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1. Introduction

On the supply side, this section examines the development of long-term economic
growth determinants structured according to the growth accounting method into labour,
capital and total factor productivity (TPF). The growth of real GDP in the CR is disag-
gregated into the basic national economic industries with quantification of their contri-
butions to the growth of the macroeconomic TPF. In addition, the section compares the
economic growth and development of total factor productivity in the CR and EU-15
during 1996-2004 and the development of the relative level of total factor productivity
in the CR against the EU-15 as a whole.

On the demand side, this section focuses on changes in the structure of demand not only
in domestic, but also in internationally comparable prices, real growth in individual
demand components and their contribution to the growth of GDP. The question whether
the economic growth in the CR was driven by the domestic demand or foreign trade is
discussed in this context.

Macroeconomic stability is assessed according to the relationship between the domestic
demand (final consumption and gross capital formation) and domestic supply (GDP)
and according to the relationship between national savings and domestic investment.
The gap between savings and investment is then examined according to basic institu-
tional sectors of the economy. Partial aspects of the balance (inflation, public finance
and monetary indicators) complete the comprehensive picture. The last part of this sec-
tion focuses on external economic balance.

2. Sources of economic growth

Dynamics of growth of the real GDP depends on sources of economic growth, their effec-
tive use and flexibility of their relocation. These factors determine the economic growth rate
or performance of the economy on a long-rung basis. The sources of economic growth are
the following: labour, capital and technological progress or total factor productivity.

Throughout the period 1996-2004 the labour productivity in the CR grew faster than in
the EU-15 or the EU-25 (see Table 1). What’s more, this growth was more than twice as
fast than in the EU-15. In the group of the new member states Estonia, Lithuania, Latvia,
Poland, Slovakia, Slovenia and Hungary recorded a faster growth in the labour productiv-
ity than the CR. Ireland and Greece were the two old member states with the fastest
growth in labour productivity, while Spain and Italy recorded the slowest growth of all
old member states. The growth in labour productivity in the EU-25 and the EU-15 slowed
down during the monitored period (2000-2004 and 1996-1999). The CR by contrast re-
corded an increased growth rate. The growth rate in the CR during 2000-2004 in relation
to the EU-15 was two and a half times higher.

The *“growth accounting” method, which is originally based on a paper by R. Solow (1957),
was used to analyze the sources of this growth. The approach of Jorgenson and Griliches
(1967, 1972), who used Térnqvist’s (1936) index for discrete approximation, was used for
empiric application. The above approach breaks down the growth rate of the product into
the contribution of the labour and capital growth on one side (the weights are determined
according to the income share of labour and the complement to one represents the income
share of capital) and the contribution of the growth in the aggregate total factor productivity
of factors (TFP) on the other side.
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As the growth rates for the product, labour and capital, and the share of labour can be
determined empirically, the TFP growth rate is calculated as the residual. This type of
calculation is used in the Czech Republic by the Ministry of Finance in addition to cer-
tain international institutions®.

Table 1: Labour productivity (EU-25, average annual percentage change)

1996-2004 1996-1999 2000-2004
EU-25 1.6 1.8 15
EU-15 1.3 15 1.2
Belgium 1.2 1.2 1.2
Czech Republic 2.8 2.3 3.1
Denmark 15 15 15
Estonia 7.3 75 7.1
Finland 2.0 2.2 1.8
France 1.3 1.8 1.0
Ireland 3.3 3.6 3.1
Italy 0.6 11 0.1
Cyprus 2.0 2.3 1.7
Lithuania 6.1 4.6 7.3
Latvia 5.9 4.9 6.6
Luxemburg 1.3 2.6 0.3
Hungary 3.1 2.6 3.5
Malta 1.8 3.7 0.3
Germany 1.9 2.2 1.7
Netherlands 1.1 1.0 1.2
Poland 5.1 55 4.8
Portugal 1.2 2.1 0.6
Austria 1.8 2.2 14
Greece 3.1 2.4 3.6
Slovakia 44 4.6 4.2
Slovenia 3.9 5.2 2.8
Spain 0.4 0.4 0.3
Sweden 2.1 2.6 1.7
United Kingdom 1.8 1.7 1.8

Source: ECFIN (2005a), table 11, p. 50-51, CSU (2005i), s. 42—43.

The calculation of TFP includes in practice:

The impact of technological progress, i.e. implementation of new technological in-
novations in production (for example ICT);

The effect of research and development;

The contribution of growth in the quality of human resources (education, qualifica-
tion and skills);

Institutional and organizational changes;

The impact of factor relocation between industries;

Increasing returns to scale;

Changes in the degree of use of factors (in the case of measurement for shorter
periods).

The growth in TFP is also influenced by potential errors or revisions of the values ap-
plied (such as conversion of macroeconomic values to fixed prices).

! Both comprehensive studies by OECD (see OECD, 2003; OECD, 2004a) can be stated as an example of
studies involving an analysis of the economic growth and total factor productivity.
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Behavior on the supply side is analyzed from the macroeconomic, but also the industrial
point of view. The industrial analysis is based on six macroeconomic industries:

a) Agriculture, forestry and fishing;

b) Industry;

c) Construction;

d) Trade, repairs and catering, accommodation;
e) Transport and communication;

f)  Other services.?

2.1 Sources of the economic growth in the Czech economy during 1996-2004

The employment rate was in a long-term decline during the monitored period. On the
other hand, capital resources in fixed prices grew slightly faster than the real GDP. The
growth in the real GDP between 1996 and 2004 was relatively moderate — on average by
2.1 % per year. Employment decreased by 0.6 % and capital resources grew on average
by 2.4 % per year (see Table 2).

The long-term decline in employment in the CR was caused by restructuring of the
Czech economy, in particular the industry, and insufficient regional and professional
mobility of the labour force. Legislation standards put especially persons with low
qualification at a disadvantage. The market continues to be characterized by rela-
tively high long-term and structural unemployment. In addition, rigidity of the la-
bour market is caused by limited use of employment contracts for a definite period,
the existing rent regulation system and psychological and financial obstacles in
changing a location of employment. Businesses striving to increase their productiv-
ity with reduced costs and thus increase their competitiveness also present a signifi-
cant factor preventing employment rate growth. This trend is the most pronounced in
companies under foreign management. However, the employment rate in the na-
tional economy became to rise again at the beginning of 2005. This is a result of
positive factors including accelerated economic growth, active employment support
and inflow of direct foreign investment.

Table 2: Sources of real GDP growth (average annual percentage change)

1996-2004 | 1996-1999 | 2000-2004
GDP 2.1 0.9 3.1
Employment -0.6 -1.0 -0.2
Capital real 2.4 24 2.4
Capital/ labour ratio 3.0 34 2.7
Labour productivity 2.7 19 34
Capital productivity -0.3 -15 0.7
Total factor productivity (TFP) 15 0.4 2.3

Note: GDP and capital are in constant prices. Capital intensity of labour = capital/employment. Data are
rounded. Source: CSU (2005a, 2005b), own calculations.

2 The macroeconomic industry other services includes: banking and insurance industry, real estate, busi-
ness services, research and development, public administration, defence, social security, education,
healthcare, veterinary and social activities, other public, social and personal services, and households
employing personnel.
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2.2 Development of the labour factor

Development on the labour market during 1996-2004 was characterized by overall
deterioration. Overall employment in the national economy decreased on average by
0.6 % per year.® The degree of economic participation declined from 73.2 % in 1996
to 70.8 % in 2004. The Czech Republic’s position in international comparison gradu-
ally approaches the average level of EU-15 (and EU-25) countries, although the de-
crease in the CR was accompanied by an increase in the EU average level throughout
the period 1996-2004.

The labour market is significantly influenced by the positive demographic situation in
the CR. Strong age groups are currently in their productive age, which is why the num-
ber of residents in their productive age (15-64 years of age) in the CR increased
throughout the monitored period. The total annual increase was 0.3 % on average. How-
ever, the labour force decreased during 1996-2004 by 0.1 % per year. The development
during the periods 1996-1999 and 2000-2004 differed in this case. While the labour
force grew gradually during the first period (the number of unemployed people grew),
the number of unemployed people stabilized or started to decrease slightly during the
second period and the number of employed people for the economy as a whole declined.

Increased dynamics of the real GDP in combination with significant inflow of direct
foreign investment® during 2000-2004 did not reflect significantly in a growing em-
ployment rate. The employment rate continued to decline during this period. Although
the decline was slower than in the previous period, employment fell on average by
0.1 %. The trend reversed at the end of 2004 and during 2005.°

The employment rate in the CR during the monitored period 1996-2004 declined from
70.4 % to 64.9 %. Compared to other new EU member states, the situation in the CR is
more optimistic. For example Poland has recorded a declining employment rate since 1998
(the employment rate over the last three years fell below 52 %), Slovakia usually records a
declining employment rate and over the last two years stagnated at 57 %, and Hungary as
the only country in this group reports a gradual increase almost to 57 % in 2004. However,
compared to other EU countries, the situation in the CR is worse. A faster increase in the
employment rate in the EU is obstructed by rigidity of the labour markets in member states
(labour legislation) and a high tax burden for work leading towards technological substitu-
tion and transfer of production.

* Development on the labour market is typically accompanied by and analysis of development in labour
productivity and wages (unit labour costs). This analysis presents this part in the first section — Growth
and convergence. Development of time series relating to the labour market in the CR for the period between
1996 and 2004 is not fully comparable due to harmonisation of the questionnaire for SSLF CSU with EU-
ROSTAT in 2001.

* Increasing the number of employed persons was one of the objectives of the Lisbon Strategy (generally
throughout the economy, plus increasing the number of female employees and older employees).

® Rapidly growing companies (typically under foreign control) focus on intensive growth factors, i.e.
factors increasing labour productivity. The use of modern technologies in production, which are localised
in the CR within direct foreign investment, is associated with this trend. This leads to limited creation of
new employment opportunities. A study by Landesmann et al. (2004) states examples of countries (Slo-
vakia, Hungary, Slovenia and Latvia), which successfully relieved the decline in job opportunities in
other areas of the economy by creating jobs in the processing industry and services.

¢ According to CSU (2005k), the total number of employed persons increased in three quarters of 2005 by
1.1 %. This led to an increased average level of employment and rate of economic participation. The
number of unemployed people decreased significantly during the same period (by 3.7 %) but the share of
people unemployed on a long-term basis remains high.



Mojmir Hajek, Vojtéch Spévacek, Vaclav Zd'arek - Supply, demand and stability

Demographical factors associated with the ageing population in Europe may also have
a certain impact.

The unemployment rate monitored in the CR according to the methodology of the Interna-
tional Labour Organization (ILO) based on a sample survey of labour force (SSLF) in-
creased from 3.9 % (1996) to 8.3 % (2004). The latest development over the first three
quarters of 2005 is characterized after two years by a decline in the unemployment rate to
8 % (average figure for three quarters).

Figure 1 describes development on the labour market using an analytic tool — the
Beveridge curve. The last four years (2000-2004) are characterized by alternating stages
of gradual improvement and deterioration of the conditions, which do not reflect strongly
the actual progress of the economic cycle (or reflect this cycle with a certain delay). For
example the number of vacant positions increased during 2000-2001 and this increase
was accompanied by a slight decrease in the unemployment rate. The following two years
were characterized by a decrease in the number of vacant positions and an increasing
unemployment rate. Although certain improvement in the labour market became apparent
in 2004, the demand for labour generated by the economy is not sufficient (whether due to
labour market regulation or due to other objective reasons) to manifest itself in a signifi-
cant decrease in the unemployment rate. This effect is reflected in the Beveridge curve
situated further from both coordinate axes — it has shifted.’

Figure 1: Beveridge curve for the Czech Republic (2000:1-2005:12)
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Note: Data are in thousands of persons, unemployed according to original definition of Ministry of La-
bour and Social Affairs. Source: CSU (2005b), CSU (2006).

The rate of registered unemployment, which was very low during the first half of the
90’s, jumped in 1997 to 7.5 % and to 9.4 % in 1999. The number of vacant positions
decreased significantly during the recession and the number of applicants per vacancy
increased significantly. Regional differences in unemployment, which deepened
throughout the period, became a serious problem.

" The chart showing cumulative development in production and employment, which allows us to recognize
countries with greater changes in employment than in production, provides an alternative view of the devel-
opment in the labour market (see UNECE, 1996, p. 91).
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Although the prosperous stage of the economic cycle occurred in the CR and the coun-
try probably is at the peak of the cycle in 2005, the situation on the labour market (be-
tween the supply and demand for labour) has not improved significantly and imbalance
persists. The most pressing problems include the high number of persons unemployed
on a long-term basis in the total number of unemployed people, which has persevered
for a number of years, and regional, qualification and professional structure.

The reasons why the unemployment rate fails to decrease can be seen in “artificial”
barriers in the labour market (the minimum wage amount, labour legislation), as well as
in “natural” barriers (such as information asymmetry between job applicants and em-
ployers, which is not always eliminated by activities of recruitment agencies).®

As there is a certain delay between the growth dynamics and the unemployment rate,
further decline in the unemployment rate can be expected during the following period.
This trend is also clear from the data for the first three quarters of 2005.° However, the
persisting structural problems will prevent further reduction of the unemployment rate
over the following years.

2.3 Development of the capital factor

The PIM method (Perpetual Inventory Method, see ECFIN, 2005b, p. 28) was used to
calculate the real capital resources. Real capital resources and their growth rates (and
subsequently growth rates of the total factor productivity) for the EU-15 countries are
determined according to this method. Comparison of the CR and the EU-15 countries is
used at the end of this section.

The growth rate of physical (real) capital resources decreased slightly following a decline
in the creation of gross fixed capital in the CR during 1997-1999. However, the growth in
capital resources increased after 1999 as a result of the accelerated growth of fixed in-
vestment. Throughout the period 1996-2004 the creation of gross fixed capital (in fixed
prices) increased on average by 2.7 % and physical capital resources increased by 2.4 %
per year. Capital productivity as a ratio of real GDP and capital during the monitored pe-
riod decreased by 0.3 %, total factor productivity increased on average by 1.5 % per year
and labour productivity increased on average by 2.7 % per year (see Figure 2).

The decline in capital productivity means that the capital coefficient (K/Y)°, which is
a reciprocal value of capital productivity, increased on average by 0.3 % per year.
This coefficient was 4.5 in the CR and 3.2 in the EU-15 in 1995 and 4.6 in the CR and
3.1 in the EU-15 in 2004 (ECFIN 2002, 2005a, CSU 2005i, author’s own calculation).
The Czech economy inherited an economic system with a high weight of heavy indus-
try, mostly misallocated to industries with low competitiveness and outdated technol-
ogy. The decline in the volume of loans provided to companies in the second half of
the 90’s caused by delayed restructuring and privatization of banks probably contrib-
uted to preservation of this structure. Low added value of this unstructured sector hin-
dered further development.

® However, modern technologies, which should help to prevent this problem, are rarely available in prob-
lematic regions and affected entities.

%0 According to the data of CSU (SSLF), the unemployment rate in individual quarters of 2005 decreased
compared to the same quarters of 2004, falling in the first quarter of 2005 from 8.7 % to 8.4 %, in the second
quarter from 8.2 % to 7.8 % and in the third quarter from 8.2 % to 7.8 % (see CSU, 2005c; CSU, 2005f).



Mojmir Hajek, Vojtéch Spévacek, Vaclav Zd'arek - Supply, demand and stability

Figure 2: Total factor productivity, labour productivity and capital productivity (indices,
1995=100)
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Source: CSU (2005a, 2005b), own calculations.

Replacement of retired physical capital consumed a large part of investment resources
without any direct effect. Large volume of investments in the environment and power
engineering did not immediately bring a direct effect for the economic growth. These
circumstances may be an explanation of the relatively high capital coefficient (see IMF,
2004, p. 5). The capital coefficient continued to grow during the recession (1997-1998)
and finally reached its highest level in 1999. A decreasing trend can be observed after
1999 as a result of implemented technological progress and especially due to the strong
inflow of direct foreign investment. Nonetheless, the capital coefficient remains higher
than the average value for EU-15 countries.

2.4 Total factor productivity and qualitative factors

The growth of TPF during 1996-2004 accounted for 71 % of the growth of real GDP.
The growth of TPF gradually accelerated and significantly contributed to the faster
growth of real GDP during this period. The acceleration in the growth of TPF is
caused by qualitative factors, which change slowly and their impact is often demon-
strated with a certain delay.™

The growth of TPF due to qualitative factors in the Czech economy was supported
by technological progress, i.e. implementation of new innovations in production.
Massive inflow of direct foreign investment played an especially important role. The
inflow of foreign investment increased gradually after 1995 and culminated in 2002
to decrease slightly over the following two years (see UNECE, 2005, p. 85). Accu-
mulation of the inflow of direct foreign investment in the CR, i.e. its resources in
relation to GDP, is also high, reaching 47.1 % in 2002, 50.1 % in Hungary, 32.2 %
in Slovakia, 22.6 % in Poland, and 16.9 % in Slovenia.** The inflow of direct foreign

10 Also referred to as capital intensity or capital/output ratio.

11 Development in the American economy is both, very informative and inspiring in this context as the
American economy achieved a strong growth in the total factor productivity during the 90’s. For discus-
sion of possible causes and impacts see for example Gordon (2004, chapters 1 and 2).

12 Services (especially financial agencies, trade, repairs, real estate and business services) have the highest share
in the structure of direct foreign investment resources in the CR — 47.4 %, followed by the processing industry
with a share of 41.9 % (see CNB, 2005c, tab. 3.3).
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investment contributed to the implementation of innovations, including ICT, and
thus helped to increase the competitiveness of the Czech economy, which is demon-
strated in the expansion of export and especially in the above-average growth in
export of machines and transportation equipment. According to the Lisbon Strategy,
information and communication technologies (ICT) represent a major factor for in-
creasing competitiveness. Only limited internationally comparable data structured
into information and communication technologies exist currently with regard to ex-
penditure on ICT in relation to GDP. The share of expenditure on information tech-
nologies in GDP in the CR in 2004 was 2.8 % (around 3 % in the EU-15) and the
share of expenditure on communication technologies was 4.3 % (3.3 % in the EU-
15) (see Kaderabkova a kol., 2005, p. 96).

The share of gross expenditure on research and development in GDP (GERD) in the CR
is lower on a long-term basis (1995-2003) than the EU-15 average. However, this share
is higher than in Hungary, Slovakia and Poland. The share of this expenditure in the CR
increased from 0.95 % in 1995 to 1.23 % in 2000 and reached 1.35 % in 2003. The
same figure was around 2 % in the EU-15 during 2001-2003."® The Lisbon Strategy
stipulates an objective for EU countries to achieve the share of 3 % GDP in 2010 (see
Kadefabkova a kol., 2005, p. 61-62).

In the structure of expenditure on research and development the CR was characterized
by a decreasing share of the entrepreneurial sector and increasing share of the govern-
mental sector, which is contrary to the Lisbon Strategy. However, this situation started
to change after 2000. Expansion of companies under foreign control and pressure of
banks on financed enterprises brought about increased interest in research and develop-
ment not only in foreign companies, but also in Czech companies, which are forced to
face intense competition.

The impact of the quality of human resources can be assessed from various perspectives
and subsequently according to various indicators (comp. Kadeiabkova a kol., 2005, p.
101-132). With regard to education groups, the situation in tertiary education in the CR
compared to the EU-15 is not positive. Although the share of population with tertiary
education increased (during 1998-2004 from 10.6 % to 12.3 %), this figure remained
higher in the EU-15 throughout this period (and increased from 17.1 % to 23.1 % during
the same period). On the other hand, the Czech Republic has the highest share of resi-
dents with secondary education of all EU-15 and EU-25 countries (75-77 %), followed
by Slovakia. Some studies place great emphasis on the share of residents with secon-
dary education as a basis for further qualitative development (comp. for example
Mankiw, Romer, Weil, 1992).

Reallocation of factors during 1995-2004 with disaggregating in six industries had a
minimal impact on the growth of the macroeconomic TPF because the main struc-
tural changes took place prior to 1995 (see Hajek, 2005). The opposite effects of
qualitative factors suggest that while analysis of this low rate into a few components
may be acceptable, any further breakdown into more factors may be problematic.
Working with hierarchic structures may be more appropriate in this situation (see
Mihola, 2005, p. 16).

3 For critical comments see Potognik (2005).

10
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2.5 Sources of growth in basic industries

The highest average growth rate of real gross added value during the period 1996-2004
was achieved in industry and trade, repairs, and catering and accommaodation. All indus-
tries with the exception of agriculture and trade contributed to the faster growth of real
added value during 2000-2004 compared to the period 1996-1999. Slower growth of
employment during 2000-2004 compared to the period 1996-1999 occurred in trade
and the decline in other industries was reduced. The growth of employment in other
services strengthened.

The average annual growth rate of physical capital resources in individual industries
declined during 2000-2004 compared to 1996-1999, except for other services where
the growth rate increased (from 0.3 % to 1 %). The dynamics of total factor productivity
accelerated in all industries except for agriculture and trade (while the decline in con-
struction slowed down). Industry, other services and transport and communications
contributed significantly to the acceleration of the macroeconomic TPF.

2.6 Economic growth and total factor productivity in the CR and the EU-15

When comparing economic performance of individual countries, special caution is
required due to asynchronous economic cycles. The average annual growth rate of real
GDP in the CR during 1996-2004 was virtually equal to the growth rate in the EU-15
(see Table 3).

Table 3: Real GDP and total factor productivity in the Czech Republic and EU-15 (average annual
percentage change)

GDP TFP

1996- 1996- 2000- 1996- 1996- 2000-

2004 1999 2004 2004 1999 2004
EU-15 2.2 25 19 0.7 0.9 0.5
Belgium 2.1 25 1.9 0.8 0.9 0.8
Czech Rep. 2.1 0.9 3.1 15 0.4 2.3
Denmark 2.0 2.6 1.6 1.0 1.2 0.9
Finland 3.7 4.6 2.9 2.3 2.9 1.9
France 2.2 2.4 2.0 0.9 1.3 0.6
Ireland 7.7 9.7 6.2 3.1 4.0 2.4
Italy 15 1.6 1.3 0.2 0.6 -0.1
Luxemburg 5.1 6.6 4.0 0.7 2.1 -0.3
Germany 1.3 15 11 0.4 0.4 0.4
Netherlands 2.3 3.8 1.2 0.8 1.2 0.4
Portugal 2.4 4.0 1.1 0.2 1.2 -0.5
Austria 2.2 2.8 1.6 0.7 1.1 0.3
Greece 3.8 3.2 4.3 1.9 15 2.3
Spain 2.2 2.4 2.0 0.9 1.3 0.1
Sweden 2.7 3.0 25 1.8 2.2 1.5
Un. Kingdom 2.8 3.0 2.7 1.2 1.2 1.2

Source: CSU (2005a, 2005b), ECFIN (2000, 2002, 2004b, 2005a), own calculations.

Despite the decline in total factor productivity in the CR during 1997 and 1998, the
average annual growth rate of TPF in the CR during 1996-2004 was approximately
double of that in the EU-15 (1.5 % in the CR and 0.7 % in the EU-15). While the av-
erage annual growth rate of real GDP in the EU-15 declined during 2000-2004, the
growth rate in the CR increased. Similarly, as the average growth rate of TPF in

11
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the EU-15 decreased (practically to one half of the original value), this growth rate in
the CR grew almost six times.

This means that the reduced average annual growth rate of real GDP in the EU-15 can
be attributed mostly (67 % influence) to the slower growth rate of TPF. And vice
versa, the increase in the average annual growth rate of real GDP in the CR by 2.2
percentage points with growth rate of TPF increased by 1.9 percentage point means
that the accelerated growth of TPF contributed significantly to the higher growth rate
of real GDP (86 % influence).

2.7 Relative level of the total factor productivity in the CR compared to EU-15

The estimate of the relative level is based on the assumption that the growth rate of
total factor productivity equals a weighted sum of growth rates of labour productivity
and capital productivity. If growth rates (in %) are interpreted as a difference of rele-
vant values between two countries, the difference in TPF between two countries can
be determined based on the difference in labour productivity and capital productivity
and the applicable weights.

Figure 3: Relative level of total factor productivity in the Czech Republic (EU=100)
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Source: CSU (2005a, 2005b), ECFIN (2005a), own calculations.

The labour productivity in the CR in 1995 was lower than in the EU-15 by 48 % (GDP
per employed person in PPS).* The capital coefficient in the CR was 4.5 and 3.2 in the
EU-15. The reciprocal value of the capital coefficient, i.e. capital productivity, was
lower in the CR by 29 % than in the EU-15. If a constant share of labour (weight) of
0.65 is selected and the share of capital is set at 0.35 according to the common practice
in international comparisons, we can conclude that the TPF in the CR was lower
by 41.2 % than in the EU-15, in other words the TPF in the CR reached 58.8 % of the
EU-15 level. This initial relative level of TPF in the CR (EU-15 = 100) in 1995 was
extended forward by applying growth indexes of TPF in the CR and the EU-15. Calcu-
lation therefore shows that the relative level of TPF in the CR after 1998 increased in
relation to the EU-15 with acceleration in 2003 and 2004.

1 Calculation according to data by EUROSTAT, Structural Indicators, May 2005 (GDP per employed
person in PPS).

12
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3. Demand side of the economy

Macroeconomic performance as comprehensive expression of the economy’s competi-
tiveness is very closely linked with development of aggregate demand. From the
short-term perspective, development of individual demand elements is vital for eco-
nomic growth in a market economy because the economy can only produce what is
demanded. As a general rule, GDP growth must be consistent with growth of domestic
demand (final consumption and investments) and development in net export. Impact
of demand components on GDP growth depends on their share in GDP and their real
growth rate. Macroeconomic balance is reflected in the interaction between demand
and supply. Changes in the structure of the overall demand (expenditure side of GDP)
in the Czech Republic are shown in Table 4. The Czech economy is characterized by a
relatively high share of public consumption, foreign trade and investment. The share
of private consumption has been relatively stable on long-term basis, with relatively
low values compared to old EU members.

Development of domestic demand (final consumption and gross capital formation) is
generally crucial for the economic growth. However, in conditions of a small open
economy, such as the Czech economy, development of foreign trade also has a signifi-
cant impact. Growth of main demand components is shown in Table 5.

Real GDP grew on average by 2.1 % per year during 1996-2004. The growth rates in
import and export of goods and services were substantially higher. Export grew during the
same period by 9.7 % per year and the annual growth rate in import even exceeded 10 %.
The total domestic demand (final consumption and gross capital formation) increased by
2.6 % per year, i.e. faster than GDP by 0.5 percentage point. Private consumption (house-
hold expenditures on final consumption) as a key component of total demand, which de-
termines development of living standard reached annual growth of 3 %. The surplus of
domestic demand compared to domestic supply (GDP) was very strong in 1996 and
caused significant external imbalance, which forced the economic policy to react by in-
troducing a restrictive policy with the aim to limit domestic demand. This policy led to
the second recession in the Czech economy and domestic demand fell faster than GDP
during 1997 and 1998. The Czech Republic entered the stage of dynamic and relatively
stable development during 2000-2004. Domestic demand was still ahead of the growth of
GDP during this period, recording the annual growth rate of 3.6 %, i.e. the growth rate
was higher than that of GDP by 0.4 p.p. Faster growth of domestic demand compared to
GDP did not result in deteriorated external imbalance due to positive development in
terms of trade. (For more details on this topic see Spévacek, 2005b.)

The growth in exports in 2004 was exceptionally high (21.4 % compared to 7.5 % in
2003). The growth of investment also accelerated due to growing profits of companies,
low interest rates and increasing investor confidence. The average annual growth rate in
gross fixed capital formation during 2000-2004 was 4.7 %. Public consumption experi-
enced relatively significant decline in the growth rate. Slower growth of private con-
sumption (from 4.6 % in 2003 to 3,3 % in 2004) was influenced by strongly decelerated
growth in real disposable income of households.

The growth of GDP accelerated to 6 % in 2005 and the growth rate in domestic demand
fell at the same time. Final consumption rose by 2.0 % and gross capital formation stag-
nated due to a strong decline in inventory. This significant change on the demand side is
related to strong deterioration in terms of trade in 2005.
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3.1 Impact of demand on growth of gross domestic product

The contribution of main demand components to the growth of GDP during 19962004
divided into the contribution of domestic demand and the effect of foreign sector shows
a strong influence of domestic final utilization (final consumption and gross capital
formation — see Table 6) in 1996 and during 2000-2003. The growth of GDP during
these years was driven from more than 100 % by growing domestic demand, while the
contribution of foreign trade was negative. A significantly positive impact of foreign
trade did not occur until 2004 and 2005. The balance of foreign trade in goods and ser-
vices was positive for the first time in the history of the CR in 2005 and this led to a
very high positive contribution of foreign trade to the growth of GDP.

The influence of final consumption and especially private consumption (household ex-
penditure on final consumption) played a major role in domestic demand. With the ex-
ception of 1999 and 2002, the impact of public consumption (expenditure of govern-
ment institutions on final consumption) was insignificant. Major fluctuations in devel-
opment of investment were reflected in their impact on the growth of GDP. The nega-
tive contribution of gross fixed capital formation during 1997-1999 was replaced by a
positive contribution (1.3 p.p. of GDP growth during 2000-2004). This contribution is
higher than the share of fixed investment in GDP would suggest.

Table 4: The share of demand components in GDP (in per cent, current prices)

Private Public Gross Balance of
consump- | consump- capital GFCF Export Import foreign
tion tion formation trade
1996 51.7 21.2 33.0 314 49.5 55.5 -6.0
1997 53.0 21.8 30.6 29.9 52.7 58.1 -5.3
1998 51.6 21.0 28.5 28.3 55.1 56.2 -1.1
1999 51.9 22.3 26.9 27.0 56.5 57.7 -1.2
2000 52.2 22.1 28.8 27.7 64.5 67.5 -3.1
2001 51.5 22.2 28.9 27.6 66.5 69.0 -25
2002 51.1 23.0 27.9 26.6 61.5 63.6 -2.0
2003 51.5 23.6 27.1 26.8 62.2 64.4 -2.2
2004 50.2 22.5 27.8 26.9 71.2 717 -0.5

Source: CSU (2005a).

Table 5: Final demand components (percentage annual change, constant prices of the preceding year)

Final Private | Public | Gross G_ross
con- con- con- capital f'X?d Dor_nes-
GDP capital tic Export | Import
sump- | sump- | sump- forma— forma- | demand
tion tion tion tion tion
1996 4.2 6.6 8.8 15 10.1 7.6 7.7 5.5 12.1
1997 -0.7 1.4 14 14 -6.2 -3.4 -1.0 8.4 6.9
1998 -1.1 -1.4 -15 -1.0 -2.4 -11 -1.7 10.5 8.4
1999 1.2 3.0 2.2 5.4 -4.2 -3.5 1.0 5.5 5.0
2000 3.9 2.1 2.9 0.2 9.2 49 3.9 16.5 16.3
2001 2.6 3.0 2.8 3.8 6.3 5.4 3.9 11.5 13.0
2002 15 3.3 2.7 45 35 34 34 2.1 49
2003 3.2 4.4 4.6 3.8 1.3 47 35 75 7.9
2004 4.7 15 3.3 -2.7 7.9 53 3.2 21.4 18.4
Average
growth 2.1 2.6 3.0 1.9 2.7 2.5 2.6 9.7 10.2
(1996-2004)

Source: CSU (2005a).
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4. Macroeconomic stability

The relationship between domestic supply (GDP) and domestic demand (final consump-
tion and gross capital formation) is vital for the macroeconomic balance because this
balance is given by the interaction of supply and demand. The main source of macro-
economic imbalance is a situation when a country consumes more goods and services
than it produces (domestic demand exceeds domestic supply). This gap needs to be cov-
ered by import exceeding the level of export (net export is negative). The relationship
between domestic supply and domestic demand is shown in Table 7.

The deficit of foreign trade in goods and services culminated in 1996 and 1997 at CZK
95-99 mid (i.e. between 5 % and 6 % of GDP). During 1998-1999 the deficit decreased
to a very low level of approximately 1 % of GDP as a result of restrictive measures in-
troduced by Czech National Bank and the government. The foreign trade deficit reached
an acceptable level between 2 % and 3 % of GDP during 2000-2003. A negative for-
eign trade balance was only recorded in the balance of goods. The balance of services
recorded a surplus and partially compensated for the deficit in goods.

Significant improvement in the trade balance occurred in 2004 and 2005. This was a re-
sult of a strong growth in Czech export, which benefited from a high level of direct foreign
investment during the previous years and the CR’s membership in the EU. The foreign
trade deficit in 2004 was 0.5 % of GDP and in 2005 the net export recorded positive figures.

4.1 Relationship between savings and investment

Although the gap between domestic supply and demand is to a great extent the main
source of macroeconomic imbalance (internal and external), in order to obtain a more
comprehensive picture this relationship needs to be extended by the impact of distribu-
tion of income between the national economy and the world. In this sense creation of
disposable income and its use for consumption and savings needs to be considered. Bal-
ance at the macroeconomic level can be assessed according to the relationship between
national savings and domestic investment. This relationship reveals a major source of
imbalance due to a lack of national savings in relation to investment. This relationship is
also important as it combines internal imbalance (relationship between savings and in-
vestment) with external balance (the gap between savings and investments needs to be
financed from external sources and will therefore manifest itself as a deficit of the cur-
rent account of the balance of payments). Changes in the level of investment and sav-
ings in the Czech economy are described in Table 8.

The decrease in the share of investment in GDP (investment ratio) from 32.5 % in 1995 to
27.8 % in 2004 was caused by weaker economic activities during 1997-1999, which were
accompanied by relatively major decline in investment. Investment started to grow again
from 2000. In international comparison, the investment ratio in the Czech Republic re-
mains higher than in advanced EU member states. Over the last few years, the CR has
held the second place in the group of new member states after Estonia. Rather than the
level of investment, the structure and effectiveness of investment presents the main
problem in the Czech Republic.

The decrease in the saving rate (the share of savings in gross disposable income) by al-
most 5 p.p. during 1995-2004 is very strong, although the saving ratio in the Czech Re-
public appears relatively high in international comparison (higher than in most advanced
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market economies). However, these savings are insufficient due to great investment needs
in the Czech Republic, which arise from the process of transformation connected with
necessary structural changes and an outdated infrastructure. The gap between savings and
investment, which is consistent with the deficit of the current account of the balance of
payment, is relatively high and during 2000-2004 was on average equal to 5.5 % of GDP.

The analysis of the relationship between savings and investment according to individual
institutional sectors (see Table 12) shows that the long-term decline in  saving ratio
was mainly caused by a significant decrease in the level of household savings and a
decreasing level of savings in governmental institutions.

The household sector is the key sector with regard to generating savings and providing
these savings to other sectors because the investment needs of the sector of non-finance
companies and governmental institutions tend to be higher than their savings and they are
therefore dependent on borrowing from other sectors. The situation when the household
sector is less capable of financing net borrowing of non-financial companies and governmen-
tal institutions leads to increasing dependency of the economy on foreign savings. The sig-
nificant increase of investment in the household sector caused by a strong growth in mort-
gage credit was among the factors deteriorating the gap between savings and investment.

Significantly declining creation of savings in the governmental sector (from
CZK 83.8 mld in 1995 to 38.4 mld in 2003) and relatively large investment needs caused
that the gap between savings and investment, which was still slightly positive during
1995-1999, turned during 2000-2003 to negative figures with strongly increasing ten-
dency. This in itself predetermines a growth of the deficit in the sector of governmental
institutions. A significant increase in creation of gross savings occurred in 2004 mainly
due to a rapid growth of the economy and the subsequent higher tax revenue. Net bor-
rowing of the governmental sector increased significantly during 2001-2003.

Public finance appears from the perspective of macroeconomic stability as the weakest
point of the economic development. The expected admission to Euro zone around
2010 presents a high priority for fiscal consolidation. Savings in expenditure appear as
necessary from this point of view, while their enforcement is very complicated, espe-
cially in the election year 2006. Sustainability of fiscal consolidation will be gradually
complicated in the following years by pressures arising from ageing of the population.

Table 6: Contribution of demand components to GDP growth (constant prices of the preceding
year, in percentage points of GDP growth)

8 ] 8 Gross Gross Balance

GDP IZ:)nna_I P(r:'(;/:fe Pélobrkc capital fixgd Domestic of_for-
sumption | sumption | sumption forma- capltgl I e1gn

tion formation trade
1996 4.2 4.7 4.4 0.3 3.3 2.4 8.0 -3.9
1997 -0.7 1.0 0.7 0.3 -2.0 -1.1 -1.0 0.3
1998 -11 -1.0 -0.8 -0.2 -0.7 -0.3 -1.8 0.6
1999 1.2 2.2 11 11 -1.2 -1.0 1.0 0.2
2000 3.9 15 15 0.0 2.5 13 4.0 -0.1
2001 2.6 2.2 14 0.8 1.8 15 4.0 -1.4
2002 15 24 14 1.0 1.0 0.9 3.4 -2.0
2003 3.2 3.2 2.4 0.9 0.4 13 3.6 -0.4
2004 4.7 1.1 1.7 -0.6 2.1 14 3.2 15

Source: CSU (2005a), own calculations.
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5. External economic balance

The two aspects of macroeconomic balance based on the relationship between domestic
supply and domestic demand and the relationship between savings and investment are
reflected in the country’s balance of payment because the negative gap between domes-
tic supply and demand or between savings and investment needs to be filled with for-
eign resources. This concerns the balance of trade and services (performance balance) in
the first case and the total balance of the current account in the second case. In the con-
text of the domestic economy a deficit of the current account represents a negative gap
between national savings and investments.

Table 7: Creation and utilization of GDP (current prices, mld. CZK and per cent of GDP)

GDP %zmgf]téc Bal_ance of of which In per cent of GDP
foreign trade : -
goods | services | total | goods | services

1995 1466.7 1529.9 -63.2 -107.7 44.5 -4.3 -7.3 3.0
1996 1660.6 1759.6 -99.0 -154.9 55.9 -6.0 -9.3 3.4
1997 1785.1 1880.2 -95.1 -155.2 60.1 -5.3 -8.7 3.4
1998 1962.5 1984.6 -22.1 -84.0 61.9 -1.1 -4.3 3.2
1999 2041.4 2065.7 -24.3 -65.8 | 415 -1.2 -3.2 2.0
2000 2150.1 2216.3 -66.3 -120.8 54.6 -3.1 -5.6 2.5
2001 2315.3 2374.0 -58.7 -116.7 58.0 -2.5 -5.0 2.5
2002 2414.7 2464.1 -49.5 -71.3 21.9 -2.0 -3.0 0.9
2003 2555.8 2612.3 -56.6 -69.8 13.2 -2.2 -2.7 0.5
2004 2767.7 2780.8 -13.1 -26.4 13.3 -0.5 -1.0 0.5

Source: CSU (2005a).

Table 8: Gross disposable income, national saving and gross capital formation (mld. CZK, cur-

rent prices)

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Gross disposable | 1 /- ¢ | 16463 | 1767.9 | 1944.0 | 2015.1 | 2111.3 | 2249.2 | 2313.0 | 2457.1 | 2636.4
income (GDI)
tFi;”na' CONSUMP-= | 1553 0 | 1211.3 | 1334.8 | 1424.3 | 1515.7 | 1597.8 | 1705.3 | 1789.9 | 1919.4 | 2011.2
Gross national 421.6| 435.1| 433.0| 519.7| 499.4| 513.5| 543.9| 523.0| 537.7| 6252
saving (S)
Gross capital 476.9 | 548.4| 545.4| 560.2| 550.0| 618.5| 668.6| 674.2| 692.9| 769.6
formation (1)
Balance of na-
tional current 553| -113.3 | -112.4| -405| -50.6| -105.0| -124.8 | -151.2| -155.2 | -144.4
transactions (S—1)
Savingrateinper | oo | 564 | 245 | 267 | 248 | 243 | 242 | 226 | 21.9 | 237
cent of GDI
Saving rate Inper | oo, | 555 | 943 | 265 | 245 | 239 | 235 | 217 | 210 | 22.6
cent of GDP
Investment ratio
in per cent of 325 | 330 | 306 | 285 | 269 | 288 | 289 | 27.9 | 271 | 27.8
GDP
Difference be-
tweensavingrate | 5o | g5 | 53 | 21 | 25 | -49 | 54 | 63 | -61 | -5.2
and investment
ratio in % of GDP

Source: CSU (2005a).
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Table 9: Relationship between saving and investment by sectors (mld. CZK, current prices)

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Non-financial
corporations
Grosssaving (S) | 176.4 | 217.0 | 177.6 | 232.4 | 260.6 | 322.4 | 336.6 | 300.7 | 352.5 | 388.4
Investment (1) 319.9 | 355.8 | 352.2 | 354.2 | 357.4 | 423.1 | 449.4 | 4343 | 460.9 | 503.5
S- -1435 | -138.8 | -1745 | -121.8 | -96.7 |-100.7 | -112.9 | -133.6 | -108.3 | -115.1
Saving rate 222| 237 | 179 | 214 | 231 | 267 | 261 | 223 | 246 | 252
Net lending/ -113.6 | -119.5 | -140.4 | -75.9 | -74.3 | -839 | -88.1 | -87.7 | -82.9 | -82.3
borrowing
Financial
corporations
Gross saving (S) 40.0 | 357 | 369 | 729 | 523 | 353 | 458 | 41.1 | 164 | 121
Investment (1) 289 | 248 | 224 | 169 | 130 | 161 | 192 | 21.1 | 9.7 | 10.2
S- 111 | 109 | 145 | 560 | 39.3 | 192 | 266 | 200 | 66 | 1.9
Net lending/ 304 | 169 | 158 | 836 | 756 | 34.2 | 940 | 635 | 209.7 | 6.3
borrowing
General
government
Gross saving (S) 83.8| 79.0 | 820 | 826 | 644 | 471 | 586 | 472 | 54.1 | 1132
Investment (1) 67.1| 738 | 718 | 831 | 588 | 625 | 769 | 928 | 108.1| 1354
S- 167| 52| 102 | -05| 56 | -154 | -183| -456 | -54.0| -22.2
i -196.3 | -51.2 | -43.5 | -98.5 | -74.4 | -785 |-137.0 |-163.0 | -307.2 | -815
borrowing
Households
Gross saving (S) | 119.4 | 103.2 | 136.4 | 130.3 | 119.8 | 105.8 | 100.8 | 132.9 | 112.4 | 1105
Investment (1) 59.7 | 92.0 | 97.7 | 1035 | 1165 | 1154 | 121.0 | 122.7 | 112.1 | 116.7
S- 597 | 112 | 387 | 268 | 34| 96| -201| 102 | 09| -6.1
Saving rate 142 | 110 | 129 | 116 | 103 | 88| 79| 99| 80| 75
Net lending/ 2221 | 398 | 620 | 50.1 | 228 | 191 | 67 | 481 | 215| 159
borrowing

Note: Saving rate of non-financial corporations is expressed as the share of gross saving of non-financial
corporations on their gross value added (in per cent). Saving rate of households is measured as the share
of saving of households on their gross disposable income increased by the changes in the net share of
households on reserves of pension funds (in per cent). Source: CSU (2005a).

Table 10: Current account (mld. of CZK)

Current account | Trade balance | Bal. of services | Bal. of incomes | Current transfers
1995 -36.3 -97.6 48.9 -2.8 15.2
1996 -111.9 -154.9 52.2 -19.6 10.4
1997 -113.0 -155.2 55.9 -25.1 11.3
1998 -40.5 -84.0 61.9 -35.1 16.7
1999 -50.6 -65.8 415 -46.7 20.4
2000 -104.9 -120.8 54.6 -53.0 14.4
2001 -124.5 -116.7 58.0 -83.5 17.8
2002 -136.4 -71.3 21.9 -115.6 28.7
2003 -160.6 -69.8 13.2 -119.9 15.8
2004 -143.3 -22.3 12.5 -139.5 6.1

Source: CNB (2005a).

Table 10 shows changes of the total current account deficit and balances of four basic
components of the current account. With the exception of a few years (1995, 1998 and
1999), the current account deficit was relatively high and exceeded CZK 100 mid. The
deficit of trade balance decreased significantly in 1998 and 1999 due to weak eco-
nomic activity and then starter to decrease again during 2002—2004, although this time
the reasons were different. This decrease was mainly attributable to strong inflow of
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direct foreign investment, increasing influence of foreign companies and the produc-
tion restructuring process. From 2001, the growing deficit of the balance of income (in
particular repatriated and reinvested profit) became the main cause of the current ac-
count deficit, which is another, typically not positive aspect of strong direct foreign
investment. The impact of the balance of services and current transfer is positive but
not very significant.

Table 11: Current account (in percent of GDP)

Current account | Trade balance | Bal. of services | Bal. of incomes | Current transfers
1995 -2.5 -6.7 3.3 -0.2 1.0
1996 -6.7 -9.3 3.1 -1.2 0.6
1997 -6.3 -8.7 3.1 -14 0.6
1998 2.1 -4.3 3.2 -1.8 0.8
1999 -2.5 -3.2 2.0 -2.3 1.0
2000 -4.9 -5.6 25 -2.5 0.7
2001 -5.4 -5.0 25 -3.6 0.8
2002 -5.6 -3.0 0.9 -4.8 1.2
2003 -6.3 -2.7 0.5 -4.7 0.6
2004 -5.2 -0.8 0.5 -5.1 0.2

Source: CNB (2005a), own calculations.

Another expression of current account balances (in percentages of GDP) is especially
important for international comparison (see Table 11 and Figure 4). The current account
deficit during 2000-2004 was on average around 5.5 % of GDP. The deficit of foreign
trade was the main source of this high deficit in 2000 and 2001 and from 2002 the defi-
cit was mainly attributable to the negative balance of incomes. The level of the current
account deficit more or less stabilized during 2000-2004 but its structure changed dra-
matically. Significant improvement is expected in 2005. Assessment of the current ac-
count deficit requires more detailed examination of individual items because these have
various impacts on the economy.

Figure 4: Current account (in percent of GDP)

o & A N O N A~ O
R

.
5
‘
|

-12

N} © A > > Q > % > )
) ) ) > ) Q Q Q Q Q
RS S T 2R, S S S S
[ Trade balance I Balance of services
=3 Balance of incomes — Current transfers

—e—Current account

Source: CNB (2005a), own calculations.

When assessing the deficit of the current account, it is impossible to mechanically deter-
mine a limit that presents a threat to the country’s macroeconomic stability. Literature
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often simplifies this issue and refers to the limit of 5 % of GDP as a warning sign from the
point of view of macroeconomic balance. However, the impact of the current account
deficit depends on the manner of financing the deficit (debt and non-debt financing, short
or long-term capital), the use of the deficit (for consumption or investment), the amount
of foreign debt and foreign exchange reserves, and the overall macroeconomic situation
of the country. From this point of view the current account deficit in the CR does not ap-
pear as dangerous because it was mainly financed by direct foreign investment, promoted
growth and did not increase the country“s relative foreign debt (foreign debt in convertible
currencies decreased slightly in 2004 compared to 2000 from 37.6 % to 36.8 % of GDP).
However, an excessive current account deficit in combination with significant reliance of
the economy on the inflow of foreign capital can prove to be dangerous for the country’s
financial stability due to sudden external shocks. Significant external imbalance is typical
also for new EU member states from Central and Eastern Europe.

External imbalance is closely connected with internal imbalance. High deficits of public
finance usually account for a major part of the current account deficit. The connection
between imbalance in public finance and external imbalance poses a danger of the so-
called twin deficit. For example reinvested profits are a part of foreign direct investment
and typically have a positive impact on the economy. On the other hand, repatriated
profit represents withdrawal of income from the country with an impact on national
savings, currency rate and financial situation of some companies. Reinvested profit
tends to prevail in the first stage of direct foreign investment inflow, while withdrawal
of capital in the form of repatriated profit becomes more frequent in the following
stages. The part of the generated profit intended for strengthening investment is thus
reduced to the benefit of paid out dividends. This trend has also appeared in the CR,
where the share of reinvested profit fell from 78 % in 2001 to 51 % in 2004. Increasing
profit of companies with a majority share of foreign capital led in 2003 and 2004 to a
significant increase in the volume of dividends paid out to foreign owners, while the
volume of reinvested profit stagnated.
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6. Conclusion

The growth of GDP on the supply side was largely supported by the growth of total
factor productivity (its impact accounted for more than 70 %). The accelerated growth
of TPF during 2000-2004 was caused by qualitative factors, which change very
slowly and their impact is often demonstrated with a certain delay. This involved
mainly the strong inflow of foreign direct investment, which culminated during
1999-2002. Direct foreign investment contributed to implementation of innovations,
including ICT, and subsequently also to the increased competitiveness of the Czech
economy. This phenomenon is further confirmed by the expansion of export with
above-average growth in export of machines and transporting equipment. Other quali-
tative factors, such as the share of gross expenditure on research and development in
GDP, quality of human resources and institutional factors, changed gradually and did
not reach the average level for the EU.

Development on the labour market during 1996-2004 was characterized by an overall
decline in employment. The situation only started to improve from 2005. The total em-
ployment in the national economy declined on average by 0.6 % per year during
1996-2004. The economic participation rate decreased from 73.2 % in 1996 to 70.8 %
in 2004, and an increase to a rate above the 71 % is expected in 2005. The position of
the Czech Republic in international comparison is slightly above the EU average. While
the number of unemployed persons grew during 1996-2000, unemployment stabilized
at the end of the last century and subsequently started to decline.

An analysis of six macroeconomic industries showed that industry had the greatest im-
pact on the accelerated growth of the TPF, followed by other services and transport and
communication. The average annual growth rate of TPF in the CR during 1996-2004
was twice as high as in the EU-15 (1.5 % versus 0.7 %). The difference between the
TPF growth rate in the CR and in the EU-15 during 2000-2004 was very significant
(2.3 % in the CR compared to 0.5 % in the EU-15). Convergence of TPF in the CR to
the EU-15 level started in 1999 and this process further accelerated in 2003 and 2004.
The level of TPF in the CR reached 63 % of the EU-15 level in 2004, compared to 59 %
in 1995 and 57 % in 1998.

Changes in demand have a major impact on growth performance over short periods.
Relatively significant fluctuations in development of individual demand elements were
reflected in strong changes in GDP. This was the case especially in the second half of
the 90’s. The last five years have brought a certain degree of stabilization, especially in
development of domestic demand, which also had a positive impact on the growth of
GDP. The Czech economy is characterized by a relatively high share of public con-
sumption, investment and foreign trade in the structure of demand. However, the shares
of the individual components in internationally comparable prices change significantly.
The share of public consumption remains very high, while the share of investment
and foreign trade declines. The share of private consumption remains at approximately
50 %. The Czech economy recorded a faster growth of domestic demand compared
to the growth of GDP on a long-term basis. Private consumption grew relatively fast
(the average annual growth of private consumption was 3 % during 1996-2004, while
GDP grew on average by 2.1 %). The higher growth rate in demand compared to
GDP was facilitated by positive development of terms of trade in foreign trade. Contri-
butions of the main demand components to the growth of GDP show a dominant impact
of domestic demand on the growth of GDP until 2003. The impact of foreign trade
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during 1996-2003 was mostly negative. The situation changed in 2004 and especially in
2005, and foreign trade became a driving force behind the Czech economy.

The relatively fast growth of the Czech economy during 2000-2005 was accompanied
by opposite trends in macroeconomic balance. The relationship between domestic
supply and demand was characterized by higher domestic utilization of GDP com-
pared to GDP creation. This was reflected in the negative balance of foreign trade in
goods and services. The foreign trade deficit culminated in 1996 and 1997. Positive
development in foreign trade led to a significant decrease in the performance balance
deficit and the trade balance recorded a surplus in 2005. The balance of services was
in surplus and compensated partially for a deficit in the balance of goods. However,
the surplus in the balance of services has decreased significantly over the last few
years. The decreasing deficit of trade balance did not have a significant impact on the
total current account balance due to the increasing deficit in the balance of incomes.
The outflow of primary income, especially in the form of growing reinvested and re-
patriated profit, started to play an important role in this regard. This was caused by a
strong inflow of direct foreign investment and a growing influence of companies un-
der foreign control. The current account balance during 2000-2004 was approximately
5 % of GDP. A positive impact of foreign trade occurred in 2005 when the current
account deficit fell below 3 % of GDP. As this deficit is financed mainly by the inflow
of direct foreign investment, it supports growth in investment without increasing the
country’s foreign indebtedness and therefore is need not to be seen as dangerous for
future development of the economy.

A negative gap between national savings and domestic investment was the main cause
behind the current account deficit in the domestic economy. The saving and investment
ratios declined on a long-term basis. From the perspective of main institutional sectors
of the economy, adverse development of savings occurred in the household and gov-
ernmental institution sectors. The decrease in household savings was influenced by a
strong growth in loans (especially mortgage) provided to households. The situation
when the household sector is less capable to finance non-financial companies and gov-
ernmental institutions leads to increasing dependency of the economy on foreign sav-
ings. Generation of savings also declined in the governmental sector. This fact com-
bined with increasing investment turned the originally positive difference between sav-
ings and investment into a negative one. What’s more, capital transfers to the benefit of
other sectors led to a strong growth in net borrowing of the governmental sector, which
exceeded the Maastricht criterion of 3 % of GDP during 2001-2003. The overall devel-
opment of macroeconomic balance shows that a macroeconomic policy supporting
growth must be linked with the aim of macroeconomic stability, which is a vital condi-
tion for balanced economic growth and full implementation of the growth potential.
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