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Preface

On January 1, 1991, the Czech and Slovak Federal Republic launched a compre-
hensive reform program designed to establish a market economy. The program has
been successful in achieving price stability and a viable external position through
restrictive financial policies, but there has been a sharp decline in output. The
eventual output recovery is predicated on completing structural market reforms,
such as developing financial markets and safeguarding their stability, privatizing
large enterprises, minimizing government interference with economic signals, and
imposing the “hard” budget constraint.

The information discussed in this paper was collected during staff visits to
Czechoslovakia during 1990 and 1991. The authors are grateful to the Czechoslovak
authorities for their cooperation. The authors are also grateful to their colleagues
Jeremy Carter, Nadeem Ul Haque, Kanitta Meesook, and Nissanke Weerasinghe,
who contributed substantially to this study both directly and indirectly while work-
ing on the Czechoslovak team. The paper was edited by David Driscoll, Margaret
Casey, and Elisa Diehl of the External Relations Department. The views expressed
here, as well as any errors, are the sole responsibility of the authors and do not
reflect the oninions of the TIMF Executive Board or IMF staff.
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The following symbols have been used throughout this paper:
to indicate that data are not available;

— to indicate that the figure is zero or less than half the final digit shown, or that the item
does not exist;

-~ between years or months (e.g., 1991-92 or January-June) to indicate the years or
months covered, including the beginning and ending years or months;

/  between years (e.g., 1991/92) to indicate a crop or fiscal (financial) year.
“Billion” means a thousand million.
Minor discrepancies between constituent figures and totals are due to rounding.

The term “country,” as used in this paper, does not in all cases refer to a territorial entity
that is a state as understood by international law and practice; the term also covers some
territorial entities that are not states, but for which statistical data are maintained and
provided internationally on a separate and independent basis.
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I Introduction

On December 10, 1989, it had been over forty
years since the Communist party assumed
control of the Czechoslovak Government, and over
twenty years since the reforms of the “Prague
Spring” failed. This was the legacy inherited by the
new “Government of National Understanding,”
formed on that day, and by its successor, the demo-
cratically elected Government that took office in
June 1990, which was virtually identical in composi-
tion to the interim Government it replaced. The
economic legacy was shaped both by the distant
past—Czechoslovakia’s prewar history as a major
industrial power—and by the recent past—slow
economic decline under the Communist regime.

Before even its foundation as an independent
state in 1918, and up to German occupation in
1938, Czechoslovakia had enjoyed a well-
developed market system. By contrast, under the
Communist regime, state control over the economy
was more pervasive than elsewhere in Central and
Eastern Europe. Almost all the means of produc-
tion, including agriculture and small businesses,
were in the hands of the state. The only significant
physical asset in private hands was about half of the
housing stock. Decisions relating to production, in-
vestment, and foreign trade were made by the
state. Prices were centrally set, and wages tightly
controlled. Efforts in the mid-1960s to reform this
system, particularly by delegating decision making
to enterprise management, were entirely reversed
after 1968. Thus, although the market system sur-
vived as a dim memory, most skills associated with
that system had faded by the 1980s.

Industry enjoyed a privileged position during the
Communist era, and was relatively advanced by the
1980s, although plagued by inefficiency and out-
dated technology. Industrialization since 1948 had
been guided both by the planners’ preference for
heavy industry and by the international division of
labor within the Council for Mutual Economic As-
sistance (CMEA), which was only loosely related
to Czechoslovakia’s comparative advantage in a
worldwide setting. Consequently, the economy had
become extremely vulnerable to the terms of trade

shock attendant on the collapse of the CMEA in
January 1991.

The integration of Czechoslovakia into the world
economy and the accommodation of the (long sti-
fled) expression of its citizens’ preferences call for a
drastic change in production patterns. The coun-
try’s industrial legacy affects this change in several
ways. On the one hand, Czechoslovakia is endowed
with a well-educated and skilled work force; it has
also been left with a sizable stock of capital, at least
some of which is usable in the new environment.
These factors augur well for the success of reform
in the longer term. On the other hand, Czechoslo-
vakia's highly processed products are geared to
specific needs and markets, and their redesign will
require expertise, investment, and time. Thus, in
the short run, Czechoslovakia’s relatively advanced
industrial structure can only complicate and slow
the reorientation of production.

Finally, both in pre-Communist and Communist
days, Czechoslovakia consistently implemented
cautious macroeconomic management. Unlike
other Central European countries, it did not expe-
rience runaway inflation in the 1920s.! During the
Communist era, fiscal and credit policies were con-
sistently conservative, and budgetary subsidies to
enterprises were relatively small. Foreign debt was
kept low, particularly compared to other centrally
planned economies (Chart 1), and domestic im-
balances were clearly smaller than in most centrally
planned economies in the region. Recorded infla-
tion was low, at an average of about 1'/2 percent a
year over the 1980s, and hidden inflation is thought
to have amounted to no more than 3 percent a
year. Moreover, both anecdotal evidence (the ab-
sence of pervasive shortages) and trends in the in-
come velocity of money (which had declined only
slightly during the 1980s) suggested that excess de-
mand had not built up in the form of a large mone-
tary overhang.

! A more complete historical background is provided by Prust
and IMF Staff Team (1990) and Solimano (1991). For experi-
ences with hyperinflation in the 1920s, see Dornbusch and Wolf
(1990).
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From a macroeconomic point of view, therefore,
Czechoslovakia enjoyed perhaps the best starting
conditions for reform in Central and Eastern
Europe—although the nearly complete domination
of production by the state and virtual absence of
any market mechanisms called for perhaps even
more extensive structural reform than in the other
planned economies. The Communist regime had
initiated only a few cautious steps toward reform in
late 1987. These included a small liberalization of
the exchange and trade system aimed at encourag-
ing exports in convertible currencies, a slight move
toward greater enterprise autonomy, and a ra-
tionalization of wholesale prices, which continued
to be administratively determined.

©lnternational Monetary Fund. Not for Redistribution



Il Background to Reform

reparations for reform began in earnest under

the new Government in early 1990.2 The in-
terim Government acted quickly in several rela-
tively uncontroversial areas, developing a compre-
hensive strategy of reform and building a
consensus around it. Extensive discussions within
the interim Government culminated in the adop-
tion in May of a resolution setting forth a program
of rapid reform, particularly in price and trade lib-
eralization. This resolution was subsequently en-
dorsed by the new Government, formed following
the June elections, and the program was further
elaborated in the “Scenario of Economic Reform,”
submitted to Parliament in September, which out-
lined “a comprehensive set of measures involving
price liberalization, liberalization of imports and
internal convertibility [that is, unrestricted access
by businesses to foreign exchange for current ac-
count transactions], promotion of the growth of the
private sector, macroeconomic anti-inflationary
policy and the policy of social guarantees and social
protection.” A target date of January 1, 1991 was
set for launching the radical phase of the reform
program.

Policy Measures in 1990

In 1990, various preparatory measures were put
in place. The new Government allowed two mea-
sures that had been prepared under the previous
regime to come into force on January 1, 1990. First,
a two-tier banking system was created by breaking
up the State Bank; as an adjunct to the new bank-
ing structure, a discount rate was established—
initially at 4 percent—for banks seeking to refi-
nance. Second, a mixed system of centralized and
decentralized prices was introduced. Under the
new system, prices ranged from centrally deter-
mined to “contract prices,” but even in the latter
case prices remained subject to central interven-
tion, so that in practice 1990 saw very little price
liberalization.

2For further insight on the preliminary steps for economic
reform, see Dyba and Svejnar (1991) and Klaus (1990).

The new Government also acted quickly to sig-
nal the new orientation of macroeconomic policy
by declaring the need for fiscal and monetary aus-
terity. The 1990 state budget, prepared under the
previous Government, was withdrawn, and a new,
tighter budget was presented, which showed a sur-
plus of '/2 of 1 percent of GDP. At the same time,
tight credit ceilings were imposed on the commer-
cial banks. In addition, the new Government took a
first step toward addressing the foreign exchange
imbalance. The commercial and noncommercial
exchange rates for the koruna were unified on Jan-
uary 8, 1990, at a level of Kcs 17 per U.S. dollar,
representing sizable depreciations of both rates. A
“tourist” exchange rate was also introduced, at a
still more depreciated level.

Although prices remained essentially controlled
throughout 1990, the new Government took steps
to address some of the most glaring price distor-
tions. On July 9, armed with the public mandate it
had received from the elections, the Government
raised retail food prices by an average of 25 per-
cent, so as to eliminate retail subsidies amounting
to over 3 percent of GDP. The population was
compensated for these price increases by monthly
income transfers of Kcs 140 (close to 5 percent of
the average wage) a person. Some further admin-
istrative price adjustments, notably in transporta-
tion, were implemented in the following months to
reduce subsidies even more.

A second set of crucial price adjustments was
also initiated in July, this time in response to ad-
verse external developments. As a result of the
deepening economic crisis in the former U.S.S.R.,
the source of almost all its oil imports, Czechoslo-
vakia was forced to purchase oil on the world mar-
ket, at prices that were then inflated by the Middle
East crisis. In an effort to reduce consumption, the
retail prices of gasoline and diesel were raised be-
tween July and October, eventually to double their
levels of early 1990. In effect, as far as retail prices
of gasoline and diesel were concerned, the price
adjustments that would be made necessary by the
collapse of the CMEA in January 1991 had been
completed in advance.

©lnternational Monetary Fund. Not for Redistribution



I BACKGROUND TO REFORM

First Half
1991
1987 1988 1989 1990 Estimated
Real sector (change in percent)

Real GDP 2] 2.5 1.4 -0.4 -9.2

Consumer prices
Period average 0.1 0.2 2.3 10.8
End period 0.1 0.6 iS5 18.4 49.1

Industrial wholesale prices
Period average 0.1 — -0.7 44 i
End period 0.7 16.6 533

Public finance (percent of GDP)

General government'

Revenue 57.9 58.0 62.1 60.2 47.42

Expenditure? 58.7 59.5 64.5 60.1 46.72

Surplus/deficit3 0.7 -1.5 -2.4 -0.1 0.82
Money and credit (end period, percent change)

Net domestic assets 6.5 10.5 1.1 4.7 6.5

Credit to enterprises and households 33 3.1 -2.7 1.4 13.1

Broad money 6.0 1.5 35 0.5 5.6

Interest rates (percent)

Credit to enterprises and cooperatives 5.1 5.1 5.7 6.5 19.5
Household savings deposits 4.0 4.0 4.0 43 13.0
Balance of payments (billion U.S. dollars)*

Merchandise exports 15.7 15.1 14.3 1.7 4.7
CMEA 9.6 9.0 7.8 5.7 1.6
Other 6.1 6.1 6.5 6.0 3.1

Merchandise imports 15.8 14.7 14.0 13.2 5.0

Trade balance 0.1 0.3 0.2 -1.5 0.3

Current account 08 1.5 03 -1.3 —

Gross international reserves
of the banking system (end of period) 1.5 1.7 23 1.2 1.7

In months of following-year imports in
convertible currencies 36 42 49 1.2

Sources: Czechoslovak authorities; and IMF staff estimates.

'Includes federation and republics, local authorities, and extrabudgetary funds. Excludes National Property Funds, subsidized organizations, and funds
of the ministries. Data for 1989 and 1990 are consistent with the Government Finance Statistics methodology.

2Revised budget for 1991.

3Excluding stock adjustments (mainly takeover of export credits and transfers to the banks on account of devaluation profits and losses).
“Transactions with former CMEA members in transferable rubles before 1991 converted at cross rates.

As the year progressed and the strategy of radi-
cal reform took shape, expectations of inflation and
of devaluation spread—the latter boosted by some
open discussion of various devaluation options in
the Scenario of Economic Reform. The discount
rate was raised to reach 8.5 percent by the end of
the year, while deposit rates rose to 7-14 percent
and lending rates to 15-22.5 percent. These moves,
however, did not stanch the hemorrhaging of for-
eign exchange in anticipation of devaluation, as en-
terprises stocked up on imports and prepaid debt
by any means available. On October 15, the com-
mercial exchange rate was devalued by a further
35 percent, to Kcs 24 per U.S. dollar.

Throughout 1990, considerable efforts were also
devoted to laying the legislative and institutional
basis for the establishment and growth of a market
economy in general and of private enterprise in
particular. Among the most important legislative
changes, a law on private enterprise was adopted
allowing private sector participation in virtually
any economic activity, the monopoly of foreign
trade corporations on external trade was abolished,
and the joint venture law was amended to allow for
100 percent foreign ownership. In addition, much
of the planning apparatus was dismantled, the pro-
cess of restructuring state enterprises into smaller
and more independent joint stock companies was

©lnternational Monetary Fund. Not for Redistribution



begun, and steps were taken to develop indirect
instruments of monetary management.

The economic situation in 1990 was dominated
by deepening difficulties in trade with the former
U.S.S.R. and with other former CMEA countries
undergoing adjustment and by the response to the
very first steps of reform (Table 1). Net material
product is estimated to have fallen by 3 percent,
and the balance of payments to have deteriorated
substantially, leaving gross international reserves at
the end of the year equivalent to just over one
month of imports. Consumer prices rose by 18 per-
cent over the course of the year, largely as a result
of the administrative price adjustments; producer
prices, which toward the end of the year were per-
mitted to adjust to reflect part of the impact of the
October devaluation, rose only slightly less. The
Government recorded a surplus of approximately
| percent of GDP,2? and, despite the substantial
price increases, credit to the nongovernment sector
rose by only about 1'/z percent over the course of
the year.

External Environment

The launching of the radical reform phase on
January 1, 1991 was to coincide to the day with a
major deterioration of the external environment
associated with the shift in trade arrangements
among the members of the former CMEA to pric-
ing at world market prices and to settlement in con-
vertible currencies. Evaluated at cross-exchange
rates, CMEA trade accounted traditionally for
over half of Czechoslovakia’s exports and imports.#
The shift to world prices represented both a large
inflationary impulse and a major terms of trade
shock, while the shift to convertible currencies
would inhibit exports.

Up to 1990, almost all trade with the CMEA was
denominated in transferable rubles. Prices in trans-
ferable rubles did bear some relation—discussed
more fully below—to world prices, but this relation
was based on the official exchange rate of the trans-
ferable ruble against the U.S. dollar, of
TR 1 = US$1.60 (known as the IBEC exchange
rate, for the Moscow-based International Bank for
Economic Cooperation). Against the Czechoslo-
vak koruna, on the other hand, the transferable
ruble was valued at Kcs 9, equivalent on average in
1990 to $0.50 and after the December devaluation
of the koruna to only $0.32. Abstracting from dis-

*Abstracting from certain stock adjustments relating to ex-
port credits to the former U.S.S.R. and to devaluation losses of
the banks.

*As discussed below, the use of cross rates underestimates
the weight of the CMEA in total trade.

parities between old transferable ruble prices and
world prices, therefore, the abolition of the trans-
ferable ruble would have meant a fivefold increase
in koruna prices of CMEA imports and exports.®

In addition, the move to world prices worsened
Czechoslovakia’s external terms of trade. Czecho-
slovakia’s imports from the CMEA consisted
mainly of raw materials and energy, and its exports
to the CMEA mainly of capital goods and other
manufactured products. Within the CMEA, the
pricing systems for these two types of goods were
different: prices of raw materials (at the IBEC ex-
change rate) were explicitly linked to a moving
average of recent world prices, through the so-
called Bucharest formula, whereas prices of man-
ufactured goods were set on the basis of bilateral
negotiations. Over time, the relative prices of man-
ufactured goods had risen. In Czechoslovakia. it
was estimated that—with transferable rubles con-
verted into U.S. dollars at the IBEC rate—the
move to world prices would reduce the dollar
prices of imports from the CMEA by perhaps
5 percent and the dollar prices of exports to the
CMEA by about 25 percent. As a result, the terms
of trade with the CMEA would deteriorate by over
20 percent. The estimated terms of trade develop
ments are plotted in Chart 2.

With the shift to settlement in convertible cur-
rencies, Czechoslovak products stood to lose an im-
portant advantage that they had enjoyed in com-
peting for CMEA markets with products from
other countries. This loss of competitiveness put
additional pressure on export prices. Moreover, the
clearing system had been instrumental in sustaining
trade flows within the CMEA, as shortages of for-
eign exchange were felt throughout the region-
most notably in the former U.S.S.R.—and the abo-
lition of the clearing system thus brought with it the
risk of a decline in export volumes. Exports to the
former U.S.S.R. were likely to decline in any event
as a result of the economic crisis in that country,
and exports to the other former CMEA members
would also come under pressure as economic re-
form and adjustment cut into these countries’ abil-
ity to import.

For a time, it seemed that the rise in interna-
tional oil prices owing to the Middle East crisis
would further worsen the difficult external environ-
ment in which Czechoslovakia was determined to
embark on its radical reform program. The fall in
oil prices in early 1991 removed this aggravating

3This comparison assumes that the exchange rate of the trans
ferable ruble against the koruna would otherwise have re
mained unchanged: another counterfactual would yield a
smaller impact of the abolition of the transferable ruble. but a
larger impact of the devaluation of the koruna.

©lnternational Monetary Fund. Not for Redistribution
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BACKGROUND TO REFORM

Chart 2. Terms of Trade
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Sources: Czechoslovak authorities; and IMF staff estimates.

circumstance. Nevertheless, the collapse of the
CMEA and the contraction of some of its major
export markets were sufficient to present Czechoslo-
vakia, for the first time in years, with a need for a
serious stabilization effort, at the very same time
that the crucial phase of reform was being launched.

The unfavorable external circumstances at the
time the reform program was launched were bound
to complicate further the transition to a market
economy.® However, the advance setting of Jan-
uary 1, 1991 as a fixed and nonnegotiable deadline
for launching the program was instrumental in co-
alescing the political forces and pushing through
the necessary reforms without delay. Without the
strong commitment to a specific date, pressures
might have mounted regarding details not yet
worked out, thereby delaying or even stalling the
reform process.

oIt is interesting to note that the unfavorable external en-
vironment itself was to a large extent a part of a wider trend to
economic reform—the collapse of the CMEA being an integral
part of the reform of the former centrally planned system, and
the loss of export markets being due in part to reform efforts in
neighboring countries.
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Il Reform Program of 1991

he comprehensive reform program that was

implemented on January 1, 1991 comprised a
major liberalization of domestic prices and of ex-
ternal trade and a rapid privatization program fol-
lowing an initial preparatory phase. The very un-
favorable external environment made it even more
pressing to proceed promptly with the reform mea-
sures but, at the same time, worsened the prospects
for inflation and the balance of payments. To mini-
mize the risk of financial instability in the critical
initial phase of reform, the structural policies were
supported by a mutually reinforcing package of fi-
nancial policies comprising a pegged exchange rate
and restrictive fiscal, monetary, and wage policies.

Policy-Sequencing Problem

The extent of the economic reforms to be under-
taken raised an important issue of strategy, namely,
the order in which the multiple reforms should be
implemented.” Does it make sense to free markets
(to liberalize prices and foreign trade), while pro-
duction and trade are still in the hands of a few
monopolistic state enterprises? Should price and
trade liberalization be attempted simultaneously,
or should the opening to foreign trade be
postponed until enterprises are in a stronger com-
petitive position?

For the most part, the answers to these questions
derived not from advantages to be obtained by fol-
lowing a particular sequencing strategy, but instead
from major economic and technical roadblocks—in
the way of alternative paths. Postponing market
liberalization until privatization had been com-
pleted would have implied a major delay in launch-
ing the reform process. For largely technical rea-
sons, it is virtually impossible to transfer a major
part of the state enterprise sector to private control
in less than two or three years. The problem with
this delay is that the intervening period could wit-
ness a major economic collapse, as the economy

7See Calvo and Frenkel (1991a), Dornbusch (1991), and
Fischer and Gelb (1991) for more general treatment of the se-
quencing problem in the Eastern European context.

would find itself in a “no-man’s-land” in which the
central planning system has lost its ability to func-
tion (even at its normally poor level of efficiency),
but new market-oriented initiatives are choked by
price controls and economic restrictions. The situa-
tion in the former Soviet Union in the past few
years, with its breakdown of traditional economic
relations and multiplication of shortages, ex-
emplifies the perils of delay. Moreover, this kind of
sequencing would further complicate the sale of
public enterprises, because their true market value
would be even more difficult to assess; even a short
experience under liberalized markets can provide
some basis for evaluating the potential profitability
of state enterprises.

Several considerations are germane to the ques-
tion of whether foreign trade liberalization and the
introduction of limited currency convertibility
should be postponed in order to give enterprises
more time to adjust. First, a staggering of price and
trade liberalization entails successive waves of rela-
tive price adjustments, with each wave imposing
additional adjustment costs on enterprises—
involving, for example, investments, personnel, and
technical changes. By contrast, a simultaneous lib-
eralization of prices and trade allows the new
“equilibrium” relative prices to be established
quickly, thus minimizing the adjustment costs. Sec-
ond, a postponement of trade liberalization would
risk the creation of vested interests—for example,
in import-competing sectors—that could make the
process of opening up the economy politically
more difficult. Finally, foreign trade liberalization
is the only way of rapidly injecting substantial com-
petition into a severely monopolized system and of
avoiding abuses of market power. In so doing,
trade liberalization also allows international prices
of traded goods to serve as guidelines for the ad-
justment of all domestic prices, and a fixed ex-
change rate can become a strong anchor to hold
down domestic inflation.®

8Conditions for a successful convertibility are discussed by
Portes (1991) and—more specifically for the case of
Czechoslovakia—by Hrnéif and Klacek (1991).
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Il REFORM PROGRAM OF 1991

Thus, it was considered that the only feasible
strategy was to proceed to price and trade liberal-
ization in a “big bang” fashion while imposing hard
budget constraints on state enterprises and under-
taking the process of privatization as rapidly as
possible. Aggregate demand policies were designed
to be on the tight side in order to ensure the success
of stabilization and to enforce financial discipline
on state enterprises. For the first time, state enter-
prises were to find that their very existence de-
pended on maintaining a viable financial position.
Price subsidies were kept to a minimum, and a
strengthened—though broad, in the absence of ad-
equate targeting mechanisms—social safety net
used instead to alleviate the effect of price in-
creases on the lowest-income segments of the pop-
ulation. Foreign exchange was made freely avail-
able to businesses for their current account
transactions, and direct restrictions and barriers to
trade were minimized. Under these conditions,
price and performance signals would begin to func-
tion as indicators of the potential market value of
enterprises, facilitating their privatization.

Price Liberalization

A cornerstone of structural change in Czechoslo-
vakia was the liberalization of prices, which had
been administratively set for the previous forty
years. On January 1, 1991, prices of goods and ser-
vices representing about 85 percent of the total
value of sales were freed, both at the producer and
retail levels. Prices of public utilities, transport, and
rents remained under regulation, as did a few prod-
ucts of vital importance, such as medicines (these
items accounted for 6-8 percent of total turnover in
the economy). In addition, temporary price guide-
lines were introduced for a list of specified goods,
such as foodstuffs and intermediate goods of crit-
ical importance, in order to discourage speculative
price rises. The concern was that in the absence of
established competition and traditions of price set-
ting, the monopolistic structure of many industries
could lead to unwarranted price increases in the
period immediately following the liberalization.
These temporary price guidelines were eliminated
by November 1991.

The liberalization of prices was reinforced by the
removal of consumer subsidies. Following the ear-
lier removal of retail subsidies on food, subsidies
on industrial products were eliminated on Jan-
uary 1, 1991. After an initial postponement, sub-
sidies on almost all energy products were elimi-
nated in May 1991, as a result, coal prices rose by
240 percent, gas prices by 100 percent, and heating
rates by 320 percent. Partial compensation for

these price increases was granted to pensioners and
families with children in the form of monthly in-
come support of Kcs 80 a person (about 2 percent
of the average wage). Thus, budgetary subsidies.
which as recently as in 1989 had amounted to about
16 percent of GDP, were reduced to about 7 per-
cent of GDP. Among the remaining items were
agricultural subsidies (amounting to about 3 per-
cent of GDP), partly to support minimum producer
prices for a number of products; transport subsidies
(a little over 1 percent of GDP) for the railway,
intercity road transport, and urban transport; hous-
ing subsidies (about 1 percent of GDP) for mainte-
nance of state-owned rental apartments and for
low-interest loans; and small subsidies to oil- and
gas-fired heating plants, which are more costly to
operate but less damaging to the environment than
the coal-fired plants.

The price structure was expected to change dras-
tically in early 1991, not only because of the liberal-
ization and the continued reduction in subsidies,
but also because of external factors, including
changes in the CMEA trading arrangements and
the rise in the international price of oil. As a result
of these external factors—which would raise prices
of some raw material imports by as much as
300 percent—as well as the devaluation, prices of
tradable goods were expected to rise substantially
in early 1991. A precise quantification of the once-
and-for-all impact of these external factors was im-
possible, but rough calculations suggested that, at a
minimum, they would raise the price level by
25 percent. In addition, prices of goods that had
been in short supply under central planning were
expected to rise.

An important challenge in the early stage of re-
form was to ensure that the initial jump in prices
did not give rise to an inflationary spiral. The for-
mulation of fiscal and monetary policies was there-
fore based on the very conservative targets of limit-
ing the initial price jump to 25 percent and the
subsequent underlying inflation in the remainder of
the year to an annual rate of 5 percent. These tar-
gets were clearly ambitious, even allowing for the
absence of a major monetary overhang, such as
that observed in the other centrally planned econo-
mies. But it was recognized that an overestimation
of the initial price jump in the formulation of fiscal
and monetary policies could in fact become self-
fulfilling. Of course, aggregate demand policies
based on an underestimated initial price increase
could adversely affect economic activity, but it
would be far easier to take corrective action in such
a case than to err in the other direction and be
forced to control runaway inflation or a balance of
payments crisis in the midst of a program of funda-
mental structural reform.
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Exchange and Trade Liberalization

The opening of the economy to international
competition was the second cornerstone of the re-
form program. In order to infuse competition and
bring the domestic price structure into line with
international prices, virtually all restrictions on
businesses’ current account transactions were re-
moved on January 1, 1991, while a full foreign ex-
change surrender requirement was imposed. Capi-
tal account transactions remained subject to
control to minimize the risk of destabilizing capital
outflows, particularly in view of the limited level of
foreign reserves. Under the new system, the annual
foreign exchange plan was abandoned, and trade
activities by all registered businesses (state or pri-
vate) were freely allowed. Only a few strategic im-
ports remained subject to import licensing. Subse-
quently, profits and dividends were made fully
remittable (in February), and the annual entitle-
ment to foreign exchange for individuals traveling
abroad was raised to Kcs 5,000 from Kcs 2,000 (in
April). In addition, the system of levies and sub-
sidies, which bridged differences between domestic
and international prices, was abolished on Jan-
uary 1, as was the export premium scheme, which
subsidized exports to the convertible currency area.
Export-licensing requirements on a large number
of products were removed.

An important adjunct to trade reform was the
dismantling of the CMEA trade and payments ar-
rangements. Effective January 1, 1991, trade with
CMEA members was to be conducted on the basis
of world prices and payments to become due in
convertible currencies, replacing bilateral and mul-
tilateral arrangements. However, already prior to
that date and increasingly as 1991 progressed, it
was evident that trade within the CMEA was in
danger of collapsing on the new basis; exports to
the former Soviet Union, in particular, appeared to
be hardly feasible on a convertible currency basis
because importers were unable to secure the neces-
sary foreign exchange. To avoid the loss of these
markets, which, owing to the specificity of most
manufactured exports, would be difficult to replace
in the short run, some temporary arrangements
were necessary. These took the form initially of
dollar-denominated clearing arrangements under
which goods on the “indicative lists”—which de-
fined areas of trade of mutual benefit—could be
traded; later in 1991 a framework for clearing ac-
counts denominated in national currencies was also
created.

With the liberalization of imports, there was con-
cern that pent-up demand for consumer goods
might lead to a surge in imports in early 1991. Thus,
in order to contain pressures on international re-

Exchange Rate Policy and Reserve Management

serves, the authorities imposed, on a temporary
basis, a 20 percent surcharge on virtually all im-
ports of consumer goods. This surcharge was re-
duced to 15 percent by mid-1991 and is likely to be
eliminated in the near future in conjunction with a
planned restructuring of the tariff system. Since the
planning system relied on the foreign exchange
plan to regulate imports and protect domestic in-
dustries, the present tariffs are generally low, aver-
aging about 5 percent. The authorities have accord-
ingly decided to review and modify the tariff
structure beginning in 1992, with a view to provid-
ing domestic industries with appropriate protec-
tion, in particular in light of subsidies given by
some neighboring countries to the agricultural
sector.”

Foreign investment has been promoted in the
context of the structural reform in general, and the
privatization program in particular. The Joint Ven-
tures Act, as amended in 1990, together with the
Foreign Exchange Act, has established a frame-
work for joint ventures and foreign-owned com-
panies, under which these companies could be sub-
ject to less restrictive regulations than those
applicable to domestic enterprises regarding for-
eign exchange accounts abroad and borrowing
from foreign banks. In addition, foreign investors
may freely repatriate capital. Moreover, bilateral
agreements that would guarantee even more favor-
able conditions for foreign investors have been
reached or are under negotiation with most west-
ern industrial countries.

Exchange Rate Policy and
Reserve Management

A critical aspect of the stabilization program was
the choice between a flexible or a pegged exchange
rate, which raised a number of issues. Under a flex-
ible regime, the determination of the level of the
exchange rate would be left to market forces. Such
a regime entailed substantial risk, however, given
the absence of an established foreign exchange
market, as well as the substantial uncertainty relat-
ing to changes in both the price structure and the
trade patterns in the aftermath of price and trade
liberalization. A major concern was that, under
those circumstances, a freely floating system would
be very fragile, and the initial price jump or an
initial surge in imports would trigger a vicious cir-
cle of sharp speculative depreciation of the koruna,

?In July 1991, pending this tariff restructuring, the Govern-
ment imposed temporary import quotas on certain agricultural
products, in order to stem subsidized imports from neighboring
countries.
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domestic inflation, and accompanying wage in-
creases. The risk of speculative attacks on the
koruna was heightened by the low level of interna-
tional reserves. The uncertainty relating to the ex-
tent of intervention necessary to stabilize the ex-
change rate, as well as the authorities’ relative
inexperience in managing a floating exchange rate,
was expected to reduce the availability of foreign
exchange resources from both official and private
sources.10

Against this background, the authorities decided
to unify the commercial and tourist exchange rates
at a competitive level and to peg the rate to a bas-
ket of currencies of major partner countries in the
West. The pegged rate, together with restrictive fis-
cal, monetary, and incomes policies, was designed
to provide an effective anchor for stabilizing prices
in the period following their liberalization. The
commitment to a pegged rate was also expected to
enhance the authorities’ credibility in putting in
place restrictive aggregate demand policies and
therefore discourage speculative capital outflows.
Furthermore, in the absence of futures markets or
hedging facilities, a pegged regime would facilitate
trade by reducing exchange rate volatility.

In order to ensure the viability of the pegged
regime, it was critical that the initial exchange rate
parity be set at a level that was both consistent with
a sustainable current account position over the me-
dium term and credible from a short-term perspec-
tive. In setting this rate, it was therefore necessary
to anticipate a substantial erosion in external com-
petitiveness in early 1991 owing to large domestic
price increases of other origin, which were difficult
to project accurately. This consideration, together
with a precarious level of international reserves,
dictated that any error in setting the exchange rate
be on the side of overdepreciation. Although it was
recognized that any such overdepreciation could by
itself amplify the initial price increase, it was feared
that a small devaluation would induce large capital
outflows, given strong speculation by the public
that the koruna would be devalued by a large
amount. Accordingly, on December 28, 1990, the
exchange rate of the koruna was set at Kcs 28 =
USS$1; this action represented a devaluation of the
koruna (at the commercial rate) by about 15 per-
cent, implying a total devaluation of over 45 per-
cent during 1990 (Chart 3).

Notwithstanding the substantial devaluation of
the koruna in 1990, it was recognized that a struc-
tural transformation could be attained only after a
time lag and that, in the meantime, the trade and

10See Aghevli, Khan, and Montiel (1991) for general consid-
erations on the choice of an exchange rate regime.

Chart 3. Exchange Rates
Koruny per U.S. dollar (end of period)

48—

e
PR Y
N N

o .
/\

28 /
24
20 Official [

16 """""'-—/

1

12 L O O
1986 1987 1988 1989 1990

1991

Sources: Czechoslovak authorities; and Schweizerischer Bankverein.

payments position was likely to deteriorate.!!
Thus, a sound financial program in the context of a
pegged exchange rate required an adequate level
of reserves at the outset. In this context, large-scale
financial support from the IMF was indispensable.
Access to IMF resources in the amount of up to
$1.8 billion was provided under a stand-by arrange-
ment and the compensatory and contingency fi-
nancing facility. Of this amount, about $0.7 billion
was disbursed in early January to boost the initial
level of reserves to about one and a half months of
imports. Support from the IMF provided a respite
while other financial support could be arranged.
Subsequently in 1991, commitments of about
$1 /> billion were made by the European Com-
munity, the other industrial countries of the Group
of 24, and the World Bank—of which about half is
expected to be disbursed in 1991 and the remainder
in 1992.

Fiscal Policy

Fiscal policy was designed to achieve two broad
aims: to further the disengagement of the state
from the economy and to help stabilize the econ-

""The requirement of external support for reform programs is
certainly a common feature in the formerly centrally planned
economies. For a general assessment, see Collins and Rodrik
(1991) and Diwan and Saldanha (1991).
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omy in the turbulent period following the big bang
and the terms of trade shock. With the former ob-
jective in mind, the rates of tax on profits were
reduced by 10-20 percentage points and largely
unified; the myriad rates of turnover tax (sales tax)
were reduced to three (in addition to a zero rate);
and, as explained above, subsidies were drastically
reduced.1?

To further the stabilization objective, fiscal pol-
icy for 1991 was aimed at an overall budget surplus
of about 1 percent of GDP (Table 2).!13 The im-
plied improvement of less than 1 percent of GDP
in the budget balance (over 1990) substantially un-
derstated the adjustment effort. In particular, the
ratio of revenue to GDP was—again conser-
vatively—estimated to fall by about 10 percentage
points, owing in part to policy decisions, but prin-
cipally to exogenous factors, including the expected
difficulties of enterprises and the projected fall in
employment and real wages. Furthermore, pro-
ceeds from privatization were not to be included as
budgetary revenues but were to be blocked in the
accounts of the National Property Funds with the
banks. Consequently, the envisaged budget surplus
required considerable expenditure restraint. Even
under the conservative target of a 30 percent price
increase in 1991, all components of expenditure
would decline substantially in real terms, lowering
the ratio of government spending to GDP by about
11 percentage points. The most severe cuts fell on
subsidies, and the least severe on the social safety
net. Public investment, recognized to have a crucial
role to play in the face of urgent infrastructural
needs, was cut only slightly more than government
consumption expenditure.

The fiscal stance in early 1991 was substantially
tighter than envisaged, reflecting a temporary surge
in profit tax receipts owing mainly to capital gains
on inventories (high penalties on late payment of
taxes—of /2 of 1 percent a day—ensured that tax
payments ranked among enterprises’ highest pri-
orities). In addition, expenditures were deliberately
limited with a view to bolstering the anti-
inflationary stance in the crucial first few months of
the year; thus pensions and government wages
were increased with a significant lag following the
price jump, and payments over which the Govern-
ment had discretion—notably subsidies and capital
transfers—were postponed. Altogether, the overall

12 As in other socialist economies, the tax system in Czecho-
slovakia was highly distortionary, with extremely high profit tax
rates. See Tanzi (1991).

13The overall budget comprises the budgets of the Federal
Government, the two republics, and the local authorities, as well
as extrabudgetary operations. It does not include operations of
the National Property Funds, to which the proceeds from privat-
ization accrue.

budget surplus in the first quarter amounted to
about 2'/> percent of (annual) GDP.14

The exceptionally strong fiscal performance of
the first quarter was not expected to endure. In
particular, most sources of revenue were expected
to be adversely affected by the economic decline,
while government spending relating to the social
safety net would increase owing to the rise in un-
employment. In addition, expenditure allocations
for some sensitive services (notably health and ed-
ucation) had to be revised upward as a result of the
higher-than-expected price jump, but this revision
was not approved until July. In light of very weak
domestic demand, the authorities were concerned
that the unwinding of the tight fiscal stance might
be too slow. Thus, to give both a signal and an
immediate boost to domestic demand, the rates of
turnover tax were lowered by 1-3 percentage
points in mid-1991.

Expectations of a turnaround in the fiscal posi-
tion were confirmed in the third quarter. After a
small additional surplus in the second quarter, the
Government recorded a deficit of about 1 percent
of (annual) GDP in the third quarter. As the wind-
fall gain on the profits tax subsided, all the major
sources of revenue began to show the effects of
declining economic activity, and the lags in expen-
ditures began to unwind. For the year as a whole,
the overall fiscal position is expected to be broadly
balanced—somewhat weaker than originally bud-
geted, as the effects of the sharp drop in activity
offset the initial windfall gain on the profits tax.
With the revision of expenditure allocation in July,
nominal spending exceeded the original budget
but, in real terms, the spending cuts were signifi-
cantly larger than originally envisaged. This tight
fiscal stance has proved instrumental in checking
price rises and alleviating pressures on the balance
of payments, although it has inevitably contributed
to the weakening of domestic demand. It should be
noted, however, that the dependence of the 1991
fiscal results on the windfall gain on the profits tax
and on favorable lags foreshadows the even greater
challenge that will face the authorities in maintain-
ing an appropriately anti-inflationary fiscal stance
in 1992.

Monetary Policy

Monetary policy, like fiscal policy, was designed
to be restrictive so as to bolster the exchange rate
anchor and help stabilize prices. A tight credit pol-
icy was intended to ensure that the initial price

14 All references to the fiscal balance in 1991 exclude certain
stock adjustments that were carried out to adjust the distribu-
tion of assets and liabilities between the Government and other
parts of what was formerly the state. These are listed in Table 2.
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1991

Budget Jan.—~june Revised Jan.-Sept.
1990! Actual? Budget? Actual?

(In billions of koruny)
Central government (federation and republics)

Revenue 399.2 403.1 220.1 482.5 3448
Individual income taxes 0.3 39.8 18.2 56.1 40.7
Profits taxes 934 91.7 81.3 136.8 105.1
Payroll tax* 8l.4 90.1 342 107.2 70.1
Taxes on goods and services 147.8 1543 63.5 141.9 9.7
Taxes on international trade 25.8 8.0 54 88 85
Other 50.5 19.2 17.5 317 28.5

Expenditure and net lending 387.6 395.1 203.0 478.5 340.0
Current transfers 248.1 216.2 109.0 297.5 206.9

To enterprises and cooperatives 103.2 44.8 25.7 64.6 45.3
To subsidized organizations 32 4.5 2.0 1.4 55
To local authorities 334 9.8 10.5 63.0 442
To households 108.3 157.2 70.7 158.4 1.8
Unemployment benefit and
retraining — 9.8 1.2 9.8 23
General income support 12.7 329 128 320 i
Other 95.6 114.5 56.7 116.6 s
Other current expenditure 86.5 139.5 76.8 1382 102.1
Capital expenditure 7.2 16.0 4.8 14.3 83
Capital transfers 45.1 27.6 12.9 33.2 202
To local authorities 30.2 14.1 8.2 15.2 1.9
Other 14.8 13.5 4.7 18.0 83
Net lending 0.7 —4.3 -0.5 —4.7 2.5

Surplus/deficit 1.6 8.0 17.1 4.0 4.8

Stock adjustments® -54.4 — 16.9 13.9 16.9

Adjustment for complementary period® -98 - 82 55 5.7

Local authorities 0.9 — 3.0 = 79
Revenue 162.4 86.2 54.3 95.6

Of which: transfers from
central government 63.6 239 18.7 78.1 56.1
Expenditure 163.3 86.2 51.2 95.6

Extrabudgetary funds -0.2 —_ 03 —_ 0.6

Overall surplus/deficit =537 8.0 45.6 249 36.0
Excluding stock adjustments 0.7 80 28.7 8.0 19.1

Sources: Czechoslovak authorities; and IMF staff estimates.

'Figures for 1990 are not comparable with those for 1991 because of changes in the division of revenues and expenditures between central
and local government.

2Revenue and expenditure adjusted for off-budget transactions.

3Methodological changes compared to the original budget consist of the transfer of certain own revenues of the local authorities (individual
income taxes and payroll tax; full-year total Kcs 44.4 billion) to the central budget, with an equivalent increase in transfers to the local
authorities; and the transfer of certain “other” current expenditures (full-year total Kcs 6.8 billion) to subsidized organizations.

4MNonfinancial state enterprises only.

SIncludes transfers related to devaluation losses and profits of banks and foreign trade organizations and takeover of export credits.

&Adjusts the fiscal balance of central government from an accrual to a cash basis.
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jump did not trigger a process of protracted
inflation.

The velocity of broad money was expected to
increase, reflecting the greater availability of non-
monetary assets, including consumer durables and
equity obtained through the privatization of small-
scale enterprises in early 1991 and of larger enter-
prises (albeit on a limited scale) later in the year.
Thus, the monetary program had to allow for a
shift in savings from monetary to real assets, which
would reduce the demand for money. In line with
the projected increase in velocity and the targeted
balance of payments, the financial program en-
visaged a tight credit policy, particularly in the
period immediately after the liberalization of
prices (Table 3). The envisaged decline in net
credit to the Government corresponding to the
budget surplus, together with the expected pro-
ceeds from privatization (to be held by the Na-
tional Property Funds), would provide adequate
room to meet the credit needs of the nongovern-
ment sector under the credit ceilings. In the event,
the price jump turned out higher than anticipated,
and the financial program was revised accordingly.

Credit policy was to be implemented mainly
through direct ceilings on commercial banks. While
such ceilings inevitably create inefficiencies and
distortions, the rudimentary nature of financial
markets made it impossible to rely on reserve
money management and other indirect instru-
ments. The State Bank, however, introduced a
number of measures to move toward a system of
reserve money management. These include the re-
quirement that interbank accounts be settled in the
State Bank’s books—a prerequisite for state bank
control over reserve money; a change in the reserve
system to one based on an average monthly hold-
ing period to smooth the operation of the new in-
terbank settlement system; and the introduction of
reserve requirements and refinance auctions. The
authorities intend to take further steps in this direc-
tion, including the introduction of a treasury or
state bank bill, so as to allow for the implementa-
tion of monetary policy through market-based in-
struments. In addition, new banking laws are to be
introduced, which should promote the indepen-
dence of the State Bank and further the develop-
ment of a competitive banking system (including
through the entry of foreign banks).

As in the case of fiscal policy, credit conditions in
early 1991 turned out to be considerably tighter
than planned (Chart 4). Several factors appear to
have constrained the supply of credit. On the tech-
nical side, the reliance on direct credit ceilings
proved inefficient because margins not used by cer-
tain banks could not be used by other banks; fur-
thermore, the State Bank and, in turn, head offices

Debt Overhang of Enterprises

of commercial banks built significant safety mar-
gins into their ceilings. More fundamentally, the
banks were reluctant to lend in the highly uncertain
environment in view of the changing prospects fac-
ing enterprises and also of the banks’ own inex-
perience in credit risk assessment. The deficiencies
of the banks’ balance sheets, owing to their low
capital-asset ratios and their poor loan portfolios,
compounded this reluctance to lend. With the en-
couragement of the State Bank and helped by the
stabilization of the macroeconomic situation, credit
picked up after the first quarter, but remained
tight—as evidenced for instance by a sharp in-
crease in interenterprise payment arrears. While
the tight stance of credit policy, especially in the
early months, helped avoid the onset of an infla-
tionary spiral and of pressures in foreign exchange
markets, it may have added to the weakness of ag-
gregate demand and the contraction in output.

Debt Overhang of Enterprises

A major obstacle to an efficient functioning of
the banking system has been the legacy of large
amounts of bank credit extended to enterprises un-
der government direction over many years, a situa-
tion described as the “soft budget constraint™ (Kor-
nai (1986)). A large portion of bank credits is of
questionable value, as enterprises may not be in a
position to repay them. These loans are not only
burdensome to banks, but in some cases may finan-
cially choke enterprises that could be profitable on
current operations, but that are saddled with large
debts incurred through arbitrary price setting and
investment decisions under central planning. From
the point of view of banks, the carryover of these
debts distorts the allocation of credit and increases
the spread between deposit and lending rates.
Moreover, given the weak capital and reserves
position of commercial banks, this situation
threatens the stability of the emerging financial sys-
tem, highlighting the need both to put the commer-
cial banks on a sound footing and to introduce
proper prudential banking supervision.!>

To the extent that bad debts are owed by enter-
prises that are not viable and need to be liquidated,
the solution—recapitalization of the banks—is
fairly clear cut. However, to the extent that the
debt overhang also pertains to enterprises that are
potentially profitable, it is not possible to devise a
“clean” solution. A comprehensive auditing of
banks and enterprises to identify the proper action
in each individual case would take time and create
serious moral hazard problems in the interim.

15See Calvo and Frenkel (1991b).
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1991
1989 1990 March June Sept.
(In billions of koruny)

Net international reserves! 17.8 —4.3 -12.8 -9.6 -2.0
Foreign assets? 37.8 27.7 328 413 588
Foreign liabilities 20.0 320 45.6 50.9 60.8

Net domestic assets 530.0 555.0 558.5 5935 628.1

Domestic credit 583.6 640.2 656.0 667.3 702.2
Net credit to government 5.9 54.2 37.9 8.6 18.2
Net credit to Property Funds 0.0 0.0 -0.9 —4.2 -11.7
Credit to enterprises and households 577.7 586.0 619.0 662.9 695.7

Credit to enterprises 530.8 536.0 567.8 6113 642.6
Credit to households 46.9 50.0 51.2 51.6 53.1

Broad money 547.8 550.7 545.7 583.9 626.1

Money 3111 291.2 279.9 2943 3247
Currency outside banks 68.0 73.7 729 76.2 80.7
Demand deposits 243.1 217.5 207.0 218.1 244.0

Households 107.5 103.3 95.7 92.0 92.0
Enterprises? 135.6 114.2 1.3 126.1 152.0

Quasi money 236.7 259.5 265.8 289.6 301.4

Time and savings deposits 2325 231.7 240.2 254.0 259.1
Households 170.2 167.4 171.3 180.1 188.1
Enterprises? 62.3 64.3 68.9 739 71.0

Foreign currency deposits' 42 27.8 25.6 35.6 423
Households 1.7 9.8 12.6 16.3 21.0
Enterprises? 2.5 18.0 13.0 19.3 21.3

Other items, net? 536 85.2 97.5 738 74.1

Memorandum items: (Change in percent of broad money at beginning of year)

Broad money 35 0.5 0.9 6.0 13.7
Money 0.3 -3.6 2.1 0.6 6.1
Quasi money 3.2 42 1.1 5.5 7.6

Net international reserves 2.6 —4.0 -1.5 -1.0 0.4

Net domestic assets 09 4.6 0.6 7.0 133
Domestic credit 7.7 10.3 29 4.9 1.3
Other items, net 6.9 -5.8 -2.2 2.1 20

Sources: State Bank of Czechoslovakia; and IMF staff estimates.

'End of period. At current exchange rates through 1990, and at end-December 1990 rates for subsequent periods.
?Assets from 1990 are strictly comparable to international reserves at end-period exchange rate. Earlier data use state bank valuation of monetary

gold.
3Including insurance companies.

4Including net nonconvertible assets and long-term assets of Obchodni Bank.

Moral hazard will also arise if, in an attempt to
avoid overestimating the size of the problem in the
face of a need for quick action, a debt-relief opera-
tion is conducted in installments, with no clear sig-
nal that it is the last such operation. Moreover,
debt write-downs should target enterprises that
have the greatest potential for improving their per-
formance and increasing their investment, which

means that very good and very bad enterprises
should be excluded; the scheme should be carefully
designed in this respect because, from the point of
view of banks, it is debt write-offs for the worst
enterprises that most help their balance sheets. Fi-
nally, not only will a debt-relief operation be com-
plicated, but it will also be costly if it is to be com-
prehensive enough to have an impact on the
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performance of the economy. This cost, however,
should not be overestimated. For enterprises that
are to be privatized through direct sales, debt relief
will presumably be reflected in higher sale prices.
Moreover, to the extent that the authorities wish to
protect deposit holders, the bad debt overhang al-
ready implies a financial liability for the state, al-
beit a contingent one. If enterprises are unable to
repay banks, and banks become unable to repay
depositors, it will be up to the state to cover the
resource gap.

As a first step in addressing the banks’ portfolio
problems, measures were taken in March to carve
out of the banks’ balance sheets a large part of
permanently revolving credits for inventories
(TOZ credits). These credits, which had originally
been extended at 6 percent interest and with no
maturity date, were officially abolished at the be-
ginning of 1991, but problems arose when banks
and enterprises attempted to negotiate replace-
ment loans with longer-term maturities and at com-
mercial rates. A new agency, the Consolidation
Bank, was created to take over the bulk of TOZ
loans—some Kcs 110 billion, equivalent to almost
one fifth of the stock of bank credit to
enterprises—with eight-year maturities and at an
interest rate of 13 percent (corresponding to its
average cost of funds). On its liability side, the
Consolidation Bank took over from the commer-
cial banks a portion of their liabilities to the State

Bank and of the deposits by the savings banks. By
removing a number of questionable loans from
commercial banks’ portfolios, the establishment of
the Consolidation Bank was a first step in the direc-
tion of improving the efficiency of the banking sys-
tem. However, the operation was very partial, and
a large number of nonperforming loans remained
on banks’ books. Moreover, the beneficial impact
on both banks and enterprises was quite limited:
banks gave up low-cost liabilities of a similar value,
and, since no provisions were made for write-offs
or write-downs, enterprises continued to carry
TOZ debts on their books.

Further measures were undertaken in Octo-
ber 1991, when it was decided to transfer to the
commercial banks Kcs 50 billion in bonds issued by
the National Property Funds. Of this amount,
Kes 10-15 billion was earmarked for capitalization
of the banks, thus providing some cushion against
the effects of the inevitable bankruptcies. The rest
was to be used to compensate banks for writing off
loans of enterprises with large debts but good eco-
nomic potential. Given the uncertainties surround-
ing estimates of the amount of bad and doubtful
loans outstanding, it is not clear whether this oper-
ation alone will resolve the issue.

Interest Rate Policy

Czechoslovakia’s financial markets are not ade-
quately developed to generate autonomously a
market-clearing interest rate. The banking system
is still in an infant stage, besides being saddled with
weak balance sheets and strong oligopolistic ele-
ments. Furthermore, the instruments and markets
that would enable the central bank to manage con-
ditions in financial markets are still in a rudimen-
tary state. Thus, interest rate policy was to be de-
signed fairly independently of the targets for
domestic credit, albeit with a consideration not to
worsen existing disequilibria in financial markets.

The first important issue was the determination
of interest rates for the first few weeks of 1991,
when prices were expected to jump sharply. Inter-
est rates in the final months of 1990 had not been
high enough to prevent large-scale hoarding and
capital outflows in anticipation of devaluation and
price increases, but with the price jump in early
1991, an entirely new scenario would unfold.
Should one attempt to maintain, ex post, positive
real interest rates, or should one set interest rates
in a forward-looking way with reference only to the
expected inflation—and other factors—after the
price jump had taken place? The authorities chose
the latter course of action for a number of reasons.

First, raising interest rates would do little to re-
duce the size of the price jump. As argued above,
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the price jump was essentially caused by a number
of supply-side factors, such as the adjustment of
raw material prices and of the exchange rate. On
the demand side, interest rates would not affect
significantly the behavior of consumers. On the one
hand, purchases of what had been shortage goods
would be unlikely to be reduced or postponed be-
cause of the opportunity of earning an ex post real
interest rate of a few percentage points during
January-February. On the other hand, with the
widespread knowledge that prices would jump on
and after January 1, purchases for purposes of
stocking up would have been largely completed
prior to that date; besides, expectations of inflation
during the price jump could be low or even nega-
tive, as the public, who had little prior experience
of inflation, might at any time after January 1 ex-
pect that the price jump had worked itself out or
even overshot.

Second, unduly high interest rates would have a
number of undesirable consequences. Higher inter-
est costs, with widespread cost-plus pricing, would
in fact magnify the price jump. A rise in interest
rates to levels rarely seen in Western European
countries could give a wrong signal that inflation
would persist, thereby leading to ingrained infla-
tionary expectations. Finally, a short period of ex
post negative real interest rates would contribute
to reducing the inherited high indebtedness of en-
terprises and to eliminating any existing monetary
overhang.

Nevertheless, interest rates needed to be high
enough to protect the balance of payments posi-
tion. Although controls on capital flows were to
remain in place, it was clear that, as elsewhere,
these controls would not prevent large capital out-
flows should domestic assets not bear an appropri-
ate premium. In this context, it was of course cru-
cial that the entire economic program be credible,
in particular, that the exchange rate be judged ade-
quate to withstand the expected adjustment of
prices. On the basis of these assumptions, a pre-
mium of a few percentage points over foreign inter-
est rates was judged to be sufficient to make do-
mestic deposits attractive, and interest rate policy
was geared to this objective.

The problem of the weakness of banks’ balance
sheets posed an additional problem in the deter-
mination of appropriate lending interest rates. On
the one hand, high lending rates would end up
worsening the debt overhang problem for some en-
terprises and, more important, it would unjustly
(and inefficiently) penalize all new investment pro-
jects for the “sins” of years of central planning. On
the other hand, both the riskiness of loans to highly
indebted enterprises and the weak financial posi-
tion of banks called for relatively high lending

rates. The permissible interest rate spread started
relatively high, but was later narrowed in stages,
reflecting mainly the authorities’ concern over the
oligopolistic structure of the banking system, and
anticipating steps to remove doubtful loans from
banks’ portfolios. The reduction in the spread may,
however, have made it more difficult for some of
the riskier borrowers—including the emerging pri-
vate sector—to get access to credit.

Although banks were formally granted some lee-
way in determining interest rates, the State Bank
kept close control over rates with the aid of three
instruments: the discount rate, a maximum lending
rate, and moral suasion in the matter of deposit
rates. The discount rate plays a large role in the
determination of the banks’ cost of funds because
the large banks rely heavily on State Bank refi-
nancing. Initially, the discount rate was set at
10 percent (somewhat above its level of 8!/> percent
at the end of 1990), the maximum lending rate at
14 percentage points above the discount rate, and
the notional target for deposit rates at a few per-
centage points above the discount rate. One-year
deposit rates settled in the range of 13-16 percent,
with lending rates ranging from 17 percent to
24 percent (Chart 5). Apart from loan risk consid-
erations, the high spread between deposit and lend-
ing rates reflected high costs associated with the
inefficiency of the banks; the oligopolistic structure
of the banking system contributed to keep lending
rates close to their maximum authorized level. The
maximum lending interest rate was later reduced in
successive stages to 17 percent by September, and
the discount rate was lowered to 9'/2 percent.

Developments in the first part of 1991 largely
confirmed the validity of the assumptions on which
Czechoslovakia’s interest rate policy was built.
There was no evidence of capital outflows on a sig-
nificant scale. Foreign currency deposits rose only
moderately, reflecting a sharp deceleration relative
to the growth in this type of deposits during 1990.16
In addition, interest rates did not unduly stimulate
demand early in the year as both investment and
consumer demand were in fact very weak during
the first quarter.

Incomes Policy

An integral element of the anti-inflationary pio-
gram was the containment of wage growth. To this
end, the General Agreement concluded in January
by the Government, employers, and trade unions
established a cap on wage increases during 1991

6Foreign currency deposits of enterprises remained at about
their level of December 1990, but were constrained by the new
foreign exchange surrender requirements.
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consistent with a decline in real wages of 10 percent
compared with December 1990—following an ear-
lier decline of about 10 percent over the course of
1990. Wage increases in excess of this guideline
would be penalized by prohibitive taxation of en-
terprises (the so-called excess wage tax), except in
the case of those with fewer than 25 employees.

In practice, wage increases were contained well
below the levels permitted by the General Agree-
ment, reflecting the unfavorable financial position
of enterprises and the weak bargaining power of
labor in an environment of rising unemployment.
Nominal wages in the second quarter are estimated
to have been some 12 percent above their level at
the end of 1990, implying a fall of over 20 percent
in real terms (Chart 6). In the wake of these deep
cuts, nominal wages were expected to increase
somewhat during the remainder of 1991, but they
should remain well within the agreed guidelines.

Also as part of the General Agreement, a mini-
mum wage of Kcs 2,000 a month was established in
January—well above the previously existing lowest
wages in the economy. The authorities are con-
cerned that this minimum wage may contribute to
the rise in unemployment and have resisted pres-
sures for its indexation.

The wage restraint policy has served two impor-
tant objectives. The first and more immediate ob-
jective has been to contain inflationary tendencies
arising from the jump in prices that followed their

liberalization. But a second important objective is
to reinforce other efforts to strengthen financial
discipline and to preclude excessive wage increases
by state enterprises, particularly those with uncer-
tain prospects. The current excess wage tax vir-
tually excludes the whole emerging private sector
because it does not apply to enterprises with fewer
than 25 employees, and the Government is consid-
ering explicitly exempting all private sector firms
from the excess wage tax in the near future.

Privatization

Privatization is the most challenging and, per-
haps, the most critical of the economic reforms
being undertaken. Czechoslovakia finds itself in the
tenuous situation in which the central planning sys-
tem has been dismantled, but the lack of wide-
spread private property and of a clear profit motive
places it some distance from a full-fledged market
system. State enterprises account for virtually all
economic activity. Their managers are unfamiliar
with and untrained for a market system; moreover,
their perception of a highly uncertain tenure
creates perverse incentives for excessive wage and
bonus payments, low investment, and squandering
of the assets of the enterprises.

Compared with the divestment of large enter-
prises, the privatization of small enterprises is rela-
tively simple, and began in January 1991. The
“small privatization” program consists of sales of
small businesses through auctions in which all resi-
dent Czechoslovak citizens can participate and for
which bank financing has been provided. Auctions
are being held as often as four times a week
throughout the country and over 20,000 small
enterprises—mainly but not exclusively retail
outlets—had already been privatized by this
method by November. Small enterprises are gener-
ally sold without their debts, which are repaid out
of the proceeds of the auctions; but in a number of
auctions held later in the year, some enterprises
(typically somewhat larger ones) were sold with
their liabilities. In addition, large numbers of small
enterprises, which were expropriated after 1948,
are being returned to their previous owners.

As regards privatization of larger enterprises, the
authorities were determined to proceed at once,
even at the risk of difficulties arising from the sheer
scale of the effort and the lack of adequate exper-
tise and developed markets, lest the inefficiency of
the system of public enterprise management and
control blunt the progress of all reforms. But the
question was how to proceed with privatization. It
was recognized that conventional sale methods
could have only a limited role for a number of rea-
sons, including the near impossibility of obtaining a
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meaningful valuation of the enterprises, the lack of
domestic savings, equity and political considera-
tions, the absence of sophisticated financial instru-
ments and specialists, and the realization that for-
eign investors would be interested in only the
“elite” of the enterprises. Therefore, the idea of
free distribution of equity to the public through a
“voucher scheme” was elaborated as a necessary
method in terms of speed and comprehensiveness,
and a desirable one on grounds of equity and politi-
cal acceptability.

The voucher scheme is a plan to transfer the
ownership of a major portion of the large enter-
prises of Czechoslovakia to the public in general.
Every Czechoslovak citizen over the age of 18 will
be entitled to acquire a voucher book that will en-
dow him or her with 1,000 investment points. These
points can be used to bid for shares of the enter-
prises being offered or, alternatively, can be ten-
dered in exchange for shares in mutual funds. The
mutual funds (“investment privatization funds,” or
IPFs) can be established with few requirements
beyond a minimum capital and a charter. The IPFs
must make their investment objectives publicly
known, in order to facilitate the decisions of indi-
viduals on the use of their vouchers. The IPFs
will permit individuals to avoid getting involved
in financial analysis of enterprises and to increase
their possibilities for a convenient portfolio
diversification.

Three successive “waves” of voucher privatiza-
tion are envisaged, with the first one beginning in
early 1992. A potential 11'/> million individuals will
be able to purchase and register a voucher book at
a cost of Kcs 1,000 (about $33, or a week’s average
wages). In a preliminary round, individuals will
have the opportunity to pledge their vouchers to
one or several IPFs. (The smallest denomination of
vouchers is 100 investment points, so that an indi-
vidual could opt for 10 different investments.)
Next, the first of as many as five rounds of bidding
for shares of enterprises will start, with enterprises
being offered prices proportional to their book
values. The system will not be a full-fledged auction
in the sense of reaching market-clearing prices in
the vouchers-for-shares exchange. For example,
some trades will be concluded in the first rounds
while further price changes will take place in later
rounds. Thus, part of the equity of some enter-
prises may be sold at the price offered in the cur-
rent round, while the remaining shares are offered
again at an adjusted (lower) price in later rounds.
Also, individual bids will be given some preference
over IPFs’ bids in order to simplify the process:
thus, it is expected that as soon as individuals’ de-
mands are satisfied, it will be possible to auction
the remaining enterprises among a few IPFs in a
less complicated way. The final round will follow
some—as yet undecided—mechanism either to al-
locate all remaining investment points or to deter-
mine what value, if any, unused investment points
retain.

The basic structure of the voucher privatization
scheme is probably the only one that can achieve
privatization on such a major scale in a short period
of time. Moreover, the scheme has clear political
advantages in that it spreads private property
widely and avoids favoring the old privileged
classes. There are, however, some unavoidable
trade-offs between these advantages and some of
the shortcomings of the voucher scheme.

A central problem is related to the effectiveness
of corporate governance under very diffuse owner-
ship (spanning millions of small shareholders). En-
terprise managers would be subject to little effec-
tive supervision by owners, with the result that the
control of the enterprises would have changed little
after privatization. Effective corporate governance
requires the presence of at least one large share-
holder. Two basic approaches to this problem have
been proposed: a complete hands-off attitude, in
the expectation that large active shareholders will
spontaneously appear in the context of extensive
profit opportunities for “corporate raiders,”'” and

17See, for example, Hinds (1991).

©lnternational Monetary Fund. Not for Redistribution



an active involvement for the state in designing and
organizing financial intermediaries to exercise
management supervision on behalf of the public.!®
The Czechoslovak scheme lies somewhere in be-
tween these two polar approaches in the sense that,
although the state does not take any initiative in
designing structures of corporate governance, the
creation of financial intermediaries, in the form of
IPFs, is encouraged.!®

There are some doubts, however, as to whether
the IPFs will fulfill the role of active supervisors of
management. In some cases, the IPFs may in fact
serve as vehicles for management/worker buyouts,
with employees of an enterprise creating an IPF for
the purpose of acquiring stock in their company.
But in the rest of the cases, IPFs may limit them-
selves to providing the possibility of portfolio di-
versification and other financial services to individ-
uals; while not legally prevented from becoming
active shareholders, the IPFs may not naturally
tend to assume that role, because that may not be
their normal line of business and they may not find
it a particularly profitable activity. In addition,
there is no mechanism to guarantee the creation of
large shareholders, for example by selling shares in
large blocks to IPFs.20

Aside from problems relating to corporate gov-
ernance, voucher privatization is subject to various
other complications. There may be serious diffi-
culties in achieving “convergence” in a small num-
ber of iterations in the process of allocating shares
to voucher investment points, and very inequitable
situations may arise if the initial prices must be
changed substantially in later rounds. Moreover,
shares in many of the privatized companies may
turn out to be a very illiquid investment for individ-
uals, since it is unlikely that the stock market will
comprise a very large number of actively traded
stocks.

But perhaps the largest obstacle to a successful
privatization is the debt overhang of enterprises,
discussed above. Since the financial sector has not
operated under market conditions, it is quite pos-
sible that some enterprises have negative net
worth, which will make their privatization impos-
sible even if they are given away. Even ignoring
such extreme cases, highly leveraged positions may
cause a large number of failures among the newly

185ee, for example, Lipton and Sachs (1990).

“The trade-offs involved in different mass privatization
schemes are discussed in Borensztein (1991).

20Moreover, with a view to furthering the risk-spreading role
of the IPFs, the authorities are considering regulations that
would limit their ability to acquire a very large interest in any
given company or to concentrate their interests in only one or a
very few companies.

Privatization

privatized enterprises under the prevailing condi-
tions of large structural changes and contraction in
aggregate demand.

Not all large enterprises will be privatized
through the voucher method. The Government at-
taches importance to attracting foreign investment
and the attendant capital, expertise, technology,
and access to markets; at a minimum, those enter-
prises for which there is definite foreign investor
interest (expressed in specific offers) are likely to
be excluded from voucher privatization. Still, the
scale of voucher privatization will be massive: it
might involve some three fourths of the total of
approximately 2,500 large enterprises in the first
wave. Some further 10 percent to 15 percent are
expected to be privatized through direct, standard
methods mostly to foreign investors or, in some
cases, to managers and workers. The remaining en-
terprises will require liquidation or, perhaps, re-
structuring; to facilitate the liquidation process, a
bankruptcy law was adopted in July 1991.

As is the case for small enterprises, the laws on
restitution of property provide for restitution or
compensation for ownership of larger enterprises
expropriated after 1948. In order to spare the pri-
vatization process from further complications,
strict time limits have been set for both applica-
tions for restitution and the resolution of claims,
and the law has granted the state the option to
compensate the claimant in cash (or in equity
shares) rather than with the actual property. Enter-
prises against which restitution claims are pending
will not be entered into the privatization process.
Any further liabilities that might arise as a result of
the restitution process will be liabilities of the state,
rather than of the new owners of an enterprise.

Despite the substantial difficulties still remain-
ing, considering both its scale and its advanced
stage of preparation, the privatization effort in
Czechoslovakia appears to be one of the most ad-
vanced in Central and Eastern Europe. While Po-
land and Romania have passed legislation to sup-
port voucher-type mass privatization, they are far
behind Czechoslovakia in implementation.2! Hun-
gary has embarked on a slower process of selling
off enterprises on a case-by-case basis, while Bul-
garia has yet to decide which method to adopt. The
former German Democratic Republic has pri-
vatized a substantial fraction of industrial enter-
prises, but this process is becoming far lengthier
and more difficult than had been expected, despite
the favorable conditions associated with its integra-
tion in the Federal Republic of Germany (and the
European Community).

21See Demekas and Khan (1991).
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IV  Economic Developments During the

Stabilization Phase

he reform program was expected to have a

considerable impact on the evolution of
prices, output, and the balance of payments,
through both the effects of the macroeconomic sta-
bilization process and the transformation of the
productive structure demanded by the creation of a
market economy. Developments on the price and
balance of payments fronts have been very encour-
aging, indicating that the reform program is pro-
gressing solidly. Although the decline in output was
larger than anticipated, it is partly explained by the
fall in demand for Czechoslovak exports from the
members of the former CMEA.

Price Developments

Price developments following the big bang fell
into two well-defined stages: the initial price
“jump” in the first few weeks after price liberaliza-
tion and the subsequent stabilization stage. The
magnitude of the price jump widely exceeded the
(optimistic) working assumption utilized in the for-
mulation of policies. The price jump, as argued be-
low, reflected primarily supply factors and had little
to do with the stance of aggregate demand policies.
The first surge in prices worked itself out in the first
two months of the year and, after March, inflation
was rapidly brought under control. This harnessing
of inflation is perhaps the greatest success of the
stabilization efforts that were part of the radical
reform program of 1991.

The initial price jump came as no surprise. The
collapse of the CMEA and such policy actions as
the change in the exchange rate, changes in admin-
istered prices, and the removal of subsidies on cer-
tain goods had been expected to generate a large
rise in the price level. In addition, there was likely
to be a direct effect of price liberalization, as rela-
tive prices shifted in favor of goods previously in
short supply.

At a macroeconomic level, the size of such a
price jump is also related to the extent of “mone-
tary overhang,” or the monetary disequilibrium ex-
isting at the controlled price level. Although the
precise concept—and even more so the measure-

ment—of monetary overhang is elusive, a desire of
the population to reduce its holdings of money can
stimulate an increased demand for goods and thus
amplify the price jump. However, the adjustment
of prices to the disequilibrium in the money market
is probably a much slower process than the price
response to direct measures, such as a devaluation
of the exchange rate or the removal of subsidies.
Moreover, indications in Czechoslovakia were that,
owing to prudent policies in the past, any monetary
overhang was small, and a sharp fall in retail sales
as early as January (by over one fourth in real
terms, compared with a year earlier) suggests that
this assessment was correct.

During January-February, at the producer and
retail level, prices jumped on average by about
45 percent. This increase was relatively small when
compared with the increases in other previously
centrally planned economies that had recently un-
dergone price liberalization, especially considering
that liberalization in Czechoslovakia coincided
with the move to world prices in CMEA trade. This
indicates that the shortages and monetary dis-
equilibrium in Czechoslovakia were less severe,
and that the need for an adjustment in relative
prices, such as the exchange rate, was smaller.

Prices continued to increase after February, but
at a rapidly decelerating pace. The prices of some
of the important energy products were increased in
May. Moreover, the initial price increases set off a
chain reaction of cost increases in other sectors that
took some time to work their way through the
economy; this process included the partial indexa-
tion of wages permitted under the Government’s
agreement with enterprises and trade unions.
These secondary waves of price increases explain a
good portion of the inflation in months after the
price jump, but prices rapidly stabilized neverthe-
less (Chart 7). Between March and June, producer
prices increased by 4 percent and consumer prices
by 11 percent; in the four months from June to
October, industrial producer prices fell by 0.5 per-
cent and consumer prices rose by only 0.2 percent.
The higher persistence of inflation at the consumer
level is in part explained by a slower adjustment of
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prices at the retail level, as the initial increase was
also more moderate in consumer prices than in
producer prices.

Output Developments

In Czechoslovakia, as in all the other formerly
centrally planned economies, output fell sharply
following the structural reforms. In the first half of
1991, industrial output fell by 17 percent, con-
struction activity by 26 percent, and the volume of
retail sales by almost 30 percent, compared with
the same period in 1990. For 1991, the fall in GDP
may reach 12-15 percent. These figures may exag-
gerate the actual decline in output and sales owing
to underrecording of private sector activity and, in
the case of retail sales, of personal imports. In addi-
tion, output figures must be interpreted with cau-
tion, given the questionable value of some of the
output produced under central planning. However,
it is unlikely that the overall picture would change
materially if it were possible to correct fully for
these factors.

The contraction in output in state enterprises
also caused a steady increase in unemployment
from the beginning of 1991, with the rate of unem-
ployment reaching 6 percent in October. Layoffs
accounted for 90 percent of the approximately fifty
thousand workers who became unemployed every
month. Reflecting important structural changes in

OQutput Developments

production, the regional disparities are sharp and
increasing (Chart 8). In the region of Prague, for
example, the unemployment rate was below
1.5 percent in October, while in most parts of Slo-
vakia, where much of the industrial base is becom-
ing obsolete with the changes in the pattern of in-
ternational trade, unemployment already exceeded
10 percent.

The decline in output was associated with a num-
ber of factors—some of them quite independent of
the reform process—the relative magnitude of
which is not easy to assess. The paper examines in
turn the external shock associated with develop-
ments in the CMEA, the changes in structure of
production, the combination of the price jump and
restrictive policies, and the fall in domestic demand
owing to uncertainty.

External Shock

The Czechoslovak economy suffered a double
external shock from developments in the CMEA
area. First, exports to the former CMEA area fell
precipitously as the economic crisis in the former
U.S.S.R. worsened and other Eastern European
economies faced difficult adjustment processes.
Moreover, as CMEA trade moved to a convertible
currency basis, some of Czechoslovakia’s competi-
tive edge was blunted and difficulties were experi-
enced in trading under the new system. Despite
some recovery after the first quarter of the year,
the volume of exports to the former CMEA is esti-
mated to have fallen by about two thirds for the
year as a whole, and could account for a decline in
output of 8 percent. Second, the switch to interna-
tional pricing in CMEA trade meant a terms of
trade deterioration for Czechoslovakia: the sever-
alfold increase in prices of energy and other im-
ported industrial inputs could, by itself, account for
a significant contraction in output, especially in
energy-intensive sectors.

Changes in Structure of Production

Starting from a widely distorted position, the
move to a market system together with the lifting
of barriers to international trade necessarily im-
plies large changes in the structure of production.
Consumers, free from the “forced substitution” re-
gime that made them buy whatever was available,
will turn away from noncompetitive products in
favor of imports or more acceptable domestic sub-
stitutes. It should thus be expected that many en-
terprises—and some entire production branches—
would decline and perhaps not survive under the
new system. This effect, per se, does not imply a
fall in output, but only a change in its composition.
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An asymmetric speed of adjustment is to be ex-
pected, however, in the reallocation of production,
because an expansion in the productive capacity of
an enterprise requires time for planning, invest-
ment and recruitment, building of structures, and
so forth, while a reduction or interruption of pro-
duction can be effected almost immediately, es-
pecially under financial distress. Furthermore, the
privatization prospects and uncertainties about the
new environment may discourage enterprises from
undertaking any long-term commitments to in-
crease or restructure productive capacity, making
their response even more sluggish.

Restrictive Policies After the Price Jump

Although a sudden price increase in the first
weeks of 1991 was unavoidable, a tight and nonac-
commodating stance for financial policies was
thought to be essential to avoid the emergence of
an inflationary process. In these conditions, it has
been suggested?? that tight credit conditions, in
conjunction with increased costs of raw materials
and other inputs, would generate an aggregate sup-
ply contraction. The actual price jump was much
higher than assumed when the (deliberately con-
servative) targets for fiscal and monetary aggre-
gates were established, and financial policies were

228ee Calvo and Coricelli (1992).

adjusted with some delay to accommodate the
higher price jump. Moreover, for a number of rea-
sons explained above, the policy stance was even
tighter than planned, particularly in the first
quarter.

Fall in Domestic Demand

Several factors combined to weaken demand by
consumers and enterprises over and above the
effect of tight financial and incomes policies.?* In
large measure these factors derived from the un-
certainty generated by the transition to a market
economy. From the point of view of enterprises,
large investment plans were almost precluded in
the transition phase because of uncertainty and the
expectation of privatization. Uncertainty about fu-
ture rules and regulations concerning a broad spec-
trum of legal, tax, and environmental issues, and
even about the structure of relative prices, makes it
difficult to evaluate any investment project. Insofar
as the prospective privatization would be likely to
entail changes in corporate strategy, the logical de-
cision by management would be that any large
commitment of funds should wait for approval by
the new ownership.

From the point of view of consumers, uncer-
tainty about the evolution of the real wage and
poor job security must have dampened what had
been feared would be a spending burst after years
of repressed consumption of domestic and im-
ported goods. In addition—although reliable data
on inventories are not available—the demand for
(voluntary) inventory accumulation must have
fallen sharply as the move to market rules elimi-
nated the main motive for enterprises to keep large
holdings of inventories, namely, the uncertain
availability of inputs, while changes in financial
markets curtailed the favorable financing that in-
ventory holding had received in the past. The
buildup of inventories that took place in the last
few months of 1990, in anticipation of devaluation
and price increases, probably accentuated the de-
pletion of input inventories in 1991. On the other
hand, as sales fell short of production, there is
thought to have been an involuntary accumulation
of output inventories, probably presaging a further
fall in output.

Relative Importance of Supply and
Demand Factors

An examination of the evolution of the different
branches in the industrial sector may shed some

23See Blanchard and others (1991) on aggregate demand be-
havior in the transition phase.
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Balance of Payments Developments

i Change in Change in
~ Industrial Sector Change in Output! Relative Price? Relative Price?
o
Fuel 24 -26.2 —4.7
- Energy =7 48 39.6
Iron metallurgy 7.7 209 4.8
~ Nonferrous metallurgy -308 330 14.9
i Chemical and rubber -18.9 —-14.8 279
ii_- Machinery -187 1.9 26
i Electronics -28.4 12.5 =21
 Building materials -269 125 2.7
‘ Woodwork -12.4 11.2 -38
Metalwork -19.5 313 14.3
- Paper and cellulose —4.9 24.2 7.0
g Glass, ceramics, and porcelain -19.0 26.0 9.3
~ Textiles -25.0 179 1.7
5 Clothing -36.7 04 —140
~ Tanning -26.0 20.0 37
- Printing -19.5 394 203
j Food -21.6 -20.6 =315
~ Frozen foods, spring water,
: and tobacco -19.8 51.0 305

Others — 7.1 -74

Total industry -17.6 — —

Sources: Czechoslovak authorities; and IMF staff estimates. g:

: !January=June 1991 relative to January-june 1990 (in percent). %,
5 *Relative price increase from January to June 1991 (in percent).
s 3Relative price increase from July 1990 to June 1991 (in percent). %

light on the relative importance of the different de-
terminants of the drop in output (Table 4). The
data display the change in production level in the
first half of 1991 relative to the same period in
1990. Although the output contraction is fairly gen-
eralized, the sharpest fall took place in sectors that
are believed to include some of the products with
the least comparative advantage, such as clothing
and electronics.24 Another of the largest drops was
in construction materials, reflecting the low level of
investment in structures. That all sectors, with the
exception of fuels, experienced a decline in output,
however, does suggest that macroeconomic forces
also played a role. There is no clear correlation
between output and relative price changes—either
negative, which would suggest a leading role for
supply-side factors, nor positive, which would sug-
gest a predominance of demand-side factors.

24 As the sectors thought to have the least comparative advan-
tage are also often those that exported significantly to the rest of
the CMEA, it is of course difficult to discern the relative impor-
tance of the opening to competition and the loss of CMEA
markets.
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Balance of Payments Developments

Several opposing influences combined to pro-
duce, in the aggregate, a better-than-expected bal-
ance of payments result during the first half of the
year (Table 5). A very weak demand for exports by
countries in the former CMEA area generated a
drop in export receipts, while exports to other
areas were also somewhat disappointing—
especially in the first quarter. The fall in exports,
however, was more than offset by a very steep drop
in imports (Chart 9). The capital account suffered
from delays in expected disbursements of official
balance of payments support, but foreign invest-
ment inflows were substantial—albeit driven
mainly by a single large transaction.

The drop in exports to the CMEA countries, al-
though larger than projected, was to be expected.
However, the sluggish expansion of exports to mar-
ket economies, particularly in the first quarter of
the year, was something of a puzzle especially in
light of the gain in competitiveness associated with
the exchange rate depreciation and the policy of
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ECONOMIC DEVELOPMENTS DURING THE STABILIZATION PHASE

= 1990 Revised First Half 1991
5 CMEA & Convertible
S? Non-CMEA! Clearing Total currency Clearing Total
\3; Current account -0.9 -03 -1.2 0.4 03 —_
=
§ Trade balance 0.7 -038 -4 -0.5 0.2
2 Exports, f.o.b. 59 5.8 1.6 36 1.2
= Imports, c.if. 6.5 6.5 -13.1 4.1 09
1w Of which: oil and
é gas? (-0.2) (-2.9) (-3.1) (-1.0) (-0.6) (-1.6)
~ Services balance —_ 02 0.2 03 0.1 04 B
@ Receipts 1.7 1.0 27 1.0 02 12 @
% Payments -1.6 -0.8 -24 08 -0.1
o Income balance 0.3 0.1 -0.3 0.1 —
Receipts 04 0.1 0.5 0.1 —
Payments 0.7 —_ -0.8 -0.2 —
Transfers (net) L 0.2 0.2 — — —
Capital account 0.1 0.4 0.5 — 0.5 0.5
Direct investment (net) 0.2 — 02 04 —_ 0.4
Suppliers’ credits 0.1 0.4 0.3 0.4 -0.5 09
Net medium-/long-term
credit extended — -0.2 02 03 -0.2 0.1
Net medium-/long-term
credit received 03 — 03 -03 - -03
Short-term (net) -0.3 0.6 0.2 -0.3 -0.3 -0.6
Valuation changes, errors,
and omissions -0.6 0.1 -0.7 03 0.2 0.5
Overall balance -1.4 — -4 e = —
Financing |.4 —
Use of gross reserves sl e 1.1 Sasa ks 0.5
Use of IMF credit 1.0
Other official support —
Other bank liabilities o o 0.3 L - -0.5
Short-term liabilities iz s 0.3 s i -0.3
Market borrowing 0.5 —_
Net other (including
valuation changes) s i 0.1 B35 e -0.2
Memorandum items:
Total balance of payments support S = s = gt 1.0
Gross reserves at
end of period 1.2 1.7
(In months of following-
year imports) " — (1.4)
Net reserves at
end of period i o -26 S li s =26

Sources: Czechoslovak authorities; and IMF staff estimates.
'Data were converted from transferable rubles to US. dollars at cross rates and therefore are not comparable to data for 1991.
2Indicative only; data are on a trade basis and are not strictly consistent with the overall import figures shown.
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Chart 9. Export and Import Yolumes
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wage restraint (Chart 10). Clearly, the particular
structure of the export sector of Czechoslovakia
was not conducive to a rapid increase in exports to

Chart 10. Effective Exchange Rates
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Balance of Payments Developments

Chart | 1. Export and Import Unit Values
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Western markets.?> Also, several other factors
worked to offset some of the effect of improved
competitiveness: the policy-induced reduction in
exports of armaments; the increase in the cost of
key raw materials imported from the former
CMEA (Chart 11); the loss of economies of scale
as demand from the former CMEA area and from
domestic sources fell sharply; and the disruption of
previous trading links as enterprises specializing in
foreign trade were restructured.

The low level of non-oil imports is obviously
linked to the weakness of domestic demand, both
for investment and consumption purposes. Imports
may also have been dampened by a slow response
of the import sector to bring onto the domestic
market imported consumer goods that enjoy a
competitive advantage over their local substitutes.
An additional factor might have been the imposi-
tion of the temporary import surcharge on con-
sumer goods. Although at its original level of
20 percent the surcharge might appear to be only a
moderate influence, the fact that it was known to
be temporary might have encouraged potential im-
porters to postpone their purchase plans. Despite
this relatively sluggish performance of trade with
rominent among Czechoslovakia’s exports are armaments.
heavy machinery with a slow marketing process, and manufac-
tures that may not be competitive outside the CMEA area: also
potentially important are agricultural, steel. and textile products
that face various trade barriers in Western Europe in particular.

25p
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IV ECONOMIC DEVELOPMENTS DURING THE STABILIZATION PHASE

Chart 12. Direction of Trade: Exports
(In percent)
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Sources: Czechoslovak authorities; and IMF staff estimates.

market economies, in 1991 the geographical com-
position of the international trade of Czechoslo-
vakia shifted quickly toward Western countries
(Charts 12 and 13).

Tight financial policies and adequate interest
rates—including a moderate premium over those

Chart 13. Direction of Trade: Imports
(In percent)
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Sources: Czechoslovak authorities; and IMF staff estimates.

prevailing in international capital markets—helped
prevent major pressures on international reserves;
the lack of large-scale speculative outflows was also
reflected in the fact that the premium in parallel
foreign exchange markets never reached significant
levels after January 1.
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V Lessons Learned and the Task Ahead

he example of Czechoslovakia's early stabili

zation success has shown that a previously
centrally planned economy with limited macro-
economic imbalances can weather the cumulated
effects of a large-scale liberalization and a severe
terms of trade shock without letting either inflation
or the external imbalance get out of hand. In
Czechoslovakia’s case, the key to this success was a
combination of restrictive fiscal, monetary, and in-
comes policies, as well as a realistic and stable ex-
change rate. Exchange rate policy had been the
subject of particularly intense debate, but events
seem to confirm that the exchange rate anchor pro
vided a reference point around which newly freed
prices arranged themselves quickly. Interestingly,
and in contrast to some of its neighbors. Czechoslo-
vakia allowed ex post real interest rates to be nega-
tive during the period of the price jump. This policy
does not seem to have interfered with the stabiliza-
tion effort at all, suggesting that, abstracting away
from the initial price jump, inflationary expecta-
tions may have indeed been quite low.

At the same time, the decline in economic ac-
tivity has been large. It is impossible to say quite
how much of Czechoslovakia’s productive struc-
ture has become uneconomic, following the dis-
mantling of the special trade arrangements of the
former CMEA and the opening of the economy to
the rest of the world. What is clear is that the new
activities, which must eventually offset the termina-
tion of old ones, arec emerging slowly. At the same
time. however, it is possible that the decline in out-
put has not been large enough. Many enterprises
appear to be continuing to produce, for inventory
or at a loss, while financing themselves by any
means possible—notably by accumulating large
debts to their suppliers. There are also other worri-
some signs that enterprises may begin to clamor
more loudly for the relief from government—in the
form of subsidies. guarantees, and subsidized
credits—that has hitherto been denied them. The
Government will need to stand firm in resisting
these demands and seek the rapid termination of
loss-making production to avoid crowding out new

initiatives and to avert the danger of a financial
gridlock in the enterprise sector.

In large part, these developments may be a
characteristic of the no-man’s-land in which central
planning has already been abandoned, but a mar-
ket system is still far from established. Ahead of
both large-scale privatization and action to deal
with enterprises’ inherited debt burden, plans to
invest or to change the structure of production
await decisions of new owners, and banks cannot
properly evaluate projects. Although no Central or
Eastern European country can vyet offer any
lessons on methods of privatization, the Czechoslo-
vak example does demonstrate the perils of re-
maining in such a no-man’s-land and the need for
the greatest possible speed in structural reform.

The success of Czechoslovakia’s initial stabiliza-
tion effort thus marks only the first step in a long
process of transformation. It is essential now that
the hard-earned success of stabilization be safe-
guarded through the coming period, which is likely
to become even more difficult on the fiscal front.
But internal and external balances are only a nec-
essary, and by no means sufficient, condition for
growth, and the uncharted path of creating a dy-
namic market economy out of the remnants of the
old system still lies ahead. As was the case with its
introduction, the dismantling of central planning is
happening for the first time in history. The ultimate
objective of the transformation is clear, and a great
deal is known about the framework, institutions,
and policies that shape market economies. There
is, however, no blueprint for getting from here to
there.

Some crucial steps have already been taken in
the process of structural reform. On January 1,
1991, those elements of reform that could be in-
stituted at the stroke of a pen—devaluation and
large-scale price and trade liberalization—were im-
plemented, putting in place the main signals neces-
sary for the workings of a market system. There
now remains, however, the much more complex
work of ensuring the effective transmission of these
signals through the economy, and ensuring that ap-
propriate incentives are in place to make economic

©lnternational Monetary Fund. Not for Redistribution



V LESSONS LEARNED AND THE TASK AHEAD

agents react in an efficient manner. Four tasks
stand out in this regard.

First, the Government will have to provide the
entire framework of a market economy. A large
part of the necessary legal system has already been
put in place. However, the building of institutions
to administer this system (such as antitrust and
bank supervision offices) and to fulfill the other
supportive functions of government (such as labor
exchanges or trade and investment promotion ac-
tivities) will inevitably take time, as will the provi-
sion of modern basic infrastructure.

Second, government interference with market
signals should be minimized—the Government will
need to refine the rather blunt instruments with
which it has thus far conducted macroeconomic
policy. To this end, a number of plans are under
way, including a major tax reform in 1993, which
should “level the playing field” and permit a more
even spreading of the tax burden through a widen-
ing of the tax base; a replacement of the clearly
distortionary direct credit ceilings on banks with
instruments of reserve money management; and a
phasing out of the excess wage tax.

Third, “noise” from the past should not be al-
lowed to contaminate signals in the present. In this
respect, it is particularly worrisome that the burden
of bank debt inherited by enterprises from the old
system obscures their current viability. Various solu-
tions to this problem have been proposed, ranging
from a complete write-off of debts as of some cut-off
date to case-by-case debt workouts. A full solution is
urgent; in October 1991, the Czechoslovak Govern-
ment announced an important step in this direction
in the form of a plan to write off a certain amount of
enterprise debts ahead of privatization.

Finally, ensuring a “clean” transmission of signals
through the system is not sufficient to ensure

an efficient allocation of resources: economic
agents need also to react to these signals in an effi-
cient manner. Thus, more than all other structural
measures, privatization is the key to the success of
the reform effort. As outlined above, the absence
of well-established markets implies that conven-
tional methods would not achieve privatization on
any major scale within the time frame desired. The
Government’s chosen strategy is an eclectic mix of
methods, which seeks a balance between the some-
times conflicting objectives of speed, of attracting
appropriate expertise and capital, of raising public
resources, and of political expediency. It cannot be
overemphasized that little improvement in eco-
nomic performance can be expected ahead of pri-
vatization, and hence that all efforts should be
made to accelerate the process.

The structural measures required to lay the basis
for a thriving market economy will take time.
Moreover, there will be lags between implementa-
tion of these measures, decisions by economic
agents to react to them, implementation of these
decisions, and, finally, results. The nearly complete
absence of an entrepreneurial tradition will
lengthen this process significantly. It is impossible
at this stage to predict just how long all these lags
will delay an improvement in economic perfor-
mance, particularly in the context of a highly uncer-
tain, and perhaps worsening, regional economic cli-
mate. The challenge facing the Czechoslovak
authorities now is to persevere with reform without
losing the support of the public. This task will re-
quire political leadership capable of explaining the
process and of containing the aspirations and impa-
tience of the population. However, the mainte-
nance of a relatively firm political and social con-
sensus on reform through the turbulent early phase
of reform has raised the odds in favor of success.
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Statistical Appendix

Table Al. Revenue of General Government!
(In billions of koruny)

Revised
Budget
1986 1987 1988 1989 1990 1991
Federation and republics
Total revenue 3238 3453 3593 3743 3903 482.5
Tax revenue 2937 313.7 3278 3264 368.2 464.3
Income and profits taxes 148.7 160.0 158.1 784 93.7 192.9
Population 325 336 347 0.2 0.3 56.1
Wages tax 324 334 345 -— - 55.9
Literary/artists tax 0.1 0.2 0.2 0.2 0.3 0.2
Profits taxes 116.2 126.4 123.6 782 934 136.8
Enterprises 97.6 107.0 104.4 67.9 84.1 o
Financial companies 18.6 193 19.0 8.8 6.8
Agricultural profit tax - — - 1.5 2.5 S
Payroll tax 29.3 329 37.0 954 98.4 117.8
Domestic taxes on goods and services 110.7 110.9 116.7 134.6 147.8 141.9
Turnover tax (gross) 103.0 104.0 108.3 124.8 147.8 141.9
Internal market differential 7.7 6.9 84 9.8 — —
Taxes on international trade 5.0 10.0 15.9 13.9 258 8.8
Customs duties? 0.2 0.2 03 0.5 6.5 8.8
Other foreign trade levies 48 9.8 15.6 13.4 19.3 —
Other taxes — — - 4.1 25 29
Nontax revenue 337 30.1 32.1 44.6 31.0 18.2
Entrepreneurial and property income 252 21.6 23.0 29.7 16.9 143
Transfers from subsidiary
organizations 02 0.1 0.2 0.2 0.2 0.4
Other 25.0 215 229 295 16.7 139
Administrative fees 12 12 |.4 83 9.1 1.7
Fines and forfeits 03 0.4 0.4 0.4 0.1
Other nontax revenue 7.0 7.0 7.3 6.2 49 22
Capital revenue — = — = =
Timing adjustment -3.5 1.5 -0.6 33 -8.9
Local authorities
Total revenue 128.2 134.0 141.1 151.9 162.4 95.6
Tax revenue 44.2 45.2 47.7 76.6 81.3 1.4
Income and profits taxes 25.6 26.3 27.9 57.3 61.3 5.9
Wages tax 15.2 {59 16.6 523 54.4 30
Corporate taxes 10.4 10.4 1.3 5.0 6.9 2.9
Payroll tax? 1.4 1.7 22 55
Domestic taxes on goods and services 7.1 £ 7.6 = = —
Other taxes? — — — 19.3 20.0 —
Nontax revenue 15.9 18.2 19.2 17.1 17.3 6.1
Entrepreneurial and property income .5 12.1 12.3 1.0 1.0 —
Fees and fines 0.5 0.6 0.6 6.8 73 I.1
Other nontax revenue 39 5.5 6.2 9.3 9.0 5.0
Capital revenue 0.2 02 0.2 0.1 0.2 -
Transfers from other government 68.0 70.4 74.1 58.1 63.6 78.1
Extrabudgetary funds
Total revenue 4.6 4.5 43 5.5 4.0 36
Nontax revenue 3.1 3.0 29 4.0 3.7 2.7
Transfers (from other government) 1.4 1.5 1.4 1.5 03 09
Memorandum items:
Net turnover tax* 82.1 8l.1 86.9 85.5 113.2 141.9
Net foreign trade surrenders® -12.8 -8.1 -3.0 -13.7
Total revenue (percent of GDP) 55.7 579 58.0 62.1 60.2 474

Source: Czechoslovak authorities.

'Data from 1989 onward are consistent with methodology of Government Finance Statistics; data through 1988 are not. General government includes
operations under state budgets and state financial assets and liabilities and excludes operations of subsidized organizations and funds of the ministries.

*Includes import surcharge in 1991,

3Some payroll tax at local authority level is classified as other taxes in 1989-90.

*Turnover tax net of negative turnaver tax (shown under expenditure). Includes internal market differential.

SForeign trade levies net of foreign trade subsidies (shown under expenditure).

©lnternational Monetary Fund. Not for Redistribution



STATISTICAL APPENDIX

Table A2. Expenditure of General Government by Economic Category!
(In billions of koruny)

Revised
Budget
1986 1987 1988 1989 1990 19912
Federation and republics
Total expenditure 3399 347.4 3842 401.0 4429 474.5
Current expenditure 288.0 301.7 3325 349.1 389.0 431.7
Consumption 782 86.1 90.7 80.5 835 1328
VWages and salaries 17.8 18.4 19.1 17.6 17.5 28.5
Services 60.4 67.7 716 62.9 66.0 105.7
Interest — — — 0.2 k7 28
Current transfers 209.8 215.6 241.8 268.4 3038 296.2
Transfers to households 83.0 84.2 86.6 100.0 108.3 159.9
Unemployment benefits —_ — _ — — 9.8
Universal income support - 12.7 320
Pensions 54.2 55.6 57.6 61.6 63.6
Sick pay 8.9 8.7 89 9.6 10.0
Family benefits 16.4 16.3 16.2 16.5 18.9
Other 35 36 39 12.3 3.1 :
To local authorities 43.1 453 47.7 30.2 334 63.0
To extrabudgetary funds 1.4 1.5 1.4 1.5 0.3 0.9
To subsidized organizations? 2.0 2.1 2.3 25 32 1.4
To enterprises and agricultural cooperatives 80.3 825 103.8 1335 157.6 60.6
Retail subsidies* 28.6 29.8 298 49.1 346 —
Foreign trade subsidies 17.6 17.9 18.6 27.1 19.3 —
Stock adjustments® — — 15.5 8.0 544 —
Other* 34.1 348 39.9 49.3 49.3 60.6
Transfers abroad — — — 0.7 1.0 04
Capital expenditure and net lending 46.5 48.6 51.2 496 53.0 428
By budgetary organizations 7.3 75 7.8 6.4 7.2 14.3
Capital transfers 35.0 35.2 35.7 378 45.1 33.2
To local authorities 249 25.2 26.4 279 302 15.2
To subsidized organizations? e 5 . ' .o 3.7
To enterprises 10.1 10.1 9.3 9.8 14.8 14.3
Net lending 42 58 7.7 54 0.7 4.7
Timing adjustment 5.4 -2.8 0.4 2.3 0.9 —
Local authorities
Total expenditure 130.7 137.0 142.8 I151.4 163.3 95.6
Current expenditure 104.1 110.1 I 14.6 121.4 131.7 73.8
Consumption 792 832 87.2 92.7 100.9 63.9
Wages, salaries, travel 29.7 30.8 321 326 353
Other 49.5 524 55.1 60.1 65.6 :
Current transfers 249 26.9 274 28.7 308 9.9
Social security outlays 4.2 4.3 44 ; 1.9
To subsidized organizations? 29 30 0 43 34 —
To enterprises and agricultural cooperatives 17.8 19.6 20.0 8.0
Capital expenditure and transfers 26.7 269 28.2 30.0 3.6 21.8
By budgetary organizations 21.9 224 23.3 4.6 7.8 19.6
Capital transfers to enterprises? 48 45 49 254 238 22
Extrabudgetary funds
Total expenditure 4.7 47 4.4 53 42 3.6
Current expenditure 23 1.8 1.6 38 23 1.2
Transfers to enterprises 22 1.5 1.6 38 2.3 1.2
Other transfers 0.1 03 — —
Capital expenditure 24 29 2.8 1.5 19 24
Memorandum item:
Total expenditure, excluding stock
adjustments (percent of GDP) 584 587 59.5 64.5 60.1 46.7

Source: Czechoslovak authorities

'Data from 1989 onward are consistent with methodalogy of Government Finance Statistics; data through 1988 are not General government includes
operations under state budgets and state financial assets and liabilities and excludes operations of subsidized organizations and funds of the ministries

2Operations under state budgets only.

*Where the breakdown is not available, all transfers to subsidized organizations are classified as current transfers

*Retail subsidies on energy products are included in “other” in 199

SIncludes transfer to cover debts of rewail trade organizations (1988) and transfers to the banks to cover devaluation losses (1990)
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Revised
Budget
1986 1987 1988 1989 1990 1991
Total budgetary subsidies 854 88.7 96.1 122.1 105.9 68.6
(percent of GDP) 12.3 12.5 13.0 16.1 12.9 6.5
Subsidies to enterprises and
agricultural cooperatives 39.2 41.1 47.7 59.2 61.5 68.6
(percent of GDP) 5.6 58 6.4 7.8 7.5 6.5
Agriculture and foodstuffs 23.7 225 26.3 35.0 36.7 23.9
Of which:
Differential charge 12.4 12.5 12.6 15.0 15.9 —
Charge to prices | 0.9 1.9 45 9.4 —
Price fund — — — 4.7 32 e
Fund for Market Regulation —_ — — — — 8.4
Other 10.3 9.1 1.9 10.8 82 15.5
Industry and construction 37 4.3 48 8.3 7.0 18.1
Of which:
Mining 1.4 1.4 1.4 1.3 0.9 0.4
Residential heating? 1.5 1.6 22 23 24 13.7
Restructuring? — —_ —_ — 22 3.0
Irag embargo — —_ —_ — — 1.0
Other subsidies to enterprises 1.7 14.3 16.6 159 17.8 26.6
Of which:
Housing 6.1 6.4 6.3 5.0 5.3 10.0
Rents 6.1 6.4 6.3 5.0 Gl 29
Low-interest loans — — — — o 7.0
Urban transport 36 4.0 43 48 4.2 4.3
Railway 1.3 28
Road transport s —_— . s 29 48
Forestry and water = 1.3 I.4 4.9 1.8 T
Acid rain (forests) 0.4 0.5 0.7 - L 1.5
Retail subsidies 28.6 298 298 49.1 346 i
(percent of GDP) 4.1 42 4.0 6.5 4.2 —
Foodstuffs 18.7 19.4 19.4 36.1 20.2 —
Of which:
Dairy 9.1 9.6 9.4 13.0 7.0 =
Meat and meat products 44 4.5 45 1.9 6.4 _—
Fruit and vegetables 2.1 2.1 22 2.6 1.5 —
Milling and bakery 0.9 0.9 09 3.0 1.6 =
Nonalcoholic drinks 0.3 0.2 0.2 0.3 0.2 —
Nonfood consumer subsidies 9.9 10.3 10.4 12.9 14.4 —_
Of which:
Coal? 39 4.0 42 5.1 5.6
Gas? 29 33 33 2.0 22 i
Newspapers and printed matter 0.3 03 0.3 0.7 — —
Brick materials (construction) 0.3 0.4 0.4 0.8 1.6 —
Foreign trade subsidies 17.6 17.9 18.6 13.9 9.8 —
(percent of GDP) 25 25 25 1.8 1.2 —_

Source: Czechoslovak authorities.

'Includes subsidies paid by federal, republic, and local budgets. Data are according to state final account and hence not directly comparable with data in
Table A2.

2In 1991, retil subsidies on coal and gas are included in subsidies for residential heating.

¥Transfers to support restructuring, especially of the armaments industry.
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Table A4. Developments in Wholesale and Consumer Prices
(January 1, 1977 = 100)!

1991
1986 1987 1988 1989 1990 Il n
Wholesale prices
Industry 126.9 127.0 127.0 126.1 131.7 205.0 224.6 2239
Construction 123.6 123.6 123.6 120.9 128.6 171.2 193.0 199.2
Construction materials 137.1 137.1 137.1 135.6 138.2 2120 229.0 230.5
Weights?
Consumer prices
Goods and services 100.00 121.5 121.6 121.8 1235 135.8 198.4 217.2 221.3
Foodstuffs 31.31 121.5 121.7 121.3 121.4 134.9 200.0 193.8 194.3
Industrial goods 43.27 118.8 119.0 119.4 122.4 135.5 2048 243.6 245.4
Services 15.16 1183 118.2 119.3 120.3 129.1 151.3 173.6 192.4
Of which:
Rents and communal
services 3.223 1147 I 14.7 1 14.7 114.7 1149 118.2 148.7 269.8
Transport and
communications 2.80 121.6 121.6 121.6 121.6 2935 151.6 181.6 187.6
Public restaurants 10.26 135.9 135.9 136.7 138.1 149.8 232.7 2324 234.0

Source: Czechoslovak authorities.

'From 1987, data have been compiled on a base of January |, 1984 = 100, and, from 1991, on a base of January 1989 = 100. The data from these series
have been combined in this table

1As of January |, 1984,

INot including electricity and gas.

Table A5. Average Monthly Earnings in the State and Cooperative Sector
(Excluding agricultural cooperatives (JZDs))!

19912
1986 1987 1988 1989 1990 Jan.—Sept. 19913
(In koruny)
Total state and
cooperative sector,
excluding JZDs 2,927 2,985 3,054 3,123 3,239 3,526 3,710
Material sphere 3,009 3,066 3,138 3,211 3,325 3,625 3810
Of which:
Agriculture 2,986 3,048 3,145 3,258 3,403 3,442 3,460
Industry 3,086 3,139 3,204 3277 3,370 3.727 4,000
Building and
construction 3,258 3,332 3,395 3,478 3,569 3,730 3,960
Nonmaterial sphere 2,702 2,765 2,830 2,893 3,023 3,238 3,430
Of which:
Education 2,704 2,768 2,835 2,876 2,957 3,065 3,270
Health 2,744 2,793 2,832 2,885 3,089 3,463 3,650

Source: Czechoslovak authorities.

Includes wages, bonuses, and other payments

2Excludes enterprises with fewer than one hundred employees.
3Estimated.
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Table Aé. Industrial Production'

1991
1986 1987 1988 1989 1990 Jan.—Sept.
(Annual percent change, at constant 1989 prices)
Fuel (coal and gas) 0.6 0.3 0.2 3.2 6.7 2.0
Power 49 2.5 1.6 2.0 22 -3.0
Iron metallurgy I.5 1.9 0.9 0.3 0.9 -15.7
Nonferrous metals 2.4 1.8 2.1 1.2 -5.5 37.0
Chemicals and rubber 4.0 3.2 2.0 0.7 8.7 22.6
Machinery 44 33 23 0.4 3.2 —24.4
Electrotechnical 9.2 9.3 7.1 3.9 —6.3 -34.9
Construction parts 20 2.2 3.8 0.3 6.1 28.7
Wood processing 2.9 2.6 2.4 0.5 20 -18.6
Paper and cellulose 39 |79 3 2.9 0.8 -13.0
Glass, ceramics, and porcelain 1.8 1.6 6.1 6.3 1.2 -226
Textiles 24 1.6 23 1.2 0.4 31.2
Clothing 2.0 1.6 2.3 2.8 4.8 -36.8
Leather processing |.4 0.5 1.7 0.3 -1.5 -314
Print 3.2 2.0 4.0 1.4 79 22.5
Food and beverages 1.7 0.5 0.4 i 2.0 -16.4
Frozen foods, spring water, and
tobacco products 36 4.5 2.4 47 1.7 -19.7
Other 2.4 2.6 23 3.0 3.7 21.3
Total gross output 3.2 25 2.1 0.8 -3.5 213

Source: Czechoslovak authorities.
'Production of goods—constant 1989 prices
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Table A7. Employment by Sector
(In thousands, yearly average)

1986 1987 1988 1989 1990! 19912
Total employment? 7,775 7.824 7.875 7,901 7,873 7,350
Material sphere 5,846 5,874 5,882 5,868 5,787 5,250
Agriculture 861 853 839 8l 795
Industry 2,923 2,941 2,951 2,954 2,870
Construction 685 695 700 701 731
Other 1,377 1,385 1,392 1,402 1,391
Nonmaterial sphere 1,929 1,950 1,993 2,033 2,086 2,100
Education 455 461 472 480 473 55
Health 330 334 342 350 357
Transport (passenger) 156 156 157 159 167
Science, research,
and development 177 179 181 182 163
Other 8l 820 84| 862 926
Memorandum items:
Women in work force
(percent) 45.9 46.0 459 45.7 443
Workers in the state and cooper-
ative sector (percent)* 90.4 90.4 90.2 89.9 87.2
Average number of hours
worked per week® 43.1 43.1 43.0 40.6 40.6

Source: Czechoslovak authorities (new series).

'Provisional data.

2Estimated data.

3Excluding trainees and women on maternity leave.
*Excluding agricultural cooperatives (JZDs).

*Manufacturing only, beginning 1989, excluding meal breaks.
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Table A8. Balance of Payments in Convertible Currencies
(In millions of U.S. dollars)

= WL

1986 1987 1988 1989 1990 Jan.~Sept.

Current account 468 59 59 439 -1,104 -205
Trade balance 224 -124 83 419 -785 —-384
Exports, f.ob. 4,293 4,544 5014 5,442 5,994 5,732
Imports, f.ob. 4,069 4,669 5,096 5,022 6,780 6,116
Services balance 281 113 74 55 -279 156
Receipts 1,724 1,764 1,809 1,842 2,146 1,770
Transportation 88l 863 885 885 959 619

Travel 103 132 149 158 339 361
Income 271 311 336 390 442 92

Other 469 459 438 408 405 696
Expenditures 1,442 1,652 1,754 1,787 2,426 1,614
Transportation 532 571 585 592 700 296

Travel 70 80 114 179 410 260
Income 436 484 562 553 758 311

Other 405 517 474 462 558 746
Unrequited transfers (net) -37 —47 =1 -35 —40 23
Private -5 -5 -9 5 6 37
Official 31 42 42 30 -34 -13
Capital account 12 390 367 326 326 917
Direct investment (net)? 256 181 503
Other long-term capital (net) -378 303 i -53 718 1,098
Credits received by Czechoslovakia Il 379 360 120 758 810
Credits extended by Czechoslovakia —268 76 -352 —173 —40 288
Short-term capital (net) 366 86 360 123 573 —684
Valuation changes -108 —-155 -209 19 3243 343

Errors and omissions -89 84 108 216

Overall balance 260 260 207 569 1,102 1,053
Change in reserves (increase —) 260 260 -207 569 1,102 -1,053

Source: Czechoslovak authorities.

'Preliminary dara.

2For 1989-90, the amounts represent investment lending; only $10 million was in equity investment.
3From 1990 onward, valuation changes are given so as to include errors and omissions.
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Table A9. Balance of Payments in Nonconvertible Currencies
(In millions of U.S. dollars)'

AR
1986 1987 1988 1989 1990 Jan.-Sept.
Current account -300 430 1,152 500 -206 746
Trade balance 610 —-146 468 -274 714 566
Exports, f.ob 9,202 10,645 10,017 8,769 5,744 1,759
Imports, fob 9812 10,791 9,549 9,043 6,457 1,193
Services balance 262 461 568 631 261 166
Receipts 1,258 1,457 1,444 1,521 1,076 324
Transportation 782 850 782 742 648 50
Travel 280 360 458 423 155 14
Income 57 6l 74 12 85 72
Other 139 185 179 245 188 188
Expenditures 996 996 925 890 815 158
Transportation 435 439 403 386 335 7
Travel 279 330 286 251 242 10
Income 26 35 26 37 29 |
Other 256 192 210 217 209 140
Unrequited transfers (net) 48 115 116 143 247 14
Private 58 100 103 135 266 12
Official -9 I5 13 8 =19 2
Capital account 84 498 1,260 615 228 648
Direct investment (net) S L . 0 18 3
Other long-term capital (net) 13 88 288 -713 24| 176
Credits received by Czechoslovakia -19 -4 8 -0 =2 -18
Credits extended by Czechoslovakia 6 —84 -296 712 —240 —-158
Short-term capital (net) 97 —410 -972 99 451 —474
Valuation changes ~7 62 34 -22 23 -983
Errors and omissions 222 5 74 137

Owverall balance — - = . s

Source: Czechoslovak authorities.

For 1986-90, data vis-a-vis the CMEA in transferable rubles were converted into U.5. dollars using cross rates
2Preliminary data.

IFrom 1990 onward, valuation changes are given so as to include errors and omissions.
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Table Al0. Geographical Composition of Exports and Imports'

(In percent)

1991
1986 1987 1988 1989 1990 QI-Qil

Exports, f.o.b. 100.0 100.0 100.0 100.0 100.0 100.0
Socialist countries 65.9 68.0 64.5 60.8 49.0 394
Of which: China I.6 |59 2.8 2.6 1.9 0.9
Yugoslavia 4.0 37 3.1 33 3.5 56

CMEA 60.3 62.3 58.5 54.9 43.4 324

Of which: Bulgaria 2.7 29 2.7 2.3 1.4 0.1
Former GDR 7.3 7.5 6.8 6.6 43 A

Hungary 4.2 4.6 4.3 40 4.1 44

Poland 7.1 7.9 8.1 85 6.2 6.7

Former US.S.R. 357 35:9 336 30.5 25.2 19.8
Monsocialist countries 34.1 320 355 39.2 51.0 60.6
Industrial countries 23.1 23.1 26.5 3.1 42.4 51.4
Of which: Austria 35 33 0.0 4.6 59 5.7
France 1.3 1.3 1.5 1.8 26 2.5

Italy 1.5 I:5 1.7 2.1 3l 4.1

Germany 6.8 6.7 7.5 8.3 12.8 24 62

United Kingdom 1.5 1.8 2.0 20 2.6 2.0

Netherlands 1.2 1.1 1.3 [25: 22 30

Sweden —_— - s 08 0.9 0.9

United States 0.5 0.5 0.6 0.6 0.8 0.9

Developing countries 9.8 76 7.6 8.0 8.6 9.2
Of which: India 0.6 0.6 0.7 0.8 0.9 0.5
Saudi Arabia i ‘i Ly 0.1 03 1.5

Syria 1.1 03 0.3 0.6 0.2 0.9

Brazil 0.3 0.1 0.2 0.2 0.2 0.2

Imports, f.o.b. 100.0 100.0 100.0 100.0 100.0 100.0
Socialist countries 68.4 67.6 63.2 623 512 44,1
Of which: China 24 1.7 25 2.8 34 1.3
Yugoslavia 3.0 3:2 3| 33 3 2.3

CMEA 62.9 62.6 57.4 56.1 44.4 40.1

Of which: Bulgaria 2.7 43 25 22 1.2 0.6
Former GDR 8.0 85 82 7.8 82 L

Hungary 4.6 4.6 42 49 34 2.0

Poland 7.3 8.2 83 8.6 8.6 50

Former U.S.S.R. 37.6 36.2 31.3 29.6 21.6 3T
Monsocialist countries 316 324 368 377 488 559
Industrial countries 247 26.3 30.1 3.1 426 46.2
Of which: Austria 4 45 5.2 5.5 9.7 7.2
France 1.3 1.4 1.6 I.6 1.8 23

ltaly 1.6 1.8 1.8 1.7 2.3 33
Germany 7.3 82 21 9.3 133 19.22

United Kingdom 1.8 1.7 20 2.2 29 1.8

Netherlands 1.0 1.0 1.2 1.0 1.3 1.8

United States 0.4 0.2 0.4 04 0.6 1.9

Developing countries 5.7 5.1 5.4 6.6 6.2 9.7
Of which: India 05 0.6 0.8 I.5 1 03

Iran o L . 0.5 08 2.7

Syria 0.1 0.3 0.2 0.2 0.1 0.1

Brazil 03 0.4 0.5 08 08 1.2

Source: Czechoslovak authorities.

'The terms “socialist” and “nonsocialist” here follow previously defined groupings. Socialist countries comprise former CMEA members, China,
Morth Korea, and Yugoslavia.

Includes former GDR.
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Table All. Commodity Composition of Exports, Standard International Trade Classification
(SITC)!
(In millions of U.S. dollars)

SITC
Category Description 1986 1987 1988 1989 1990 19912
0 Food and live animals 409 437 496 670 655 740
I Beverages and tobacco 51 57 56 52 50 90
2 Inedible crude materials,
except fuels 482 515 426 532 448 510
3 Minerals, fuels, lubricants,
and related materials 581 661 616 751 522 400
33 Petroleum and petroleum
products (226) (314) (269) (261) (1) (95)
4 Animal and vegetable oils
and fats 9 3 I5 20 41 20
5 Chemicals 888 1,064 1,229 1,092 1,082 1,130
6 Manufactured goods, classi-
fied chiefly by material 2,553 2,839 2,809 3,243 3,073 3,010
7 Machinery and transport
equipment 6,757 7,644 7,035 6416 4,696 2,970
8 Miscellaneous manufactured
articles 1,500 1,697 1,590 1,397 1,248 1,330
9 Miscellaneous transactions

and commodities not
classified according to
kind 198 173 624 283 175 —_

Total SITC 0-9 13,425 15,092 14,894 14,454 11,992 10,200

Memorandum item:

Exchange rate (Kcs per
US. dollar) 15.00 13.68 14.36 15.05 17.95 29.60

Source: Czechoslovak authorities.
'Data were converted from koruny at average commercial exchange rate for each period.
2Estimated.
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Table Al2. Commodity Composition of Imports, Standard International Trade Classification

(SITe)!
(In millons of U.S. dollars)

SITC
Category Description 1986 1987 1988 1989 1990 19912
0 Food and live animals 952 933 1,034 990 747 510
| Beverages and tobacco 120 129 115 101 107 110
2 Inedible crude materials,

except fuels 1,153 1,249 1,226 1,250 1,103 1,010

3 Minerals, fuels, lubricants,
and related materials 3,476 3,562 2,778 2,336 1,901 2,940

33 Petroleum and petroleum
products (2,293) (2,314) (1,729) (1,410) (1,177) (1,640)

4 Animal and vegetable oils
and fats 50 40 55 52 74 35
5 Chemicals 1,102 1,234 1,269 1,333 1,353 1,010

6 Manufactured goods, classi-
fied chiefly by material 1,429 1,453 1,354 1,486 1,414 990

7 Machinery and transport

equipment 4,330 5368 5,281 5271 4,950 2,800

8 Miscellaneous manufactured
articles 728 840 901 878 1,209 680

9 Miscellaneous transactions

and commodities not
classified according to
kind 345 434 582 435 415 I5

Total SITC 0-9 13,683 15,241 14,593 14,266 13,271 10,100
Memorandum item:

Exchange rate (Kcs per
U.S. dollar) 15.00 13.68 14.36 15.05 17.95 29.60

Source: Czechoslovak authorities.
'Data were converted from koruny at average commercial exchange rate for each period.
2Estimated.
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Table Al3. External Debt in Convertible and Nonconvertible Currencies
(In millions of U.S. dollars; end of period)

1991
1986 1987 1988 1989 1990 Jan.~Sept.
Debt in convertible currencies 5,567 6,657 7,281 7915 8,075 8,766
Medium- and long-term 2,877 3,581 3.874 4,328 5,172 6,061
By maturity:
One to five years' 1,540 2,059 2,147 1,952 1,915 3,786
Over five years 1,337 1.522 1,728 2,377 3.257 2,275
By creditor:
Foreign banks 2,042 2,154 2,228 2,628 3,290 3,273
Of which: trade related G s e s s e
Governments - —
Multilateral institutions - - - — 1,338
Suppliers 781 1,164 1,375 1,432 1,583 1,202
Former CMEA countries
and institutions 54 262 272 268 258 248
By debtor:
Banking system 2,095 2417 2,499 2,574 3,040 3,920
Government — 225
Corporations 781 1,164 1,375 1,754 2,132 1,916
Short-term 2,691 3,076 3,406 3,587 2,903 2,705
Debt in nonconvertible currencies 1,147 1,000 525 776 1,129 1,518
Medium- and long-term 68 71 70 70 53 29
Of which:
One to five years 32 41 40 29 53 29
Over five years 36 30 30 41 — —
Short-term 1,079 929 454 706 1,076 1,490
Total external debt 6,715 7,657 7,805 8,691 9,214 10,284
Of which:
Medium- and long-term 2,945 3,652 3,945 4,398 5,235 6,090
Short-term 3,770 4,005 3,861 4,293 3,979 4,194
Memorandum items:
Total external debt,
convertible currrencies (percent of
exports of goods and nonfactor
services in convertible currencies) 97 11 112 115 105 87
Stock of joint venture equity
owned by foreigners (million U.S. dollars) — — — — 10 513

Source: Czechoslovak authorities.
' Estimated.
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Table Al4. Exchange Rates

Average during period
Official rate!
Commercial rate??
Noncommercial rate2:?
Auction rate*

Parallel market rates
Tourist rate®

Official rate'
Commercial rate’#8
Noncommercial rate®?

End of period
Official rate'
Commercial rate23
Noncommercial rate?3
Auction rate?
Parallel market rates
Tourist rate®

Official rate'
Commercial rate”8
MNoncommercial rate®?

1987

5.47
13.68
9.57

2778

8.00
11.20
16.00

5.20
13.00
9.10

30.54
8.00

11.20
16.00

1988

5.32
14.36
9.31

33.44

8.00
10.40
16.00

5.30
14.31
9.28

40.35
8.00

10.40
16.00

1991
1989 QI Qil Qi Qv QI Qll Qi
(In koruny per U.S. dollar)
15.05 16.53 16.62 15.99 22.67 27.88 30.32 30.53
975 - s sy G
121.24 78.77 47.99 3431 41.15
42.39 4151 36.26 3332 41.02 34.08 31.69 3251
37.55 30.15 26.97 30.99
{In koruny per transferable ruble)
10.00 9.00 9.00 9.00 9.00
15.00 12.00 12.00 12.00 12.00
(In koruny per U.S. dollar)
14.29 16.81 16.51 1571 28.00 30.15 31.03 29.85
9.26
114.35 59.15 39.36 31.04 39.40 L L L
4348 41.49 35.57 3356 45.65 36.24 32.90 30.65
36.96 27.85 26.49 28.00
{In koruny per transferable ruble)
10.00 9.00 9.00 9.00 9.00
15.00 12.00 12.00 12.00 12.00

Sources: Czechoslovak authorities; and Schweizerischer Bankverein.

Official rate was abolished from January |, 1989,

2Until December 31, 1988, the commercial rate equaled the official rate multiplied by certain coefficients

3The commercial and noncommercial rates were unified from January 8, 1990.

#First auction took place on August 30, 1989; last auction took place on December 12, 1990.

5Data from Schweizerischer Bankverein.

“Separate tourist rates were in effect during 1990, then unified with the commercial rate on December 28, 1990.
This rate applied to trade with the former GDR, Romania, and the former U.5.5.R. The rates for Bulgaria and Poland were 5 percent lower, and that

for Hungary 10 percent higher than the rates shown.

8Trade with the former CMEA countries was denominated in convertible currencies from January |, 1991,
#This rate was used for interstate settlements and differed according to individual countries. The data in the table represent those for the former

USSR,
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