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Low unemployment in the Czech
Republic: ‘miracle’” or ‘mirage’?

The Czechs have wrought numerous accomplishments
in transforming their country to a market economy;
declining employment and labor force participation rates,
however, blur the overall picture

dom, the transformation from a plan- explores the reasons behind the highly touted

ned to a market economy is usually ac'miracle” of low unemployment during and af-
companied by a high degree of unemploymerter that nation’s economic transformation from a
The State sector sheds excess workers, who eemtrally planned to a more market-oriented
gradually absorbed into a growing private seeconomy.
tor. In the Eastern bloc nations, it was hoped
that the growth of the private sector would bﬁlls’rorlccl background
rapid, despite its starting from a rather small
base whose ability to absorb workers wathe Czech Republic was part of the Austro-
thought to be limited. However, as a result dflungarian Empire until 1918. At that time, the
this constraint, in practically all of those counnation of Czechoslovakia was created from the
tries, the economic transformation was accontwo regions of what would become the Czech
panied by high levels of unemployment durindRepublic (Bohemia and Moravia), along with
the transitional period. Slovakia and part of Silesia. The new nation had

The lone exception appears to have been tABnost 70 percent of the old empire’s industrial

Czech Republic, whose transformation from production and a high level of income. The
centrally planned economy to a market-orientedzech portion of Czechoslovakia had a gross
one has been accomplished with substantialipmestic productdpp) per capita that ranked
lower levels of unemployment than were seetOth in the world, on a par with Belgium and
in other Eastern European nations. Indeed, Holland?#
1995, not only was the Czech unemployment After the German takeover during World War
rate less than that of every other former Eastelin the Czechoslovakian nation was again rein-
bloc nation, but it was even lower than those aftated. The Communist Party led a coalition gov-
the major European economies and the Unitelnment in 1946 and, 2 years later, at the urging
States and stood second only to the Japanedehe Soviet Union, abolished opposition par-
unemployment rate, among the rates for 2fes. From 1948 until 1989, the means of pro-
member nations of the Organization for Ecoduction were owned primarily by the State, and
nomic Cooperation and Developmeat€D).? the economy was centrally planned, with a col-
Although this accomplishment of the Czechs hdsctivized agriculture sectérCzechoslovakia
been noted elsewhet@po full, systematic dis- was a member of the Council for Mutual Eco-
cussion of the reasons the unemployment ratenismic AssistancecfMea), a trading bloc of the
so low in the Czech Republic has ever been prSeviet Union and Eastern Europe. Czechoslo-

Q ccording to the conventional wis-sented in the literature. Accordingly, this article
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vakia was the “economic forge” of teEA, with substantial rate increased the price of imported goods to Czechoslovakia,
exports of heavy machinery to the SovReEie country’s lim- making foreign-produced goods more expensive to Czecho-
ited contact with the more advanced nations of the West, al@h@vak and, subsequently, Czech consumers and domestically
with other problems associated with centrally planned ecofgoduced goods a more attractive purchase. When these poli-
mies, led to economic stagnation and an increasing techeieés were coupled with a balanced Government budget, the
logical gap with the West. result was relatively low inflation and low unemployment dur-
The Communist Party in Czechoslovakia ceded poweriitg the transition phase. To be sure, the privatization of the
late 1989, and in early 1990 the first freely contested electi@@onomy was not without problems, with output falling by a
in 40 years resulted in the election of a non-Communist gdifth during the 1990-94 period, but the levels of unemploy-
ernment. The Czech and Slovakian portions of the govement and Government deficits were substantially below those
ment voted to dissolve the federation, and on January 1, 19¥3ither Eastern European transitional economies, and the level
the Czech Republic and Slovakia became separate nétiopkinflation was on a par with theits(See table 1.)
During the period of economic transition, the Czech unem- With regard to the privatization of State-owned enterprises,
ployment rate has remained low. The rate was slightly undege¥eral options were available to the Czechoslovakian and,
percent at the beginning of 1991 and only briefly exceededpter, Czech Government, including direct sale to foreign in-
percent since then. terests, auctions, employee ownership, and vouchers. The last
method was the one most frequently used. The voucher sys-
tem was initiated in 1992. Every Czechoslovakian citizen was
given the opportunity to purchase relatively inexpensive vouch-
Major changes in the economy came about following the felis that could be used to bid on shares of State-owned enter-
of communism. The fiscal policies of Czechoslovakia and, latgrises. More than three-quarters of adults purchased the
the Czech Republic focused on a balanced Government be@ldicher books. Rounds of bidding were held, with increases
get, relatively low inflation, a cheap Czech crown on interni-the number of vouchers required to purchase shares in over-
tional currency exchanges, and low unemployment rates. Buwdscribed firms and reductions for enterprises that were
reform process began in 1990 with the ending of price regulindersubscribed. Several hundred investment funds were
tion in most sectors of the economy. A few notable sectof@med to pool the resources of individuals. Ownership in more
including housing, energy, and transportation, continued to fin 1,800 Czech enterprises was offéfed.
under Government price regulatibim 1990, the Czechoslova-  Although the typical large Czech privatized firm is under
kian crown was devalued and then peggeditdlar-dominated the control of former voucher holdéfsa couple of key fea-
international basket of currencies. tures make the Czech business enterprise different from the
The new exchange rate made Czechoslovakian produisegerican firm, run by stockholders, and the resulting profit-
more competitive in the relatively untapped international marriented management system. First, the Czech Government still
kets of the West. This new competitiveness was crucial, betained partial ownership of firms for which the number of
cause the breakup of theiEA meant that Russia and the othevouchers was deemed insufficient to warrant selling the enter-
Eastern European trading partners now could, and did, puiise’* Also, the Government regarded some sectors of the
chase a much greater share of their heavy machinery fromehenomy as strategic and, thereupon, delayed their eventual
West instead of Czechoslovali¥aAlso, the pegged exchangefull privatization. Today, the Czech Government still holds

Economic policies during transition

l[e[ISMM Economic performance of Eastern European economies, 1990-94
[In percent]
-~ Czech .
Statistic Republic Slovakia Hungary Poland
Average annual unemployment rate ............c.cccceeevene. 2.8 10.6 9.1 121
Change in cop (constant prices) .... -19.4 -22.1 -15.9 -6.6
Change in industrial OUtPUL ..........cccoovvveriiiiiniciens -325 -29.2 -23.1 -19.8
Average annual inflation rate ............c.ccocvviiiieicnens 20.3 22.2 255 95.5
Average Government budget deficit
(1991-94, as percent of GDP) ........cccvevverirveieenienen 3 4.9 6.3 3.8
1994 cor per capita (US dollars,
calculated at purchasing power parity) ............c...... $9,490 $6,749 $6,537 $5,477
Sources:  Vintrova, from oecp, 1995; United Nations, 1995; World Bank, 1994; bulletins of Central European Cooperation in Statistics; Eurostat.
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l[ele]CM Unit labor costs in Central European countries, 1992
Country Real hourly Real hourly Degree of under- Labor costs at
productivity' costs? valuation of currency? exchange rate?
WESt GEIMANY .....covvviiiiiiiiiiiic i 100 100 1.00 0.57
East GErmany ........ccccceevveieieiiieenieee e 42 69 1.00 .94
CzeCh REPUDIIC ..o 34 29 .25 12
HUNQANY oo 26 26 A7 .26
POIaNd ... 23 19 .38 .18
! For the entire economy; West Germany arbitrarily set to 100. “ Unit labor magket costs, calculated per German deutsche mark.
? West Germany arbitrarily set to 100. Source:  Milos Pick and Martin Fassmann, Social Market Economy in the
® Ratio of purchasing parity to exchange rate of currency; Germany Industrial and Postindustrial Era (Prague, Czech and Moravian Chamber of
arbitrarily set to 1.00. Trade Unions, Macroeconomic Forecasting Division, 1996).

anywhere from 45 percent to 100 percent of enterprises in eleas not uniqgue among Eastern European nations, the degree
tricity distribution, petrochemicals, coal mines, steelworksf the currency devaluation, coupled with the productivity of
aerospace, pharmaceuticals, and the rail syStem. Czech workers, reduced the unit labor cost of goods far below
Privatization preceded economic reform in the Czech Réat of Hungary or Poland, as well as neighboring Germany.
public. Hence, the Government and a large number of sm{&ke table 2.) According to the Exchange Rate Deviation In-
shareholders controlled the privatized firms. The Governmelax, a measure of the degree that a currency is undervalued
might not wish to lay off large numbers of workers, and thelative to its purchasing power, the Czech Republic had kept
large number of small shareholders could not exert influeritecurrency more undervalued (cheaper) than either Hungary
directly on management. Consequently, incumbent managePoland had through 1995%eeping the price of Czech prod-
ment was able to retain power and resist shareholder dethandsts low. When this low price is coupled with the close prox-
Further, uncertainty existed as to whether there would everinéy of the Czech Republic to Germany and other large, pros-
new owners or whether the Government might instead retpgrous Western European markets, the result is a high demand
ownership if the voucher bids were too low. As a result, mdior Czech products and, therefore, a high demand for Czech
agement hesitated to make changes in light of the uncertaorkers and a concomitantly lower unemployment rate.
nature of who the future owners would be and how they would
react to the changésFinally, legislation empowering labor Education and training of the work forc®Vorkers with greater
was enacted along German lines, with employees entitledewels of education and training are thought to be more adapt-
representation on an enterprise’s supervisory b8émahort, able to the changes in jobs that occur with economic transfor-
the strides taken to privatize State-owned enterprises have beation?® Hence, to the extent that Czech workers are better
great in a short time, but the managers of these enterprisegdueated and trained, they could have an easier transition to a
not subject to the pressures of cost-cutting and downsizingrket economy and lower levels of unemployniewtork-
that managers in typical market economies face from sl in the Czech Republic are perceived by employers as hav-
groups of large shareholders with high profits as their prinmgg a high level of education, on a par with that of Germany or

objective. Switzerland and higher than that of FraffcBeter Murrell
notes that the Czech labor force is highly skilled, even by the
The causes of the Czech “miracle” standards of developed market economies; moreover, the struc-

ture of Czech exports suggests that the country has a competi-
Six factors are generally cited as playing a role in low Czetife advantage in goods that embody relatively high inputs of
unemployment during and after economic transformation: tbapital and professional, technical, and skilled 1&bor.
low international value of the Czech crown, the human capital Kamil Janécek found that the less educated and unskilled
of the Czech work force, tripartite wage setting with a vielnave a higher rate of unemployment in both the Czech Re-
towards maximizing employment, the efforts of Federal emublic and Slovaki& The Czech work force has a large share
ployment offices, market-oriented labor policies, and the smafl highly educated workers, with more than 9.2 percent of
size of the agricultural sector of the economy. employees holding a university degree, compared with only
6.8 percent in Slovakia. Further, the share of skilled blue-collar
Currency devaluation. The Czech Government drasticallyworkers is 38.1 percent in the Czech Republic, almost double
reduced the value of the crown on international currency mtme 19.7 percent in Slovakia. Coupled with the CEsbublic’s
kets and took actions to keep the rate low. Although this actidnse proximity to Germany and the low value of the Czech
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crown against international currencies, the high levels of edypproximately one-half of Czech workers changed jobs dur-
cation and training of the Czech work force have contributat the transformation. Such large changes might have resulted
to the low unemployment rate in the couritry. in substantially higher unemployment without the efforts of
the Public Employment Service.
Tripartite wage setting. After the fall of the command Tito Boeri and Michael C. Burda note that, in the Czech
economy, legislation was enacted that set up a new systerRepublic, each employee of the Public Employment Service
wage determination in Czechoslovakia. A tripartite assemlsgrves only 30 unemployed individuals, compared with an
of government, labor, and management was formed to detarerage of 200 in mostecD nations®® Hence, these service
mine national wage levels for industries. Firms could exceetrkers are able to devote more time to each unemployed
these guidelines, but at a cost of paying a substantial penpltyson. Boeri and Burda also demonstrate that increasing ex-
based on the degree to which their total wage bill violated thenditures for Public Employment Service activities in a dis-
guidelines. The system was removed for a while, but was retiret has a positive impact on the number of unemployed indi-
stituted in the Czech Republic after the breakup of Czechoslauals who will become employed. This result is consistent
vakia?® Wage increases were held to levels below the targéth the evidence from Burda and Martin Lubyova, who cal-
levels by a desire on the part of employees, trade unions, anlite that some of the difference in the unemployment rates
management to limit layoffs. Real wages fell, but the declinéthe Czech Republic and Slovakia is due to the higher lev-
in employment was less than it might otherwise have beels of expenditures on active labor market policies in the
and the resulting number of workers laid off was sméller. former3! The Czech Government has attempted to reduce the
effects of the nation’s economic transformation on firms and
The Public Employment ServiceThe scope and degree ofvorkers who are not familiar with a market system through
activities of the Czech Public Employment Service have eke aggressive use of these policies. This, too, in part accounts
ceeded those of other nations and contributed to reducfogthe lower Czech unemployment rates.
unemployment during the transition. The service engages in
active labor market policies that include job counseling, the@w minimum-wage rates and less generous unemployment
exchange of information, and training, as well as more dirégesurance benefits. The Czech Government’'s adoption of
activities, such as subsidizing employers and creating jobdabor market policies in the areas of minimum wages and un-
the public sector. The latter activities make up a larger sharaployment benefits has more of a free-market orientation than
of the agency’s budget than is typical for othecbnations?®  a social protection one. These policies have had the effect of
The network of offices is extensive, with 175 branches sereducing unemployment rates, but clearly, not without some
ing a labor force of slightly more than 5 milli&hJaromir burden on workers. The minimum wage in the Czech Repub-
Coufalik, of the Czech National Training Fund, estimates tHithas been set at a low level and has not kept pace with recent
levels of inflation. In January 1995, the legal mini-
mum wage amounted to only 27 percent of the av-
erage wage. As table 3 shows, this is consistent with

l[elJCEN Low-wage employment, minimum wages, and the distribution
of earnings in Eastern European economies, 1995 or 1996

Statistic regéi%?c Hungary | Poland a greater share of workers earning Igss than half,
and a greater share of workers earning less than
Percent of workers below half two-thirds, of the median wage than in Hungary or
the median wage (1995) ..........cccovvvrvennn. 10.4 6.9 4.6 Poland?
Percent of workers below two-thirds Further, unemployed Czechs will be likely to ac-
the median wage (1995) ........ccccceevveennen. 22.6 20.0 17.3 Cept ]Ob OfferS at IOW Wage |eVeIS, glven the I’e|a-
Gini coefficient for earnings? .............cc........ 2282 3.323 2288 tively small levels of unemployment benefits they
P10 ratio? ....oeeveieeeeee e 249.4 354.7 258.3 OtheI’WISG recelve In 1995, the benef't |eVe| was
Unemployment rate (1996, percent) ........... 3.3 11.6 13.6 24 percent of the average wage in indu@tmne

maximum duration of benefits, 6 months, is also
especially short, compared with that of other Euro-
pean and former Eastern bloc natiéhb short,

low minimum wages, low levels of unemployment
insurance benefits, and the short duration of such

1The Gini coefficient measures the dispersion of earnings in an economy. A value closer
to zero represents a greater degree of earnings equality.

21995.

31996.

4The earnings of the workers in the bottom decile relative to the median wage.

Source:  All data except data on unemployment are from Jan Rutkowski, “Low Wage

Employment in Transitional Economies of Central and Eastern Europe,” paper presented at
the Low Wage Employment Research Conference, Bordeaux, France, February 1997. Un-

1996 (New York, Oxford University Press, 1996); and Simon Johnson, “Employment and
Unemployment,”in Edward Lazear, ed., Economic Transition in Eastern Europe and Russia
(Stanford, ca, Hoover Institution Press, 1995), pp. 391-418.

employment data are from World Bank, From Plan to Market: World Development Report
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benefits have made it more expensive for unem-
ployed people in the Czech Republic to continue
their search for work. Instead, many of them take
low-wage jobs, keeping unemployment rates rela-
tively low.



TP Lcbor force parficipation and unemployment workers to their homelands, a major share was due to a reduc-

among older Czechs, 1996 tion in the labor force participation of older workers. Martin
fin percent] Myant notes that the number of working pensioners fell from
Labor force Unemployment 518,000 in 1989 in the Czech portion of Czechoslovakia down
Age group participationrate rate to 240,000 in the Czech Republic in 1993 .his 278,000
decline in the employment of the pensioners accounts for the
B‘gg_sg‘fff ___________________ s45 7 majority of the fall in overall employment. The drop, due in
6064 ....... 22.1 5.7 some cases to plans that encouraged retirement, has resulted
65 or older 53 39 in both low labor force participation and low unemployment
Men: rates among the elderly. (See table 4.) Unemployment in this
9559 s 78 27 group will remain low unless, for some reason, such as an
8.7 3.9 inadequate pension, these people want to reenter the work
Women: force and they have difficulty finding jobs upon reentry. The
55-59 33.1 2.6 relatively low levels of labor force participation among those
000d . 129 > older than 55 can be maintained, but only with high pensions

or other income support payments. The problem will be most

SOURCE:_ !:‘mploymenrand Unemployment in the Czech Republic (Prague, acute among those 55-59 years of age, because they will re-
Czech Statistical Office, Summer 1996). . .

quire larger payments to keep them from seeking work that
they can more easily find than those who are dfder.

A small agricultural sector. The economic transformation  Although much of the Czech economy has been privatized,
that reduced the level of publicly owned enterprises in theere is still a large number of surplus workers, whose contri-
Czech Republic has had a major impact on the agricultubaition to production is minimal. These workers, who, because
sector. Privatizing farmland would most likely lead to a mow either their lack of skills or the organization of the firm's
direct relationship between output and compensation for farpreduction activities, contribute little or nothing to produc-
ers and greater productivity per worker. Greater productiviign constitute what might be viewed as hidden unemploy-
would reduce the need for agricultural workers to produnogent. TheoECD estimates that in 1992 there were 350,000
the same crop level. These workers would possess few skiltsess workers on the payrolls of Czech enterpfisEthese
that could transfer to other sectors of the economy, represemtrkers joined the ranks of the unemployed, the unemploy-
ing a potential unemployment problem. Given the role of theent rate would have risen from 3.5 percent to more than 10
Czechoslovakian economy in the asheA trading bloc— percent that year. Further, if we compare the decline in output
that of the economic forge, and not the breadbasket, of tith the decline in employment across Eastern European na-
council—there was relatively little employment in the Czechdtions, it appears that the degree of labor hoarding was greater
slovakian agriculture sector and even less in the Czech potthe Czech Republic than in other nations: in the period 1990—
tion of the nation. In 1989, prior to the transformation, onB5, the ratio of the decline iBDP to the decline in employ-
11.1 percent of the work force in the Czech region of Czechment was 0.35 in the Czech Republic, compared with 0.98,
slovakia was employed in the agricultural seéédthough 1.29, and 5.67 in Slovakia, Hungary, and Poland, respectively.
the figure had fallen to 5.3 percent by 1995, the decline sf{fee table 5.) In short, the Czech Republic had the biggest
did not require the relocation of as many workers as in otltercline in output with the smallest decline in employment
Eastern European nations. The result was less structuralameng the four nations. The relative stability of employment
employment due to a mismatch of skills of displaced agricals output fell is consistent with firms hoarding surplus labor.
tural workers and less frictional unemployment, with fewer Hidden unemployment has been possible in the Czech

people needing to search for new jobs. economy for a variety of reasons. In 1994, approximately 40
percent of Czech workers were employed in State-owned en-
Is the “miracle” a mirage? terprises® Government decisions to preserve employment at

the expense of cost containment resulted in workers with low
Despite the extremely low unemployment rate in the Czeptoductivity being kept on the State payroll. Hidden unem-
Republic, there are two reasons the labor market picture miglayment even was a problem for the one-third of Czech work-
not be as bright as it appears: the decline in the level of ears employed in private firnféthe voucher privatization plan
ployment and potential hidden unemployment in former Statdid not produce many active shareholders, and old managers
owned enterprises. The number of employed individuals still run many of the privatized enterprises. Many of these man-
the country declined by almost 480,000, or 9 percent—fraagers retain vestiges of their central-planning background, ac-
5.583 million in 1990 to 5.103 million in 1996. Although partording to which total production, rather than cost control or
of this decline was accomplished by the return of foreign gugstality, are key goal.These managers tend to keep workers
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lle[o]lRM Changes in gross domestic product (epp) and employment of Eastern European economies during transition, 1990-95

[Percent change]

Statistic Czech Slovakia Hungary Poland
Republic
Change iN GDP ......oeveeiiiiiie e -24.0 -14.0 -15.2 -1.5
Change in employment ..........ccccocvevinininicicniseseene -8.3 -13.7 -19.6 -85
Change in employment/change in GDP ...........cccccveueee .35 .98 1.29 5.67

Source:  Reported in Simon Commander and Andrei Tolstopiatenko, “Unemployment, Restructuring and the Pace of Transition,” in Salvatore Zeccini, ed.,
Lessons from the Economic Transition: Central and Eastern Europe in the 1990s (Dordrecht, the Netherlands, Kluwer Academic Publishers, 1997); data taken
from the World Bank and the European Bank of Reconstruction and Development.

with low productivity, on the grounds that they still adane- lieve that if many of the workers making up the so-called hid-
thing to production. To compensate for their retention, tltken unemployed were let go, they would find employment.
workweek was reduced to limit layoffs. The monthly rate at which unemployed persons found employ-
Although market forces usually lead to the dismissal afent was 14.5 percent in the Czech Republic, compared with
workers whose productivity is low, such changes might loaly 1.8 percent in Slovakia, 4.0 percent in Hungary, and 3.0
slow in coming in the Czech Republic. Many of the privgercent in Poland, further supporting the point that, should
tized firms are still partially owned by the Government, b&xcess labor be shed, those laid off in the Czech Republic could
cause not all of the firm’s shares were sold. In addition, theore easily find work®
Czech Government can continue to make employment, ratheilhe difficulties associated with assimilating laid-off redun-
than profits, the primary goal of the enterprise. Further, tHant workers also would be mitigated by the Czech propensity
ultimate threat to a firm that does not operate efficientligr being an entrepreneur. According to the Czech Statistical
namely, bankruptcy, is a little-used action in the Czech Reffice, in 1996, 1 in 8 Czechs was self-employed, with only a
public: by late 1995, only 282 firms had actually completesinall number of these being farmers. Given this proclivity to-
bankruptcy proceedings. a rate far below that of Hungaryweards entrepreneurship, it is not unreasonable to suppose that
Poland**Hence, as a penalty for retaining unproductive workhat if excess workers were let go, they might wind up either
ers, bankruptcy might not be invoked, and firms that retaiking a job in a segment of the economy with a labor shortage
workers might even bsubsidizedby funds raised through or becoming self-employed.
privatization® Given the lower level of foreign ownership in
the Czech economy, relative to that of Hungary or Pdfandy THE CzecHRepPusLIc, the transition from a centrally planned to
the profit-maximizing motive is not as pervasive in the Czeehmore market-oriented economy has occurred with low levels
Republic as it is in those countries. of unemployment, far below those of other former Eastern bloc
Despite doubts about the accomplishment of econonmations or even the major Western European nations. The Czech
transformation with low unemployment, there do remain sortfrairacle” is tarnished to a certain extent by a decline in employ-
grounds for belief in a partial Czech “miracle.” Even if thenent and some hidden unemployment of workers who add little
estimates of hidden unemployment are accurate, adding themroduction. Still, the unemployment rate is low, and these sur-
to the unemployment figures would still leave the Czechs wipkus workers would most likely be absorbed into other jobs. The
an unemployment rate below the officially reported ones 6kzech unemployment rate may rise in future years, especially if
Slovakia, Hungary, and Poland. Moreover, the low levels whge increases reduce the relatively low cost of labor. But the
unemployment in the nation as a whole and a mere 1.5-pera@mrall accomplishment during the transition still stands: the trans-
unemployment rate in the capital region afford reason to ermation is closer to a miracle than a mirage. O
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