large-scale privatisation plans of
many governments. In the future, especially in connection with the
gradual phasing-out of massive privatisation, the accession countries are
expected to rely much more on (short-term) capital inflows for their
domestic financing needs. This might give rise to more disruptive ex-
change rate movements. Indeed, a main concern is that these large in-
flows will lead to an overvalued currency, thereby hampering competi-
tiveness and exacerbating already existing current account deficits that
may, in turn, lead to the eventual reversal of capital flows.

Moreover, the accession countries may especially face very volatile
capital flows in the run-up to EMU participation, due to expected posi-
tive (real) interest rate differentials with the Euro area and declining
exchange rate volatility at the same time because of expected ERM-II
participation. This could be even aggravated by adopting the "acquis
communautaire" and in particular, by the forthcoming liberalisation of
the capital account. Moreover, in recent years, the privatisation process
has often initiated larger cross-border intra-company portfolio flows
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which are likely to remain in the future, as privatisation plans have not
been completed so far. Given the remaining fragility of financial sector,
and even if structural reforms are further advanced, large and volatile
capital flows could have an unfavourable impact on the economies. For
this reason, also taking account of the different stages of progress in
structural reform, as well as the discrepancies in market size and market
conditions, the optimal strategy and the speed of monetary integration in
combination with structural reform will have to differ markedly across
accession countries.

3. CONCLUSIONS

In the future, accession countries are likely to face further real exchange
rate appreciation, as inflation differentials with EU-15 will not, in gen-
eral, diminish completely due to catching-up price movements, internal
market integration in association with low initial price levels and further
adjustments in administered prices. When real appreciation cannot be
absorbed by productivity gains or by moderate, productivity-related
wage developments, this will obviously constrain external competitive-
ness and could further aggravate the already existing current account
deficits. There is vast potential for gains in productivity both through
more efficient use of capital, human resources and technologies and
through upgrading technology.

A sound macroeconomic policy framework, in particular credible and
viable monetary and exchange rate policies in combination with produc-
tivity-related wage settlements, is key for lowering macro and financial
vulnerabilities and conflicts between low inflation, external stability and
output/employment growth. For this reason, accession countries will
take these real convergence and other transition effects on prices into
account, while committing themselves to credible stability-oriented
inflation objectives and to an ambitious disinflation process, respec-
tively. Structural reforms to enhance flexibility on product and labour
markets will clearly help to keep inflationary pressures better down.
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This should be accompanied by the strengthening of the financial sector,
to cope with higher capital flows pursuant to the liberalisation of the
capital account and to increase the effectiveness of monetary policy.
These ongoing reform efforts will be of particular relevance with the
prospect of ERM-II and later of EMU participation. Thus, it will be
crucial for the accession countries to find an appropriate policy mix
between the speed of monetary integration and enhanced structural re-
forms.
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ASSESSMENT OF PRODUCT MARKETS IN THE

CANDIDATE COUNTRIES1
LARS OSTLING

1. INTRODUCTION

This contribution contains a preliminary analysis of the 13 Candidate
Countries' product markets and their transition to the knowledge-based
economy. The purpose of this paper is to give information for an as-
sessment of how the Candidate Countries can be integrated into the ex-
isting surveillance of the structural reform elements of the EU economic
policy processes.

A comprehensive analysis of the Candidate Countries’ structural re-
forms has been made in the Commission Regular Reports on the Copen-
hagen economic accession criteria. A more in-depth description of each
Candidate Country’s structural reform measures is presented in the
Candidate Countries’ Pre-Accession Economic Programmes (PEPs).
Several other Commission studies have partly dealt with structural re-
forms in the Candidate Countries. The analysis in this paper draws on
this material and different indicators, especially the structural indicators
used to measure progress towards the Lisbon Strategy objectives
achieved in the present Member States. This facilitates comparisons
between the Candidate Countries and the EU.

The paper starts with section 2 describing the general economic envi-
ronment relevant for the product market performance in the Candidate
Countries. Section 3 is concerned with labour productivity and the struc-
ture of the economy, stressing the differences between Candidate Coun-

! Working document from the European Commission Directorate General for Economic and Finan-
cial Affairs submitted to the Economic Policy Committee ad-hoc group on enlargement. The
document has been prepared by Lars Ostling with the support of Fabienne Ilzkovitz, Adriaan
Dierx and Peter Grasmann. The views expressed in this working document can not necessarily be
attributed to the European Commission. Copyright European Commission, 2003.
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tries and EU Member States. The next section deals with market integra-
tion. It is assessed to what extent the Candidate Countries’ product mar-
kets are integrated with the EU economy through trade and investment.
Section 5 focuses on issues relevant to the business environment, such
as competition policy, state aid, regulatory burden and SMEs. Due to a
lack of consistent data in this area it is difficult to make a detailed
evaluation. Section 6 is devoted to the knowledge-based economy. It
contains a first assessment on how much the Candidate Countries have
achieved in their transition to the knowledge-based economy. Finally, in
section 7 the main structural reform priorities relating to the product
markets in the Candidate Countries are discussed. The paper ends with a
summary section.

2. GENERAL ECONOMIC BACKGROUND

There has been limited success among Candidate Countries in terms of
catching-up with the EU Member States standards of living levels dur-
ing the second half of the 1990s. The 13 Candidate Countries’ weighted
average per capita GDP in 1995 PPS terms was 38.5% of the EU aver-
age in 2001, compared with 37.8% in 1995. There appears to have been
some additional catching-up in 2002. Eight Candidate Countries were
relatively better off in 2002 than in 1995, whereas five Candidate Coun-
tries, according to available statistics, had a higher GDP per capita rela-
tive to that of the EU back in 1995.> However, during the last three
years the catching-up process seems to have accelerated with a solid
majority of Candidate Countries increasing their relative GDP per cap-
ita. The dispersion between Candidate Countries is still large ranging
from 74% of the EU average in Cyprus to 23% of the EU average in
Turkey.

2 A statistical break in the series between 1999 and 2000 affects the comparison between 1995 and
2001 for all Candidate Countries. This especially concerns Cyprus and it is uncertain if GDP per
capita in Cyprus really has dropped between 1995 and 2001.
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Graph 1: Income level per capita 2002 and 1995 in 1995 PPS with EU
average = 100.
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Source: Eurostat * CY provisional data for 2001 instead of 2002, Data for MT 1999 instead of 2002.
PL forecast for 2002.

It is evident that the Candidate Countries have a long way to go to
achieve the same prosperity as the EU, as illustrated in graph 1. Even
with high long-term growth figures, it will take many years before the
majority of the Candidate Countries will reach the level of the least
prosperous EU Member States. Already now, however, the most pros-
perous Candidate Countries are at the same level as the least prosperous
EU Member States. This points to the large differences between the
Candidate Countries, which resemble the differences between EU Mem-
ber States.
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Graph 2: Annual average GDP growth from 1995 to 2002.
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The gap in income levels between Candidate Countries and EU Member
States is substantial, but there is evidence that the Candidate Countries
are slowly closing the economic gap to the EU. In 2000, all Candidate
Countries posted positive GDP growth for the first time. Five Candidate
Countries have had an uninterrupted positive growth record for the 1995
to 2002 period and no Candidate Country has had less than four years of
positive growth during the period. Furthermore ten of the Candidate
Countries had higher average growth than the EU average growth over
the 1995 to 2002 period, with the Czech Republic, Romania and Bul-
garia being the exceptions.

The return to growth in all Candidate Countries could indicate the start
of a period of sustainable high economic growth. This could be com-
pared with the developments after accession of Ireland, Spain, Portugal
and Greece.’ For these countries it took many years before the full eco-

3 The Commission paper "Real convergence in Candidate Countries: past performance and scenar-
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nomic benefits of EU membership materialised. Similarly, after several
years of sluggish growth many Candidate Countries can now fully start
to reap the fruits of structural reforms and increased economic integra-
tion with the EU, which for some of them started ten years ago with the
Europe Agreements.

Graph 3: Inflation in 2002 as annual change of HICP.
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Inflation has come down in most Candidate Countries, but is generally
still higher than in the EU as illustrated in graph 3. In 2002, Lithuania,
the Czech Republic, Poland and Latvia had inflation levels below the
EU average. Four Candidate Countries recorded an inflation rate above
5%, as measured by change in HICP over the previous year, thereby
exceeding the highest inflation rate among the EU Member States.

ios in the Pre-Accession Economic Programmes" gives a good overview of the economic per-
formance in PT, IE, ES and GR before and after joining the EU. Another evaluation of the con-
vergence of GR, IE, ES and PT with other EU Member States can be found in Martin, Velazques
and Funck "European integration and income convergence", World Bank 2001.
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The relatively high inflation may not be too detrimental for the Candi-
date Countries' competitiveness if it can be attributed to the catching-up
process. Various estimates indicate that the so-called Balassa-
Samuelsson effect accounts for a part of the inflation in Candidate
Countries, but there is no consensus on the magnitude of the effect.’
Thus it is possible that the catching-up can be combined with a rela-
tively low consumer price level, similar to the developments in Portugal,
Spain and Greece.

Graph 4: Consumer price levels 2001 in purchasing power standard
(PPS) with EU average consumer price level = 100.
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4 See European Commission 2002 "Balassa-Samuelson effects outside the Euro area" for a compre-
hensive overview of different estimates.
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Consumer price levels are distinctly lower in most Candidate Countries
compared with EU consumer price levels, as shown in graph 4. In seven
Candidate Countries the relative consumer price level is less than half
the EU average. None of the Central or Eastern European Candidate
Countries has a consumer price level equal to the EU Member State
with the lowest consumer price level. The low consumer price level is
partly due to the low levels of GDP per capita and remaining adminis-
tered prices. The relationship between price levels in Candidate Coun-
tries and their income levels needs to be further explored.

Consumer prices in Candidate Countries have risen significantly in the
past years and this may continue. The abolishing of price controls are
likely to contribute to further increases of consumer price levels in Can-
didate Countries. A moderating effect on the consumer price level is
expected from increased competition through imports and the develop-
ment of more efficiently functioning domestic product markets. Depend-
ing on exchange rate movements, the consumer price level in the Candi-
date Countries could converge rather rapidly towards the EU level.’

5 Real exchange rate movements are reflected in changes in the purchasing power parities, which
will affect the purchasing power standard. See the Eurostat webpage for more information:
http://europa.eu.int/comm/eurostat/newcronos/info/notmeth/en/theme1/strind/ecoref.htm
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Graph 5: Administered prices in Candidate Countries in 2001 as share
of Consumer Price Index (CPI).
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One factor contributing to the low consumer price level in Candidate
Countries are price regulations. According to data in the European
Commission Regular Reports, there are still substantial price controls in
the Candidate Countries. Administered prices, e.g. in the energy sector,
are common in most Candidate Countries, covering from 13% to 25% of
the consumer price index (CPI) in 2001 (see graph 5). In five Candidate
Countries, regulated prices comprise more than a fifth of the CPI. Sev-
eral Candidate Countries are undertaking reforms, which will reduce
price controls and open up markets for competition. There is no
comparable data available for the EU Member States.’

6 There are few examples of price regulations in the EU Member States. Some price controls remain
on energy and a few goods.
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3. PRODUCTIVITY AND THE STRUCTURE OF THE
ECONOMY

In order to increase economic growth and close the gap in GDP per cap-
ita to the EU, one main challenge in the Candidate Countries will be to
increase labour productivity.

Graph 6: Labour productivity per person employed 2002 with EU aver-
age = 100.
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Labour productivity is relatively low in most Candidate Countries, as
illustrated in graph 6. Six Candidate Countries do not reach half the EU
average productivity level and only four Candidate Countries have a
labour productivity level, which is above the lowest productivity level
among the EU Member States. However, labour productivity has in-
creased steadily for most Candidate Countries between 1996 and 2002.
The increase in labour productivity has in several Candidate Countries
outpaced the EU productivity increase, although labour productivity in
some sectors seems to remain low.
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Productivity growth in the Candidate Countries could be further boosted
in the future, as implemented structural reforms begin to pay off, includ-
ing a shift in the sectoral composition of the economy to sectors with a
higher value added. Improvements of the general business environment
and a successful transition to the knowledge-based economy will also
contribute to raise productivity and increase living standards.

The sectoral composition in Candidate Countries with a relatively large
agricultural sector and the existence of big state-owned manufacturing
companies with hidden unemployment contribute to explain the low
labour productivity. The sectoral composition of the economy in the
Candidate Countries differs from the composition in the current EU
Member States. In general, service sectors are less developed than
manufacturing industries in the Candidate Countries.

Graph 7: Gross value added in the industry sector in 1991, 1995 and
2001 as % of total value added.
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Source: Eurostat BG 2000 and 1996 data instead of 2001 and 1995. PL 1992 data instead
of 1991. No 1991 data available for LT, SK, BG, EE and CY.
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Since 1991, the industry share in the economy has decreased in all Can-
didate Countries, as illustrated in graph 7. In Hungary and Turkey the
share of the industry as a percentage of total value added has remained
relatively stable, whereas it has dropped significantly in Latvia, Roma-
nia, Slovenia and Poland. The share of industry in the Candidate Coun-
tries” economies in 2001 ranged from 13% to 33%, and in Cyprus and
Latvia the share of industry was below the EU level (22% of total value
added).

Whereas the share of manufacturing has declined, the share of the ser-
vice sector has increased in most Candidate Countries. This is illustrated
in graph 8, which shows the development in the service sector of finan-
cial intermediation, real estate and business renting activities.” However,
even though the service sector has increased in Candidate Countries, it
is still considerably smaller than in the EU.

Graph 8: Gross value added in the sector financial intermediation, real
estate and business-renting activities in 1991, 1995 and 2001 as % of
total value added.
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Source: Eurostat ~ SK and EE 1993 data instead of 1991. PL 1992 data instead of 1991. HU and RO 2000
data instead of 2001. CY 1999 data instead of 2001. No data available for BG.

7 This sector was chosen because of data availability.
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The contribution to total gross value added from the sector financial
intermediation, real estate and business renting activities does not ex-
ceed 21% for any Candidate Country, whereas the EU average is 27%.
However, it is evident that in a number of Candidate Countries there has
been a rapid growth in this sector since 1991, even surpassing the sec-
tor’s growth in the EU. This indicates a significant resource reallocation
in terms of production value in these countries.

One other sector standing out in the Candidate Countries is the agricul-
tural sector. Although the share of the sector in % of GDP has decreased
during the last decade, it is still a relatively significant sector in all Can-
didate Countries. This is illustrated in graph 9, describing the share of
the sector agricultural, hunting, forestry and fishing in the Candidate
Countries. Agriculture is dominating this sector and hereafter the sector
is referred to as the agricultural sector.

Graph 9: Gross value added in the agricultural, hunting, forestry and
fishing sector in 1991, 1995 and 2001 as % of total value added.
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The agricultural sector was large in many Candidate Countries in 1991.
In all Central and Eastern European Candidate Countries it accounted
for more than 5% of total value added in 1991, peaking in Latvia, 23%,
and Romania, 20%. The sector’s share of total value added in the EU in
1991 was less than 3%. Although the sector has decreased in all Candi-
date Countries it is still relatively large in many of them. In 2001, the
agricultural sector accounted for a larger share of the economy in all
Candidate Countries than the EU average. In six Candidate Countries, in
2001 the sector still accounted for close to 5% or more of total valued
added, which is significantly above the EU average of 2.1%. Even if the
agricultural sector continues its relative decline it will take time before
the size of the sector comes down to the EU average.

Another difference in the sectoral composition of the economy is that
the public sector still is relatively large in several Candidate Countries.
This reflects the remaining state ownership of big companies in some
Candidate Countries.

Graph 10: Private sector share of GDP in Candidate Countries in 2001.
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The private sector has increased significantly in most Candidate Coun-
tries over the last decade, but in a number of Candidate Countries the
private sector is still relatively small as illustrated in graph 10.* In Lat-
via, Romania and Slovenia the public sector still accounted for one third
of GDP or more in 2001 and only in Estonia, the Slovak Republic and
Hungary did the private sector produce more than 80% of GDP, which
could be higher than in some EU Member States. The relatively small
private sector in some Candidate Countries may indicate a lack of com-
petition and ample room for efficiency gains. There is no comparable
data available for the EU Member States, but some other data indicates
that the private sector on average is larger in the EU Member States.
The general government sector accounts for between 8% and 20% of
GDP in EU Member States, according to the national accounts.

Privatisation of public assets has been undertaken in Candidate Coun-
tries in order to reduce the public sector’s influence on the economy and
to promote efficient markets. Through privatisation, well needed foreign
capital and knowledge can be attracted, increasing the economic effi-
ciency. In graph 11 the revenues from privatisation from 1994 to 1999
are shown.

8 As there is no uniform definition across countries the figures should be interpreted with caution.
Data originates from national sources in the Candidate Countries and EBRD.
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Graph 11: Privatisation revenues in % of GDP as an annual average
between 1994 and 1999 according to World Bank Development Indica-
tors 2001. EU figures are from "OECD in figures - 2000 edition".
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Privatisation has been one of the main economic reforms in the Central
and Eastern European economies and remains high on their structural
reform agendas. Annual average privatisation revenues in these Candi-
date Countries ranged from less than one percentage point of GDP to
almost 4.5 percentage points of GDP for the 1994 to 1999 period. For
single years and countries the revenues from privatisation have reached
double digit figures. In some countries, notably Estonia, the privatisa-
tion process has been practically completed. In other Candidate Coun-
tries, the proceeds from privatisation are still considerable.

Summarising, labour productivity is low in the Candidate Countries.
This indicates that the structural shift to more productive sectors has not
yet been completed. For a number of Candidate Countries the private
sector is still relatively small and substantial price controls remain.
These Candidate Countries have room for further reform in these areas,
which could support labour productivity.
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4. ECONOMIC INTEGRATION

Opening up markets and increasing economic integration with the EU
are key measures to improve the functioning of the economies in the
Candidate Countries. The two main mechanisms for economic integra-
tion with the EU are trade and foreign direct investment (FDI). Trade
integration increases competition in the Candidate Countries and FDI
contributes to raising the growth potential. Together with other struc-
tural reforms this will help the Candidate Countries to catch up with the
more prosperous EU Member States.

Graph 12: Total trade in relation to GDP in 2001.
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The Candidate Countries are in general open economies. This fact is
illustrated in graph 12 where the trade of goods and services as a share
of GDP is depicted. Seven of the Candidate Countries have a total trade
openness that is higher than the average for smaller EU Member States.’
All Candidate Countries have higher trade openness than the average for

9 EU small member states are NL, BE, PT, EL, SE, AT, DK, FI, IE and LU. Large member states
are DE, IT, UK, FR, and ES.
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large EU Member States. The high trade openness in the Candidate
Countries is partly explained by the fact that most of the Candidate
Countries are small countries. The three Candidate Countries with the
least trade are also the biggest ones: Turkey, Poland and Romania.

The Candidate Countries do not only have open economies, but they are
also well integrated with the EU economy. This is manifested both by
high export shares to the EU and by substantial FDI from the EU.

Graph 13: Export of goods from the Candidate Countries to the EU in
2001 as share of total goods exports.
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Most of the Candidate Countries' export of goods go to the EU, as illus-
trated in graph 13. For all but three Candidate Countries, more than half
their export of goods go to the EU. The exceptions are Cyprus, Lithua-
nia and Malta."’ Five of the Candidate Countries have a higher export
share to the EU than the EU average, although they are not yet part of
the internal market."" Thus, in trade terms the Candidate Countries seem
to be as integrated in the EU as current Member States.

In a majority of Candidate Countries, the export share of "machinery
and transport equipment” has increased significantly between 1996 and
2000. In these countries the export share for this sector typically ex-
ceeds one third of the total value for all exports. On the other hand, ex-
port shares for "food and live animals, beverages and tobacco" has de-
creased in most Candidate Countries and exceeds 10 percent of the total
export value only for Cyprus, Turkey and Lithuania.

There are also indications on an increasing degree of intra-industry trade
between the Candidate Countries and the EU. Several Candidate Coun-
tries have a level of intra-industry trade comparable to EU Member
States. However, this applies primarily to the larger Candidate Coun-
tries, as the smaller countries seem to have a more specialised produc-
tion structure, which is reflected in a narrower range of export products.

10In Malta, this is explained by one single big manufacturing company, which in 1999 switched
from exporting mainly to the EU to exporting to other markets. Cyprus is very well integrated
with the EU through the service sector, predominantly tourism, which integration effects is not
reflected in the trade of goods. In Lithuania’s case, the low export to the EU is partly explained
by high energy exports to Belarus and other non-EU countries.

This is even more remarkable as the share of EU exports went down in seven of the Candidate
Countries between 2000 and 2001.
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Graph 14: High technology export as share of total export of manufac-
turing goods 2000 according to World Bank development indicators.
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As shown in graph 14, most Candidate Countries have considerably less
high-technology exports than the EU average. However, in Malta, Esto-
nia and Hungary, high tech exports are well developed, exceeding 25%
of total manufactured exports, thereby surpassing the EU average of
20%. In Estonia and Hungary there have been dramatic increases in the
share of high technology exports during the period 1995 to 2000, with
an average increase of more than 3 percentage points per year. In Malta
high technology exports increased by close to 2 percentage points on an
annual average for the same period. No other Candidate Country re-
corded an average annual increase by more than 0.7 percentage points.
The EU average annual increase for the same period was 0.9 percentage
points.

However, the share of high technology exports has increased in all Can-
didate Countries for the period 1995 to 2000, with the possible excep-
tion of Cyprus, Malta and the Slovak Republic. This would indicate a
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structural shift at least in some Candidate Countries from the old indus-
trial structure towards a knowledge-based industrial structure. This con-
clusion is supported by data showing that in recent years the export
share of capital- or technology-intensive production has increased in
most Candidate Countries.

Graph 15: Foreign direct investment flows to Candidate Countries from
EU as % of GDP. Annual average 1996 - 2001.
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Integration is also driven by foreign direct investment. FDI from EU
Member States is high in several Candidate Countries, reflecting high
growth prospects and profitable investment opportunities. Graph 15
shows the annual average FDI between 1996 and 2001 from EU Mem-
ber States to the Candidate Countries.'? In Estonia, the Czech Republic,
Poland and Hungary annual FDI from EU averaged more than 3% of

12The annual average was chosen since the annual values are volatile reflecting large privatisations
and other temporary effects.
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GDP. This is considerable more investment than Slovenia, Latvia, Ro-
mania and Turkey managed to attract whose average annual inflow of
FDI from EU Member States was below 1.6% of GDP. As comparison,
FDI to EU Member States from other EU Member States during these
years averaged 3% of GDP. However, FDI in the EU comprises a sub-
stantial amount of mergers and acquisitions, which does not necessarily
involve investment in new assets. In the Candidate Countries, it is likely
that more FDI has been invested in greenfield projects or invested in
replacement of old production assets as part of the privatisation and
restructuring process."” FDI could be particularly important for the Can-
didate Countries, as this source of investment may not only contribute
with capital, but also with technology transfer and management know-
how. FDI in the Central and East European Candidate Countries is con-
centrated in a few sectors. Out of the total FDI stock in these countries
more than two thirds was invested in four sectors: "manufacturing",
"financial intermediation", "real estate, renting and business activities"

and "trade, repair of motor vehicles, etc"."

FDI is one important source for investment in the Candidate Countries,
but the bulk of the capital for private investment is channelled through
other sources. Therefore the total level of business investment is an im-
portant additional indicator.

131t has not yet been possible to obtain reliable data for Candidate Countries on the share of
greenfield investments.

4Data is taken from the WIIW-WIFO database, which covers the Central and East European
Candidate Countries. These FDI data should be used with caution. Even though all these coun-
tries follow the established IMF definitions and methodological guidelines, serious differences
appears in practice, according to the methodological note in the WIIW-WIFO database.
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Graph 16: Business investment, gross fixed capital formation by the
private sector as % of GDP in 2001.
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No data available for SI, CY and MT.

Graph 16 shows business investment in ten Candidate Countries. In five
of these Candidate Countries, business investment in 2000 exceeded the
EU average of 18% of GDP. However, whereas business investment in
most EU Member States has been stable or increasing from 1998 to
2001, the results have been more mixed in the Candidate Countries. In
several Candidate Countries business investment has even been falling.

The high trade openness and the high share of export to the EU clearly
show that the Candidate Countries already can face competition on the
internal market at least in some sectors. Furthermore, the Candidate
Countries are generally open for import from EU Member States, which
increases competition in the domestic markets. The openness in the
Candidate Countries should thus contribute to more efficient markets.
However, the high trade openness and the FDI inflows do not automati-
cally facilitate functioning markets across the whole economy. There
may still be sectors with a significant impact on the total economy
where competition is weak.
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5. BUSINESS ENVIRONMENT

The starting point for the enterprise sector in the Candidate Countries in
the former centrally planned economies of Central and Eastern Europe
was not encouraging. Most enterprises were in state ownership and the
predominant industry was in most cases heavy manufacturing. Consid-
ering this starting point the change in the enterprise structure the last
decade has been profound.

Data is still relatively scarce, but available data point at a thriving busi-
ness sector in most Candidate Countries.”” SMEs typically account for
more than half of total employment'® and a substantial part of the pro-
duction in terms of GDP. This development indicates that a relatively
favourable climate for entrepreneurship has emerged, which can con-
tribute to higher productivity.

However, at the same time, studies suggest that improvements in the
administration and local government are needed to support business in
general and SMEs in particular.'” Anecdotal evidence suggests that bar-
riers to entry and exit remain in some sectors and that administrative
burdens are heavy in several Candidate Countries. There may still be a
substantial amount of red tape preventing start-ups to thrive and grow.
The development of an appropriate administrative capacity, less admin-
istrative burden for the business sector and transparent regulatory
frameworks have been identified by most of the Candidate Countries in
their 2002 PEPs as key measures to promote a dynamic business
development.

15EU Commission "Enlargement papers: progress towards meeting economic criteria for accession:
the assessment from the 2001 regular report".

16In the EU on average 66% of total employment was in SMEs in 1998, defined as companies with
0 to 249 persons employed. In Italy and Portugal, the member states with the highest share, SMEs
contributed with 80% of total employment, whereas the lowest share of employment in SMEs in
the EU was found in Ireland, 49%.

7EU Commission "European Economy: Evaluation of the 2001 pre-accession economic pro-
grammes of Candidate Countries".
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The Candidate Countries keep good pace to implement the acquis as
part of their preparation for EU membership. In this process they will
also have to adopt the EU competition policy framework. Anecdotal
evidence suggests that competition policy in the Candidate Countries
could improve and that restructuring and further strengthening of com-
petition authorities is necessary. There are no data before accession on
implementation of internal market directives or on the share of public
procurement published in the Official Journal, because public procure-
ment is not yet published in the Official Journal. When these data be-
come available for the new EU Member States, they will provide some
information for an assessment of the opening up of public procurement
in these countries.

A major issue in the Candidate Countries is the existence of state subsi-
dies and other obstacles hindering better functioning markets. It is pos-
sible that substantial state subsidies exist in some Candidate Countries.
This may take the form of soft budget constraints'® for state owned
companies, tax exemptions or other forms as parts of efforts to sustain
industrial activities in economically weak regions or within non-
competitive sectors. If this is the case, it will be necessary to overhaul
state aids in Candidate Countries with the purpose to both reduce total
state aid and redirect state aid towards horizontal measures.

18The state could have different economic expectations than a private owner seeking to maximise
the company market value.
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Graph 17: State aid in 2000 as % of GDP, excluding aid to agriculture
and fishery.
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Total state aid in Candidate Countries, excluding aid to agriculture and
fishery, ranged from 0.4% of GDP to 1.9% of GDP in 2000 according to
the Commission’s State Aid Scoreboard (see graph 17). The EU average
was 0.8% of GDP. Four Candidate Countries recorded lower total state
aid than the EU average, whereas state aid in Hungary and Romania was
more than double the EU average. However, in per capita terms, the
total state aid in all Candidate Countries, except Hungary, was below
the EU average in 2000. In several Candidate Countries, a large share of
the aid was sectoral or ad-hoc, e.g. steel and coal, which can have a
particularly distorting effect on the economy. This is especially pro-
nounced in Bulgaria, Lithuania and Estonia were horizontal aid corre-
spond to 10% of total aid or less. The data on state aid for Candidate
Countries should be used with caution. Due to several factors, such as
recent adoption of state aid legislation, classification of state aid and
measurement problems, the information on state aid in Candidate Coun-
tries could be less complete than for EU Member States. Significant
changes in state aid policies after the year 2000 and large annual fluc-
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tuations also implies that results for individual Candidate Countries may
change significantly over time.

6. FOSTER A KNOWLEDGE-BASED ECONOMY

Progress towards the knowledge-based economy is another key element
to increase productivity, growth and employment creation. In general,
more wealthy countries have a higher degree of maturity in information
and communication technologies (ICT) and a larger share of high tech-
nology in their economies. Consequently, the Candidate Countries may
have special challenges to encounter in this area compared with EU
Member States.

Several indicators show that Candidate Countries lag behind EU Mem-
ber States in the transition to the knowledge-based economy. This could
be a hampering factor for the economic catch-up in the Candidate Coun-
tries.

Graph 18: Business and other R&D expenditure as % of GDP in 2000.
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Source: Eurostat * EU estimate for 2000. TR 1999 data. No data
available for MT.
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Candidate Countries have a poor record for both total and business
R&D as share of GDP, which is illustrated in graph 18. In 2000, the
average total R&D expenditure for the Candidate Countries was well
below 1% of GDP, compared with almost 2% of GDP for the EU aver-
age. Slovenia, 1.5% of GDP, and the Czech Republic, 1.3% of GDP,
had the highest R&D expenditures among the Candidate Countries in
2000. Bulgaria, Latvia, Romania and Cyprus invested 0.5% of GDP or
less in R&D. This large difference in R&D investment among Candidate
Countries is mirrored also among EU Member States, where total R&D
expenditure in 1999 ranged from 0.7% in Greece to 3.8% in Sweden.
There is not much sign of increasing R&D investment in the Candidate
Countries. For half of the Candidate Countries, total R&D investment as
% of GDP was lower in 2000 than in 1995. The decrease was most pro-
nounced in the countries with the least R&D.

Also business R&D investments were low in the Candidate Countries in
2000, corresponding to less than 0.4% of GDP, which is not even a third
of the EU average. In Bulgaria, Romania, Cyprus, Estonia, Latvia and
Lithuania, business R&D investment was less than 0.2% of GDP. Only
in Slovenia and the Czech Republic did business R&D investment reach
0.6% of GDP. Moreover, business expenditure on R&D, as a percentage
of GDP, increased in only half of the Candidate Countries between 1995
and 2000. There is therefore no sign that the large gap in business R&D
expenditures between Candidate Countries and the EU is about to close.

ICT expenditure is another indicator on the emergence of a knowledge-
based economy. Investment in ICT could increase the productivity in
the economy and promote a structural shift to more value adding indus-
tries. The indicator on ICT investment gives a rather mixed picture for
the Candidate Countries, as illustrated in graph 19.
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Graph 19: ICT expenditure as % of GDP in 2000.
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Indicators 2002

Three Candidate Countries, the Czech Republic, Hungary and the Slo-
vak Republic, invested more in ICT in 2000 than the EU average.”
Three other Candidate Countries, Turkey, Bulgaria and Romania, in-
vested less than the least investment prone EU Member State. This
points to a large dispersion between Candidate Countries with regard to
ICT investment. Several Candidate Countries run the risk of falling
further behind. Furthermore, no Candidate Country, except the Czech
Republic could match the growth of ICT investments in the EU during
the last six years, from 1995 to 2000. This trend points to a further wid-
ening of the gap in ICT maturity between the EU Member States and the
Candidate Countries.

The internet penetration ratio is one indicator of IT maturity. The con-
sumer internet household penetration for those Candidate Countries
where data was available in 2001 ranged from 2% in Latvia to 24% in

19Due to limited data availability, it has not been possible to check whether the large ICT-
investments are caused by mobile telephone investments. Investments in IT may be considered
more productive than some communication investment.
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Slovenia.”’ In the EU, the average internet penetration rate in 2001 was
36%, ranging from 12% in Greece to 64% in Sweden.”’ The Candidate
Countries are generally lagging the EU Member States also concerning
mobile telephone penetration. The gap for mobile phones in 2001 was
38 percentage points (37% for Candidate Countries and 75% for EU
Member States).*

7. REFORM PRIORITIES IN THE CANDIDATE COUNTRIES

Most challenges in product markets seem to be shared by both Candi-
date Countries and EU Member States. These challenges include reform
of network industries, strengthening of competition rules and competi-
tion authorities, efforts to make the public sector more efficient and
embracing the knowledge-based economy. However, Candidate Coun-
tries are facing more severe problems in their reform efforts, especially
regarding the transition to the knowledge-based economy.

It is likely that the enlargement in 2004 will further increase the pressure
for further structural reforms in the product markets in the Candidate
Countries. The Candidate Countries seem to be ready to meet this chal-
lenge. In their 2002 Pre-Accession Economic Programmes (PEPs), they
have all set priorities for the reforms to be undertaken to further
strengthen their product markets and to facilitate the transition to the
knowledge-based economy.

The Commission evaluation of the 2002 PEPs from November 2002
concludes that the main emphasis of the planned reforms in Candidate
Countries in product markets seems sensible. After attaining macroeco-
nomic stability the focus has rightly shifted to structural reforms to sup-

2OData on internet penetration in Candidate Countries is scarce. There is very little data from Euro-
stat on internet penetration in enterprises and only for seven Candidate Countries regarding
household internet penetration (CY, CZ, EE, LT, LV, PL, SI).

21Euyrostat structural indicators.

22IDC "European Telecommunications Services - Monitoring European Telecoms Operators: Final
Report", 2002
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port sustainable and high economic growth. Strengthening competition,
reducing barriers to market entry and promoting productivity enhancing
R&D are among the necessary structural reforms on the supply side
mentioned in the evaluation.

In the Commission evaluation, it is noted that the main measures to
strengthen product markets in the Candidate Countries are largely the
same in the 2001 and 2002 PEPs. This is logical reflecting the long-term
nature of structural reforms. Although the PEPs are reflecting specific
circumstances in each Candidate Country, there are several broad cate-
gories of measures figuring in most PEPs, which is illustrated in table 1.
A majority of Candidate Countries emphasised both in their 2001 and
2002 PEPs that privatisation and restructuring of industries is a high
priority. Several Candidate Countries also stressed the importance of
deregulation, support for SMEs and the general business environment,
improvement of regulations and development of competition policies. If
the Candidate Countries are able to carry out the reforms envisaged in
their PEPs, they are likely to make good progress to catch up with the
EU Member States and close the gap in income levels.
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Table 1: Product market measures identified by Candidate Countries in
their 2002 Pre-Accession Economic Programmes.

Candidate Country  Main product market measures in the 2002 PEPs

Bulgaria - Privatise infrastructure industries
- Liberalisation of prices
- Deregulation of monopolies

Cyprus - Liberalise utilities
- Rationalise public intervention in the economy

Czech Republic - Restructuring of industries
- SME
- Export promotion

Estonia - Further develop entrepreneurship
- Competition and market supervision

Hungary - Increase competitiveness of SMEs
- Regulation of public utilities
- Privatisation
- Laying foundation for knowledge-based economy

Latvia - Complete privatisation
- Deregulation of utilities
- Develop entrepreneurship

- Export promotion

Lithuania - Restructuring and privatisation
- SME

Malta - Restructuring and privatisation

- Liberalise utilities
- Abolish price controls

Poland - Conclude privatisation
- Restructure several industries
- Develop entrepreneurship
- Develop infrastructure

Romania - Accelerate privatisation and restructuring
- Strengthen SMEs
- Improve competition policy

Slovak Republic - Restructuring and privatisation
- Improve entrepreneurial environment
- Export promotion

Slovenia - Privatisation and restructuring

- Reduce administrative barriers
- Liberalise telecom and utilities

Turkey - Privatisation
- Establish regulatory authorities
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8. SUMMARY

Summarising, it seems that most challenges in product markets are
shared by both Candidate Countries and EU Member States. However,
Candidate Countries are facing more severe problems in their reform
efforts, especially regarding the transition to the knowledge-based econ-
omy. It is also likely that some product market issues which are already
tackled in existing EU processes, such as privatisation, administered
prices and the sectoral composition of the economy, need to be dis-
cussed more intensively than is currently the case for the existing Mem-
ber States.

Furthermore, it is likely that accession will increase the pressure for
further structural reforms in the product markets for the ten Candidate
Countries in the first accession wave. The Candidate Countries con-
cerned seem to be ready to meet these challenges. In their 2002 Pre-
Accession Economic Programmes (PEPs) they have all set priorities for
the reforms to be undertaken to further strengthen their product markets
and to facilitate the transition to the knowledge-based economy. These
structural reforms should contribute to high economic growth and in-
creasing living standards in Candidate Countries.

9. REFERENCES

Centre for European Policy Studies (2003), "The Euro at 25".

Federal Ministry for Economic Affairs and Labour (2000), "Eastern
enlargement: the sooner, the better?", European Academy of Excel-
lence, Vienna, Austria.

European Bank for Reconstruction and Development (2000), "Ten years
after: what is special about transition countries".

European Bank for Reconstruction an Development (2000), "Defying
the odds: initial conditions, reforms and growth in the first decade of
transition".



166 Kick-off Papers

European Commission (2002), "State Aid Scoreboard - Special edition
on the Candidate Countries".

European Commission (2002), "Statistical Yearbook on Candidate and
south-east European Countries".

European Commission (2002), "Progress towards meeting economic
criteria for accession: the assessment from the 2002 regular report".

European Commission (2002), "Structural reforms in Candidate Coun-
tries - trends, challenges and the Lisbon strategy".

European Commission (2002), "Balassa-Samuelson effects outside the
Euro area".

European Commission (2002), "Towards the enlarged union - Strategy
paper and report of the European Commission on the progress to-
wards accession by each of the Candidate Countries".

European Commission (2002), "Information note on the main findings
of a report on macroeconomic and financial sector stability develop-
ments in Candidate Countries".

European Commission (2002), "Report on macroeconomic and financial
sector stability developments in Candidate Countries".

European Commission (2001), "Enlargement of the European Union:
costs and benefits for present Member States - case studies for Ger-
many, Austria, Italy and Denmark".

European Commission (2001), "Real convergence in Candidate Coun-
tries - past performance and scenarios in the Pre-Accession Eco-
nomic Programmes".

European Commission (2001), "Evaluation of the 2001 Pre-Accession
Economic Programmes of Candidate Countries".

European Commission (2001), "Progress towards meeting economic
criteria for accession: the assessment from the 2001 regular report".

European Commission (2001), "Report on Candidate Countries’ meas-
ures to promote entrepreneurship and competitiveness".

European Commission (2001), "The economic impact of enlargement".

European Economy Group (2001), "The trade impact of the integration
of the Central and Eastern European Countries on the European Un-

n

ion".



Ostling 167

Eurostat New Cronos database http://www.cc.cec/newcronos/

IDC (2002), "European Telecommunications Services - Monitoring
European Telecoms Operators: Final Report".

Oesterreichische Nationalbank (2002), "Price dynamics in Central and
Eastern European EU accession countries", Working Paper 61.

Oesterreichische Nationalbank (2001), "Focus on transition".

World Bank (2002), "World Development Indicators 2002", CD-ROM.

World Bank (2002), "Transition the first ten years".

World Bank (2001), "European integration and income convergence".

World Bank (2001), "World Development Indicators 2001", CD-ROM.



168 Kick-off Papers

AGRICULTURE IN CANDIDATE COUNTRIES
CHRISTOPHE BLANC

In spite of the downward trend, the agriculture share in GDP and em-
ployment in most Central Eastern European Countries remains consid-
erably higher than in the present European Union. In many of those
countries, agriculture needs restructuring. Very small subsistence farms
play an important role. Labour productivity is very low in such farms
which are partly excluded from agri-food market channels. Eastern
European agriculture also appears ill prepared to face Western European
competition after enlargement. Agri-food production in many of those
countries is for instance still far from meeting quality requirements of
EU markets.

Despite recent stabilisation, in most countries agricultural production
remains lower than pre-transition levels.

Graph 1: Gross agricultural production (1989=100)
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Despite stabilisation since the mid 90s, agricultural output remains in
most countries considerably lower than pre-accession levels (see Graph
1). Resumption of macro economic growth since the mid 90s did not
transmit to the agricultural sector. Only in Slovenia is production now
higher than its pre-transition levels. In some Baltic states and Bulgaria,
agricultural production stabili