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Assessment and recommendations

Growth has 
picked up, 
reflecting past 
reforms

Growth in the Czech Republic is projected by the OECD
to be around 4 per cent, somewhat above potential, this
year and next, marking substantial progress over past per-
formance and reflecting the success of past reforms. Invest-
ment and exports are expanding rapidly, taking over from a
period of strong increase in domestic consumption. This
good performance needs to be sustained, and preferably
bettered, for living standards to catch up with the OECD
average at a reasonable pace. This means creating the right
conditions for continued capital deepening, efficient utilisa-
tion of labour resources and the further development of rel-
evant skills. In many areas, good policy has already created
healthy conditions for growth. For some years now, inflation
has been low and stable and membership of the EU has
prompted further progress in structural reform. Indeed,
institutions and policies now closely resemble those in
many other OECD countries.

But challenges 
need to be 
addressed in a 
broad range of 
policies for real 
convergence to be 
sustained in a 
more growth 
friendly 
environment

At the same time, however, there are challenges related
to the fiscal position, business conditions and the labour
market. These will need to be addressed alongside the
approaching challenges of euro entry and accelerated age-
ing of the population. The key policy issues can be summed
up under four headings:

– Fiscal consolidation. Government spending has increased
over the past few years, generating a high deficit and a
large tax burden, notably a high tax wedge on labour. The
high deficit needs to be brought down and budgetary
reform has to deliver sustainable spending cuts so as to
bring down the influence of taxes and transfers in house-
hold and business decision making. Particular attention
is needed to reform health and pension systems as
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Czech demographic trends are set to bring a rapid rise in
the old-age population in the next few years.

– Successful entry to the euro area. Monetary policy has to stay
on course to reap the benefits of euro entry; difficult deci-
sions have to be made regarding the best implementa-
tion of the strategy for entry so as to avoid untimely
pressures on the real economy and exchange rates.

– Improving policy towards business. Increases in labour pro-
ductivity have to do most of the work to catch up with
levels of GDP per capita in more advanced OECD
countries. Among the many structural policies influ-
encing the business environment, the administration
and legislation for dealing with non-viable firms and
relatively cumbersome business-start-up procedures
are of particular concern.

– Improving the labour market and increasing skills. The labour
market is not performing as well as it should and this is
reflected in rising unemployment. The intention to rein-
troduce legal extensions in wage setting would risk
reducing the flexibility of wage determination. Further-
more, the high-tax wedge damps both demand and
supply and leads to grey-sector activity. In addition,
employers face difficulties in applying the regulations
for letting go underperforming or surplus workers. Poor
performance has not only arisen from labour market
inflexibilities but also poverty traps, particularly for
unemployed families, and low mobility partly linked to
problems in the rental market for housing. In terms of
increasing skills, tertiary education programmes are lag-
ging behind rapidly increasing enrolments and new cur-
riculum demands. In addition, there are specific
challenges in the education system for the Roma where
unemployment rates are well above average. 

Momentum on 
fiscal reform 
needs to be 
boosted

The fiscal reform programme that began last year marks
a positive commitment to consolidation. The programme
has already resulted in economies in spending and reve-
nue-raising measures. And, a proposed new budgeting
framework has the capacity to harden spending constraints
and force a longer-term outlook through its legally binding
three-year spending ceilings. Implementation of the fiscal pro-
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gramme should meet its objectives while avoiding any dilution of the
expenditure ceilings. It should, furthermore, stick to the agree-
ment that windfall revenues will only be used for deficit
reduction. While the new budgeting framework is set to be
introduced as planned, pension reform has gone back to the
drawing board, and concrete proposals for healthcare-sys-
tem reform have yet to emerge. In addition, there has been
a degree of compromise on some measures to increase VAT
revenues. Though implementing fiscal reforms is difficult
given the narrow majority of the coalition government, every
effort should be made to push through and communicate to the public
reforms of both expenditure programmes and budgetary procedures.

The intended 
fundamental 
pension and 
health reforms 
need to contribute 
significantly to 
fiscal 
consolidation…

Earlier pension reform is starting to pay off and employ-
ment rates among older workers have been rising, in contrast
to most other OECD countries. The recent relaxation of work
restrictions on those getting pensions is a good move that
should further boost rates. Furthermore, the possibility for the
unemployed to get two years of early retirement pension has
been removed and rules that allow invalidity pensions to be
converted to unconditional early retirement pensions will be
phased out. The government has asked an expert commission
to provide the inputs for a discussion among all parliamentary
parties about the main direction of pension reform. Although
the effort to seek political consensus is commendable, further
delays should be avoided.Moreover, fundamental public-pension reform,
whether only through parametric change to the PAYG system or through
the introduction of a new pension, has to generate savings for the budget
and should be announced as soon as possible. In health, even though
regionalisation is to some extent hardening budget constraints
and forcing economies in the hospital sector, a major health
reform is still needed. The reform should include fewer universal ser-
vices and more private provision as well as greater use of fees, preventive
measures and outcome-based resource allocation.

… and 
procedures in 
extra-budgetary 
funds and sub-
national 
governments need 
attention

Though the fiscal reform programme covers important
bases, some issues are not tackled. Despite substantial recent
progress to increase transparency, some extra-budgetary funds continue
to obscure the government’s true fiscal position and all of them should be
more fully integrated in mainstream government budgeting procedures.
Increases in transparency are needed elsewhere too. In par-
ticular, clearer distinction in communication on the different govern-
ment accounts is needed, particularly regarding the Ministry of
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Finance’s adjusted-cash account and the ESA95 account produced by
the Central Statistical Office and reported to the European authorities.
In addition a permanent financing system for the regions needs to be
finalised, following the decentralisation of responsibility for
providing hospital services and secondary schooling. The
decentralisation means good accounting practices in sub-
national government matter all the more. In this regard, debt
developments in municipal government should be closely monitored fol-
lowing the removal of borrowing constraints. Decentralisation also raises
the importance of diffusing best-practise in public spending to ensure
outcome orientation and efficiency gains in provision.

The euro-entry 
strategy is 
generally sound

The strategy on euro entry has much to commend it.
The risks of ERM II membership are to be minimised by
only entering when conditions look set for the fulfilment of
the Maastricht criteria. Also, commitment to euro entry a
long way in advance is being avoided through annual
assessment and decision on whether conditions are right to
join ERM II. Credibility of the strategy has been heightened
by a process of dialogue and explicit agreement between
the government and the Central Bank.

Communication 
of the inflation 
target needs to 
pay close 
attention to the 
interpretation of 
the price stability 
criterion

The choice of a 3 per cent inflation target for the run-up
to euro entry is justifiable on medium-term grounds. How-
ever there may be some difficulty communicating the con-
sistency of this target with the Maastricht criterion for price
stability. The Czech authorities should therefore pay close
attention to how the Maastricht criteria are interpreted and applied by
the European Commission and the European Central Bank and adjust
their communication strategy accordingly.

There have been 
steps to increase 
co-ordination in 
business policy 
though key 
specific issues still 
need to be tackled

Positive organisational changes have been made in
business policy. A deputy prime minister position has been
created to enhance the co-ordination of growth policy. Also
the administration of business policy has been put under
one umbrella organisation – the Business and Investment
Development Agency (CzechInvest) and co-ordination and
cross-fertilisation in policymaking will also be enhanced by
a newly formed advisory council. As in many other countries
there is a host of programmes to attract FDI, support small-
and-medium enterprise and encourage R&D and the use of
new technologies. The enhanced facilities for co-ordination in busi-
ness policy should be complemented with regular evaluation of the com-
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position and cost effectiveness across general and targeted financial
support schemes for businesses. More generally, reform to regulatory
frameworks should get high priority. In terms of specific issues:

– The corporate tax rate of 28 per cent is to be cut back to
24 per cent by 2006 and targeted tax advantages mean
the effective tax rate is much lower than this. However,
targeted tax breaks are distorting and less visible. For
this reason, the efficiency of the tax system could be improved
through reduction in targeted tax breaks, creating room for tax cuts.

– In regulatory reform, the most significant developments
are taking place in bankruptcy legislation. Productivity
growth has long since been hampered by a system that
allows too many poorly performing firms to continue
operating and does not adequately prevent asset strip-
ping. And, even when operations cease, assets can be
tied up in long legal proceedings. In addition to a pend-
ing amendment to strengthen the position of creditors
a new act on bankruptcy legislation looks set to be
implemented that should cut back incentives to delay
application for bankruptcy and increase the possibili-
ties to salvage viable parts of businesses through a
“reorganisation” procedure. The implementation of reform to
bankruptcy legislation should no longer be delayed.

– The Czech Republic ranks rather poorly in interna-
tional indicators of the administrative requirements to
set up a business, and this detracts in particular from
the incentives to set up small enterprises. Entry on the
commercial register is the most widely criticised aspect of
the administrative process, involving extensive paper-
work and often taking several weeks to complete. The
prospect of speeding-up business registration, as contained in
pending legislation, is therefore welcome and further delays of
reform should be avoided.

– A reputation for corruption is also weakening the business
profile of the Czech Republic and the development of
countermeasures needs to continue. Plans to introduce
“integrity testing” for civil servants should help dissuade
corrupt arrangements between the public sector and
business and plans for a “crown witness” programme
should help successful prosecution in corruption as well



16 OECD Economic Surveys: Czech Republic

© OECD 2004

as other illegal business practices. In addition most min-
istries have introduced hotlines to allow the public to
report suspicions about corruption. Cutbacks in regulation
and red tape would also help reduce opportunities and incentives to
engage in corruption.

Weak network-
industry 
competition is 
making 
communication 
and energy 
services 
unattractive for 
businesses

Competition issues remain in some network industries
and are also a mark against the business environment. In
telecommunications, despite the progress in reform, domi-
nance of previously state-run Cesky Telecom is a concern.
Prices for some telecommunication services are, on average,
high and delay in infrastructure and market development has
slowed the spread of high-speed Internet. It is intended that
this issue, along with others, including the efficiency of the
regulator, will be dealt with in a new telecommunications act.
Strong market dominance is also an issue in the energy sec-
tor. The state-owned gas company was sold entirely to the
German company RWE and competition remains weak. In elec-
tricity, vertical and horizontal unbundling has to be completed
and the incumbent, CEZ, still has significant interests across
production, distribution and sales. Across the network industries,
unbundling is an important instrument to enhance competition and
should be implemented wherever appropriate.

In the labour 
market, more 
“administrative 
extensions” in 
wages could 
damage 
competitiveness

In wage setting, an otherwise flexible system could be
challenged by administrative extensions and there are wor-
rying intentions to widen the scope of legislation to include
more sectors of the economy. Widening the extensions
would bring even more sectors of the economy under the
risk of excluding low skill workers from employment. This
should be an important consideration in proposals to introduce discre-
tionary extensions of sectoral collective agreements.

Recent reform of 
the system of sick-
leave payments 
should help 
labour-market 
efficiency

The system of state subsidy of sick-pay has contributed to
high, and rising, levels of sick leave. Employers have little
incentive to check the authenticity of sick leave and, report-
edly, sick leave is often encouraged when business is slack so
as to cut back on labour costs. Cuts in the state payouts made
this year should ease the problem. Plans to make employers entirely
responsible for the first two week’s of sick-pay and to increase the strictness
on medical certificates would also be positive steps. Provisions to successfully
prevent abuse are, however, weak and should be strengthened together with
the implementation of the planned reform.
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Workers have to 
move more easily 
between 
locations…

Unemployment is highly regionalised, partly because of
wide geographic diversity in structural change and economic
growth, but also because of weak labour mobility. Problems
in the rental market for housing are an important factor con-
straining mobility. More than one quarter of households live
in rent controlled apartments and account for most of the
rental market These households remain effectively pro-
tected by old rent-control rules that cap rents and are reluc-
tant to terminate the contracts; this contributes to high
prices and limited turnover in the open market. In addition,
the subsidised mortgages increase the transaction costs of
moving house. Final steps to liberalise the rental market need to be
taken. Welfare issues caused by rising rent costs for poorer households
should be dealt with through compensatory measures in state benefits.
At the same time, support for home ownership should be reduced.

… as well as 
between jobs

Stringent employment-protection legislation is weaken-
ing demand for labour. Employers wanting to dismiss indi-
vidual workers face a cumbersome process to prove
unsatisfactory performance that strongly protects the
employee and instead will typically justify dismissal on the
basis of re-organisation, even though this means paying
redundancy. Czech redundancy rules require the same pay-
out no matter how long the worker’s tenure – making dis-
missal costs a significant share of labour costs when
employment is short. The rules on redundancy payments should be
brought in line with typical practice elsewhere, with payments linked to
tenure. More generally, the legislation on dismissals for those on stan-
dard contracts should be eased. Such measures could, for exam-
ple, be incorporated in the government’s intended new
labour code.

Alternative 
contracts are used 
to avoid taxes and 
regulation

Unlike developments in some other countries, the strict
rules protecting workers on standard contracts have not
brought widespread use of temporary contracts, despite
light regulation. Instead, employers find a variety of other
arrangements preferable. Most notable is a practise of sub-
contracting with “self employed” workers, which not only
avoids dismissal regulation but typically entails lower tax
and social-security costs for both the employer and
employee. The recently adopted employment act offers
better opportunities for employers to hire from temporary
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work agencies and is a welcome development. In addition,
the draft labour code aims at lighter rules on standard con-
tracts and tightening up on abuse of alternative arrange-
ments, better aligning social contributions across the
different types of contract.

Cuts in the tax 
wedge are needed 
to boost both 
demand and 
supply of labour

The use of subcontracting arrangements reflects strong
incentives to evade paying the tax wedge on labour; fiscal
revenue demands combined with pressures for competitive
corporate taxation mean personal-income tax and both
employee and employer social contributions bear a heavy
burden. This is particularly hampering formal employment
at the low end of the labour market, where social benefits
limit wage flexibility and poverty traps are widespread. In
addition, grey sector activities are increasing – partly in
response to the high tax wedge – and are further diminish-
ing the tax base. Therefore cutting back the wedge should be a gen-
eral priority for the government in the process of fiscal consolidation.
Opportunities and scope for such cuts could be created by more fully
exploiting under-utilised tax bases – properly designed property and
environmental taxation in particular. The recent introduction of
caps on social security contributions has cut the tax wedge
for better-paid workers. However, given the concentration of unem-
ployment among the low-skilled, cuts at the lower-end of the labour
market are more urgently needed in order to reduce poverty traps.

Poverty traps for 
the unemployed 
still need to be 
tackled

The welfare system has long since given financial sup-
port to the non-employed, particularly to families, that is
generous in relation to earnings prospects and often given
without strict application of eligibility conditions, allowing
distorting grey-sector activity. The government should not hesitate
in implementing plans to use variation in the social assistance system to
strengthen implementation of entitlement criteria. The introduction of
joint income taxation would increase the incentives to take up work in
families that do not have any earned income. However, in designing the
tax schedule for joint income taxation the authorities should ensure that
it does not create disincentives for second earners to take up work in par-
ticular through interaction with the transfer system. As a general strat-
egy, the gap between the average wage and the minimum subsistence
amount should be allowed to widen over time. Such a move could be
made more effective by strengthening activation measures, in particular
by putting more weight on placement services.
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A more open 
approach to 
immigration could 
bring increased 
benefits

Alongside the high rate of structural unemployment,
there are substantial shortages of labour in some regions
and occupations, further underscoring the problems in the
labour market. Immigration has partially relieved these
labour shortages. Higher-skilled vacancies tend to be filled
by Slovaks while low-skilled jobs that Czech workers find
unattractive are taken mostly by other Central and Eastern
Europeans. While gains from labour migration have already
been realised from the special agreement on the free move-
ment of labour with Slovakia, the policy approach to other
potential source countries, such as the Ukraine, has to-date
been rather restrictive. The Czech Republic has gradually
become an immigration country since 1990, but legal immi-
gration from countries other than Slovakia is still low in
international comparison, though, as elsewhere, actual
immigration is higher because of undocumented migrants.
The recent pilot project that facilitates the granting of per-
manent residence using a points system is a positive sign of
new thinking in immigration policy. A more open and long-
run approach to standard legal immigration could help form-
alise labour inflows and increase the integration of foreign-
ers and thus go towards easing problems created by the
rapidly ageing Czech population. One step would be to widen the
avenues to permanent residence and citizenship. A less restrictive sys-
tem of work permits, including the use of less precisely defined permits
would complement such measures and be beneficial in fiscal terms, as
more activities would be declared. At the same time, the trade licensing
system for foreigners should be aligned to the work permit system, as it
has become abused as a means of legal entry. Information to
develop immigration policy needs to be improved. In par-
ticular, more statistics are needed on the number and activities of immi-
grants to help develop policy.

The basic 
education of the 
workforce is 
sound but tertiary 
education needs 
to be more 
responsive to 
skills required on 
the labour market

Results of the OECD’s PISA survey suggest the Czech
workforce has good levels of basic education, and this is a
plus for the business profile of the country. However, beyond
basic levels, the education system has not evolved rapidly
enough to match changing labour market demands. The sys-
tem is geared towards vocational qualifications and the share
of those with non-degree level, post-secondary education is
above the EU-15 average. However vocational qualifications
have not always kept pace with changing demand. In addi-
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tion, the tertiary enrolment rate for degree-level courses has
only recently risen to a level comparable with other OECD
countries and attainment in the population as a whole is very
low in international comparison. Though the rise in tertiary
enrolment is encouraging, the system does not encourage a
rapid enough reaction of students and public universities to
changing opportunities and returns in the labour market from
different degree-level courses. Resource allocation within the
public university system entails a large element of supply
side flexibility, but demand prospects for future skill require-
ments have insufficient weight in programme development.
The introduction of tuition fees for students in public universities that at
least partially reflect the cost of tertiary courses would make for better deci-
sion making by students and faster reaction of universities to changing
vocational demands. If fees are introduced a system of income-contingent
student loans should be considered so as to ensure accessibility to tertiary
education.

… and poor 
education is a 
major factor 
behind the 
economic and 
social problems of 
the Roma

As in other countries, widespread social exclusion pre-
vents the Roma population from accumulating labour mar-
ket relevant skills and contributes significantly to very high
unemployment and low incomes among this ethnic minority.
Better education needs to be a key element of a long-term
comprehensive strategy to cope with this challenge. A draft
school act proposes to take a positive step by eliminating the system of
special schools that the majority of Roma children attend. The special
schools are not in fact aimed at catering for the Roma and
have contributed to poor education outcomes and weak
integration into mainstream Czech society. With the closure
of the special schools, more special teaching assistance and adapta-
tion of curricula and teaching methods is needed to make primary edu-
cation more inclusive for Roma children.Inclusion and education
prospects would also be helped if more Roma children went to kindergar-
ten and the government proposal for one year of compulsory pre-school
is therefore welcome. The scheme of financial support for Roma
going to secondary school has been reasonably successful at
encouraging enrolment and similar support should be con-
sidered in tertiary education. In terms of general support to
the Roma, the development of policy is often hindered by a
lack of information. In particular, census data on individual
ethnic background is not representative. One possible solution
is a “mapping” of Roma communities (as opposed to individuals) similar
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to that carried out in Slovakia though the Czech Republic’s rela-
tively dispersed Roma population may require adjustment
of survey techniques. This would assist in providing the
much-needed deepening of targeted inclusion policies for
the Roma.

A more economic 
approach to 
further reduction 
in greenhouse-gas 
emissions and air 
pollution is 
needed

The Kyoto target on greenhouse-gas emissions should
be reached comfortably and emission reduction will be
helped by membership of the EU emission trading scheme.
However, intentions to give away all permits for free will
imply windfall gains for past polluters. Emission trading should
be accompanied by an excise duty on household coal to dissuade house-
holds from using coal-fired heating which is not subject to the permit
system. In addition, plans for new brown-coal power plants and relax-
ation of environmental regulation for mining brown coal should be
reconsidered, both for environmental and cost reasons. More
generally, artificially low prices are encouraging energy con-
sumption and the policy of bringing retail energy prices to market
levels should be completed. State spending on renewable energy is too
high in relation to the estimated gains from lower air pollution and
reduced greenhouse-gas emissions and should be cut back to economic
levels. Though air pollution has been reduced significantly,
levels remain relatively high. More cost-effective instru-
ments need to be used in bringing levels down further. In
this regard, the introduction of emission-related taxes on commercial
vehicles is welcome and should be extended to all vehicles. The introduc-
tion of road pricing in urban areas should also be considered.
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Glossary of acronyms

AETR Average Effective Tax Rates
ALMP Active labour market policy
ARP Agency for Business Development
a.s Joint stock company
CEEC Central and eastern European countries
CEZ Czech Power Company
CKA Czech Consolidation Agency
CLRTAP Convention on Long-Range Transboundary Air Pollution
CNB Czech National Bank
CPI Consumer Price Index
CSSD Czech Social Democratic Party
CzechIndustry Agency for Development of Industry
CzechInvest Agency for Foreign Investment
CZSO Czech Statistical Office
ECB European Central Bank
EIA Environmental impact assessments
EMS European Monetary System
EPL Employment Protection Legislation
ERM II Exchange Rate Mechanism II
ESA95 European Standard Accounting
EURES European Employment Services
FDI Foreign Direct Investment
FNM National Property Fund
GFS Government Finance Statistics
GHG Greenhouse gas
ICT Information and communication technology
IT Information technology
KDU-CSL Christian Democratic Party
KOB Consolidation Bank
MLA Adult minimum subsistence allowance
MLS Minimum Living Standard
MTEF Medium-term expenditure framework
NDC National Defined Contribution pension scheme
NGO Non-governmental Organisation
PIRLS Progress in Reading Literacy Study
PISA Programme for International Student Assessment
PPP Purchasing power parities
R&D Research and Development
RILSA Research Institute for Labour and Social Affairs
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Roma NGOs Roma non-governmental organisations
SDVR The proposed new medium-term budgeting framework
SEA Strategic environmental assessments
SMEs Small and medium enterprises
SNA System of National Accounts
SZDC Railway Infrastructure Administration
VAT Value-added tax
VOCs Volatile organic compounds
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BASIC STATISTICS OF THE CZECH REPUBLIC, 2003

Note: An international comparison of certain basic statistics is given in an annex table.

LAND

Area (1 000 km2)  79 Major cities, 31.12.2002 (1 000 inhabitants)
Agriculture, 2002 (%)  54 Prague 1 187
Forest, 2002 (%)  34 Brno  387

Ostrava  315

PEOPLE

Population (1 000) 10 211 Employment (1 000) 4 698
Inhabitants per km2 129 Agriculture (%) 5
Natural increase in population (1 000) –18 Industry (%) 40
Net immigration (1 000)  26 Services (%) 56

GOVERNMENT

Public consumption (% of GDP) 24 Chamber of Deputies, as at March 2003 Seats
General government total revenue (% of GDP) 42 Social Democratic Party 70
Public debt, national accounts definition (% of GDP) 37 Civic Democratic Party 58

Communist Party 41
Freedom Union/Christian Democratic Union  31
– People’s Party Coalition
Total  200

PRODUCTION

GDP, current prices (billion CZK) 2 551 Origin of value added (%)
GDP per capita (USD, current prices) 8 864 Agriculture 3
Gross fixed investment (% GDP) 27 Industry 38

Services 59

FOREIGN TRADE

Exports of goods and services (% GDP) 62 Imports of goods and services (% GDP) 65
Main exports (% of total merchandise) Main imports (% of total merchandise)

Machinery and transport equipment 50 Machinery and transport equipment 43
Manufactures 35 Manufactures 31
Chemicals 12 Chemicals 11

CURRENCY

Monetary unit: Czech koruna Currency units per euro
Currency units per $, 2003 28.13 Year 2003 31.84

Aug 2004 31.63



© OECD 2004

Executive summary

Following accession to the European Union the big issue for the Czech Republic
is to strengthen growth prospects. Growth potential at present is somewhat above
3 per cent, implying a moderate pace of catch-up to living standards in the EU and
elsewhere. There is room for greater ambition in growth performance, and it is wel-
come to see this reflected in the programme of the new Czech government. This
Survey underscores four main challenges.

Fiscal consolidation

Fiscal consolidation is the dominant challenge for macroeconomic policy,
and is not only necessary to cope with ageing and to bring down the tax burden
but is also needed to fulfil euro-area entry conditions. A welcome programme of
fiscal reform has begun, including proposals for a system of multi-year aggregate
spending ceilings and significant expenditure cuts. However, to date, mainly rev-
enue-raising measures have been implemented while the full impact of expendi-
ture measures is yet to be realised. The attempt to secure broad political
consensus on pension reform is commendable, but it must be underscored that
whatever reform is finally implemented, it will have to bring considerable fiscal
savings. Health-care reform also has to deliver savings, but concrete proposals
have yet to be made. To facilitate assessment of the true fiscal position, extra-
budgetary funds need to be more fully integrated in mainstream government
budgeting procedures. Also, with the further decentralisation of public services,
the need for good budgeting practices and accountability in regional and munic-
ipal governments is all the more important.

A successful entry into the euro area

The Central Bank and the Ministry of Finance have formulated a transparent
strategy for entering the euro area, that foresees minimising the time spent in the
Exchange Rate Mechanism (ERM II). Annual reports will assess the economic condi-
tions in relation to the Maastricht Criteria and a request to enter ERM II will only
being made if the probability of a positive first assessment by the EU authorities is
high. The choice of a 3 per cent inflation target for the run-up to euro entry is justi-
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fiable on medium-term grounds. However there may be some difficulty communi-
cating the consistency of this target with the Maastricht criterion for price stability.
The Czech authorities should therefore pay close attention to how the Maastricht criteria
are interpreted and applied by the European Commission and the ECB and adjust their communi-
cation strategy accordingly.

Making the environment for business more growth-friendly

Most of the catch-up in living standards will have to come from boosting pro-
ductivity growth. This means swifter re-allocation of resources across firms as well
as stronger in-firm productivity growth. While the Czech Republic is a strong com-
petitor for attracting foreign direct investment, policy towards poorly performing
firms and business start-ups has problems, slowing down the exit and entry of firms.
Bankruptcy procedures are cumbersome, often long and usually end up in liquida-
tion, with asset stripping not uncommon. Reforms have long-since been planned,
and it is welcome that new legislation looks finally set to go ahead. The legislation
aims at strengthening the role of creditors, speeding up proceedings and allowing
composition to play a bigger role. Likewise, efforts to streamline business registra-
tion are welcome and should be implemented as soon as possible. The general
business climate is also damaged by issues in network-industry competition, as
some services, notably Internet, are expensive in international comparison. 

Improving the functioning of the labour market

Mobility between jobs and regions is weak. Administrative extensions of col-
lective wage agreements, strict employment protection legislation (EPL) on indi-
vidual dismissals, rent control, severe poverty traps (particularly for families) and a
high tax wedge have contributed to considerable long-term unemployment. The
Roma population is hit especially hard in this respect. Migration is to some extent
mitigating the labour-market rigidities with Slovaks filling skilled vacancies and
other eastern Europeans (mainly Ukrainians) taking up unskilled jobs that are un-
attractive for locals. Tackling the unemployment problem requires measures across
a wide front, but most notably social benefit reform is needed along with reduction
in the tax wedge as well as easing of EPL. The widespread social and economic
exclusion of the Roma needs more attention, particularly in the education system.
A more open immigration policy is needed to address immediate issues such as the
inconsistency between granting work permits as well as for better alignment of
immigrants’ skills with those needed on the Czech labour market.
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