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Europe needs social democracy!

Why do we really want Europe? Can we demonstrate to European citizens the op-
portunities offered by social politics and a strong social democracy in Europe?
This is the aim of the new Friedrich-Ebert-Stiftung project »Politics for Europex. It
shows that European integration can be done in a democratic, economic and so-
cially balanced way and with a reliable foreign policy.

The following issues will be particularly important:
— Democratic Europe

— Economic and social policy in Europe

— Foreign and security policy in Europe

The FES will devote itself to these issues in publications and events: we start from
citizens' concerns, identify new positions with decision-makers and lay out alter-
native policy approaches. We want a debate with you about »Politics for Eu-
rope«!

Further information on the project can be found here:
https://www.fes.de/politik-fuer-europa/
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The Friedrich-Ebert-Stiftung (FES) is the oldest political foundation in Germany
with a rich tradition dating back to its foundation in 1925. Today, it remains loyal
to the legacy of its namesake and campaigns for the core ideas and values of so-
cial democracy: freedom, justice and solidarity. It has a close connection to social
democracy and free trade unions.

FES promotes the advancement of social democracy, in particular by:

Political educational work to strengthen civil society

— Think Tanks

International cooperation with our international network of offices in more
than 100 countries

— Support for talented young people

Maintaining the collective memory of social democracy with archives, libraries
and more.
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About the authors

Vienna Institute for International Economic Studies:

Alexandra Bykova, Rumen Dobrinsky, Richard Grieveson, Maciej Grodzicki, Doris
Hanzl-Weiss, Gabor Hunya, Niko Korpar, Sebastian Leitner, Bernhard Moshammer,
Ondfrej Sankot, Bernd Christoph Strohm, Maryna Tverdostup, Zuzana Zavarska

Special thanks to Maciej Grodzicki (Jagiellonian University), Michael Landesmann
(wiiw), Julie Pellegrin (CSIL), Slavo Radosevic (UCL) and Roman Stollinger (wiiw,
WU) for their valuable inputs and guidance in the writing of the report.


https://www.fes.de/politik-fuer-europa/
https://eastern-europegrowth.fes.de/ 

CENTRAL AND EASTERN EUROPE
NEEDS INDUSTRIAL POLICY TO ESCAPE
THE MIDDLE INCOME TRAP

Since the early 2000s, the EU member states of Central
and Eastern Europe (EU-CEE) have achieved an impressive
economic catch-up process. However, the previously suc
cessful model of taking over labour-intensive production
steps as an ‘extended workbench’ of Western corporations
has reached its limits. Combined with major global challeg-
es such as decarbonisation and digitalisation, this makes it
essential for EU-CEE to develop a new, innovation-based
economic model. Only then will these states be able to
complete the catch up with Western Europe in terms of
productivity and living standards. The situation is exacer-
bated by the economic consequences of the war in Ukraine,
such as permanently higher energy prices and higher infla-
tion, which pose grave challenges for the region’s external
competitiveness.

The problem is that the central technological competences
and those parts of production with the highest added value
are located in the 'headquarter economies’ of Western Eu-
rope. Meanwhile, the EU-CEE countries — Poland, Czechia,
Slovakia, Hungary, Slovenia, Croatia, Romania, Bulgaria and
the three Baltic states — are still extremely specialised in la-
bour-intensive production. They depend heavily on lower la-
bour costs, and this restricts their prospects of catching up
economically with Western Europe. A good example of this
is the car industry, which is so important for the region as in-
dicated by its high share of value added, jobs and exports,
especially in the Visegrad states, Romania and Slovenia.

The study shows that the EU-CEE countries have so far
lacked a constructive approach to industrial policy in their
development trajectories. They have had a very broad
ranging FDI promotion policy, weak investment environ-
ments for start-ups, and the activities of state-owned en-
terprises have not been aligned with the greater develop-
ment goals. In general, there is a lack of state entrepre-
neurship in these countries that could nurture promising
industries. This is particularly challenging for regions that
are lagging behind within countries, as they lack the tech-
nical capacities for industrial policy. Due to these factors,
the study argues that the EU-CEE countries are struggling
to get out of their middle income trap.

Their EU membership offers unique opportunities for indus-
trial policy, but also challenges. On the plus side are access
to funds, participation in research networks and the oppor-
tunity to shape industrial policy on the EU level. Important-

ly, industrial policy in the EU has taken a much more prom-
inent role in recent years as shown by initiatives such as the
European Chips Act or the Important Projects of Common
European Interest (IPCEI). This provides some momentum
for the development of industrial policy in the EU-CEE
countries. Strict state aid rules and an EU competition poli-
cy that gives preference to free market principles, on the
other hand, are challenges for an effective industrial policy.

As discussed above, the growth model of the EU-CEE
countries must be made fit for the future. Decarbonisation,
digitalisation and a shrinking labour force require massive
efforts to be made. For countries like Poland, the green
transition is a major challenge. This transition can only be
managed through huge public investments in green tech-
nologies and digitalisation, combined with the right condi-
tions for private enterprise to thrive, to create a fully joined-
up approach combining the best of the public and private
sectors and academia. This means more money for educa-
tion, research and development, as well as active labour
market policies to manage the transition.

Above all, however, the countries of the region need a stra-
tegically oriented industrial policy to support the emer-
gence of more globally competitive companies and to em-
phasise their own economic strengths. While a true “entre-
preneurial state” may be too ambitious for many EU-CEE
countries in the coming years, steps in this direction are the
way to go. We propose eight steps, that should be taken:

1. Create a national innovation system in each country,
bringing together the private sector, universities, key
ministries, and business agencies. Within this biotope,
new ideas can be developed, tested, and financed.
Each country should define which sectors and special-
isations are promoted, rather than relying solely on ex-
ternal market forces.

2. Make full use of EU funds and maximise participation
in EU research initiatives to advance industrial policy
goals. Governments should also get more involved in
industrial policy debates at the EU level. Greater partic-
ipation in the EU's Horizon Europe research funding
programme or in the EU's Important Project of Com-
mon European Interest (IPCEI) initiative would also be
particularly important for the region's technologically
less advanced countries.
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3. Learn from each other's successes stories to emerge

as frontrunners in the digital economy. Estonia is
generally well prepared in this area and often raised
as an example. However, there are also other posi-
tive cases in the region. Romania and Croatia have a
particularly high proportion of graduates in ICT, rel-
evant for digitalisation. Czechia shines with its digital
start-ups, the Baltic states with the quality of their
digital public services. The Visegrad countries and
Slovenia have highly digitalised and automated in-
dustries.

. Harmonise investment schemes to attract foreign
companies with national industrial policy. Instead of
providing blanket support for all investments by for-
eign companies, national governments should strate-
gically consider which sectors and parts of the value
chain they want to attract, and create incentives that
maximise the potential for spillovers from foreign gi-
ants to domestic firms.

. Identify and exploit promising niches. Given the lack
of technological experience, the establishment of the
semiconductor industry in the EU-CEE countries, for
example, would not be very promising. However,
each country has traditional strengths that should be
built upon.

6.

Institutional reforms. In some states of the region, the
quality of public institutions has declined significantly
in recent years. This is worrying. Countries in East Asia
have a lot of experience in building adequate institu-
tions for an active industrial policy, even if the frame-
work conditions there partly do not meet Northwest
European standards. This experience should be used.

Structural change must be cushioned socially in order
not to lose the support of the population. EU-CEE
countries should aim for a flexible labour market to
ease the transition from old to new jobs, but underpin
this with extensive retraining programmes and a social
safety net that means that workers themselves do not
bear the costs of the transition.

Each country needs a tailor-made industrial strategy
adapted to its specific needs. While the Baltics, for ex-
ample, are well positioned for the digital transforma-
tion, they are struggling above all with distribution
problems and a shrinking population. Czechia, Poland
or Slovenia are industrially the most advanced, but
must make the transition from ‘extended workbench’
to innovative economy. For the less developed parts of
EU-CEE such as Bulgaria and Romania, the priority
should be on maximising the transfer and knowledge
and innovation from big foreign investors.
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COUNTRY BRIEFING
CZECHIA

COUNTRY OVERVIEW

Czechia is the most industrialised country in the EU-CEE,
and the most developed. This is reflected by the various in-
dicators of industrial competitiveness, whereby the country
not only outperforms other economies in the region, but
also scores quite high above the EU average. The relatively
high share claimed by sophisticated manufacturing in total
manufacturing value added is particularly encouraging —
an outcome of deep global value chain integration through
FDI. The human capital dimension echoes the relative
strength of Czechia, though it does not catch up to region-
al leaders Slovenia and Estonia.

Similar to Hungary and Slovakia, the metal production and
automotive sectors form the core of economic activity in
Czechia, representing 14.8 and 13.7 per cent of manufac-
turing employment, respectively. The Czech automaker Sko-
da Auto, now owned by Volkswagen Group, is one of the
largest employers in the country?, though other original
equipment manufacturers also contribute to the size of the
sector (including Toyota/Groupe PSA, and Hyundai Motors).
Building on its long-standing tradition in engineering and
mobility, there are emerging efforts related to green tech-
nologies in the automotive industry, including participation
in the IPCEI related to the development of hydrogen-pow-
ered buses. In addition, Czechia has a relatively strong foot-
hold in the chemicals and pharmaceuticals industry, and a

1 Czech Top 100 ranking, 2018.

growing presence in the medical equipment industry, in-
cluding the production of nanofibers. There is also a solid
ecosystem of high growth start-ups and established players
in the digital sector, including ‘unicorn’ and ‘big exit’ firms
such as Avast, Kiwi.com, Rohlik group, or JetBrains.

The economy’s main shortcoming given the megatrends
lies in the environmental transition: here, Czechia lags be-
hind even its less economically advanced EU-CEE peers,
unlike the other four dimensions of the transition perfor-
mance index, where Czechia lies above or in line with the
overall EU performance. At the same time, given its land-
locked position and high dependence on Russian energy
imports, the issue of energy security represents a particular
challenge for industrial competitiveness going forward.

INDUSTRIAL COMPETITIVENESS - SWOT

Strengths

— Deep embeddedness in global value chains, especially
in the automotive sector, eases access to state-of-the-
art technologies and know-how

— Second highest government spending in R&D relative to
GDP among all EU countries?, points to the state’s com-
mitment to boost innovation

— Institutional quality is among the highest in the EU-CEE,
offering solid pre-conditions for state entrepreneurship

2 Eurostat data, 2020 figures.

Industrial development - |

Competitive industrial

performance index

Manufacturing value added
(MVA) (% of GDP)

Medium- and high-tech MVA
(% of total MVA)

Czechia 0.19 25 52
EU-27 0.14 15 4
EU-CEE 0.10 17 38

Source: UNIDO

Note: 2020 values. The CIP index assesses the strength and complexity of an economy’s industry, with Germany claiming the maximum score in 2020 at 0.42.
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Human capital quality
0.55 0.60 0.65 0.70 0.75 0.80
Human capital index (0-1)
Note: A Human Capital Index of 0.75 means a child born today will be expected to be 75 percent as productive at the age of 18 as they would against a scenario of having enjoyed complete education and full health.
Source: World Bank

Weaknesses

Alaggard in the green agenda by EU standards: over-re-
liance and continued subsidization of coal and other
fossil fuels, combined with energy efficiency much be-
low EU levels and high dependence on Russian imports.
There are numerous obstacles to greater digitalisation,
including the relatively low IT adoption by public au-
thorities, and high mobile data prices due to the market
oligopoly

Scarcity of financing options for new enterprises due to
an underdeveloped venture capital and private equity
market

Opportunities

Strategic emphasis on hydrogen technology value
chains offers promising areas for leapfrogging

An emerging entrepreneurial ecosystem, as evidenced
by the recent rise of domestic high growth firms spe-
cialised in digital products and solutions

Continuous experience with labour shortages incentiv-
ises productivity-enhancing automation

Threats

Skepticism of policymakers towards green policies, low-
er social support of environmental protection compared
to the core-EU countries and a relatively strong carbon
related industrial lobby

Shortage of scientific and ICT specialists in the labour
market hinders the potential of a more digital economy
Lagging productivity growth rates in recent years com-
pared to other Visegrad countries

Lack of cooperation and coordination among govern-
ment ministries and agencies responsible for industrial
policies

INDUSTRIAL POLICIES AND STRUCTURAL
REFORM DEVELOPMENTS

FDI promotion and value chain upgrading

Act on Investment Incentives revised in 2019 to focus
on higher value-added projects. Umbrella support con-
tinues to be provided to manufacturing with different

conditionalities based on firm size. Greater assistance
offered to SMEs is intended to extend support to do-
mestic firms. In addition, technological centres and
business service centres are strategically favoured for fi-
nancial assistance and fiscal benefits. Still, there is a
general lack of ex-post evaluation of the effectiveness
of implemented promotion policies, and the bulk of
supported projects remain in the manufacturing indus-
try, offering little room for sectoral diversification.
Special tax allowances for R&D expenditures are in
place, which allow for a deduction of up to 100 per
cent. However, these are used relatively sparsely, and
have been subject to organisational challenges over eli-
gible expenditures in the past that caused conflicts be-
tween businesses and tax authorities.

New technologies, digitalisation, innovation

The National Research and Innovation Strategy (RIS3)
approved in 2021, vertically focuses on nine core do-
mains, including areas in which Czechia already has a
relatively strong presence (e.g. advanced materials,
transport, electronics), as well as new areas identified
for upgrading and diversification (e.g. bioeconomy,
pharmaceuticals).

About 22 per cent of the Recovery and Resilience Facil-
ity (RRF) is allocated to the digital transformation, in-
cluding direct businesses support. Czechia is presently
in the process of meeting the necessary milestones for
the disbursement of these funds.

Green transformation of industry

The investments and reforms covered by the RRF do not
primarily target the nurturing of green technologies
and industries, focusing more heavily on the provision
of sustainable public solutions. This aspect can be par-
tially linked to the RIS3 strategy, however, where green
technologies for agriculture, food production and for-
estry make up one of the nine specialisation domains.

There is an emphasis on hydrogen technologies, with
the adoption of the Hydrogen Strategy of the Czech Re-
public and participation in the IPCEI ‘Hy2Tech’, as well
as the establishment of the Czech hydrogen technology
platform (Hytep) by the Ministry of Industry and Trade.
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COUNTRY-SPECIFIC RECOMMENDATIONS

In

the main part of the study, we identify Czechia as the

wealthiest and most industrialised country of the region,
where the core focus should be on making the switch from
imitation to innovation-driven growth. Policymakers should
target the cultivation of a National Innovation System, wid-

er

participation in common EU projects, and investment in

human capital. Specifically, we propose the following policy
priorities:

Implement a tailored FDI promotion policy which
would complement the national industrial strate-
gy. Recent reforms in the investment incentives scheme
lay out the intention to upgrade the position of Czechia
in global value chains. However, the support provided
remains broadly defined and is not harmonised with an
overall industrial strategy, missing a clear directional
overlap with other strategic policy documents (as out-
lined in policy recommendation 5.4 of the main report).
Moreover, as discussed in Box 4 of the main report, a
regular and evidence-based evaluation of investment
promotion policies is largely absent in the country. At
the same time, the creation of linkages with domestic
firms ought to feature more prominently in the coun-
try’s FDI strategy. Leveraging the regional offices of the
Czechinvest agency, that have the know-how on local
firms and their needs can play a valuable role.

Speed-up digitalisation of the public sector and
overall implementation of the strategy Digital
Czechia. So far, digitalization of public services has
been proceeding rather slowly, and presents an oppor-
tunity for Czechia. Inspiration can be drawn from the
EU-CEE’s digital frontrunners like Estonia, which is a
leader in the quality of public e-services (see recom-
mendation 5.3 of the main report). The country should
take advantage of the fact that for the first time since
2007, digitalization of public services falls under the re-
sponsibility of a government minister. The utmost issue
has been the so-called supplier lock-in, i.e. a situation

when a government agency is dependent on a single
long-term supplier, reducing the efficiency of the digital
ecosystem, interconnectedness of the digital public ser-
vices and providing room for corruption. To this end,
the transformation and synchronization of the internal
processes and IT tender coordination would present a
step in the right direction.

Take a more proactive approach to the green
transformation. The policy stance taken by Czechia in
the green transition thus far has been relatively hesitant
and avoidant. This limits the potential to cultivate an
ecosystem where green technologies and industries,
which are inevitably rising in importance, would be
able to flourish. Implementing direct support to inno-
vative businesses and research in this area presents an
opportunity to leapfrog from a coal-oriented economy
to a rising player in clean technologies. Still, given the
large share of Czechia's workforce being potentially
adversely exposed to the changes brought on by the
green transition, policies advancing the green transfor-
mation need to be complemented by the provision of a
robust safety net (in line with the policy recommenda-
tion 5.7 of the main report).

Introduce the upskilling and reskilling programs,
that enable employees to acquire competences
demanded by the labour market. Again related to
the distributional implications of structural change (as
emphasised in policy recommendation 5.7 in the main
report), it is important to note that Czechia is among
countries with the lowest share of population contin-
uously participating in lifelong learning programs. In
the near future, combined with population ageing,
this exacerbates the risk of deepening skill mismatch-
es in the labour market, and hinders the prospects of
further development. A central programme for up-
skilling and reskilling which is in line with the long-
term priorities of the industrial policy ought to be im-
plemented under the coordination of the responsible
government ministries.

Industrial development - I

Sector

% of manufacturing

employment

Fabricated metal products, excl. machinery and equipment 14.8
Motor vehicles, trailers and semi-trailers 13.7
Machinery and equipment 10.0
Electrical equipment 8.2
Food products 7.5
Rubber and plastic products 7.2

Note: 2018 values.
Source: Eurostat Structural Business Statistics.
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Transition performance scorecard

Transition performance index
(0-100)

Governance Economic
transition transition
Environmental Social
transition transition

—— EU-CEE ——— EU-27 Czechia

Note: 2020 values. The TPI scores countries based on 4 pillars of a transition to a more sustainable, inclusive and resilient economy.
Source: European Commission
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Industrial Policy for a New Growth Model:
A Toolbox for EU-CEE Countries

This country briefing is a short summary of a much broader
study that deals with the perspectives of industrial policies in
Central Eastern and Southern Eastern Europe and the question
how these countries can avoid to get stuck in a middle-income
trap. The study has been authored by a team of experts from
the Vienna Institute for International Economic Studies on be-
half of Friedrich-Ebert-Stiftung.

The study argues that the EU-CEE countries have so far lacked
a systematic approach to industrial policy in their development
trajectories. They have had a very broad ranging FDI promo-
tion policy and weak investment environments for start-ups,
while the activities of state-owned enterprises have not been
aligned with the greater development goals.

Hence, the growth model of the EU-CEE countries must be
made fit for the future. Decarbonisation, digitalisation and a
shrinking labour force require massive efforts to be made. This
transition can only be managed through public investments in
green technologies and digitalisation, education and infra-
structure, combined with the right conditions for private enter-
prise to thrive.

The study includes eleven country profiles that analyse the eco-
nomic and industrial structures for their strengths and weak-
nesses and identify possible courses of action for an active in-
dustrial policy.

The full study can be found here:
http://library.fes.de/pdf-files/bueros/budapest/20260.pdf
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