UNIVERZITA KARLOVA
FAKULTA SOCIALNICH VED

INSTITUT POLITOLOGICKYCH STUDII

CZECH-GERMAN ECONOMIC TIES AFTER THE 2004
EU ENLARGEMENT: A NEOFUNCTIONALIST PERSPECTIVE

Martin Janicko

MAGISTERSKA DIPLOMOVA PRACE

Praha 2010



ProhlaSuji na svotest, Ze jsem diplomovou praci vypracoval samostats pouzitim
uvedené literatury a Ze jsem vSechny citace v t&d vyzn&il.

Martin Jargko
V Praze, dne 19.5. 2010



Autor prace: Martin Jatiko
Vedouci prace: PhDr. Irah Karova, Ph.D.
Rok: 2010

ProhlaSeni o z&ejneni

ProhlaSuiji, Ze souhlasim se m@j@enim mé diplomové prace pro vyzkumné a studijni
acely.

Martin Janéko
V Praze, dne 19.5. 2010

Podtkovani

Na tomto mist bych rad vyjatil podékovani vedouci mé diplomové prace, PhDr. Irah
Kucerové, Ph.D., za jeji vzdy ¥&tny a napomocnyifstup v celém gibéhu jejiho psani.



BIBLIOGRAFICKY ZAZNAM

JANICKO, Martin. Czech-German Economic Ties after the 2004 EU Eslaent: A
Neofunctionalist PerspectivéPraha: Univerzita Karlova, Fakulta socialnickdy Institut
politologickych studii, 2010. 85 s. Vedouci diplovegrace: PhDr. Irah Kerova, Ph.D.



ANOTACE

Diplomova prace spada svym z&enim do oblasti mezinarodnich ekonomickych
vztahi a zabyva seipdevsim intenzitodesko-meckych obchodfinvestinich (potazmo
obecré ekonomickych) vazeb po ro¥shi Evropské unie v roce 2004, jehoz byR piimym
Gcastnikem. Jejim primarnim z4jmem je otestovat Wpat Ze vlivem tzv. vychodniho
rozsfeni doslo k vyraz¥jsi determinaci ekonomického vyvojeOR ekonomickym vyvojem
v SRN pedevsSim diky tzv. pozitivninspill-over efekiim (efektim prelévani). Tyto efekty
meély v zadsad pomoci rozvijet oblastni spolupraci m&R a Nsmeckem a ,fiznivé" pasobit
na dalSi sldovani jiz ged roz&enim podobnych instituciondlnich vzarcVyrazrejsi
determinace ®la byt tak zfisobena zejménadnsjSi ekonomickou kooperaci umaiou
uvolnénim mnoha existujicich bariér gavstupniho obdobi. Zminé bariéry mohou byt
chapany mnoha #goby, pdinaje regulaci kapitalovych tékpies legislativni ramec platny
pro pimé zahranini investice a kate perspektivou budouciho vyvofeR, kterd se prayv

vstupem do Unie vyrazji konturuje.

ANNOTATION

The submitted diploma thesis deals with the issighe Czech-German economic
relations after the 2004 enlargement of the Eunopgéaion. Economic relations are in more
detail divided into the trade relations and theestment (financial) relations. The main aim of
the thesis is to evaluate the hypothesis that theafled “Eastern Enlargement® has led to
somewhat intensified determination of the econodagelopment in the Czech Republic by
the one in Germany. The pivotal transmission meehann this process should have been
positivespill-over effects that might have been in effect even befloeevery accession of the
European Union by the Czech Republic. Sspti-over effects, that to an extent allowed for
more significant determination of the Czech busnegcle by the German one, may take
form of e.g. common European Union trade framewdstegulation of capital flows, and/or

perspective of the future development of the Caadnomy within the European Union.
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INTRODUCTION

The Czech-German economic relations have alwayn liite vigorous,
although their nature has been quite significaetlplving in the course of time.
Also a certain volume of the economic relationssiged even when the “political”
regimes and political ideologies appeared to bebfidigeable” or, taken to the
extreme, literally “antagonistic”.

The momentum of the relations is thus somewhagéti@nal compared with
the economic relations of many other resemblinghtries, and it has to a very large
extent proven its resilience towards adverse “alit conditions”. The very
important aspect, which has substantially contauto the extent of the trade
relations, has beanter alia the two countries” economic development.

Hence, one could find out a number of good reagamthe elaboration of such
a thesis. Generally speaking, Germany has alwgy®sented the type of country
that could be easily regarded as one of the bestoesic and/or socio-economic
performers in Europe as well as worldwide - attiéasn the beginning of its so to
speak “unified” existence in 1871. At the same tithe Czech Republic (or
Czechoslovakia) has never been an underdevelopedrge in the economic sense
- either.

Even though there still exist quite many contrgies regarding
interdependence, convergence and economic growtérps, this has undoubtedly
facilitated the economic ties between the two coestn a significant manner, as it
was already proven several times that the econ@wahange and intensity of
economic relations in general increases with tlsoseconomic development of the
countries involved. (The argument is also examinemte in detail in the thesis
itself.)



Further, the bilateral commercial relations arevagays more important than
ever before, in spite of the economic crisis beitifjsomewhat present in the “real”
economy, which caused a general slowdown in th@etend investment volumes
across Europe. Nonetheless, a number of shorttmmlss packages implemented
in Germany (for instance the so calledr scrapping schemehave undoubtedly
improved the economic situation of many sectorshimn Czech Republic, such as
automotive industry, manufacturing, and semi-proidnc

Moreover, since the general debate on the natutbeobilateral relations is
still going on in both academic and non-acadenaldfithis diploma thesis has tried
to contribute to it, particularly by answering somwiethe questions that might be
possibly raised in this sense.

Finally, it has been already six years since tlzed@ Republic joined the
European Union and has therefore become a memb&edargest economic and
political community in the world. From this reasand since Germany also takes
part of the community, both countries have beguotter era of the bilateral
relations, this time substantially facilitated Imetmembership itself.

As it is demonstrated on the following pages,nbw pattern of these relations
has by and large started. In addition to it, thasib for the joint relations has led to
some more accentuated business cycle determinattitiie Czech Republic by the
German one than ever before.

The main method used throughout the paper ihypetheses testingnd the
time series analysidn this framework, the description of the relasads presented
in the very beginning of the thesis, then statdtanalysis is derived from the data
extracted primarily from the EU sources (such as PGFIN and Eurostat) and
OECD (Organization for Economic Cooperation and éepment) as well as from
the convergence analyses elaborated by the CzeanblaBank (CNB).



For the trade and investment patterns, the timesselata of quarterly real
GDP (Gross Domestic Product) growth and quartedistrial production are used.
Determinations are then calculated with help ofiddasonometric analysis and the
results are consequently interpreted.

The theoretical literature is namely taken frone tfield” of the European
integration process, to which a relatively sigrafic part of it has been devoted.
Even though the theories have been evolving wighrikegration itself primarily due
to the reflection of the new challenges, threat$ @otivations, it would be correct
to say the most important questions remain unclérgeording to their general
nature.

Neofunctionalists have much to say in this, sitiegr theory is well to be used
in the whole integration process in the EuropeanoklnHence, number of
neofunctionalist concepts is taken into accounthay can provide some relevant
theoretical basis of the Czech-German cooperation.

All-in-all, the neofunctionalists would claim tlgpical integration is due to the
mutual benefits that it brings about. This mightuatly concern the Czech and
German state as well; however, one of the reseguektions of the thesis is to find
out whether the mutual benefits are to be consitlaseevident even before the very
enlargement or whether it was really the enlargentsalf that has brought them
about.

There maybe exist several appropriate explanatfonghe economic ties’
pattern having been witnessed recently, but theleare was to test particularly the
neofunctionalist one.

Considerable economic determination might haveertaklace for several
reasons. After the fall of so called Iron Curtam1i990 and also the demise of the
Soviet Union the new era of the bilateral relatistarted. Obviously, the new



commercial relations were “new” only partway, forin some degree - they
reassumed those before 1989.
Given the paper is most importantly based on hygsss, they must be well

specified. The hypotheses are generally two ang tomild also be regarded as
complementary:

The first hypothesis defined for the thesis f4ys the Czech-German economic
relations have intensified after the 2004 EU erdargnt as a consequence of the
enlargement itself.

The second hypothesis (8)ates that the economic determination of the Kzec
Republic by Germany, measured by the business sygiehronization, has even
amplified since then. Clearly, there had existechynagreed aspects of the EU
accession before this date, such as 1998 tradealiicsgtion with the EU countries,
sign-up of Treaty of Accession in 2003, Copenhagsteria fulfillment monitoring,
and so forth. The 2004, nonetheless, represenenehimark after which the EU-
Czech commercial, political, cultural, social, aather relations became “intra-
community” relations, with all the possible implimms it could have possibly

brought along.

Naturally, the paper aims at quantifying the eBeof the Czech-German
economic relations not only after the enlargemleat,also before. This is important
regarding the comparison of the two periods.

Apparently, statistical data and primary literatptays a very important role in
this. This is actually not only given by the natofehe paper itself, but also by the
fact there is not that much literature dedicatethi® topic. Therefore the paper tries

to bring about some of the new facts and analygeigh was not yet published.



The emphasis in the thesis put on the quantitatne also empirically-tested
facts is logical: since the interconnections betweeuntries now depend on a
number of variables and factors, it seems necessadry to separate them from each
other.

The synopsis of the paper is as follows: the fiist. the following - part of the
thesis is a descriptive one, in which some retrothpe into the Czech-German
economic relations is made and a number of impbdad relevant features of the
bilateral economic relations are sketched out, ggtack basically to the foundation
of Czechoslovakia in 1918. Since the relationsheftivo countries have a very long
history, rolling over a number of historical everisd, at the same time, creating
many informal institutions and changing structunéensity and determination of the
relations was one of the immanent features of them.

Also, most important economic and political deypah@nt is presented, as it is
a very substantial factor of contemporary relatiowstwithstanding some part of the
relations is to be regarded astonomousthe recent economic development has
played its part as well.

With the global financial and economic crisis cogiin and a general mistrust
that has spread in diverse investment activitigendhe bilateral relations between
the Czech Republic and Germany have been affeamdfisantly, like it is well
shown in the paper and it unfortunately slightlpases the analysis as it seems quasi
impossible to adjust for un unexpected and viruéamnomic development.

This should not, however, be thought of as thavey for the time series after
2004 - needless to say - is quite a short one endnalysis is done only in an
appropriate context of the preceding years.

The following part is consecrated to the analysisthe matter, trying to
guantify the effects of enlargement and the effetigre-enlargement situation. This

is made using the time series analysis, rangind bacl993 and separating two



“periods”, i.e. from 1993 till 2004 and then fron®@ till 2008. However, the
quarterly GDP data are used only from 1995 duéhéonbethodological change in
that year and subsequent impossibility to compdmemt with the following.
Regression analysis is then made for several nelexariables, taking into account
the hypothesis enunciated in the beginning and sioguon the pre-accession
situation and separating it from the following one.

Third part of the thesis sums up and interpreés ghevious ones, supplying
several possible explanations and examining thethgses “verbally”. At the same
time, the neofunctionalist theory is tested facamgpirical evidence of the bilateral
relations. The synthesis is likely to be the maspartant part of the paper, for it
includes the core of the thesis propositions.

In the conclusion part of the paper, key findimge summed up and taken up
briefly, strictly sticking to the theoretical bagkgind and outlining some plausible
scenarios for the years to come.

In the paper, a few difficulties had to be deaithywwhile some persisting.
Among these namely “loose” definition of the temmerdependencer dependence
could be regarded as a source of ambivalence.

The connotations ofletermination or dependenceoverlap and might be
perceived as being close to each other, while é&nm tnterdependences more
complicated for one major reason: it suggests #gterthination is both ways, which
is without a doubt true, however, in a very uneguanner. In other words, the
German determination by the Czech economic devedopns not to be taken into
account as it is deemed unimportant.

Another difficulty is the pre-accession period.v&i the quite short time
having elapsed after the enlargement, some of ffleete might be ascribed to the
enlargement, but there would never be total cdstaumich of them is related to the

accession alone and which is related to the “acmesxpectancy”.



Further, as it always a matter of concern for skicld of papers, statistical
discrepancies might also play a role, since thiéssital offices of the two countries
usually issue slightly different data about basycéthe same things (for instance
brown-field investment outflow from Germany to tldzech Republic does not
entirely match the brown-field investment inflow tbe Czech Republic coming
originally from Germany and the like).

Since some important data from the EU sourcelveusly extracted from
the Czech and German sources respectively, thestimekes effort to balance them
as much as possible.

Last but not least, the complexity of social phreeoa is a very substantial
problem when it comes to explanations. Normallgr¢hare plenty of aspects with a
possible impact, however, a simplified analysishicl is necessarily every analysis
- stresses only a small number of factors, thoweghaps substantial ones.

As it was touched upon already, the quantitytefditure devoted strictly to the
topic is not really large, and in addition, it immely dedicated to the general
guestions of business cycles” harmonization irEnepean Union. On that account,
apart from the “pure” statistical sources, the ithés based on the literature dealing
with the integration process and adjustment procegeneral.

Such literature is to be found namely in Englisht to a certain extent also in
French and in Czech. Amongst these one could simgfie/introva, R. (2004 he
CEE Countries on the Way into the EU: Adjustmenbbims: Institutional
Adjustment, Real and Nominal Convergenddonnier, A. (2004) L'Union
européenne a I'heure de I'élargissemdrtiropean Commission composite authors
(2009) Five years of an enlarged EU: Economic achievemant$ challengesor
definitely a very precious textbook from Burda, MWyplosz, C. (2005)
Macroeconomics: A European Text



On the contrary, quite a large quantity of literat is devoted to the
neofunctionalist theory. The founder of neofundisiaheory is presumably Ernst B.
Haas with hisThe Uniting of Europg1958), amongst the other one could name
Philippe C. Schmitter (2003)Neo-Neo-Functionalism M. Harris (2004)
Neofunctionalism and the Widening vs. Deepeningridiha Simmons, B., Martin,

L. (2002) International Organizations and Institutions. InHandbook of
International RelationsRittberger, V., Zangl, B. (2006jternational Organization:
Polity, Politics and PoliciesDecaux, E. (1984)La Convention-Cadre Européenne
sur la Coopération Transfrontaliere des Collectdgtou des Autorités Locales",
Jordan A., Khanna J.(1995) "Economic Interdependence and Challenges to the
Nation-State: The Emergence of Natural Economicifbeies in the Asia-Pacific”,

and others.



1. CZECHOSLOVAK - GERMAN ECONOMIC RELATIONS
IN RETROSPECTIVE (1918 - 1993)

“In the beginning there was nothing. God said, thete be light!" And there was
light. There was still nothing, but you could #eg whole lot better.”

(Ellen DeGeneres)

1.1 PRE-WAR DEVELOPMENT

Looking at the bilateral commercial relations bad¢& 1918, when
Czechoslovakia was founded and when Germany statatew period of its
existence (although the formal establishment of “Weimar Relfmi dates to 1919),
we can find their intensity having substantiallyrigd. Between 1918 and 1938
Germany by far represented the main trading paftire€zechoslovakia, although
the then volumes are much less significant comptredwadays.

It is estimated that more than 20% of the Czedwadi exports went every
year in that period to GermaAyAt the same time exports plus imports stood fon -
average - approximately 66% of the then Czechoglpvaduction®

Moreover, there were number of German firms presenCzechoslovakia,

such as Daimler-Benz, Thyssen, Krupp, and Siemé&hs is also quite logical

! Winkler, 1993
2 http://fenrir.psp.cz/eknih/1929ns/ps/tisky/t2029.HaM
% Kubu, Patek a kol., 1999




referring to the geographic positions of the caestrby-and-large the surrounding
of Czechoslovakia from southern, western as weticathern direction by Germany.

Such kind of geographical position used to belikemowadays - in fact the
most crucial thing, accompanied by other relevastenhinants. Altogether they
created favourable conditions for bilateral relasipand were able to play down
many of the political quarrels that also existetieen the two countries.

It should, however, be noted the property striectfrthe economy used much
more “nationalized” at that times than it is nowgslaNevertheless, there existed
several exemptions to this rule, like Yugoslaviaifstance.

The significant trade pattern was, however, aldwamely by an increasing
industrial structure of both countries. For sample1921 already one third of the
population in Czechoslovakia was employed in indaissectors.

Much of the industrial production, like it is tlvase nowadays, was exported
given the (already) developed division of laboundAfor both economies imports
and exports presented vital sources of their ecam@gmowth, although obviously
incomparable with the contemporary situation.

The fact that already in 1920 Czechoslovakiakattad “most-favoured-nation
clause” to Germany could serve as a very persuasoaf for this®> Such attribution
was in fact very special, as Czechoslovakia beldrigethe group of the winning
countries of the World War | as opposed to Germarhich was obliged to follow
the rules arising from Versailles.

The clause was therefore very exceptional anditeted the relations for next
18 years. The most important articles traded wexélé¢, porcelain, manufactures,

and food product8.

* Faltus, Piicha, 2003, pp. 51
® Moravcova, Blina, 1998, pp. 93
® Faltus, Piicha, 2003, pp. 59
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It was symptomatic for the period the trade cyels much more amplified
than the “ordinary” business cycle. Thus with thebgl economic crisis - known
also as the “Great Depression” - the trade relatibetween the countries, which
were both open to foreign trade above the aversigeink considerably. It is now
estimated the trade volume contracted by 70 p.p980vis-a-vis1928’

Both countries were hit hard by the crisis, sittoe omnipresent commercial
protectionism caused huge losses in export oriemedstries. For illustration,
comparing the years 1928 and 1932 Germany alontetlog.p. from its pre-crisis
period, while its overall share in the global vokiglecreased by 4 p.p. from 14.6%
to 10.6%° The same held true for Czechoslovakia, i.e. i &dst over proportional
share of its traded volume.

It might seem worth noting the overall stance ltg Czechoslovak economy
used to be slightly better than nowadagdthough it seems difficult to compare now
and then production for one simple reason: the G@Pperhaps the most important
macroeconomic aggregaledid not exist at that time and is now only maibér
retrospective estimates.

Comparing the industrial production, Czechosloaakas at about 50% of the
level in Germany, which kept the position of onetled most developed countries in
the world together with the United Kingdom (UK), itéd States of America (USA),
Australia and New Zealartd.

Czechoslovak economic performance was basicatiglaating from 1918 to
1929, but afterwards, as the crisis had a veryirdeftrtal impact on the overall

" http://ffenrir.psp.cz/eknih/1929ns/ps/tisky/t2029.HM

® Moravcova, Blina, 1998, pp. 93

° In terms of relative performace.

0 Or at least the most often cited one.
1 Faltus, Piicha, 2003, pp. 59
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economic conditions, it decelerated significantyd the country almost lost its
positions gained in the first decade of its exiséen

For sample, if 1929 is taken as a benchmark (2d0@pproximated GDP of
Czechoslovakia slid down to 81.7% in 1935 (i.ethie gloomiest “crisis” year) and it
relatively recovered not earlier than in 1937, heag 98% of the 1929 output
volume.

In more general, the economic stance was broadigparable with such
countries like Finland and Austria, being worthingtthe Finnish economy used to
be much weaker than it is actually nowadays. In8li®&vas estimated that before the
WW?2 Czechoslovakia occupied M osition in terms of national product in Europe,
and approximately 8position worldwide*?

Similar situation could be observed in the Gernregonomy. However, the
recovery was somewhat faster as its first signseamgul already in 193%.The
effects of Nazi economic policy, which was basedeasally on military
expenditures and subsequent indebtedfiessemed to work out for the moment. In

1939 output per head was already much above this tivel*®

12 Faltus, Piicha, 2003, pp. 61

Bhttp://www.wirtschaftsgeschichte.vwl.uni-
mainz.de/downloads/Lehrveranstaltungen/WS0607/¢arig/Wirtschaft%20und%20Politik%20in%20der%20
Weimarer%20Republik%20Abbildungen.pdf

|n case the economy is devoting significant péitsoproduction factors to military industry, theestions of

paying-off is usually raised. In most cases, howethe redemption is deemed to take place througbody.

13 http://www.wirtschaftsgeschichte.vwl.uni-
mainz.de/downloads/Lehrveranstaltungen/WS0607/¢arig/Wirtschaft%20und%20Politik%20in%20der%20
Weimarer%20Republik%20Abbildungen.pdf
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All-in-all, the United Nations (UN) retrospectivestimates suggest that
Germany placed"7in global ranking concerning output per head, il “ended
up” 39in the same ranking, but concerning total volurheutput (both for 1939}

At the same time the dynamism of its economy wgisemely elevated,
exceeding among others also the Soviet Union inclwithe room for extensive
growth was enormous at those times.

This fed through into the lowest continental rateinemployment (within the
capitalist states) amounting to 1.5% of the worIA;inmg;)uIationl.7 In 1938 the number
of people unemployed was almost the same one #&sem Czechoslovakia as it
equaled to 430,000 (the rate of unemployment equal@s low as 1.5%F. At the
very moment, however, Czechoslovakia (409,000 uteyed; i.e. 5.5%) was
approximately five-fold less populated than Germdrymil inhabitants in (in which
almost 3 mil Sudeten Germans included), compared&omil in the “inland”
Germany*®

Apparently (although we have to pay attentionh® demonstrative ability of
the measure, namely bearing in mind Hitler's ecdogmlicy) and against most of
the clichésstill existing in some literature, Germany waseayvdeveloped country
when it started the Second World War (WW?2) broke ou

With the substantial change in political regimel®B80s and the simultaneous
change in the exerted economic policy, Germanyexdrito become a military and
self-sufficient country in order to create a welhttioning war economy. This
resulted in the efforts to become almost an autéakyeast in the short term) which

'8 Milanovic, 2002, pp. 16
" Spoerer, 2005, pp. 30
'8 Spoerer, 2005, pp. 30

19 http://www.feldgrau.com/stats.html
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provoked hikes in tariff and also non-tariff barsief all kinds?® This started to be
reflected by the export-import figures, clearly demstrating stagnation and
impossibility to pick up from the low early postisis volumes (e.g. in 1939 German
export volume was at about 67% from of that in 7329

In the similar way Milanovic (2002) adds tHdit is important to stress that
autarky was not viewed by the new Fascist ideotogie a reaction to other
countries’ unfriendly policies as it was regardeg the democracies when they
engaged in competitive devaluations and tariff gise even by the Soviet planners
who faced the enmity of the capitalist powers. Agtavas viewed as a desirable
attribute of a nation - the best economic policg @ould pursue *

Thus, with a “slow” start of the “centrally admétriated economy” the room

for the recovery of the bilateral commercial redag was reduced to almost nothing.

2 Milanovic, 2002, pp. 8

2 http://www.wirtschaftsgeschichte.vwl.uni-
mainz.de/downloads/Lehrveranstaltungen/WS0607/¢¥arig/Wirtschaft%20und%20Politik%20in%20der%20
Weimarer%20Republik%20Abbildungen.pdf

22 Milanovic, 2002, pp. 55
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1.2 A NEW “DIMENSION” FOR THE “BILATERAL ECONOMIC
RELATIONS”: THE PROTECTORATE

No wonder the attenuated bilateral relations chdrigrther with the Munich
Pact adoption in 1938, after which the Czech econbetame largely dependent on
the German one. Most of the industrial goods slawebe imported as many of the
factories in the borderland were taken over byGkeemans>

It is estimated that altogether 40% of the indaktrapacities were annexed by
the Germans and started to be regarded as the parerof the “Third Reich
economy”. The situation finally crystallized intbet total occupation of the Czech
lands starting in 1939 and the complete subordinadind exploitation of the Czech
economic area by the Third Reich.

Even though not all of the factories were confisda(this concerned namely
Jewish ones), in reality almost all of them weredorcing for the German military
purposes. Unlike Slovakia, “Czech lands” becamerg useful area for Germany as
there was situated a very significant industrialeptial. This was true notably for
military factories, heavy industry and chemical ustty facilities, coal mines and
coal mining industry, machinery as well as somedrtgnt army equipment.

During the whole occupation, economy in the Proi@te was directly
managed by Germany. Indeed, it was the inner dathe so calledThird Reich
(alongside with theGeneral Gouvernemerand later also with the area called

Biatystok it was legally an “autonomous” part oétReich itseff?).

% Needless to mention that many of them were alreaglyed by the Germans at the very moment of the
seizure.

%4 See also Spoerer, 2005, pp. 15.
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This happened hand-in-hand with the overall “geriration” of the economy,
taking place by several means: personal intervest{&ey positions in the economy
were given to Germans), annexing land of the Cfaxhers, closing down of many
Czech professions, German capital expansion anfiscation of the ownershif.

Subsequently, extension of the German capitaleshar a number of Czech
firms thus led to almost perfect control over thee€h economy in its totality. The
process was commonly called the “internal aryzdtimmd “germanization” and it
affected nearly all of the Jewish businesses arsihbss institutions - such as the
Commodity and Stock Exchange in Pragli®hat is more, in the most important
(or even strategic) domestic business Germansdwek the total control regardless
of nature of their ownership structure.

Since 40% of the industrial production was dirddt® Germany and “exports”
highly exceeded “import§®, Third Reich was on top of it provided with a “aer
interest” credit® Such situation was very common in the then Eunomemtext as
most of the occupied countries were forced to @ostmé® Seemingly, the bilateral
commercial relations between 1939 and 1945 stikted, but in a very unequal
manner, taking form of “subordination - superictity

All-in-all the methods of Czech economy exploatiwere very diverse, but it
is not the aim of this paper to analyze them mardeapth. The Czech experience
from this era did not, nevertheless, harm the &tprospect of the relations too

significantly.

% Faltus, Pitcha, 2003, pp. 77

% Novotny, Sousa, 2008, pp. 78

2" Even thougtexportsandimportsdid not exist in their “proper” form; namely dueetbilateral trade patterns
deformation.

8 Novotny, Sousa, 2008, pp. 78

29 For further details see Spoerer, 2005.
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Concerning the references, here | do refer torgelguantity of literature to
some extent dealing with the economic and “soaakiditions and environment in
the Protectorate Bohemia-Moravia, e.g. Kuklik,Gebhart, J. (1999pramatické a
v3edni dny protektorafiBrandles, D. (20008esi pod @meckym protektorateror
Uhlit, J. B. (2002\Ve stinuriSské orlice A very good insight into the functioning of
the German war economy gives, for example, Spokte(2005)Nucené prace pod
hakovym Kizemwhich offers a very useful and complementary ossvy analyzing
principles of the human capital exploitation in Ttard Reich.

However, it must be unfortunately admitted quantf literature devoted
directly to the economic relations between the éutotrate and the Reich is rather
limited, as it might be found difficult to collethe indispensable economic data on

this matter.
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1.3 PATTERN OF THE BILATERAL ECONOMIC RELATIONS
BETWEEN 1945 AND 1993

With the end of the War there was obviously somenrofor general
normalization of the relations. Losses resultingrfrthe war were considerable on
both sides: besides the human casudftieke material losses were huge as well.
While Czechoslovakian material damage amounted #ddl pre-war U.S. dollars,
German economic losses were several times higt@n. top of this Germany had to
carry the burden of war reparations which was egithe overall losses caused for
the most part by the collapsed Third Reich - a venjortunate factor for its
development.

Although the reparations from the German part vpetie regularly for several
years, certain part of them was “violently” takeght after the war or even during
the last moments of it. It was namely the USSR tbak part of the fixed capital in
order to get compensated for the material lossedenhy Germany at the Eastern
front.

All-in-all the two countries needed to undertak&ovous restructuring,
although for different reasons: Germany ended u@ asuch damaged country,
occupied essentially by four winning nations anditely unable to start with

economic activity “on its own”. Czechoslovakia hadnamely reorient its economy

%0 Czechoslovakia was estimated losing up to 360s#ed inhabitants, mostly Jews, but also politicagmers,
intellectuals or members of resistance. Majoritytligm killed /gasified or executed in exterminatmamps,
prisons or in battles. Germany lost more than @ignilinhabitants, most of which died in the battlasthe
Eastern front. However, this was partially modedatg the return of approximately 9.6 mil ethnic Bans,
being displaced from the countries they had livedeéfore. Casualties of the WW?2 are listed for exanat
http://www.worldwar-2.net/casualties/world-war-2scalties-index.htm

%! Faltus, Piicha, 2003, pp. 81-82
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from the arm industry to satisfying of “ordinaryeeds of population and at the same
time rearrange the property rights of the busiresbat had been subject to
germanization.

Indeed, since capitalism and - maybe more prgcisayht-wing parties started
to be considered as the greatest “culprit(s)” & War as well as of the Munich
Pact?, the economies in Europe (for the most part) heatte an increased
nationalization and “socialization”.

Government started to be deemed as the very emtibge interventions were
indispensablan the economy in order to keep it stable andstast to fascist and
nationalist pressurés.Hence the role of government and the positionovegnment
interventionism increased considerably even irpigcetimes.

The bilateral economic relations were relativelypdued when the room for
their recovery was substantially reduced by marggofa playing role in parallel.
Perhaps the most important one (regardless ofpeifsc ones inherently weighting
on the two countries relations) rested in the ganfecus on the domestic economic
activities and overall reconstruction of economieasboth countries export activity
was marginalized; by contrast, imports represerdade a substantial aid for
restructuring.

The main reason for this was the shortage of copson goods and raw
materials. Both were supplied in a very insufficieranner in whole Europe and this
held certainly true for Germany as well as for Cuwetovakia, despite number of

differences the countries were experiencing.

%2 They were blamed for the policy that had led to it

% Such pressures were feared to gain importance @wcmomy falls into recession and unvoluntary

unemloyment increases. In fact, such argumentnsistent with what John Maynard Keynes underlimedis

General Theory of Employment, Interest, and Mdnewy 1936 stating that the government involvensrduld

keep the nationalist and revolutionary pressurenaated.
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Also, the famous U.S. plan call&diropean Recovery Progradubbed as the
so called “Marshall Plan”) had a significant impamt both economies: while
Czechoslovakia and eastern part of Germany waauthbrized to accept it (because
of the Soviet Union early “interventions”), westguart of Germany was obviously
authorized to accept it.

Soon it began to be relatively apparent that teen@n state would not stay
unchanged and geographically unaffected and thatoiild be divided into two
separate entities: the one governed by the “Westgrand the one governed by the
Soviet Union.

This led, among other things, to the increaseeimahd for the U.S. goods and
net import position of Germany, while Czechoslo@akias - notably in raw
materials - fully dependent on the Soviet Unione Titade between the two countries
being described in the paper was in fact almostistent, as the whole European
economy was sluggish and was suffering from thé-pas recession.

Germany found itself in a very disadvantageoustiposfor many reasons: as
it was already touched upon earlier it had to gay teparations to the winning
countries; it had to let the winning countries aefraccess to its innovation and
research program, its marine and warships and athmétary equipment was
confiscated, and decartelization and demonopotiratiook place primarily in
chemical industry and number of heavy industry@satalthough its implementation
largely varied, basically depending on the occupesirea)®

Ultimately, with Germany being divided to the Eastand Western part (since
then called Eastern and Western Germany) and wetiess of communistoups

d"Etatin Eastern Europe, the frontiers were quite cledefned.

% Faltus, Piicha, 2003, pp. 83
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Beginning from 1945-1946, the main focus in Czetbvakia was put on the
trade with the Eastern Germany, having the patbérthe economic relations to a
very large extent pre-set by the production plaigough there was still not much
to trade witf>, for the economies were ruined and experiencirfficdities with
basic needs provision.

As Czechoslovakia was becoming more and more afets the USSR, the
trade relations between Czechoslovakia and Wesh@wey started to be pretty much
subdued, while main focus was to be put on thdiosls with its eastern neighbour.
German Democratic Republic (GDR) and Czechoslovakige both members of the
Comecorl’® (from 1949 and 1950, respectively), in which mafsthe relations were
under the control of the Soviet Union that alsodnee the Czechoslovak biggest
trading partner in volume (already during the viinst 5-year production plar.

However, from 1970s (at the latest), the econositigation in most of the
socialist countries was progressively deterioratinghich finally significantly
contributed to the collapse of the concerned regime

Based on dynamic average numbers, the tradeamgatvith Western Germany
stood for - approximately - mere 1% of the Czeabwak exports and imports, which
was around 5% of the trade relations with capitafisintries overaft® Finally, at the
end of the “socialist regime” in 1989, the overadlume of trade with both German
states ended up on 16% from total exports and 1&&9btotal imports® Assuming
the trade with West Germany accounted for less 18arthen more than 96% of the
trade with “Germany” was made with the GDR.

% perhaps except of natural resources whose endavisnetatively poor in both regions.
% Council for Mutual Economic Assistan(aso referred to as CMEA).

%" Faltus, Piicha, 2003, pp. 172

% Weber, 2003, pp. 119

% Sojka, Koneny, 2006, pp. 176-177
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Therefore the FRG had exerted practically no ttmecBoslovak economy
whatsoever. One of the reasons why the bilatemeletrelations decreas€dvas also
change in role that the foreign trade actually pthy

To some extent paradoxically, because Marx aloaeé been one of the
proponents of the international division of labgunless it leads to exploitation and
impoverishment of the countries involved), interoial economic relations were
regarded differently. For sample, the retrospecégémates showed the share of
exports on the total output increased only to apprately 25%, while the same held
true for imports.

All-in-all the trade volume accounted for only abdb0% of total output.
Compared to Czechoslovakia in 1929, trade turnageounted for more than 60%
of the then output, i.e. it was - relatively - byra than 10 p.p. highét.This too
clearly shows international trade had lost mucltofmportance in Czechoslovakia
and elsewhere, being to a large extent “replacgdthb efforts to achieve at least a
partial autarky.

The main target of the trade relations was nahiti the production possibility
frontier, but more importantly to import the goodecessary for day-to-day
functioning of the state, while such goods were awailable in the domestic
economy, or were almost prohibitively expensivetoduce®?

On top of this, the territorial structure of thade was increasingly influenced
by the Soviet Union which led to an artificial artation on the Comecon countries.
The relations within the Comecon group were geherbdlased on clearing

mechanisms, but the main problem lied in the ingbdf the managed prices to

“%yet FRG remained in Czechoslovakian “top ten” ddes regarding trade volumes.

“1 Although one has to add that in 1937, i.e. juttrahe worst economic slackdown was essentialgranme,
the respective share stood only for around 33%;iKBiatek, 1999.

2 Kubista, 1999, pp. 232
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reflect scarcity and information needed for thehexme. Nevertheless, it is naturally
incorrect to regard the relations in Comecon thihouthhe “free-to-choose”
perspective, as most linkages within the commuwigye controlled by the Soviet
Union.

It was estimated, however, that if there had baemarket economy in
Czechoslovakia (instead of the centrally administtasocialism) in 1980s, it would
have had more than 50% of the commercial exchanigje thhe non-Comecon
countries®® This was, in fact, one of the primary causes fbe territorial
reorientation after the regime collapsed.

In the same way and as the Comecon could be regjaad a much closed
community (given the clearing system and speciéisitn the commercial structure),
interdependence between the members was much Higlerthe interdependence
between them and the capitalist countries.

The extent to which the community was closed igyveloquently
demonstrated by the trade between the West and@aastany that accounted - on
average - only for some 2% of the total countriesiover?*

Such an indication is quite “impressive” given fthet the two economies had
been totally “integrated” in only one for so margays before the separation. Even
this number, however, stood for 50% pf the wholeGFRRade turnover with the
Comecom countries, amounting totally to approxirya4&6.*®

This also suggests, according to what is mentiomedpage 19, the GDR
realized more than 30% out of the total foreigrdéraurnover with the Comecom

43 Jonas, 1997, pp. 112

44 Calculation based on Schumacher, 2006, pp. 1.

* bid
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countries with Czechoslovakia, as its total excleamglume with the community
accounted for approximately 66%.

However, given the different starting points fedividual economies as well as
different role for the foreign trade in generak tkvel of interdependence was much
lower than for the developed capitalist countries.

The incapacity of Comecon countries to competeh wihe European
Community members ended up in the need for consgomds to be imported. This
was perceived as one of the big defeats of theakstccommunity from the part of
the Westerners.

Already in 1976 O. Mayer noted th&Regarding the alternative either to
reduce the urgently required imports from westeountries or at least to fully
exhaust the chances for an improved access to #nkets of the western countries,
one apparently tries to take the second road. Wdrethowever, this second road
will lead to success may be doubted in view ofldlcking competitiveness of the
East’s products®

Following graph clearly demonstrates the decatmradf economic growth in
selected Comecon countries in which Czechoslov@gaoted as the “Czech R.”) is

characterized by similar growth rates as the East@rmany.

6 Weber, 2003, pp. 264
4" Mayer, 1976, pp. 67
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Graph no. 1: Decelerating (approximate) output gradw
for selected Comecon members
(1961-1990; annually; in %)

b ————— A ———— —— GDR

Poland

= (Czech R.

Source: Mygind, 2006, pp. 4

Looking at the graph we can see the room for extengrowth shrinking in
1970s at the latest in all selected countries. Wwike, while the Polish growth surges
in the early 1970s, the growth in CzechoslovakidiarEast Germany remains pretty
stable. The curve in 1980s reflects Poland’s ecangroblems at those times,
resulting among other things to the strengthe®elilarna¢ (Solidarity) movement
and accelerating the changes undertaken in Poland.

Also we should note a very similar developmenCag&choslovak and GDR’s
economies. However, this is not that astonishingniany economic factors in the
two countries were similar and both countries wegeceived as the most developed

ones within the whole Comecon.

25



The whole situation changed dramatically afterfdleof communism and the
subsequent demise of the Soviet Union. The so@moauic system of the GDR and
of Czechoslovakia returned back to capitalf§m.

A need for foreign economic reorientation and ad® find and penetrate on
new markets led to the new dimension of the bitdteglations. Czechoslovakia, by
contrast to GDR, desperately needed to contest mavkets, because the former
system of foreign markets collapsed. GDR, on thatraoy, was given the
opportunity to penetrate on the former FRG mank#ije being obviously exposed
to it at the very same tinfé.

In addition to it, both Czechoslovakia and forn&DPR had to cope with the
socialist “heritage” which was basically charaaed by completely different way of
economy coordination. From this reason many feane@rning the competitiveness
of either of these countries were raised.

Certain advantage of the GDR could be seen infabethat West Germany
possessed with capacities to help it with. Thusoalgh many problems remained at
stake (such as high structural unemployment anedfigapital wearing-out), the
amount of transfers from west - east was considerab

On the flip side of the coin, however, former W&#rmany was no doubt
hampered by these one-off payments, which, amomer dhings, ended up in GDP
growth deceleration. Another problem resulting fréme former GDR problem was

the ERM fluctuations. In spite of overcoming akse difficulties in 1990s, Germany

“8 The aim of the thesis, however, is not to disdess/hat extent the contemporary system could bkedal
“capitalism”. It is worth noting, nevertheless, smmconomists such as Paul Samuelson call it “a dnixe
economy” as government intervention and state ostigrare largely present in there.

9 Nevertheless, | do not suggest that the statéiemntire those who actually act. Thus, by sayinas‘given” or
“was exposed” | always mean economic agents athessespective country. This is true for the whblesis as

the author does not suggest methodological colisatiis to be employed in it.
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has basically remainedl@aw-growth country until nowadays, which to a large extent
contrasts with the Western German performance tdeeWW\W?2.

For a simple illustration, the following table efé a unique comparison of the
economic development for selected countries amntonstrates the increasing lag
of the socialist countries behind the capitalist®from 1950 to 199%.However, in

this table Germany is considered as only one cguntr

% Although one must be aware of the fact that theu@xy of the data is to a certain level limiteiveg many

incremental differences in methodology and alsthéndata availability.
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Table no. 1: GDP per Capita in the 56 country sarapl
(1820-1992; 1990 International Dollars)

1820 1870 1900 1913 1950 1873 1992
12 Western Luropean Countrics
Austria 1295 1875 29001 3488 3731 11308 17 160
Belginm 12901 2640 3652 4130 5346 11905 17165
Denmark 1225 1927 202 3 76 683 13 416 18293
Finland 739 1107 1620 2050 4131 10 768 14 646
France 1218 1858 2849 3452 5221 12940 17959
Germany 1112 1913 3134 31833 41381 13 152 19351
Italy 1092 1467 1746 2507 3425 10 409 16229
Netherlands 1361 2640 3533 3950 5830 12763 16898
Norway 1004 1303 1762 2275 4969 10229 17543
Sweden 1108 1664 2561 3095 6738 13 494 16927
Switzerland - 2172 3531 4207 8039 17953 21 036
UK 1756 3263 45093 5032 6 847 11992 15738
Anth Average 1228 1986 2899 3482 5513 11 694 17412
4 Western Offshoots
Australia 1528 3801 4299 3505 7218 12 485 16237
Canada 893 1620 2758 4213 7047 13 644 18139
New Zealand = 115 4320 5178 8405 12 575 13947
UsA 1287 2457 4006 3307 9373 16 607 215358
Arith Average 1236 2748 3868 5051 5083 13828 17475
5 South European { ountries
Gresce - = - 1621 1951 7779 10314
Treland 054 1773 2405 2733 3518 7023 11711
Portngal - 1083 1408 1354 2132 7368 11130
Spain 1063 1376 2040 2355 2397 8739 12498
Turkey = - - 79 1299 2739 4422
Arith Average - 1194% 1676* 1783 21230 6770 10015
7 East European { nuntries
Bulzaria - 2 - 1498 1631 5284 4054
Czecheslovakia 249 1164 1729 2096 33501 7036 6845
Hungary - 1260 1682 2098 2480 33506 3638
Poland = - = 2447 5334 4726
Fomania - z - - 1182 3477 2 565
USSR 751 1023 1218 1488 284 6038 4671
Yugoslavia o . - 1029 1346 4237 3 887
Arith Average - 876* 1174% 1527* 21235 5280 4627

Source: Maddison, 1992, pp. 2
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Manifestly, while there was significant - mostlytensive - economic growth
between 1950 and 1973 (Czechoslovakia up by 108&RJeven by 175%), we can
see apparent stagnation for most Comecon coutisied in the table between 1973
and 1992. On the contrary, economic growth in Wast®untries was relatively
steady and firmly based.

At the beginning of 1990s, Czechoslovakia foursglftin an “ambiguous”
position. On one hand it had to liberalize foreigade in order to fully participate in
international division of labour. On the other haitdhad to sacrifice some of the
markets it was present on for decades if it hadtedhto enter the other. This was a
very difficult and painful situation for many compas that emerged from the
privatization process with new ownership.

Amongst the new markets to enter in the first hahdse were traditionally
Germany and Austria, but also Poland and Frand¢barsecond rang. Nonetheless,
the Czechoslovak economy reoriented very fast aieicame most of the problems
caused by the completely new economic environment.

Likewise its relations with Germany became inciregly intensive as the
reunification of Germany brought about an importaiment in political, but also in
economic sense. For example the average volumeragle t(taken from the
Czechoslovak perspective) stabilized at about 3@%oth exports and imports and
Germany

Obviously, it was not only trade between the twardries that started to soar.
As there were many opportunities for the Germamdito participate in Czech and
Slovak privatization processes, they naturallydtrte use the opportunity in this
field. Similarly a number of Czech companies weoedht by German entities and
thus the relations were given a completely new dsran, practically inexistent in
the previous history.
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Like it is demonstrated in this paper, foreign pamies usually behave in
somewhat different manner than the domestically emvibusinesses. The main
difference which is touched upon here is the teogea re-export a certain part of
the production as they offshore in order to use doenestic capacities more
effectively and to economize on the cost of proincin general.

Nonetheless, neither Czechoslovakia (and conségu€zech Republid),
nor most of the other post-communist countries was safeguarded against the
typical J-Curve for the real production. This J-@if was incidentally caused also
by the need for reorientation which has been ayrehscussed. Other explanations
stress the uncertainty about ownership before tivatzation process as well as the

restructuring of the economy in genetal.

*1 The two countries are purposely separated in thehy
2 The problem of the J-curve is very comprehensiwdhborated e.g. in Klaus, 1995. As it concerny anl
limited number of countries under specified comaisi, not much literature is in fact dedicated to it

%3 Eor more details see ®ha, 2001.
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Graph no. 2: “J - Curve” of the real GDP fall in pst communist
economies
(index in %; 1989 = 100)
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Source: Mygind, 2006, pp. 6

Czech Republic came to existence in 1993 and ygpscdl international-
economic definition states that it is “a small amdvery open economy* The
openness of the Czech economy nowadays (2010) ge, hand it has been

permanently increasing over time, recently levelipgto more than 100% (i.e. the

** Small open economy (SOE) is usually defined as@momy whose trade turnover exceeds total outpdit a
the economy itself is too small to have any suligthimpact on other economies. Such impact coeldhiform

of business cycle determination or interest raterd@nation. However, the definitions sometimededitaking
into account only export activity (usually, the pestive amount of exports should reach more th&n 60the
real output of the concerned country) and reladize of the economy in the global context. For ndetils see

e.g. Krugman, Obstfeld, 2006
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nominal volume of trade exceeded the nominal GDEhefcountry). The following

graph clearly demonstrates the situation.

Graph no. 3: Openness of the Czech economy towards
international trade
(1993-2008; in % of trade volume in c.p. comparediominal GDP)
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Data source: Czech Statistical OfficeSU)

Likewise, since the share of its exports variesuad 35 to 40% of GDP,
Germany is usually regarded as “big open econortiyis an economy whose
development somewhat determines the developmesthef countries or could have
direct a direct incidence on international finahccapital, and other markets. The
proportion of West German exports in its outputreéased steadily since the end of
WW 2: from roughly 13.7% in 1950 to 19 percent $6Q,21.2% in 1970, 26.4 % in
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1980, and 32.1% in 1990. It then slumped afterréwunification to approximately
22.8% in 1993 before rising again beyond its 199l Clearly, Germany has
integrated itself into the international divisioh labour with success, representing
one of the global export leaders worldwide. Herfiges trade has been the vehicle by
which it has managed to enhance its economic acidlquosition worldwide as well
as in the European context.

Turning back to Czechoslovakia, the somewhat dibepproacf’ towards
internationalization of the economy - undoubtedlythwnumber of exceptions
notably at the beginning of the “new era” - allowled economic relations with the
countries in whole Europe without any substantidficdities alongside with it.
Number of agreements signed by the Czech autheuitih the European Union and
other countries improved Czech position in the exge relationg®

At the same time, the very intention of the Czdépublic to join the
European Community (and the European Union) at soomd in the future made it
perhaps easier for foreign firms to place theirestment, capital and financial
resources in general in the country. This argunseimt more detail examined later in
the thesis.

Therefore, in the course of time Czechoslovakid eonsequently the Czech
Republic began to be a normallyunctioning “market” (or, regardless of the varou
collocations it may actually have, even “capitdlistconomy in the European

economic context and in the European economic enrient in general.

% For instance, according to a (very) conservatistitution called World Heritage Foundation theeign trade
policy of the Czech Republic could be classifiedlineral between 1993 and 2008, much above theafjlob

average;http://www.heritage.org/index/Country/CzechRepublithe same thing is usually suggested in the

OECD country reviews and surveys since the it becam member of this organization
(http://www.oecd.org/publicationanddocuments/0,388533873108 33873293 1 1 1 1 1,00.html
*6 Jandova, 2006, pp. 26

" Apparently, the term “normal” or “normality” coulne perceived in very different manners.
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2. NEOFUNCTIONALISM, PACE OF REAL CONVERGENCE,
AND EU ACCESSION

« Les idées sont des graines de lotus, elles meedt que pour mieux pousser. »
(Fatou Diome)

2.1 NEOFUNCTIONALIST THEORY

There are numerous sources describing and anglyfzenfunctionalist theories
within the international relations framework. Geally, there are several streams of
international relations with common liberal theofgienominator’. These are
essentially federalism, functionalism, neofuncti®sm, transactionalism,
interdependence analysis, and neo-institutionalidametheless they differ in certain
characteristics and they all now basically standifstinguished theorie¥.

The common ground for liberal theories is thatytheee international
institutions as the most crucial determinants efititernational system functioning.

The set of liberal theories is very wide-rangedluding those concerned namely

*8 It should be noted theeofunctionalismexists also in sociology, referring primarily teetwork of Talcott
Parsons and others. This theory, however, doebav@ much in common with the theory of neofunctiizsna
in international relations. Nevertheless, somehefdspects stressed by the two do, to a certagmiexgenerally

overlap.
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with the functioning of states and their interactip to those focusing on
preferences?

In a broader context, they also contribute to ibtpband peace-building
situations as they bring about the indispensablep@ation and coordination
amongst states and other - non-state - interndtretetions actors. Moravcsik notes
that they usually(...) include explanations stressing the causal im@ace of state-
society relations as shaped by domestic institstifor example, the “democratic
peace”), by economic interdependence (for examaidpgenous tariff theory), and
by ideas about national, political, and socioecommublic goods provision (for
example, theories about the relationship betweeionalism and conflict).®

However, it should be underlined that the coopemahighlighted as the
outcome of most liberal theories is not due to ‘angral” standards of live, nor is it
an act of “kindness” or a nice altruistic behavidonwards others. The cooperation
occurs purely because it is found generally bera@fiin a more pragmatic
understanding of the expressiyrfor all the parties involved in it. From thisbéral
theories are not based normatively, but rather lawery positive naturé?

Similarly, the increasing need cooperation geherises from the increased
interdependence and vice versa. Thus, it is beaprtona certain extent a self-
sustaining system, in which one aspect fosters kaeghs the other. Such virtuous
cycle leads to the foundation of formerly - i.efdve the interdependence has taken

its place - unknown formal and informal institutothrough which the states

%9 Such as Moravcsik, Alaking Preference Seriousl{997.
0 Moravcsik, 1997, pp. 514

¢l Regardless of the fact whether the benefits cbaldalculated or not.
®2 This is basically that they do not state whattibst solutionshould bebut only state what actually, existor
how it normally functions/behaves. The positiveunatof liberal theories has been viewed as contsiseand

liberdl scholars were often accused of being unaidglistic.
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cooperate even in more comprehensive ways in @aodéeal with the problems they
have started to face in recent years.

Such problems are not, for the most part, to lat deth by the means used
without the institutions themselv&$This leads to a creation of formerly unknown
international institutions; for states have to cerape even in more official way in
order to tackle problems they are facing nowadays.

In a broad sense, the liberals consider the iatemmal institutions as
important, but on the other hand, their role in dtates” behaviour is rather
complementary, and not of the decisive nature. dbee, they tend to regulate their
international comportments in a more cooperativg.wa

Even though the substance of their behaviour dabrodefinitely changed
from the bottom, it might be subject to modificaiso Hence, the liberal theorists of
international relations do not agree neither wita tealists, and consequently with
all the realist streams, nor do they agree withcthvestructivists.

The constructivists think states” behaviour cdmtdchanged in its substance
simply by institutions” creation and functioninghéir theory is thus compared to
liberalists - simply put - more or less extend&d.

One of the most linked streams to the very nedfonalist theory within the
international theoretic framework is commercialeliélism. It happens these two
theories are sometimes mixed or even regardedeaertd theory of two branches,
but this is not true at all. Obviously, the twodhes are the liberal ones, which make

them resemble in an extent.

%3 Rittberger, Zangl, 2006, pp. 17-18
® Rittberger, Zangl, 2006, pp. 20

% See, for instance, Simmons, Martin, 2002, pp. 195.
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But their main differences rest in their usage:ilevitommercial liberalists
strive to explain the pattern of international tielas in general, the neofunctionalists
do it in particular with the motives of the statagegration efforts.

From this reason, the commercial liberals havéndely a lot to say when it
comes to the European integration and the motimestates” cooperation, but at the
same time have much less to say about the integrgtrocesses and their
implications on the concerned states as such.

Notwithstanding it is still considered to be a fummtionalist liberal theory as
for instance Moravcsik argues tHat the commercial liberal argument is broadly
functionalist: Changes in the structure of the detiteand global economy alter the
costs and benefits of transnational economic exgbarcreating pressure on
domestic governments to facilitate or block suchharges through appropriate
foreign economic and security policie§*

Nonetheless, commercial liberalism should notdgarded as only “different
type of neofunctionalism”. One can see severalorafor this:

First, commercial liberals argue the private congsn(multinational
corporations included) and commerce in generattaenost important and decisive
variable shaping states” behaviour vis-a-vis osteges.

Second, although the institutions play an importate by nature, they have
most often very informal characteristics.

Further, it must be pointed out the neofunctistatheory is much more
realistic concerning the behaviour of individuakats. In commercial liberalism, as
it is commonly perceived nowadays, the agents alkent as primitives maximizing

their individual total utility’, independent on any kind of binding preferences, a

% Moravcsik, 1997, pp. 112
®" Regardless of the impossibility of the clear diéfin of the term itself.
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trying to consume under the mostly favourable ciistances, not having to face any
uncertainty.

This essentially means all the possible outconfeluman behaviour will
occur, but it only depends on the decision-makimgc@ss. Such a simplistic
argument is by no means present in the neofundisbrideory as it strives to
describe not only the outcome, but also the prooessomewhat more realistic
assumptions.

All-in-all, neofunctionalism is a regional integian theory, based namely by
Ernst B. Haas, who was a famous American politsciéntist. The theory itself has
been already used many times, but is especialffe@lto the European integration
process and was used by Jean Monet when he arguadaur of the integration
itself. The theory suggests integration of soméosepills over to the integration of
other sectors as a result of the integration a&.sMore interestingly, integration
progresses and accelerates with the integratioariain aspects.

Integration process is pursued in hope it willdiga further integration and
harmonization elsewhere. Unlike formerly definedreains of integration,
neofunctionalism was non-normative and tried tacdbe and explain the process of
regional integration based - among other things empirical data.

Integration was seen as something which must agsean inevitable process,
rather than something as “desirable” state of edffthat could be introduced by the
political or technocratic elites of the “involvedi.e. finally “member”) states’
societies.

Such a straightforward approach ended up to ballyfinrather way too
“straightforward”. The principal reason for this svéhat it has essentially understood
that regional integration is only feasible as atremental process, but in case any
setbacks in the integration process were to odcsiiarted to be less satisfying.
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This should not be regarded as such a huge probigen its theoretical
background and namely its effort to explain thegnation process in general.

Neofunctionalists basically argue that the mogiartant determining variable
in the integration processes is in formsofpranational institutionsThe theory has
been several times called “Eurocentric”, namelyoatinig to its alleged incapacity to
describe integration (or the nature of internatisatations) elsewher® However, it
tried to understand how intensive should be thered integration in real terms.

One of the main features of neofunctionalism & rtarginalization or at least
decline in national tendencies among the states ghdicipate in the integration
process. Instead the countries - at least to ainemeasure - deliberately delegate
their powers and their authority to a supranatianstitution that represent their vital
interest®® Needleless to add such a “deliberate delegatiakég form of certain
“obsecration”, striving to play down nations” edaasid particular interests. Hence,
according to most neofunctionalists, solely intéoral organization could
overcome individual interests divergences.

Rather, and it is again worth noting that therean®ther common “piece of
ground” with commercial liberals, the interest grswithin the states lead the state
and the society intuitively closer to the real gregion. The whole process is thus

much more natural than it is actually in other tie

% However, reasons for such an argument have not deined in much detail, nor the theory itself veghto
line up itself into those that aim to explain eixigtreality only in a limited geopolitical sense.

% This is what, for instance, Haas argues in hid w&wn work on the integration motives call@te Uniting
of Europe Nonetheless, Haas became sceptical after thelfrstarted to pursue their policy of so called “gmp
chair” and he said - allegedly - that neofunctiesral is dead. Nowadays the neofunctionalists do eagjne
theory is meant notably for explaining processraégration in its way forward, and not backwardsjol

makes the theory more vulnerable towards criticism.
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In a simple descriptive analysis, we can esséytiistinguish three main
principles (listed below) the neofunctionalism etually built on. These are - at the
same - time the three methods upon which neofumalisis analyze integration

processes in general.

1) Firstly, there is the very well knowspill-over effectshypothesis, stating the
positive effects of integration in one sector léadhe integration of other sectors.
This should, as a result and according to neofanatists, lead to launch of
integration in other sectors, for they could simpiyng about easier reaping of

benefits in the original sector.

2) Further, as the domestic interest groups ant-smonomic agents find out the
more suitable governing institutions are the sugtianal ones, they redirect their
concentration towards them. Since they begin thzeethe supranational institutions
are better equipped to satisfy their material aifeminterests, they tend to use them
in a more intensive manner than the local.

This ultimately leads to the weakening of the oratstates, because local
governments are no longer perceived as the mosenowones, nor are they
perceived as the most legitimate ones (althouglytiestion of legitimacy is simply

not to be resolved by the interest groups and enanagents).

3) Finally, the sketched “circle” continues in theld of the institutions themselves.
Once they start to be aware of their role of thiegration process, they tend to
sustain it as it brings about the strengtheninghefr positions. Thus, they become

the fierce proponents of the integration process.
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Concerning the above mentioned characteristiessHhimself argues that this
is the way and reasdi...) how and why states cease to be wholly sagarenow
and why they voluntarily mingle, merge and mix wfiteir neighbors so as to lose
the factual attributes of sovereignty while acquirinew techniques for resolving
conflict between themselve®.”

He then adds following:Neo-functionalism stresses the instrumental motive
of actors; it looks for the adaptability of elit@s line with specialization of roles;
neo-functionalism takes self-interest for granted) (and relies] on the primacy of
incremental decision-making over grand desigfis.’Although it could be
sometimes difficult do distinguish between “incremna decision-making” and
“grand designs”, the “step-by-step” approach is hpps quite peculiar to
neofunctionalist theory in general.

Also, as it has already been mentioned, neofunalists are now aware of the
problems with the “implicit determinism”. Since teewas a long debate between
the neofunctionalism and intergovernmentalism alibig issue, neofunctionalist
theory revived in 1980s when it succeeded to inelulg critics by “softening” the
deterministic approach. The renewed approach restethe supranationalism and
the transaction-based approach supported for thet pert by Stone Sweet and
Sandholtz and Alexander.

Even though they admitted the neofunctionalism faéléd to predict future
situation in Europ®, they stated the theory is a very useful one varalyzing the
integration motive$® At the same time the theory has become one oftieries

" Haas, 1970, pp. 610

" Haas, 1970, pp. 627

"2 Being usually unable to explain political clasheithin the community and reluctance of certain gr®o
continue in integration process.

3 This is also one of the objectives of the thesis.
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used most often while analyzing the integratioelitsMoreover, it has not, unlike
others, explicitly denied or invalidated other thes, but has played more or less a
complementary role.

The reassessment of the neofunctionalism has talker several times. One of
the recent conclusions is that the political eldes forced to cooperate more closely
as the economic cooperation intensifies. Therefone can see the mitigation of
disputes and clashes is achieved in somewhat sahatay.

In this sense, Schmitter argues tiNd theory of regional integration has been
as misunderstood, caricatured, pilloried, proverong and rejected as often as neo-
functionalism. Numerous scholars have rejoiced atirgy “overcome” the much-
decried antagonism between it and intergovernmemal presumably by adhering
to some version or another of the latter. So mughttsat with very few exceptions,
virtually no one currently working on European igtation openly admits to being a
neo-functionalist.“*

Hence the theory is still alive and all of the seid has even begun - owing to
the new “wave” of theorizing - to be once againyveap-to-date. Essentially respecting
the criticism there was the new name developedtfothe neo-neo-functionalism -
trying to refer to the fact the neofunctionalisns teeen “modernized” for the “needs”
of reality (although it must be certainly acknowded this might sound somewhat
inappropriate or even “eclectic”).

In another example of the vital debate the necifanalist theory nowadays
participates in, M. Harris points out thd8ased on the past examples of successful
spillover, such as the EEC (1957) and the CAP (),968e could view further steps
such as SEA, EMU and CFSP as additional spillov&iven a flexible

neofunctionalism that recognizes the role of acteithin and outside of institutions

" Schmitter, 2003, pp. 1

42



and the incremental nature of change, ongoing irtegn can be seen as a series of
spillovers, which have occurred in intermittent @tréeaps forward. Applying liberal
intergovernmentalism, actor-centered models or inkeNiel governance is useful for
recognizing the role of individual actors and instions.“>

Apparently, the author does not suggest any fpewature of the mentioned
spill-over effects. Whether they are due to the ran@tionalist approach or
intergovernmentalist approach is, however, to gdaxtent irrelevant.

One of the most convincing arguments in this paparhaps thatWhen trying
to assess the likelihood for future deepening dfterrecent expansive widening of the
EU, Haas’ recognition of the need for compromiseesgi multiple state interests and
the more newer variants’ emphasis on bargains, yoid and exogenous factors all
are important.“°

After all, she then makes the distinction betwe®an now and then situation,
having to regard them in a very different manneastipularly because of the
Economic and Monetary Union existence. Following logic she states thafhe
present case differs from past expansions and mentalism in that a significant
amount of integration has occurred immediately uplo@ accession of the Eastern
countries (ERM 1l participation and fixed exchangates, participation in the
common market - except for limitations on humaffitraand full participation in EU
institutions) and the next stages will encompagh batching-up with the rest (EMU)
and joint-integration into new areas, such as thAJand CFSP pillars of TEU and
an EU constitution.*’

The catching-up process is actually one of thetroagial in view of member

states since they tend to see the EU accessiam@sgpartunity to attain high GDP per

S Harris, 2004, pp. 21
® Harris, 2004, pp. 22

7 | bid
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capita’® Therefore the motives supplied to the generaliptibl favour of whatever
regional grouping accession are sometimes mingl#dsuch logic and contained this
kind of arguments.

From this reason, neofunctionalism essentiallyi@es the deeper integration
of member states in the community eventually ledds higher “level of
convergence”? Hence she then concludes as follows:multi-tiered EU is probably
already a reality, but with the ostensible goalfaf membership for the willing and
able. If this is true, the newest member statesildhattain the existing level of depth
enjoyed by older members as an automatic extergitimeir membership - after they
have met certain requirements. Whether and how thi#ymove ahead to deeper
areas of integration is the challenge for theoryldfJ proponents®

Harris also stresses, as many scholars did alrehay intergovermentalist
approach remained to be relevdfithe road to further integration may also reach a
few “integrative plateaus”, which does not meanllsper has ceased. In any case, it
is clear that further integration will occur in inemental stages subject to
negotiations and the multi-level interactions of tengovernmentalist and
supranationalist institutions and actors>*

Thedeepeningrersuswideningof the European integration will no doubt stay
the matter of discussion for many years to comel (@t only with respect to the

planned enlargement of the Community), but alsgbkirbecause every community is

"8 Clearly, the predictions made on GDP per capitzeli@ment respect changed demographic structurgedau
by the enlargement in 2004 as well as in 2007. i§hee is taken up more in detail for instance innkler,
2004.

" In other words, the deeper the integration prooéssarticular country, the closer it gets to the development
typical in the respective community.

8 Harris, 2004, pp. 22

® |bid
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driven to a certain “self-reflection”, i.e. it needo feed back on how it is actually
evolving.

Actually, neofunctionalist theory might play heaevery central role, as it
basically provides us with feasible explanations idnat might be happening in
Europe in case of e.g. Turkey joins the Union. Tmecess behind integrating
newcomers into the Community is one of primary dgel of interest for
neofunctionalist§?

However, one can rightly argue that having a thesith mixed empirical
evidence, basically unable to predict what woulggd®n in an opposite situation (i.e.
in case integration process ceased), could betlsligomplicated. There are two

principal reasons for this:

Firstly, every theory is normally evaluated, among othangdy by its predictive

capabilities.

Secondly,there may be various driving forces behind theegrdtion and those
focused on, explained and put forth by neofuncliemaare just some part of this

set.

Nevertheless, this does not invalidate the thaoii{s totality - one just has to
be aware of the complexity of social phenomena thefinitely exists. Such
complexity makes it more difficult for simplistib@ories as they do not take into
account and/or marginalize other driving forceg, o the other hand, it gives way
for theories that do not have ambitions to desaibeocial process they would want

to.

82 And for constructivists, whose paradigm seemsjta8y fit well.
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Apparently, as the neofunctionalist theory refpranarily to the spill-over
effects, cross-border cooperation and economicvaiidins in an integration process,
it does not necessarily mean it attempts to nailrdall variables.

It was particularly applied to the widening of tBaropean Community in the
early stages of its existence, i.e. the progrestenfram the European Coal and Steel
Community to the European Economic Community, alsd ¢he passage from the
Community to the European Union. In other wordstérted to be concerned more
with the deepeninghan onlywidening as it has been demonstrated earlier in the
thesis.

Thus, it shall be assumed - in line with the tlyeotthe integration process
should have accelerated after the accession oC#eeh Republic and nine other
mostly East European countries to the European rUnithe most important
reasoning behind this is obviously an effort tcateerelevant hypothesis based on the
relevant presumptions.

The same opinion is defended, among other pdliicalysts, by Ozen, for
instance. He generally stresses thHateo-functionalism is an international
integration theory based on the initiative of Eueap integration movement and
especially on the transition from the European Caradl Steel Community (ECSC) to
European Economic Community (EECY".

The same kind of argument has been used severas thefore. And it is also
the empirical evidence often raised by the proptmehneofunctionalism in general.
However, such a situation does not exist anymoreéhasroom for cooperation
extended considerably since then.

In complete accordance with this reasoning, thec8ZRepublic started with

adopting communitarian legislation as it was appnea the accession. Once

8 Ozen, 1998, pp. 11
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fulfilled, initial requirements proved to be nottiséactory and the process has
basically continued by other means.

The more and more rules were adopted by the Cirestitutions, the easier
access to European market granted for Czech gaoatseavices. As it will be shown
later on, the integration has not ceased in thkl fof legislation and common
administrative procedures, but it has gone mudhéar

Such arguments are further stressed by O%€he movement which was
initiated with the European Coal and Steel Commundwards an integrated
Europe is not merely a simple international intdgya approach but also an
international development whose limits go beyordiaasic type of an international
organization. The most important factor distingumgh this approach from other
integration efforts is the consideration of poltiadntegration as the main objective
at the final stage *

From all the above it might seem evident the nectionalism is not a
theoretic stream that has been abandoned or evercorne. Nowadays, we are
principally witnessing an ongoing debate betweenofurgctionalists and
integovernmentalists.

Nevertheless, the two theoretical approaches fiaxe much in common and
the differences between them are in fact arisimgnfimethodological issues. The
apparent efforts to merge these two streams prighg arguments marginalizing
their theoretical distance.

The Czech Republic has come a long way from tHee¥eevolution to the EU
accession. Its position at the point of joining tenmunity was definitely much
different than the position of the founding couedti The main reason - from the

neofunctionalist perspective - is no doubt the llegé “development” of the

8 Ozen, 1998, pp. 11
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community alone: to some extent harmonized legmsiatcommon agricultural
policy, certain internal security, solidarity & sifiarity principle, and even EMU
existed already. In this context, the country hasnmitted to stick to these
principles, essentially hoping for the easier pathwo reach them.

At present the Czech Republic is firmly anchorethiw the EU: It has adopted
vast majority of principles upon which the Commuyrfiinctions, it participates in
the daily decision-making process (regularly segdis representatives in most of
the working groups as well as diverse formationsEdf institutions), having
intention to join the ERM Il system once it is pibés, and consequently, to join the
Eurozone, as it pledged itself that it would d i such point in the futufa.

As it now acts in line with purely functional rola.e. economic role - of the
community it meets perfectly neofunctionalist asptions. The intensity of Czech
integration is still to be measured through ecomovariables and the more common
ground for cooperation facilitates such relationshwnost European countries in
general, having their economic importance for tazech Republic recently increased
several fold. However, the following pages are datdid also to the distinction
between this importance before the accession dadiaf

To sum up, neofunctionalism would mean 8pll-over effects create new
needs and tensions that lead to a joint actionvbisee. From this, we can distinguish
between several kinds of them: functional oneswtheen integration in one sector of
economy eventuates in integration of other sectdrseconomy; technical one,
leading to the harmonization of standards; andllfinaolitical one, which by and
large depends on the latter two, and whose tygdeaiure includes corporations,

trade unions, and other organizations lobbyingaraji executive instead of national

% Regardless of the fact how difficult would it haween to attain an “opt-out”.
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governments once certain competences are shifisdditection® All mentioned
characteristics are typical for the contemporaryegration processes, either

explicitly, or implicitly.

2.2 CZECH REAL ECONOMIC CONVERGENCE
IN LIGHT OF THE NEOFUNCTIONALIST THEORY FRAMEWORK

The Czech Republic is said to be “converging”’he more - in the economic
sense - developed countries. Despite the fact gesures of development could be
very diverse and even heterogen&quthe most often used measure is the GDP per
capita, which is also the most often used econona@asures in general.

With the perspective of joining the European Un@md the final accession is
commonly agreed that the benchmark for the converyés the average per capita
GDP*in the in the Community.

The convergence is normally divided to the reavengence, i.e. within which
the real variables are followed, and the nomina, . when the nominal variables,
such as monetary ones, are closely followed.

The almost magical word “convergence” might seemrase®, as there are

still so called “convergence criteria” that havesioally double form (at least when it

% Similar classification is to be found in Rosamo2@Q0.

87 Simply because a country which is developed infiié does not have to necessarily be developeattiar
areas.

8 In calculation of which the so call@lrchasing Power Parityor thePurchasing Power Standarasethod is
normally used.

8|t may also be sometimes “misused”.
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comes to the European Union functioning): the cogeece criteria the states are
obliged to fulfill if they want to join the Unionnal the convergence criteria that must
be met in order to join the European Monetary Un@rto participate in the ERM I
respectively’’

Thus, it seems that everyone still must conveayeesvhere and that a certain
extent of convergence is therefore almost inevit&biThe real convergence of the
Czech Republic is seemingly happening as it isentiffom the economic data.

If we took the GDP per capita in real terms in Eveopean Union from 2004
and compare its development with the developmerthefGDP per capita in the
Czech Republic for the same period, we can distielgt see the difference in their
dynamics: while the Czech GDP has grown relativiglgt, the output of the
European Union as a whole has not actually groanfest?

In general, there is no so much controversy alibeatconvergence itself.
However, one should be always concerned with itsepdor this is the most
important aspect bearing the necessary prediceiles.

As Ozen points outThis integration movement, starting with strategiectors
of the economy, would spread to other sectors ds Wais is referred to as the

“spill-over effect” of integration by the neo-funohalists. Such a supranational

% However, the thesis is not going to be concernétl such criteria namely due to their nature aruk laf

relevancy.

1 Even if the countries did not fulfill the conditis for real convergence, they simply “have to cogee
naturally and it is - on top of it - usually adei$ by the European Commission to do so in the freorie of the

so called Convergence Programmes. These prograsmaessrictly for EU members having not yet adoptes
single currency; countries that take part of thelERte assessed in Stability Programmes. And ieisetplly

assumed the countries unable to converge shoust ds soon as possible.

2t is dealt with this matter in more detail latertthe thesis.
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integration covering all sectors of the economy lMoenable nations to establish
their political ties at a supranational level instbof a national one™®

From the point of view of political process it seerelevant to note that has
always been advocated by neo-functionalists thasuacessfully progressing
economic integration would bring along its own podl integration. Hence, they
have suggested that starting with economic integnaib achieve the political one is
a profound method®

The convergence of the Czech economy is taken lganith the relation to
Germany. The European Union as a whole is a cevnchmark for the economy to
converge to. Hence, the most crucial in this casi idetermine whether there has
been recently any significant convergence to thellattained by German economy
from the part of the Czech Republic or Adt.

There have been many clashes concerning the gene pattern. According
to neofunctionalist hypotheses, the real convergestwuld occur quite naturally
once the respective countries engage in cooperaliom problem, however, rests in
the nature of economic growth which playing the kalg in the determination of the
convergence pattern.

One of the most striking moments was the increpdiergence in output per
capita in the course of the ®@entury. This was caused namely by the divergent
growth rates among different states, generally reg¢pd into “northern” and
“southern”, essentially referring to world hemispébe Hence, the inequalities
existing even in 19 century were aggravated, but the process itseif ngore

complicated in principal.

% Ozen, 1998, pp. 11
% Ozen, 1998, pp. 11

% In this case | am only concerned with the proagssonvergence, and not with the final outcomenesiit

could last very long until Czech Republic reachesdame level of GDP per capita as Germany.
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Such empirical observation contradicts to the ®ajwowth model prediction
stating that economies finally end up in a so dabé&eady statein which the
increased capital is exactly offset by the equipnoémew workers as well as by the
capital depreciation.

Indeed, the empirical evidence does seeminglyraditt a key prediction of
this standard growth theory: countries with relalyvlow per capita income should
catch-up with richer oné®.

Since capital is normally regarded as relativetaree in less developed
countrie’, it should have generally higher returns and puipk/, such countries
should catch up the rich ones, in which capital dnatsrelatively lower returns. This
whole process should end up by equalizing inconerscapita in the respective
countries in the steady state, unless they havdifietent savings rate’s.

However, such generalization does not take intoaat some kind of inherent
endogeneity of capital, which could be namely obsgérwhen considerable
investment into human and physical capital occur.

The convergence pattern for the Czech Republic meagplit into two different

ways:

In the first place real economic convergence is normally perceivedorm of

cyclical convergence, referring to the synchronaradf business cycles in particular

% hitp://www.ech.int/press/key/date/2007/html/sp0 7100 en.htm!

" Relatively means there is lower share of capite$tock of labour.

% Which is normally not assumed to be the casetHferconcerned economies are supposed to attagathe
level of savings rates. If they do not attain tlaene levels of saving rates - which is naturally mueore

realistic - than we analyze so calleghditional convergence
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economic areas/regions. The cyclical convergentleeisnost important in terms of

economic determinatioft.

In the second plageone should be dealing with closing the income gajsting
between Germany and the Czech Republic. Such awvgapvery considerable in
1993 when Gross domestic product per capita reatiRgd0 USD in Germany and
7,200 USD in the Czech Republf From this, the Czech output per capita was
42% of the one in Germany. However, | assume thsiral) of income gap in two
analyzed periods - i.e. 1993-2003 and 2004-200&uld have been simultaneous,
given the initial conditions of the concerned ecoies as well as the

“neofunctionalist’spill-over effects.

The second type of real economic convergence caddainly be a
complementary to the first one, but only under gmeconditions. Therefore, | shall
treat them as separate processes, which are bdib &ssessed in more detail and
then merged together. The key problem here isabiantries that are coming closer
together in terms of income per head do not hacessarily reveal the same pattern
of business cycle behaviour.

Such statement holds particularly for countries @ not much linked by
their bilateral trade and financial relations, bdd record significant income
inequalities. Examples from international econohigtory are abundant*

In case of the 10 “newcomers”, i.e. the countriadipipating in the largest EU

enlargement in its history, economists normally k tahbout “conditional

% Matkowski, Prochniak, 2004, pp. 21-25
100 Both variables are calculated on the PPP basis;
OECD: http://puck.sourceoecd.org/vl=1047790/cl=11/nw=4whome.htm

101 Krugman, Obstfeld (2004) deal with this issuerinimpressive detail.
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convergence®® The same type of convergence exists in the casgeahany and

the Czech Republic as the savings rate somewlat difthe two countries.

Common framework given by tleequis communautairgtands for a structural
factor in the convergence process. This set ofcjpies, whose existence is broadly
in line with the neofunctionalist predictions, shbuhave allowed for faster
convergence process in both ways.

The most important reason is that the structurglistichent is absolutely
indispensable in order to make the economies fonabn similar principles. The
acquisthen resembles common legal framework on the matiate basi&>

In case of the Czech Republic, the structural aofjest is seen as one of the
central factors®* Another important factor is the increaseatal factor productivity
Since the post communist countries suffered from pinoductivity deficiencies,
capital accumulation was not properly transformetb ieconomic growth. With
higher level of commercial ties to more developedntries in the community even
before the 2004 enlargement, the TFP was foundctease.

In principal, total factor productivityin the Czech Republic has grown
relatively fast before accession. This shifted @zeatput closer to the average of the
EU. At the same time, several questions about teng-sustainability of this growth
have been raised. It started to be evident that aitcomplished transition other

sources of growth should be utilized, capital acglation among them.

192 For more about conditional convergence in theexdrif the EU see e.g. Burda, Wyplosz,
193 Needle less to mention regions within single statsually resemble more than across states, thexaghin
the EU exist several exceptions, such as Italyodarii.

104 And it is accentuated iAnalyza stup#islaccnosti Ceské republiky s Eurozéna2008.
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Generally, other driving forces behind the convaogeprocess in the trade and
capital flows framework are usually distinguisheéeichnology transfer, migration,
higher level of competition, and economies of s¢&le

However it must be noted this kind of convergencecess might lead to
income divergences (Romer, 1986; Krugman, 1991is ¢buld be generally caused
by brain drain R&D activities. Since the evidengeincome convergence is rather
mixed, often depending on the type of countries #ra analyzed, the room for
discussion still remains large.

The following analysis deals with the Czech-Germalations without and
within theacquisframework. It was generally discovered the Eur@zdavelopment
is to a high level correlated with the German 8fi¢srom this reason, if the Czech
economy is found to be increasingly synchronizethv@ermany, it must be then

also synchronized with the EMU.

195 Matkowski, Préchniak, 2004, pp. 6
1% Opviously, for the purposes of measurement, owe tmexclude Germany from the Eurozone, as it @uiso

for approximately 24% of its total output; Darv&zapary, 2004, pp. 17.

55



3. CZECH-GERMAN ECONOMIC RELATIONS
BETWEEN 1993 AND 2008

“The strongest arguments prove nothing so longhesdonclusions are not verified
by experience. Experimental science is the queesciehces and the goal of all
speculation.” (Roger Bacon)

3.1 INTENSITY OF TRADE RELATIONS

Beginning from 1993 the Czech Republic and Gernteawe started a new era
of their economic relations. These have been fatéll by several factors: First, the
Czech Republic accomplished its first phase ofdi@mation - no doubt with many
problems to be tackled still ahead of it - and Ime@anctioning as a more or less
standard market (capitalist/mixed) economy.

Germany after its reunification succeeded to sona¢vequalize the east and
west differences thanks to financial transfers aina¢ manufacturing, but again,
certain problems have remained. Amidst them, siratunemployment and lack in
productivity compared to western part as well angared to the EC average have
been the utmost.

From this reason, Germany too could be separatedwo geographical parts,
presupposing their different development. But ikidefinitely not an intention as the

analysis should be kept simple and explanatory.

56



For the Czech-German economic ties two periodsasically distinguished:
1993-2003 and 2004-2088 The first one is a period within which, takingagterly
data, 44 observations are to be made. The secacowever, comprises solely 24
observations. Apparently, there is certain methagiohl problem in that the EU
enlargement took placstricto senspuon May 1, 2004. However, being guided by
explanatory value of the analysis, the accessidakien to be in fact accomplished
by January 1, 20042

Further, for the purpose of all analysis, thedaihg economic indicators and

data are used:

i) Trade volumes with goods;
i) Foreign direct investment flows and stocks;
iii) Industrial productiort®® for both countries over the observed period;

iv) Real output development for both countries dkierobserved period.

While trade volumes in goods and services anddordirect investment are
taken as variables that should have accentuatedodtiee Czech economy getting
closer to the German one because of individual yotoin sectors” skidding, real
output and industrial production are essentialarded as being an outcome of the

economic ties increased intensity.

197 Although data from 2009 are already availableoinrf of estimates, the thesis does not include timéanthe
analysis due to the economic and financial crigidp absolutely unrelated to the EU 2004 enlargeémen
Therefore the analysis would have been somewhatsgelsince the effect of the crisis is not eagdjast for.

198 A5 it is demonstrated later, the simplification t® some extent - appropriate.

199 gych indicator is usually considered in the ira¢ional economic literature as industrial productand
manufacturers stand for relatively high shareshalilateral trade. The reasons why this is so Ishiee found
e.g. in Krugman, Obstfeld, 2006.
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As it has been proven several times (Hampl Iik@va, 2007, Matkowski,
Préchniak, 2004, etc.), foreign direct investméiidl), either so calledreen-fieldor
brown-field*° often contribute to higher trade intensity. Thislgem is tackled later
on in the thesis as it is inherently linked to talal trade relations and their typical
behaviour.

Steady increase of trade volumes over 1993 to p@d®d could be observed.
Labour specialization and needs for larger vargtgroduction paved way to higher
trade intensity. Financial and economic crisiststgrbasically in the last quarter of
2008 ceased the whole process as trade volumesheiply in the global scale,
Europe included.

Before a model is developed, the reliability of thata should be checked for.
In this sense what regards the economic performdatz statistical offices of both
countries are the primary sourte.In the case of bilateral commercial relations, the
central banks are used, but as it has been fouretaddimes, there could be found
number of discrepancies not taking into accounthoekblogical differences used in
the two economies.

Why should one assume somewhat higher interdepeedeetween these two
countries than elsewhere? Beginning from 1993, gihare of trade volume was
increasing over the first few years, reaching @akpin 2007, when the trade turnover

attained approximately 37% (40% of exports and digp82% of imports), having

110 Brownfield investmentormally refer to a situation when a private compar even government purchases or
leases existing production facility in order torstiés own production with itGreenfield investmeriasically
refers to a situation when a company builds upoitsr production facility. Both types of investmentea
normally used in the context of foreign direct istraent and not used when talking about domestiesitmvent
activities in order to prevent possible mismatches.

1 These are the Czech statistical offiéS(J) and the German statistical office (Deutschesd@gamt).

58



stabilized at about 30 % by 208%.The situation is demonstrated by the following
graph.

Graph no. 4: Turnover of the bilateral trade compeat to total trade
turnover of the Czech Republic

(annually; shares in %)
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Data source: Czech Statistical Offi€eS{J) and German Statistical Office (Bundesamt)

112 czech statistical officehttp://www.czso.cz

59




While the share in percentage remained more orrédagvely stable, the volume in
absolute values was steadily increasing by theageenf approximately 16% per
year’3

Similarly it should be noted Germany remainedrtiast important destination
for the Czech trad&’ the Czech Republic represented on averade ta215"
position, when the most important trading partrseby and large France, USA and
the United Kingdom, followed by the Netherlandslyitand Belgium. Interestingly
enough, given number of similarities the two cowstractually share together,
Austria has placed in"o g".1*°

Quod notathe trade balance between the two countries bedilad “in
favour” of the Czech Republic in 1998 and remaipeditive until nowadays:®
Exceptionality of this situation is underlined byetfact that German trade balance
with most other countries has always been posiivech put Germany into a
position of the net exportét’

Following graph clearly demonstrates the develognuérthe bilateral trade
relations between 1995 and 2008.

113 czech National Bankttp://www.cnb.cz

114 Being followed by Slovakia, Austria, Italy and Rc&, however, with quite a significant distancesvieen
them and Germany; Czech statistical offi€&{)); http://www.czso.cz

15 German statistical office (Deutsches Bundesanti)s://www.destatis.de

116 czech National Bankjttp://www.cnb.cz However, one must still bear in mind trade bagaiscnot exactly

the same indicator as the goods and services lealaecthe respective balance within the currenbant, even
if in the case of Germany and the Czech Repubdyg tho overlap to a very large extent.

17 German statistical office (Deutsches Bundesahtiys://www.destatis.de
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Graph no. 5: Czech export activity to Germany frdf93 to 2008

(annually; current prices; in CZK bil)
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Data source: Czech National Batk®\B) and German Statistical Office (Bundesamt)

The data used are the yearly data, indicating repgig no significant change
in the trend line. However, one could find certacteleration after 2004, which is
clear from the presented numbers. This acceler&biok place namely just after the
EU accession in form of a certain “jump phenomenaifbwing to stabilize trade

activity on higher levels on both sides.
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Also, linear trend of the export activity is qugatisfactory. If other trend lines
used, the Ris much lower than in this case (“power trendtdsbe the second best
trend-line)*'®

The following graph demonstrates an analogousatsita putting together
exports and imports. Linear trend lines are usedrer to demonstrate their

approximate (average) behaviour.

Graph no. 6: Trade volumes between Germany and@zech Republic
from 1993 to 2008 compared with German imports

(annually; current prices; in CZK bil)
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Data source: Czech National Bak\B) and German Statistical Office (Bundesamt)

118 Based on calculations made wigietl Econometric Software
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Again, a very similar situation could be observedthe one before. The
foundation from data is not that easy to identiffiile between 1993 and 2003 the
trade volume was increasing by the average of 1684/@ar, from 2004 to 2008 it
was already 17%"° Moreover, according to this statistics, trade wadu(in nominal
prices) increased by almost 90% over the perioth fi®97 till 2001, slowed down
afterwards and accelerated again after 2004: theme increased by almost 50%
between 2003 and 2006%’.

The consequent fall in both exports and import20A8 could be ascribed not
only to the commencing economic crisis, but alstheoCzech currency appreciation
in relation to Euro. The volumes denominated indSwslightly increased, although
some of the dynamics got |d$t!??

This does not, however, represent any statisyicafinificant differentiation,
particularly when taking into account very shoméi series. Any conclusions based
on this analysis would therefore be unsubstantiatetito a very significant manner

statistically irrelevant.

119 Czech statistical office(SU); http://www.czso.cz
120 particularly, in the trade soared comparing 200® 2004 by incredible 22%; Czech statistical offi¢SU);

http://www.czso.cz
121 czech National Bank((\B); http://www.cnb.cz

122 As a pretty good illustration of how important aeychange rate development may actually be, onkl cou
find out the incidence of Euro and CZK denominaswitched in the course of the financial and ecaoanrisis
in 2008 and 2009: while trade volumes denominateliluros increased in 2008 and those denominat€d i
somewhat decreased, in 2008 they fell by approxiimai.5 p.p. more than those denominated in the .CZK
Apparently, short-run exchange rates fluctuatioas exert temporary detrimental effects regardidsthe

longer-term development.
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Apparently, GDP in current prices grew at sigmfidy slower pace than the
bilateral trade. Perhaps, as it is normally theeca many similar trade patterns
elsewhere, certain saturation of the bilateraleéraolumes took place. Such a thing is
quite usual; given the needs being “satisfied” tigto the foreign trade are normally
somewhat limited, large part of the output is keptform of the domestic

absorptiont?®

Graph no. 7: Shares of Czech exports on GDP c.pd ahare of total
trade turnover with Germany on GDP c.p.

(annually; in %)

45
35
30 +
25 —o— export/GDP
20 &v&m —B— turnover/GDP
o —r T /
10 +
5
O T T T T T T T T T T T T T T T

N < O O I~ 0 O O 4 N OO < 1O O N~

O O O O O O O O O O O O O o o o

D O O O OO O O O O O O O O o o o

I d A d +d —+H < AN AN N N N N N N N

year

Data source: Czech Statistical Offi¢éSU) and German Statistical Office (Bundesamt)

123 Similar arguments could be found for instance indénan, Obstfeld, 2004.
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Following table complements the information. Appdle while exports
soared to 943% compared with 1992, GDP in curréneg “only” to approximately
359%.

Table no. 2: Czech export growth to Germany index GDP growth index
(baseline period: 1992)

year X (t+n)/t | GDP (t+n)/t
1992 1.00 1,00
1993 1.52 0.99
1994 1.95 1.15
1995 2.61 1.43
1996 2.72 1.64
1997 3.18 1.76
1998 3.98 1.94
1999 4.74 2.02
2000 5.64 2.13
2001 6.02 2.29
2002 5.68 2.40
2003 6.31 2.51
2004 7.75 2.74
2005 7.82 2.90
2006 8.52 3.13
2007 9.48 3.44
2008 9.43 3.59

Data source: Czech Statistical OfficeSU)

However, due to the starting economic crisis i©&0the volume dropped

substantially in 2008** The very similar pattern of trade could be obsericr the

124 Czech statistical officelSU); http://www.czso.cz
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Czech Republic in relation to the EU15. For ins&ricom 1993 to 2004 the share in
percentage of EU15 countries on Czech trade volintesased by 15 p°

What regards the typical structure of the bildtérade, it stayed quite stable
over the whole period. Most important shares comityodtructure$® have
automotive products such as cars and automotiveclgar (on both sides of the
balance); share of machinery is also very relevavith automotive products
equaling to almost 50%), manufactured goods playimaportant role as well
(approximately 21%), and final consumption accotdatsbout 10942’

At the same time, the structure of Czech impadmfGermany and exports to
Germany is in fact very similar. The main notioattshould be gained from this is
the intra-industry trade plays a very importaneroére.

Such a thing often happens when the FDI secusggnéficant part of exports
by re-exporting. This is typical for German FDI the Czech Republic, namely
because they produce substantial amount of theakbedcsemi-production, being
included in SITC 7 (i.e. machinery and automotiaetigles)**®

From this perspective, there is not any substadifference with what can be
observed in the overall Czech trade structure.

All in all, structure of the bilateral trade we#flects the development of the
overall structure of the Czech foreign trade. Tgoes very much hand-in-hand with

what we have been witnessing several years bef@siace the very EU accession,

125 Jandova, 2006, pp. 14-22
126 Based on the generally renowned Standard IntemmsitiTrade Classification (SITC); being normalleddy
the Eurostat as well as most statistical officethenEuropean Union.

127 Czech statistical office(SU); http://www.czso.cz

128 Similar conclusions can be found, for instancethia Czech National Bank business cycle synchrtiniza

analysis from 2006.
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i.e. increasing volume of trade volume, with - tbe whole EU - even increasing
relative share.

Similarly, not only the Czech trade behaves iesembling manner with these
two entities, but it also shows analogous tenden@me of the most striking trends
is a certain shift from relatively low value-addprbducts to the products with a
higher one. On the other hand, however, typicdlufeaof the Czech-German pattern
is the trade with semi production, which goes glighagainst the mentioned
tendency:?°

Moreover, most of the production that is either aaxgd or imported takes
form of investment and manufactured goods, andivelaninority is intended for
final private consumption (approximately 16% oves selected period).

From this reason, one could regard internatioaleras an essential source for
economic growth of the Czech Republic, despiténisact is difficult to calculate in
some more precise manner.

Having covered the trade issues, one could condiydsating that the degree
of openness of the Czech economy has been rispidlyaover the period. This
holds true in general, but it also holds true intipalar when talking solely about
relations with Germany. By the end of 2008 the ¢ouplaced among the most
open EU Member States. Also, alongside with thivetgment, the trade
contributed positively to the economic growth.

Moreover, the growing external openness towardsrotbuntries, especially
Germany, did not give any rise to macroeconomicaliatices as we could witnessed
in other small open economies (such as Lithuarasyi&, Estonia, and perhaps most

importantly Hungary).

129 Czech statistical office(SU); http://www.czso.cz
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One of the particularly striking facts is that véhthe current account remained
in deficit most of the time (although at a verydnteable level), the trade balance
with Germany stayed positive.

Surprisingly enough, even with the CZK appreciatsngnificantly (in real as
well as in nominal terms) from 2000 to 2008, whies nost significant appreciation
falls within 2004 and 2008, the effect on exportswelatively subdued. From this
reason, further improvement of Czech exports in Eoeopean context was very
likely caused not only by relative cost advantan, also by other factors, among
which quality upgrade could be mentioned in thstfnlace.

3.2 INTENSITY OF INVESTMENT RELATIONS

In order to somewhat complete a “big picture” lvd tommercial relations, the
foreign direct investmeht from Germany to the Czech Republic might be pigyin
the role of financial part of the balance of paytsen

The main reason for which Czech FDI to Germanyrexieconsidered in the
analysis is that they represent only a very incrgalevalue of the set of FDI in
Germany and their effect is therefore quite nejlagi

130 Naturally, there are also other types of investimsuch as buying shares in companies, stock pseshand
so forth. These are, due to the limited extenhefgiaper, not taken into account. In addition, soehstment is

usually perceived as “not that productive”, in tsrf their contributions to the gross domestic pidor

product per capita as the foreign direct ones.
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Also, when compared with other countries in theioegthe volume is
significantly lower, standing for approximately 3G8f6the Austrian and 50% of the
Hungarian FDE3*

Consistently with international economic intuitidheir volume is perhaps
going to increase with the continuation of the baip process which is already at
work. For the time being, as the fixed capital acalation remains relatively lower
and nominal convergence is not finished, Czech kilux to the developed
countries plays fundamental role neither in ternfs tlhe Czech economic
development, nor in terms of the development ofréispective countries.

The FDI stood for a very typical element of Czedoreomy over last
several years. The Czech Republic holds a posftmgether with Hungary) of the
most attractive destinations for the foreign diremtestment in the CEE regidif
Primary reasons for this are normally seen as tyuali labour force (namely
regarding skills and education), low cost of labdarce, and relatively good
infrastructure.

As it is generally perceivetbeneficial to have as much foreign direct
investment as possible in an economy for numberreafsons (technological
spillovers, managerial skills, higher productivityew foreign markets contested
relatively costlessly, and so forth), politiciansually try to attract them through so
called investment incentivesThis has been obviously also the case of the ICzec
Republic. Number of firms and businesses used anapportunity, but it would not
be correct this has been the main reason for ithiéom.

It is apparent the common rules that were adopyebloth countries has made

easier for the investment activity in general. Suakes are most importantly

131 German statistical office (Deutsches Bundesahtiys://www.destatis.de

132 CEE region is conventionally referred tothe Central and Eastern Europbence comprising most post

communist countries in Europe.
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included in the Single market framework, which batbuntries are obliged to
respect. Estimates say there may be roughly up,8004 German companies
operating in the Czech Repubti.

However, large number of them came in 1990s, amehigh Volkswagen
acquisition of Skoda Car Company being probablyrtiost notorious example. Put
simply, one could distinguish two major types ofr@an foreign direct investment
in the Czech Republidorownfieldsand greenfields Typically, Germarbrownfield
investment took place namely in the automotive stiu and in banking and
financial sector, while thgreenfieldsgot anchored notably in energy sector and
communications.

All-in-all, the average structure of the German FBIthe Czech Republic
during 1993 and 2008 was as follows: automotiveustiy accounted for 14%,
technical and trade services for 14%, natural nessuprocessing for 13%, and
financial services for 8%

In the set of German firms operating in the Czedpublic one could find
some of the very important, such as - except thevabnentioned Volkswagen -
RWE Transgas, Siemens, AEG, Continental, Linde, tfsle Telekom, Robert
Bosch, Schoeller or even E.GR.

There are actually several effects through whica @erman FDI could

influence the Czech economy performance. The nmopbitant is perhaps higher

133 Czech Business Web Portal (Businessinfdittp://www.businessinfo.cz/cz/sti/nemecko-obchoahi-

ekonomicka-spoluprace-s-cr/7/1000636

134 Data extracted from the statistical sources of@hech Embassy in Berlin
(http://www.mzv.cz/wwwo/default.asp?id=32804&ido=D6&idj=1&amb=2).

135 Czech Business Web Portal (Businessintitth://www.businessinfo.cz/cz/sti/nemecko-obchaaini-

ekonomicka-spoluprace-s-cr/7/1000636
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employment, then technologicabill-overs and obviously the incidence on the
export activity in forms of re-exports.

Based on the statistics, by the end of 2008 Gerfaarstock attained 315,918
mil CZK, from which 139,366.4 mil CZK in form of ievested profits® Germany
thus placed ¥ after the Netherlands and before Austria, reptésgmpproximately
14.4% of their total amourit’

Following graph shows the development of the Gerfbn flow into the
Czech Republic. Considerably higher volatility betinvestment compared to the
bilateral trade is more or less noticeable at &rght.

136 Czech National BankNB); http://www.cnb.cz

137 | bid
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Graph no. 8: German foreign direct investment infio
to the Czech Republic between 1993 and 2008

(annually; volumes in CZK mil)
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Data source: Czech National Bartk\B)

Although - like it was the case for bilateral tradejuarterly data are not
available for the territorial structure, the morepdified cycle is clearly recognizable.
Ruminating over the inflows as more or less digifet higher non-recurring
volumes make the behaviour sheer off in a moreifsignt manner. Despite such a
complication, slightly increasing FDI could be obsa from 2003 on, however, the
trend has chopped around quite recently as theoewercrisis started to proliferate

into the real economy. Therefore, there is not elear evidence the enlargement

138 Unlike in foreign trade, which usually deemedrfinitly continuous.
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constituted change in the FDI behaviour. Howevegré was a significant change in
the FDI source: while before the enlargement most mok form of shareholder’s
capital, boom of reinvestment (or more preciselyofpp reinvestment”) was
observed.

Apparently, while in 1998 almost none of the FDbckt came in form of
reinvested profits, situation changed completelthe course of time, reaching more
than 51.1% in 2006 and stabilizing around 46% sithes. The most eloquent is
perhaps hike in reinvested profits after in 200 pared with 2004 (up by almost
50%).

Graph no. 9: German foreign direct investments dtoc
in the Czech Republic between 1998 and 2008

(volumes in CZK mil)
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3.3 SYNCHRONIZATION AND DETERMINATION:
INDUSTRIAL PRODUCTION

Firstly, | analyze a connection between changesxport activity and changes
in German GDP. For this, yearly time series aredus#sing simple regression
model, in which changes in Czech exports (dependanable) are thought of as
being determined by the real GDP growth in Germ@ngependent variable), for
period 1993 and 2003 no significant results araiokt.

Correlation coefficient is close to zero and R-&ed (taking a linear model)
explains mere 0.02% of the behaviour, while stachaaror of estimation is a very
high one. The analysis suggests that - on the digrhesis - no significant relation
has been found between these two variables; pytlgirbetween 1993 and 2003
Czech exports are not to be explained by outpugldpment in Germany.

Much “better” results are found for the periodnr@004 to 2008: R-Squared is
now able to explain 5% of the model and correlatcmefficient rises to 0.21.
However, although this outcome is somewhat morsyasive, it could not been as
satisfactory for any clear conclusions. All-in-athanges in Czech exports to
Germany seem to be relatively autonomous on thegdsain German output.

Based on the descriptive analysis made abovewl explore industrial and
business cycles synchronization. Given a needdorparability, data from 1997 to
2008 are selected. Essentially, there are some/smsalKalous, 2003, Vintrova,
2004, CNB, 2006, 2007, etc.) suggesting relativcehect relationship between the
two cycles after and even before the enlargemerto/ling to them, the industrial
production cycles are more determined than theubutgcles themselves due to

higher shares of manufactured goods in bilateaaletrelations.
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Graph no. 10: Industrial production in the Czechdpublic and in
Germany between 1999 and 2008
(quarterly; changes in % vis-a-vis respective gterin of the previous

year)
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Data source: Eurostat

Clearly, synchronization is absolutely evidenbd?essing to simple regression
model, where changes in German industrial prodacstand for independent
variable for to the changes of industrial productio the Czech Republic, | obtain
following: R-Squared (linear) reaches more than 4@#ile correlation coefficient

offers a comfortable 63.3%, therefore a moderattlyng to strong relationship.
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When the time series gets split into two periog@s,from 1997 until 2003 and
from 2004 till 2008, results change significanttythe period 1997-2003, correlation
coefficient falls to 0.43, indicating a relativatyoderate relationship, and R-Squared
to as little as 18.5%. Since the p-value of the ehaxlrelatively low (0.022), there is
some statistically significant relationship at %% or higher level of confidence.

Analyzing the second period, i.e. 2004-2008, |aobtsomewhat more
persuasive results: correlation coefficient is &1@, which shows quite a strong
relationship. At the same time, R-Squared equat®si to 67% which is also quite a
high one. Since the p-value stays close to zere, rtHationship seems to be

statistically very significant (at the 99% leveladnfidence).

3.4 SYNCHRONIZATION AND DETERMINATION:

REAL OUTPUT

As the pattern of industrial production has begplaed, | now turn to output
synchronization which is perhaps the most eloquauticome of international
economic adjustment. Following graph demonstrateput behaviour both in
Germany and in the Czech Republic from 1997 ufi& For the case of simplicity
and given the nature of the particular time setiesnd line is not adjusted for (only

seasonal adjustment is made).
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Graph no. 11: Real output in the Czech Republic aindGermany
between 1997 and 2008
(quarterly; changes in % vis-a-vis respective quarin of the previous

year)
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Data source: Czech Statistical Offi¢éSU) and German Statistical Office (Bundesamt)

Even though data not adjusted for trend, we coubdeose significant
similarities between the two cycles. Especiallye #$ynchronization from the EU
enlargement in 2004 seems evident. However, inrdadgpecify the analysis, | have

to make another simple regression assuming Czeahorgput change as being
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dependent (in the respective quarter) on the Germonan For the whole period, R-
Squared reaches only 9.7% and correlation coefiiGee close to zero, signaling no
relationship. If, once again, | split the whole ipds into 1997-2003 and
consequently 2004-2008, | obtain following: for thest period, no significant

relationship is found (correlation coefficient igea slightly less than zero; p-value
being at 0.41 indicates basically no relationship).

It seems, nevertheless, there could be a certgirbéween the variables.
Exploring this possibility, | find out the lag ca@uhave been somewhere around 9 to
7 quarters, however, the significance stays redgtilow.

Taking now into consideration the second periodet much more credible
relationship: R-Squared reaches 60.36%, thus thdemis essentially able to
explicate 61% percent of the behaviour, and hawagelation coefficient 0.77
shows moderately strong relationship. Moreovergesip-value attains only 0.0001
the described model is significant at 99% configetevel. It seems - from the
analysis - the Czech economy became much more depeon the German one
since its EU accession.

Seemingly, according to the following calculatiotieere might have been
certain lag in the Czech business cycle behavibor. the period 1997-2002 |
estimate this lag up to 7 quarters (at the begag)nineing reduced to some 2 quarters
by 2003. This means, essentially, proliferationeafernal shocks into the Czech
economy used to be probably much slower than ithegs the case since the EU
accession. Howsoever, simple linear regression mddes not offer a very
persuasive explanation, but rather mixed evidewb&h holds especially for the late
1990s and early 2000s.
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4. SYNTHESIS AND REASONING

“The opposite of a correct statement is a falsetesteent. But the opposite of a
profound truth may well be another profound truth.”
(Niels Bohr)

4.1 NEOFUNCTIONALISM AND COMMERCE

The accomplished analysis has suggested the Czewhoray has been
undergoing the process of adjustment which is somweaklated to its EU accession.
Many authors argue in the same way as | do intibsis (Kalous, 2003, TomSik,
2008, Jandova, 2006) although they generally cdaratenon euro adoption. In other
words, they regard adjustment process as the ragessndition for the ERM I
admittance.

Therefore, they focus on the adjustment processdle necessary condition,
and less as on the consequence. This does nonhgdemtally, against the very
notion of adjustment like it is taken up by thesise On the contrary, the readiness of
the Czech economy to adopt euro (perhaps most tamity by fulfilling the
Maastricht criteria) goes with what is actually dicted by neofunctionalist
hypotheses and what the analysis has actually steghan its totality.

There have been several variables analyzed indperpmost importantly, it
has been found trade relations somewhat amplifiadesthe EU enlargement.

However, one could argue more could have been &qgbechis is likely to a pre-

79



accession harmonization, driven namely by the Cloagen requirements and
adjusting legislation in accordance with the EUhdtads.

A visible feature of financial relations was theneasing share of reinvested
profits on total FDI, while FDI flow from Germangmained positive. The share of
reinvested profits soared some time before and cedpe in the wake the
enlargement alone, which could point to the fact ttompanies welcomed the
accession as a certain shield against future wmogrt Therefore, with new
investment opportunities, German companies sethap bwn affiliated branches,
generally lowering repatriated profits for the biénef the reinvested onés?

Other important observation is that the Czech esptwehaved relatively
autonomously in relation to the German output dgwalent. There could be several
relevant explanations behind this: first of all,tive early years of the bilateral trade
cooperation Czech goods competed namely through pihee, for they possessed
certain “cost advantage”. This basically means than at times when incomes
stagnating (or even decreasing) German househaidsbasinesses could have
preferred less expensive. With nominal convergemoeCzech Koruna appreciation,
such advantage started to be more and more limitédrefore, the second
explanation lies in the quality upgrading. As theued added somewhat increased
(perhaps also compared to the value added of gwaded elsewhet&’), probably
certain substitution of the domestic goods took@la

Further, with the EU accession more and more qusiédndards fell under the
scrutiny, hence the confidence in the Czech goodédchave gone up. Finally, as
business activity of German firms in the Czech Rédipwas steadily increasing, and

it is generally estimated up to 50% of their pradutis re-exported, they behaved

139 Obviously, exploring income transfers within therent account of balance of payments would hagaired
additional extent that is not possible in this thes

190 5ee, for instance, OECD Economic Survey of thecBRepublic, 2008.
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solely in accordance with their own economic radidy, trying to spread costs of
production once they happened on less costly ptmiuprocesses. The spill-over
effects that have been so much present in the CRephblic some time before and
that accelerated after the EU accession, have itdfinfacilitated commercial

relations in many ways.

4.2 NEOFUNCTIONALISM AND DETERMINATION

Concerning the real economy determination, it hagnbdiscovered that
moderately strong determination can now exist.rfgfeo one has been observed for
industrial production, but the so called “generbfis been proven within the data
analysis as well. Both determinations seem to binitidy related to the EU
accession, as the coefficients for the adjustec tsaries are significantly more
eloquent.

Hence, the determination comes in several waystspnization of industrial
production cycles shows stronger relationship migar tradable goods than non-
tradable. Again, harmonization of product marketstive EU level (in accordance
with Lisbon agenda, for example) could have hadféett on this.

Clearly, as it was touched upon, since Germanyasenor less synchronized
with the Eurozone, the same would hold for the GzBepublic. The increasing
synchronization leads to a persuasion that the rmordeeper integration is still not
much exploited, although its pace would be perhslpgiing down in the years
ahead.

From this reason the similar behaviour of businegsles could thus be

determined by other external factors, such as fpration of shocks across the
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Eurozone comes in form of exogenous variables foe Czech economy.
Nonetheless, Czech economy seems to be increassylghronized with the
German one, although one cannot really say itsig détermined by

However, not only economy synchronization took elabut equally real
convergence. As it illustrates the following grafite income gap between Germany
and the Czech Republic decreased substantially @87 to 2008.

Graph no. 12: Real economic convergence of the GzRepublic in
relation to Germany from 1997 to 2008
(GDP per capita in PPP; share in %; EU-2¥ (average) = 100)
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Data source: Eurostat

411n order to exclude any illusory correlation, thesis would have to go further into the detail.

142 Apparently, the “27” refers to all countries tagipart of the EU since 2007.
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While in 1997 Germany fetched approximately 24 frggaching 124.3% of the
EU-27 average) above, while the Czech Republic.@7helow (reaching 72.9%) the
EU-27 average), situation changed dramaticallyesithen. In 2008, Germany was
“only” at 115.6%, the Czech Republic already at48dn addition, Czech economy
gained most of this after the EU accession (appfgxp.) while it gained merely 0.5
p.p. between 1997 and 2003.

From this reason it seems real convergence takes jgit the same time as the
business cycle synchronization. However, one shalngys bear in mind domestic
output is not always the best indicator to usehaset could be substantial leakages
that are generally difficult to account for.

Nonetheless, neofunctionalist hypotheses seem tdd hfor both
synchronization and convergence. Indeed, it is touesble to what extent sectoral
integration will continue as it might be facing ioatspecific barriers that are usually
difficult to get over.

Once euro gets adopted in the Czech Republic, wghtrexpect another
business cycle synchronization taking place. Mamlyses (for instance Gongalves,
Rodrigues and Soares, 2008) suggest higher defregnohronization is achieved
due to a common responsiveness to monetary shdtieefore, they generally
assume euro adoption fosters the synchronizationegs even if certain level is

achieved before the EMU accession alone.
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CONCLUSION

To sum up, the thesis has explored number of velgtsubstantial commercial
linkages between the Czech Republic and Germanypadng namely the pre-
accession period from 1993 (1997) to 2003 with ¢me from 2004 to 2008.
Essentially, the two hypotheses that were annuedtiat the beginning of the thesis
have been - certainly with a certain degree ofrémlee - met.

As it was shown and proved, most of the indicatoebaved as predicted,
however, due to the complexity of factors exertingir influence, we should never
get excessively tempted to develop simple and/olugionary conclusions. Such
outcomes would be neither sufficiently underpindwsdany theory or model, nor
would they be verified by empirical evidence.

As the Czech Republic increasingly participatedti® more and more
intensive trade and investment activity in Europerebefore the EU accession, this
has had a very significant impact on its whole econ From the structural
perspective, it has been namely the shift from laotensive goods to technology-
intensive ones with high capital endowment. Théiare in the trade relations
doubled from 2000 to 2008, being undoubtedly assediwith the EU enlargement
and positive functional and econonspill-over effects that it brought about and
certainly accentuated.

From this, it is not only apparent the commercelations with Germany
significantly increased in volume after the EU asten, but their ascending trend
proved to be relatively stable even before 2004s T$halso very much true for the
direct investment pattern, whose source, nevedbgelbas been more and more
taking form of reinvestment activity, signaling meorstable and balanced

environment after the enlargement.
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Regarding the determination process and the coemeggprocess, there is
clear evidence the Czech economy has become muate mduenced and
synchronized with the German economy. It seems, ehew the industrial
production pattern is somewhat determined even reefda004, while its
synchronization goes up with the enlargement terg significant level.

Similarly, the real output behaviour seems to bemiass synchronized before
2004 than it is after it. Moreover, before 2004ag bf 4 to 7 quarters in Czech
business cycle behind the German one was obsdmeagver its accuracy remains
in question as the analysis has not been too pveua

Hence, one could probably conclude the Czech Reptials become much
more linked to the German economic developmentesi2z@04 than it was ever
before. Single markegcquis communautairether functional and economspill-
overs decrease in uncertainty and transaction costde tstructure rectification, and
plenty of other factors and aspects have consitlemntributed to the increasing
convergence and synchronization of the Czech ecgrmynits western neighbour as
well as by the whole Eurozone.

Looking ahead, the ability of the Czech Republicattapt to the changing
environment and requirements of the integrated jgean market is going to be
crucial. Its primary advantage that it has disposedompared with Germany, i.e.
the lower wage level, is going to pass away nardal/to the nominal convergence
pattern, which already exists. Therefore, in thargd¢o come, the Czech Republic
will have to focus more on labour productivity enbament, namely through
sustaining the FDI flows, human capital creationd adlomestic research and
innovation activities.

This is because domestic technology developmentldhae perceived as very
important in terms of reducing the reliance on matbgy and skills brought about
by the German (and other) FDI. Even though theyehlhglped substantially in
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switching from the lower value added goods to thasth higher one, they also

sometimes keep the structure of trade pattern fadel for their headquarters and
domestic production, not respecting the actual dséeof the society that have
settled in. Fortunately, Czech EU accession hasentagasier for the German and
other foreign companies to finance their investm@antdint of their own retained

profits.

All'in all, such sources will allow it to reap thenefits of the enlargement that
it took part of yet in a more profound manner. Withther diversification and
external competitiveness, the more intensive cqyerase process could be generally
expected.

Nonetheless, future development of the bilaterainemic relations depends
by and large on the ability of both economies twer from the economic crisis by
which both countries have been affected hard. Iditiad, further integration
process would probably bring about otkgill-over effecteand formal and informal
harmonization of number of not yet standardizednsorOn the other hand, as the
integration has been already quite extensive aeg &t the Czech Republic itself,
most of it could be transformed into the future d&aemne accession. Eurozone
accession and the criteria that follow its logiosiitute a certain challenge ahead of
the Czech Republic’s political and economic develent that could once again fit

in the neofunctional theoretical framework.
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RESUME

Prace se zabyvala zejména intenzitou ekonomickyabely meziCesko
republikou a Nmeckem po rozitni Evropské unie v roce 2004. Jeji preast
postihla zakladni charaktegchto vazeb od vzniku samostatnéfieskoslovenska
v roce 1918 az do vzniku samostatnébekého statu v roce 1993. Drutést prace
se obSirgji vénovala zhodnoceni relevance neofunckionalismuykéedstavoval
pro formulace hypotéz &ity teoreticky podklad. Z hlediska fungovani intagriho
procesu tak, jak jej neofunkcionalismuginpo i negimo predpoklada, byly
definovany d¥¢ zakladni hypotézy. Tyto hypotézy prosly v naslédukapitole
testovanim jednoduchou statistickou analyzou (kaatpani metoda) a jednoduchou
regresni a koretmi analyzou (metoda zkoumani zavislosti).

Na zaklad vyhodnocenych a pozorovanych dat Ize tvrdit, Zehgpotézy
potvrdily, tedy Ze intenzita ekonomickych vazebmsezi £mito dwma zendmi
pacinaje rokem 2004 zvysSila {koli porekud nelineart) a zarove se podstath
zvySila také slathost hospod&kého vyvoje obou zemi. Toto jen ukazuje na
pieswdceni, Ze evropska integrace vede k vysSi¢slasti ¢clenskych zemi vlivem
vzajemné integrace vysSiho mnozstvi aspehtliviiujicich jejich vyvoj. Tento
proces se zda byfiginou vySSi bilateralni ekomické aktivity, v niz édzi obecé
ke zn&nému sniZovani nejistoty a trangakch naklad.

Do budoucna si lze ovSem klast bezpochyby relevamii@zku v tom, jaky
rozsah bude mozno v integraci dosahnout a kdesské staty budou chtit ponechat
sva specificka ustanoveni v platnosti na Uukor fkejidalSi harmonizace a

synchronizace.
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APPENDIX

1) International Investment Positions, 1993-2002
(selected countries; percent of GDP)

Foreign Assets Foreign Liabilities
FDI Pl-stocks PI-bonds FDI Pl-stocks PI-bonds
1993 | 2002 | 1993 | 2002 | 1993 | 2002 | 1993 | 2002 | 1993 | 2002 | 1993 | 2002
CEECs
CZE 0.5 2.1 0.8 38 0.0 83 101 522 3.2 56 2.5 3.2
[EST 93 0.5 10.9 384 88 10.3
HUN 0.6 3.6 0.5 08 158 381 51 227
LAT 0.7 0.7 9.7 31.5 08 4.6
ILIT 0.4 0.0% 1.0% 21.0% 0.8* 9 6=
POL 0.5+ 0.7 0.1 1.00 4.1+ 238 0.5H 22 geaH 96
SKK 1.1+ 1.8%% 2.7+ 0.1*% 0.0+ 1.6%% 5.7H22.8%*% 044+ 1.3%% 334 130*=
SLO 2.4+ 6.2 0.1+ 0.2 0.3+ 1.2] 90+ 171 0.3H 03 p3+ 88
EMU
IAUT 4.6 14.9% 2.1 133 7.6]  53.9 6.3 19.0% 2.1 86 333 902
IBEL 303 739 287 384 417 895 456 874 4.0 660 4113 528
[FIN 10.8 43.6 0.4 157 4.4 362 500 232 62 609 571 474
[FRA 13.00 548 42 119 64 424 110 343 85 219 o215 a22
GER g4 294 6.1 19.9 88 2907 3.8 231 5.0 97 210 46
RE 254 110.7 3064 136.2 2369 616
ITA 89 147 1.3 188 130 264 5.9 9.6 1.2 220 163 511
INDL 3850 834 19 467 150 T57 239 7579 294 563 230 827
POR 23.6 6.2 38.2 32.4 12.8 472 4
SPA 5.6 297 0.5 104 29 271 187 299 53 116 1gg 328
Control group

IDEN 11.9 44 3% 6.0 29.7% T4 229% 110 41.8% 2.4 145%  gnel se6*
SWE 239 57.4% 8.1 46.9% 14 189% 6.9 434% 117 36.0% 134 618+
SWI 389 977 376 725 770 1005 210 437 588 1047 og 118
UK 26.9 599 302 320 429 510 212 381 208 416 o270 465
INOR. 4.6 52 335 203

JAP 6.0) 7.3 5.1 28.4] 0.4 1.9 3.9 8.1 2.6

USA 16.00 1935 82 129 47 48 116 192 56 117 145 20
[RUS 1.7 139 0.0 0.4 0.7 0.1 150 0.1 9.0 0.2 29

Source: Darvas, Szapary, 2004
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2) Single Market Scoreboard 2005: general transposition of directives

Figure 1: Positive maomentum alfter Lisbon is back
pa Bl 15 in bluse SELE-25 i rexl

7.1

4
]

Percankas

Source: European Commission, 2005

3) Most important German investors to the Czech Republic by 2005
(values in USD)

INVESTOR BEREICH GESAMTINVESTITION | JAHR Tschechische Niederlassung / Partner
RWE Gas AG Gas USD 3650 million 2002

Volkswagen Automobilindustrie USD1199 million + 1991-1998 Skoda Aupmobilova as.

E.ON Energie AG | Energieversorung USD 750 million 1996

T Mobil Telekommunikation (GSM) USD 183 million 1956 RadioMobil a.s.

Siemens AG Elekironik USD 373 million + 1984-1998 Siemens Elekiromotory

Continental AG Gummiind ustrie UsD 150 million 1952 Barum Continental a.s.

MD Elektronik Elekironik USD 150 million 1951-2002 MD Elmont ChotéSov

Linde AG Energieindusie USD 150 million + 1991-1998 Linde Technoplyn a.s.

Dyckerhoff Bauindustrie USD 104 million 1987 Cement Hranice a.s.

Messe Diisseldorf| Handel (Messe) USD 80 million 1988 BVV Bmo

Ruhrgas Energieindustie USD 76.4 million 1999 g:e?:;‘z gasf(iyir::j;g?:::ka B —

Source: Botschaft der Tschechischen Republik inilBB6€zech Embassy in Berlin), 2006
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index.htn)
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1. dvodni éast

Diplomova prace spadd do oblasti mezinarodnich akickych vztalhi a zabyva se
piedevsim intenzitou cesko-rmeckych obchodninvestiénich (potazmo  obeén
ekonomickych) vazeb po ro#éhi Evropské unie vroce 2004, jehoZz bylR piimym
Gcastnikem. Jejim primarnim zajmem je otestovat Hgmat Ze vlivem tzv. vychodniho
rozsteni doslo k vyrazksi determinaci ekonomického vyvojel\R ekonomickym vyvojem
v SRN pedevsim diky tzv. pozitivninspill-over efektim (efektim prelévani). Tyto efekty
mély v zasad pomoci rozvijet oblastni spolupraci m&R a NSmeckem a ,fiznivé* pusobit
na dalsi sldovani jiz ged roz&ienim podobnych institucionalnich vzércVyrazrgjsi
determinace ®la byt tak zisobena zejménagnrgjSi ekonomickou kooperaci umairou

143 Jazykem této diplomové préce je atiifia.
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uvolnénim mnoha existujicich bariér tgulvstupniho obdobi. Zminé bariéry mohou byt
chapany mnoha zAgoby, p@inaje regulaci kapitalovych takpres legislativni ramec platny
pro @imé zahranini investice a kote (do utité miry nejistou) perspektivou budouciho

vyvoje CR, ktera se prawstupem do Unie vyrazji konturuje.

Téma bylo zvoleno zefit zakladnich dvoda: prvnim je fakt, Ze se jedna o problematiku
pomérné aktuélni a zarove podstatnou, o niz Weské republice probiha pemé Ziva
(¢koliv prozatim powskud povrchni) diskuze, a to jak u laické tak i ubodhé véejnosti.
Druhym je pak snaha navazat na iniciativu ,5 letéfoktera né¢la v roce 2009 pod zastitou
¢eského pedsednictvi zhodnotit prvni viditelnéiposy a naklady tohoto ne&jgiho roz&eni
Evropské unie (alespioz hlediska p&tu pristupujicich zemi, jejich rozlohy a jejich ga
obyvatel) pro no¥ vstupujici i pro tzv. starélenské staty. Posledniniebdem je kontext
sowasné finatni a ekonomické krize, diky niz se otazka interdepace jednotlivych
ekonomik dostava jeStvice do popedi. Hlavnim pinosem prace by &o byt tedy alespo
cast&né poznani toho, zda vlivem znmiimeho roz&eni doslo ke zintenziwmi ekonomickych
vazeb mezCR a Spolkovou republikou &necko a potazmo tedy ke zvyranndeterminace
ceského hospodského cyklu hospodgkym cyklem &meckym. DalSim finosem prace
bude taktéz upozoEni na konsekvence, které mohou z analyzovanéhohwztéchto

integrovanych ekonomikifpadré (proCR) v dlouhodobj$im horizontu plynout.

Hlavnim cilem préce je @it hypotézu, zda vlivem probihajicich transmisnicechanism
zpasobenych vstuper@R do Evropské unie v roce 2004 doslo ke zvygazrekonomické
zavislosticeské ekonomiky na ekonomicémecké, pipadré pak jakym zfsobem (tj., zda
nag. existuji ugita zpoz@ni v hospodéském vyvoji, jaky je jejich charakter a jak jsou
vyznamna). DalSi vyzkumnou otazkodstava, zda a taktéz jakym tempem se zvySovala

intenzita bilateralnich obchodnich a inveésich vztath praw v dasledku roz&eni a nastigni
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toho, jakou by Slo v tomto ohledwekavat situaci, pokud by k ro¥&hi EU hypoteticky

nedoslo.

Z&kladni pouzitou metodou je testovani hypotéz anktativni vyzkum, a to igdevsim ve
form¢ analyzy nestacionarnigtasovychiad. V praci bude provedena deskripce a statistick&
analyza ekonomickych vazebchto stalt a budou vyvozeny relevantni zZ@y hypotézy
potvrzujici ¢i vyvracejici. Primarnim zdrojem analyzy budou istatka datacerpana ze
statistickych #adi obou zemi a z databaze OECD, jakoZz i analyzy éslaati ceské

ekonomiky s ekonomikou eurozony.

V piipact obchodnich a investiich vztali budou pouzity réni ¢asovérady, v gipad
ukazatel realné produkce (HDP s.c. aupryslova vyroba) budou pouZzityasové rady
Ctvrtletni, které vykazuji lepSi moZznost interpretacZavislosti budou zkoumény na
oc¢istenych c¢asovych fadach pomoci jednorozimé a tam, kde to bude relevantni,

vicerozngrné regresni analyzy.
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2. predpokladana osnova prace

Uvod

1) Nastin historické genezéesko-rfmeckych ekonomickych vztah

2) Neofunkcionalismus a formulace hypotéz

3) Cesko-rPfmecké obchodni a invegtii vztahy 1993-2003

4) Analyza intenzity obchodhinvestiénich vztahi 2004-2009

5) Analyza sladnosti hospodéského cyklu weské a @dmecké ekonomice

6) Interpretace vysledik

Zaver
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