1 Východiska predikce


A Forecast assumptions

A.1 External environment

The forecast is based on the assumption of ongoing dynamic growth of the world economy. Global dynamics will be still strongly boosted by Asia’s economies, mainly by those of China and India. On the contrary, dynamics of US growth will decrease. Having reached the highest values in 2006 since 2000, growth in the euro area should also slow down moderately in 2007.

Graph A.1.1: Growth of GDP in EA-12
YoY growth in % (adjusted for seasonal and working day effects)
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Prices of oil descended from record highs of more than USD 70 per barrel of Brent. Compared with the October forecast, they are expected to decline more significantly to yearly average of some USD 58 in 2007.

Graph A.1.2: Dollar Prices of Brent Crude Oil 

in USD per barel
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Consequently, external environment should continue having positive impact on macroeconomic development in the Czech Republic.

For more details on external environment, see chapter C.9.

A.2 Fiscal policy

Favourable developments in tax collection together with spending austerity were the main cause of good general government performance in 2004 and 2005. In spite of using one-off receipts, however, a relatively high pace of government debt growth holds on. 

Fiscal deficit is of distinctly structural character.  Fast growth of spending continues. Its structure shows no major changes and is still encumbered with high share of social mandatory expenditures. Expenses are therefore only partially allocated into areas that would generate positive multiplication effects in the long run.

Moreover, general government expenditures will be encumbered due to newly adopted laws since 2007. State budget will thus show further growth of mandatory expenditures.

Graph A.2.1: Targeted General Government Deficit

in % of GDP
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The state budget for 2007 and its medium-term outlook assume that the formerly approved spending frameworks will be overrun.  The target set in the 2005 Convergence Programme for 2007 (3.3 per cent ratio of general government deficit to GDP under ESA 95 methodology) thus obviously will not be met.

For more details on general government, see chapter C.8.

A.3 Monetary policy and exchange rates
Monetary policy of the Czech National Bank is based on inflation targeting regime. Since January 2006 inflation target is defined as 3 per cent year-on-year increase of CPI. The CNB committed itself towards making the inflation rate not to deviate from the set target value by more than 1 percentage point on either side. The target should apply until the Czech Republic joins the euro club. Initially set term of entry – 2010 – has shown as unrealistic and new term has not been set yet.

Monetary policy conducted by the CNB prevents generation of demand-related inflationary 

pressures, contributing thus to keeping the year-on-year growth of consumer price index below the inflation target. Targeted rate of inflation meets the Maastricht criterion. Under assumption, that price development in some EU countries will not deviate significantly downward from the ECB definition of price stability (an inflation rate “below but close to 2 per cent”), the Czech Republic should meet the criterion also in the years to come. 

Also interest rate criterion (measured by yields of 10-year government bonds) is fulfilled without problems. Due to sufficient reserve it is assumed that within horizon of this forecast there will be no problems in meeting this criterion.

The new macroeconomic forecast is based on an assumption of moderate growth of interest rates in the second half of 2007.
Graph A.3.1: PRIBOR 1Y

in %
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As regards exchange rate against the euro, long-term tendency toward both nominal and real appreciation should continue.

Graph A.3.2: Exchange Rate CZK/EUR
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For more details on interest rates, see chapter C.7.

A.4 Structural policies

The forecast is based on legislation in force and due to political situation legislative plans of the Czech government contained in the draft policy statement have not been taken into account yet.

Structural measures on product, labour and capital markets tend to improve environment for potential product growth, economy’s competitiveness and employment. Also in the following period liberalization of networks, completing of privatization and development of competition in the services sector will continue.

Business environment

An amendment to the trade law came into force in July 2006. Its aim is to make it possible for an entrepreneur to register completely and directly at the trade office, including tax registration and social and healthcare insurance registration.  

Valid amendments to the Commercial Code and Civil Procedure Code are aimed at improving organization of the trade register. They have enabled imposition of a five-day term (a ten-day term in more complicated cases) for incorporation.

Since January 2007 all new regulations are assessed as regards their economic, social and environmental impacts. The government is presented with such variants of draft regulations that were found as optimum from these standpoints. It stems from “Analysis of the entrepreneurs’ administrative burden” that total yearly administrative burden of entrepreneurs amounts to over CZK 86bn, i.e. 2.5 per cent of GDP. By the end of 2007 the central authorities whose regulations represent more than 80 per cent of total burden will make a closer study and then propose potential changes. By 30 April 2010 the total administrative burden of entrepreneurs caused by information duties should decrease by 20 per cent.

Also legal framework of company bankruptcy is among the criticised issues of the Czech business environment. A new bankruptcy law will come into force from 1 July 2007, strengthening position of creditors, limiting interest in dragging bankruptcies out and making it possible for viable parts of the firms to continue business activity.

Labour market 

In spite of positive developments (growing employment, falling unemployment) many structural problems can be identified on the labour market. Key problems include long-term and repeated unemployment of certain population groups, lack of motivation to work and insufficient accordance of education system with changing demands of the labour market.

Supply side of the labour market will be influenced in 2007 mainly by large change in social benefit system. Changes contained in new laws on assistance in material poverty and on subsistence level and in an amendment to the law on state social support bring, e.g., a changeover to one-component construction of subsistence level or introduction of the institute of existence minimum.

Since 1 January 2007 also changes in healthcare insurance system occur. The main principle of new adjustment consists in shifting the 

duty to pay out benefits in time of temporary sick leave during the first fortnight onto an employer. Related costs, however, will be fully covered from the state budget in 2007. A year later, however, public resources will cover only 50 per cent of these costs and in 2009 reimbursements will be fully abolished. 
At the same time, this process will be related with gradual reduction in rate of insurance from 3.3 per cent in 2007 to 1.4 per cent in 2009, which should cover the employers’ supplementary expenses. The chosen solution is expected to contribute to fall in employees’ sickness rate, which is extremely high compared with abroad, and reduction in non-wage costs of labour.

B Economic cycle

B.1 Position within the economic cycle

Concepts of potential product and output gap are used for analysis of economic development and for calculations of the general government structural balance. Potential product, specified on the basis of calculation by means of Cobb-Douglas production function, indicates the level of GDP with average use of production factors. Growth of potential product describes possibilities of sustainable growth of the economy free of imbalances. It can be broken down into contributions of labour force, capital stock and total productivity of production factors. Output gap identifies cyclical position of the economy, expressing the relation between GDP and potential product.

Graph B.1: Output Gap
Graph B.2: Potential Product Growth
in %
in percentage points
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Graph B.3: Utilisation of Capacities in Industry
Graph B.4: Total Factor Productivity
in %
YoY growth in %
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Note: Slowdown in growth of potential product and cuts in capital stock contribution in the second half of both 1997 and 2002 (Graph B.2) were caused by flood-related damage.

Table B.1: Output Gap and Potential Product
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1) Contribution of growth of working-age population (15-64 years)

Under the current knowledge, negative output gap closed in the second half of 2005. In 2006 the gap oscillated in the positive territory below the one per cent level of potential product. This result should not lead to acceleration of demand-related inflation.

Year-on-year growth of potential product has been accelerating. In our calculations, it reached some 5.1 per cent in the third quarter of 2006.

Fast growth trend of the total factor productivity (3.7 per cent in year-on-year terms) is the main factor. It results from free movement of goods and capital after EU entry, start-up of new production capacities, financial system stability and lowering of rates in corporate taxation. Having a permanent lead of total factor productivity growth on euro area’s countries should become the most important parameter of convergence of the Czech economy to the euro area’s level.

A contribution of an increase in the economy’ capitalization is stable in the long run, with investment activity leading to improvement of infrastructure and creation of new high-quality and competitive production units.

Since 2004 also a positive contribution of labour force is seen, ensuing from growth of participation rate and number of population in the working age. Structural deficiencies of the labour market are nevertheless still regarded as hindering faster growth of economic potential.

B.2 Individual business cycle indicators

Business cycle surveys express respondents’ views of current situation and short-term outlook and serve to identify possible turning points of the economic cycle. The main advantage lies in quick availability of results reflecting a wide range of effects shaping expectations of economic agents.

Graph B.5: Confidence Indicators
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[image: image13.emf]Retail Trade Confidence Indicator
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From January 2006, aggregate indicator of confidence is presented, in accordance with EU methodology, as weighted average of seasonally adjusted indicators of confidence in industry, construction, trade, selected services and consumer confidence indicator. Following weight system is used: indicator of confidence in industry is assigned weight of 40 per cent, construction and trade 5 per cent both, services 30 per cent and indicator of consumer confidence 20 per cent.

In the last quarter of 2006 confidence of the business sector in positive development of companies kept high. Balance of total indicator of confidence hit record high in December.

In respondents’ views, current economic situation has not practically changed in industrial businesses.  Assessment of total demand for production and of foreign demand increased. For the next three months businesses expect a slight growth in both production activity and employment, and favourable economic situation.

In construction, indicator of confidence is stabilized in the long run. In December assessment of the current level of activities and economic situation fell slightly. Businesses have work contracted for more than 9 months ahead. For the first quarter of 2007 respondents expect ongoing growth of construction activity and of number of employees. Also favourable economic situation of the firms is expected.

As regards trade, assessment of the current economic situation did not change compared with the third quarter of 2006. For the next three months expectations of economic situation of the firms are slightly lower.

Respondents in selected services continued assessing the current economic situation as good. It is expected to keep on in the following three months.

In the following six months favourable developments are expected in industry and trade. However, respondents expect slight worsening in construction businesses and selected services.

Consumer survey in December 2006 showed they expected a slight improvement in economic situation. At the same time they expect improvement in their financial situation. Concerns about unemployment lessened, too, and share of those who intend to save increased. Compared with December 2005, balance of indicator of consumer confidence is 4.4 point higher.

On the basis of development of aggregate indicator of confidence (weighted average of five basic partial indicators of confidence), a relatively high pace of economic growth can be expected in the first half of 2007, too.
Graph B.6: Aggregate Confidence Indicator
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B.3 Leading composite indicator

Leading composite indicator is set up based on the results of business cycle surveys meeting basic demands made on cyclical leading indicators – economic significance, statistically observable relation to the course of economic cycle, and timely and regular availability.

Graph B.7: Composite Leading Indicator

synchronized with cyclical component of GDP based on statistical methods (Hoddrick-Prescott filter)
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Under business cycle surveys, confidence of economic agents does not fall but rises as shown by many indicators. Visible growth of composite indicator was generated especially by growth of indicators of confidence in industrial sector.

In the third quarter of 2006, constant and not quite straightforward development of composite indicator from the past months was interrupted. Development of composite indicator signals maintenance of growth dynamics in the fourth quarter of 2006 and its slight slowdown in the first quarter of 2007. Similar information is contained also in the development of relative cyclical component of gross domestic product, whose growth dynamics is also gently slowing.
C Forecast of macroeconomic indicators

Data from the previous forecast from October 2006 are marked in italics. Data in the tables covering the years 2008 and 2009 are indicative, outlining only the direction of possible developments and as such are not commented on in the following text.

Developments of the main macroeconomic indicators of the Czech economy and their forecasts are summed up as follows:

Table C.1: Main Macroeconomic Indicators
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Gross domestic product

increase in %, const.pr.

1,9

3,6

4,2

6,1

5,9

5,0

6,0

4,9

Consumption of households

increase in %, const.pr.

2,2

6,0

2,6

2,8

4,1

4,5

3,9

4,2

Consumption of government

increase in %, const.pr.

6,7

7,1

-3,2

1,0

-0,2

0,0

-1,0

0,5

Gross fixed capital formation

increase in %, const.pr.

5,1

0,4

4,7

1,3

6,8

7,8
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7,8

Contribution of foreign trade to GDP growth

p.p., const.pr.

-2,0
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0,5

GDP deflator

increase in per cent
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0,9
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Crude oil Brent
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C.1 Economic output

The Czech economy follows growth trajectory exceeding pace of growth of potential product.

Under recent valid CSO data, year-on-year increase of real GDP reached 5.8 per cent (compared with 5.9 per cent estimate from October 2006). Pace of quarter-to-quarter growth of seasonally adjusted GDP slowed slightly after hitting the top level of 1.7 per cent in the second quarter of 2005. An increase of 1.4 per cent was reached in the third quarter similarly as in both previous quarters.

In annual terms growth dynamics is estimated to have reached 5.9 per cent (6.0 per cent) in 2006.


In the following period, a gradual closing of positive output gap and return to potential product related to moderate slowdown in GDP growth are expected. In 2007 GDP is estimated to grow by 5.0 per cent (4.9 per cent). Uncertainty as regards future development is multiplied by lack of knowledge of government priorities in the sphere of fiscal and structural policies.

Real gross domestic income (see Box C.1), eliminating effects of terms of trade, grew by 5.8 per cent in the third quarter, which is the highest value in history of valid time series. Its increase for the entire 2006 is estimated at 5.2 per cent. In 2007 its increase is estimated at 5.2 per cent, too. 

Box C.1: Real gross domestic income
Necessity to capture real income flows in the economy and distinguish them from material flows has resulted in extension of instruments of basic real macroeconomic aggregates in system of national accounting SNA 93 by real indicators of income type – gross domestic income, gross national income and gross national disposable income
.

Real gross domestic income (RGDI) expresses purchasing power of incomes in comparable price level generated by residents in the domestic economy. By comparison, GDP is defined as final result of production activity i.e. as sum of added values (including tax balance and subsidies to products).
Real domestic income of residents is determined not only by volume of production as measured by GDP in constant prices but also by ratio by which goods and services are traded in exports and imports with non-residents. If prices of products and services, which are produced and consumed domestically (closed economy) are rising, then such growth of prices does not generate an additional real income because it involves only a redistribution of incomes among sectors and institutional units in domestic economy. Situation in foreign trade is different. Improvement of terms of trade in the form of fall in import prices or growth in export prices brings additional real income to businesses and total economy, making it possible to increase physical volume of imports and thus also domestic use of production for consumption or investment without disrupting macroeconomic stability. 

Reflection of export and import prices into GDP deflator and real growth of GDP could even lead to distorted conclusions that growth of import prices and/or fall in export prices are useful in effect as it increases growth of GDP in constant prices. In fact it’s exactly the opposite. Growth of import prices increases costs, reduces company profits, accelerates inflation and, to reach the same real income, calls for producing a bigger amount of material goods.

RGDI is neither “better” neither “worse” indicator of economic processes developments than real growth of GDP. It expresses real income view of economic activity in comparison with production character of real GDP.

RGDI is calculated in such a way that equally expressed trading gains or losses are added to, or subtracted from, GDP in previous-year prices. They roughly state how much the trade balance would be bigger or smaller should the prices of exports and imports show no change in the current year compared with the previous year.

The formula to calculate trading gain or loss is as follows:

T
= 
(X - M) / P - (X / Px - M / Pm)

where:
X
 =
exports of goods and services in current prices

M 
= 
imports of goods and services in current prices

P 
= 
price deflator for current balance of exports and imports (average of price indices of exports and imports)

Px
 = 
price deflator of exports

Pm
 = 
price deflator of imports

Consequently, from closely statistical view RGDI is actually an indicator derived from nominal GDP by means of another way of deflating than with real GDP. Consistent time series of quarterly data on RGDI, published in previous-year prices, can be derived by chain-linking similarly as with other macroaggregates.

It is said in the literature that existing statistical methods could overestimate, in some cases, deflators of GDP components. Basically inverse course of real GDP and terms of trade supports this suspicion. In case of export prices leading on import prices and in case of proportional overestimation of impact calculated real dynamics of GDP would be reduced and vice versa.

Graph C.1: Growth of GDP, Real Gross Domestic Income and Terms of Trade - comparison
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Contrary to other Central European economies, the Czech economy is characterized by tendency to improving terms of trade. In the medium run, their average annual increase reached 0.7 per cent from early 1997 to the third quarter of 2006. It reflected also in growth lead of RGDI, which grew over this period on average by 3.1 per cent in year-on-year terms compared with 2.7 per cent growth of real GDP. 

Short-term deviations of RGDI are mostly generated by external shocks related with sharp movement of koruna oil prices. They are also the cause of the current developments. While pace of growth of real GDP has been slowing moderately since the fourth quarter of 2005, growth of RGDI further accelerated in the third quarter of 2006 (see graph).

Expenditures on GDP

Structure of GDP growth is changing over time. At present it is pulled mainly by gross capital formation where high contribution of change in inventory to GDP growth is difficult to interpret in economic terms. Influence of household consumption is growing while positive contribution of foreign trade balance in goods and services is falling.

Year-on-year growth of real household expenditures on final consumption reached 4.1 per cent (3.9 per cent) in the third quarter of 2006. Annual growth is estimated equally. Due to favourable income situation of households and growing indebtedness, acceleration to 4.5 per cent (4.2 per cent) is expected in 2007.

Government expenditures on final consumption fell by 2.6 per cent (3.0 per cent) in the third quarter of 2006. This result reflects influence of the past year’s base increased due to one-off arming of the Czech Army with new supersonics. It is estimated that the government consumption fell by some 0.2 per cent (1.0 per cent) over 2006 in year-on-year terms. In 2007 it is estimated to stagnate on the level of 2006 (growth by 0.5 per cent).
Year-on-year, volume of gross fixed capital formation increased by 7.2 per cent (6.8 per cent) in the third quarter of 2006. Favourable development of profits especially of foreign-controlled companies and ongoing inflow of foreign investments should reflect in strong investment activity, mostly pro-export oriented. Increasing contributions from EU funds will flow to infrastructure investment mainly. Stock of investment should grow by 6.8 per cent (6.5 per cent) in 2006 and by 7.8 per cent (unchanged) in 2007.

In 2005 a positive contribution of foreign trade to GDP growth was reached amounting to record 4.0 p.p. Repeating of this high value is not considered probable but positive contribution is expected to keep on also in the following years with share of foreign trade turnover in GDP rising. For 2006 contribution of foreign trade balance to GDP growth is estimated at 0.9 p.p. (1.1 p.p.) and for 2007 at 0.8 p.p. (0.5 p.p.).

Income structure of GDP

(In nominal terms)

GDP in current prices grew by 8.4 per cent (7.5 per cent) in the third quarter of 2006, year-on-year. Its increase is estimated at 7.7 per cent (7.5 per cent) in 2006 and at 7.6 per cent (unchanged) in 2007. 

Compensation of employees under the domestic concept
 increased by 7.0 per cent (7.5 per cent) in the third quarter. It is expected to grow by 7.4 per cent (7.8 per cent) in 2006 and by 7.3 per cent (7.8 per cent) in 2007. Wage development is analysed more thoroughly in chapter C.3.

Gross operational surplus increased by 10.0 per cent (8.0 per cent) in the third quarter. It is estimated to have grown by 8.2 per cent (7.8 per cent) in 2006 and to increase by 8.1 per cent (7.7 per cent) in 2007. Developments suggest that despite high prices of oil and other raw materials income situation of the business sphere is improving.

C.2 Prices of goods and services

Consumer prices

Average rate of consumer price inflation reached 2.5 per cent (2.8 per cent) in 2006. 

Acceleration of inflation, expected from September 2006 in connection with change in excise tax on cigarettes and an increase in price of natural gas, did not take place. Year-on-year growth of prices has slowed significantly since October 2006. It was caused mainly by fall in prices of fuels and transport as a response to fall in oil prices compared with the third quarter of 2006. December year-on-year increase was 1.7 per cent only (2.6 per cent) with contribution of administrative measures amounting to 0.8 p.p. (1.0 p.p.).
In the long run, inflation is pulled mainly by prices of electricity and gas, which reflects in growth of housing costs. Prices from this segment contributed with 1.1 per cent (nearly two thirds of year-on-year growth of prices) to the total year-on-year price growth in 2006.

Food and non-alcoholic drinks were another important factor of inflation. Their year-on-year contribution was 0.3 p.p. Growth of prices of food (especially of bakery products, cereals and potatoes) is expected to continue in 2007 due to lower harvest in 2006.

Prices of oil hit record highs in 2006. In dollar terms, average price of Brent oil grew by 20 per cent as against 2005. Appreciation of the CZK/USD exchange rate over the year caused that average koruna price of oil increased “only” by 14 per cent. However, average prices of the best-selling Natural 95 petrol and diesel oil were higher by 3.9 per cent only as tax burden, which has the highest share in their price structure, did not change in 2006.

In the Czech economy prices of oil have had only primary effects in prices of fuels and transport. Secondary and indirect impacts on other prices and wages have not been seen.

For 2007 average rate of inflation is expected to decrease to 2.4 per cent (3.0 per cent). Effect of administrative measures introduced in 2007 (an increase in regulated prices of energy, next stage of changes in excise taxes on cigarettes and changes in substance-based prices) contributing with 1.9 p.p. will be seen in acceleration of inflation in the second half of the year. December year-on-year growth of consumer prices is estimated at 3.1 per cent.

The above-mentioned estimates of inflation were made on the basis of structure (weight scheme) of consumption basket from December 1999. From 2007, price statistics shifts to a new consumption basket. The CSO will inform about its weight structure and differences compared with the previous scheme in February 2007. It might be thus expected that the current estimates of inflation may be encumbered with an error estimated by CSO within an interval of up to 0.5 p.p.

Deflators

Growth of domestic final use deflator, including besides household consumption also government consumption and gross capital formation, has been oscillating within 2-3 per cent interval since 2005. In the third quarter of 2006 it grew by 2.5 per cent (2.6 per cent). For the entire year 2006 growth of the deflator is estimated at 2.4 per cent (2.6 per cent) and at 2.3 per cent (2.6 per cent) in 2007.
Growth of gross fixed capital formation deflator is and will remain lower especially in the segment of machinery and equipment investment due to the appreciation of the exchange rate. Deflator of household consumption should follow CPI growth.

Growth of implicit GDP deflator has been reduced by oil prices contributing to worsening of terms of trade. However, in the third quarter of 2006 growth of deflator reached as much as 2.4 per cent (1.5 per cent). For entire year 2006 growth of GDP deflator is estimated to have reached 1.7 per cent (1.4 per cent) while in 2007 it is expected to grow by 2.5 per cent (2.6 per cent).

C.3 Labour market and households

In the third quarter of 2006 a slight decline in economic growth was seen on the labour market reflecting in slowdown in growth of employment and wages, with significant fall in the number of the unemployed.

Employment

(Labour Force Survey definitions - LFS)

Growth of employment in the third quarter of 2006 (by more than 40 thousand persons in year-on-year terms) corresponded to favourable cyclical position, indicating, however, a gradual change in situation compared with the previous year. It continued to be seen especially in manufacturing and in the sphere of real estates, lease and business activities. A visible decrease continued in construction.

Work process was joined as by persons standing outside economic activity in the previous period (mainly the retired) as by the unemployed. Steep rising of foreign-nationals employment continued with year-on-year increase amounting to 17.8 per cent i.e. 37 thousand of persons by end of September.

From the view of age structure, development of employment reflected as demographic developments (the most considerable growth in the number of persons aged 30-40 and above 60 years) as extension of work activity period – both set by the law and caused by higher willingness to work in less favourable conditions shown by people in higher age categories (55-65 years). Lower economic activity of the twenty-year-old was caused mainly by higher extent of professional preparation (study), while in the thirty-year-old category also an increased share of women on their maternal and parental leave had its impact.

As regards a position in employment, a major year-on-year increase was seen in the businesses while growth in the number of employees slowed.

With regard to cyclical position of the economy and various forms of employment support, growth of employment is expected on average in 2006 and 2007 by 1.3 per cent (1.6 per cent) and by 1.2 per cent (1.0 per cent), respectively.

Unemployment

Ongoing reduction in the number of the unemployed is of cyclical character mostly with structural problems persisting. 

From the regional point of view, variability has been further reduced thanks to long-term major support of districts with the highest rate of unemployment. However, high regional unemployment in problem northern regions still persists due to qualification discrepancy in supply of, and demand for, workforce, and its low adaptability.

Simultaneously with fall in unemployment also the number of the long-term unemployed (more than one year) is decreasing gradually. Their number on average fell below 200 thousand in the third quarter of 2006 but their share in total unemployment did not change basically in year-on-year terms. 

Under LFS they still represent more than half of the unemployed.

Number of the unemployed is expected to go on falling with seasonal swings thanks to economic growth and implementation of active employment policy programmes. However, sources for further major cut in unemployment run already into barriers of structural unemployment. 

Both basic statistics are expected to show similar outcomes. Internationally comparable rate of unemployment under LFS should fall to 7.2 per cent in 2006 and to 6.7 per cent in 2007 (both unchanged). Average registered unemployment rate should fall to 7.4 per cent (7.6 per cent) in 2007.

Wages

Growth of wages slowed in the third quarter of 2006, representing no major risk in terms of inflation or competitiveness.

Stable growth trajectory of wages was given in the first half of 2006 mainly by remuneration policies in the production sectors, which depends simultaneously on the individual’s performance and the company’s economic outcome. Slowdown in the third quarter can be attributed to possible more frequent employment of low-skilled persons or foreign nationals and/or pensioners willing to work for lower wages.

Even under such conditions, average gross monthly wage should exceed CZK 20 000 in 2006 and reach some CZK 21 600 in 2007.

Total unit labour costs should increase by 1.5 per cent (1.7 per cent) in 2006 and by 2.2 per cent (2.8 per cent) in 2007. Such development should not generate significant pro-inflationary pressures.

Households

(National accounts methodology in current prices)

Income side of the household sector is, besides wage growth, influenced also by an increase in social benefits. Favourable income situation of households should reflect in faster pace of growth of nominal disposable income from 4.7 per cent in 2005 to 5.5 per cent in 2006 and 6.3 per cent in 2007.

Environment characterized by low interest rates, falling unemployment and stable economic outlook motivates households to consume rather than to save. At present it is favourable to invest only in state-supported products for construction- and pension-related savings while conditions for banking deposits are de-motivating. On the other hand, ratio of banking credits to disposable income is growing constantly, reaching 31.6 per cent in the third quarter of 2006.

In the years to come rate of household saving should continue falling to 5.2 per cent in 2006 and 4.7 per cent in 2007.

As regards household consumption, share of necessary expenditures related to housing is growing and will continue rising. Growth of nominal expenditures on household consumption should accelerate to 6.7 per cent (6.1 per cent) in 2006 and to 7.8 per cent (6.8 per cent) in 2007.

C.4 External relations

(Balance of payments definitions)

Ratio of current account (CA) balance to GDP improved from –7.0 per cent in the third quarter of 2004 to –2.1 per cent by the end of 2005. However, it started worsening again in 2006, reaching –3.8 per cent in the third quarter (in annual terms). Growth of trade balance surplus slowed with CA deficit expanding also due to worse results of balances of services, current transfers and income, in year-on-year terms. After temporary improvement in 2005, balance-of-income deficit started growing again and due to its size and further expected growth will determine also the size of CA deficit in the following years.

Total annual balance of the trade balance run surplus in April 2005 for the first time in Czechia’s history and was increasing quickly to reach CZK 40.4bn by the end-year. In the first quarter of 2006 improvement of surplus slowed considerably and in the second quarter surplus fell in year-on-year terms after more than two years of growth. In the third quarter of 2006 this decline stopped mainly due to decline of oil and gas world prices.

In spite of the current stagnation or decline in oil and gas prices, their level will keep high and deficit of the trade balance in fuels (SITC 3) should reach record level of some CZK 141bn (CZK 148bn) in 2006. In connection with assumed fall in fuel prices, deficit of this part of the trade balance is estimated at some CZK 122bn (CZK 137bn) in 2007.

On the other hand, non-fuel part of the balance should show a slight increase in surplus. In 2006 surplus is estimated to have increased by some CZK 38bn to some 189bn (CZK 193bn). In 2007 its increasing should be only gradual due to depletion of new capacities’ effect and only moderate lead of export growth on import and so its size is estimated at CZK 197bn (unchanged) in 2007.

Positive trade balance results stem from favourable impact of free movement of goods after Czechia’s EU entry and from start-up of new export capacities in manufacturing, especially in the car industry. Moreover, these capacities use increasingly services of domestic subcontractors, which leads to substitution of imports.

Also improvement of euro area’s economic situation had favourable impact. In this connection, after previous slowdown (from the third quarter of 2004 to the mid-year 2005) growth of export markets has reaccelerated
. Their dynamic growth by some 8 – 11 per cent (the highest value since 1997) should continue also in the following years. Besides traditional markets, the Czech export makes use of advantages related to dynamic growth of European transition economies and CIS countries.

Ongoing improvement of export performance (by some 3.2 per cent in 2007), indicated by increasing share of Czech goods in export markets, is expected to enable the pace of growth of real exports of goods to reach almost 12 per cent in 2007. On the other hand, expected acceleration of domestic demand will substantially increase dynamics of growth of both real and nominal imports of goods.

Level of the exchange rate given in the forecast does not generate a substantial risk to the trade balance. Real exchange rate against Germany (see Graph 4.2) is still below the long-term trend. Appreciation of the nominal exchange rate is compensated by productivity growth with minimum inflationary differential.

The trade balance is expected to reach CZK 47bn (CZK 45bn) in 2007. Should the current positive tendencies keep on and effect of rising fuel prices abate, surplus should increase to some CZK 75bn (CZK 60bn) in 2007.

Balance of services surplus in yearly moving sums has been stable in the long run since 2003 amounting to 0.4-0.6 per cent of GDP. With gradual recovery in euro area’s countries, surplus could restart growing again, especially as regards tourism and transport.

Balance of income deficit including reinvested and repatriated profits of foreign investors has started growing again after decline in the second half of 2005 and should reach 6 per cent of GDP in 2006. Due to constant inflow of foreign direct investment and related outflow of profits its further expansion can be expected. Compensation of employees´ deficit will grow continuously due to growing employment of foreigners in the Czech Republic.

Ratio of current account deficit to GDP is expected to reach 4.5 per cent (3.4 per cent of GDP) in 2006. The forecast for 2007 is 3.5 per cent of GDP (2.4 per cent of GDP) and in longer horizon a tendency toward balancing the current account should be seen.

C.5 Savings and investments

Dynamic growth of investment in gross fixed capital formation as well as higher increase in inventory and reserves make higher demands on financing through saving. Saving formation in government sectors and households shows a falling tendency in the long run while savings are increasing in sectors of financial and non-financial institutions only. This results in an increase of current account deficit of balance of payments in 2006.

Such situation induces risk for future years: should no principal change be made in the general government performance, the so-called twin deficit of the current account and government budget could emerge in the Czech economy.

C.6 Demographic trends
 

Under the recent data on population structure, fertility still increases and mortality decreases. Besides, number of population in the age group of 20 to 59 has stabilized prior to the expected decline.

The Czech Republic is at the beginning of the population-ageing process. Share of young-age categories will go on reducing due to deep fall in fertility in the nineties. It is true that in 2005 total fertility
 grew to 1.28 (against the minimum of 1.13 in 1999) but this value is still very far from reference value of 2.04 ensuring long-term stability of population.

On the other hand, number and share of seniors in the population will grow thanks to demographic structure and extending average life expectancy. Unfavourable development can be only partially mediated by immigration. Demographic developments represent a risk for the economy’s development in the medium and long run.

To mediate unfavourable effects of population ageing on the general government, measures of parametric reform type have been adopted. Up to 2016, gradual extension of minimum retirement age is set by legislation. Under public finance reform, further changes were made, e.g. abolition of the temporarily curtailed early retirement pensions.

In spite of it, since end-2003 the number of old-age pensioners has been rising again (see Graph 6.4). Pension account in the traditional pay-as-you-go system will thus face deficit tendencies in the future.

That’s why Executive Team was established to prepare background materials for decision on the pension reform in the Czech Republic. In June 2005 the Team released the Final Report summarizing possibilities and perspectives of different variants of pension reform. Final decision on the reform has been postponed due to unsettled political situation.

C.7 Interest rates

Although the CNB inflation forecast within the monetary policy horizon oscillated near the upper limit of tolerance band of inflation target, reference interest rates were kept on original level during the last quarter. By the end of 2006, 2W repo rate was thus set at 2.50 per cent. Fears of inflationary pressures ensuing from positive output gap, higher interest rates in EMU and potential rise in oil prices on the world markets were dispelled by appreciating 

exchange rate of the koruna, oil price drop combined with weakening dollar and lower-than-expected impact of regulatory measures.

The European Central Bank increased reference interest rates by 0.25 p.p. in mid-December. Key EMU interest rate corresponds to 3.50 per cent. Czech negative interest rate spread thus rose to 1.00 p.p. In the US no monetary-policy changes were made. Since late June 2006 reference rate has been kept at 5.25 per cent. US policy rates thus exceed those of the CNB by 2.75 p.p. 

Short-term yield curve of inter-bank PRIBOR rates shifted upward along its entire length in the fourth quarter of 2006. It was caused by September increase of CNB interest rates. Actual inflation together with other determining factors weakened expectations of interest rate hikes over 2007, which resulted in downward correction of the long end of the yield curve in November and December. Average value of PRIBOR 3M was 2.62 per cent in the fourth quarter of 2006. In 2007 it is estimated at 2.8 per cent (2.9 per cent) on average.

Yields to maturity of 10-year government bonds for convergence purposes
 fell in comparison with the third quarter. Probably it results from worsening of investment sentiment on the market with dollar financial assets and transfer of considerable volume of investment funds to the Central and Eastern Europe regions. For 2007 average yield of 10-year government bonds is estimated at 4.2 per cent (4.5 per cent).

Average rates from household deposits reached 1.21 per cent in the third quarter, which is a negligible growth compared with the previous period. Due to lagged response of these interest rates to inter-bank rates they are assumed to have grown slightly to 1.3 per cent in the fourth quarter with total annual growth of 1.2 per cent. In 2007 they are assumed to oscillate near 1.5 per cent (unchanged). Interest rates from the total stock of credits to non-financial businesses reached 4.30 per cent in the third quarter of 2006. In the fourth quarter of 2006 they are expected to grow by 4.5 per cent with total average of some 4.3 per cent for 2006. In 2007 growth of as much as 4.8 per cent is expected (unchanged).

C.8 General government

(GFS definitions - Government Finance Statistics of the International Monetary Fund)

After favourable year 2005 a considerable worsening of the general government performance is expected in 2006. General government deficit obviously reached all-time high in the Czech history. It is caused mainly by considerable year-on-year growth of spending accompanied with slowdown in growth of tax receipts mainly. Year-on-year worsening was seen in all segments of the general government. State budget deficit had the highest share in total deficit of the general government, increasing to more than double in year-on-year terms and reaching thus the second highest value from 1993. Another important factor was a considerable year-on-year worsening of performance of the former National Property Fund (hereinafter Privatization Fund).

Updated data from individual segments of the general government differ only slightly from the October estimates, with total deficit being only slightly lower. The best improvement of expected outcomes is seen in regional governments performance (by CZK 5.2bn), Privatization Fund (CZK 4.5bn) and the state budget (CZK 3.0bn). Under GFS 1986, estimate of state budget deficit is adjusted for impact of transfers from and into reserve funds of organization components of the state. This adjustment led to improvement of state budget deficit by CZK 10bn. The October estimate expected neutral effect of this operation on final balance
, i.e. that total sum of means drawn from reserve funds would be equal to means that would be transferred into them by end-2006. With regard to non-fulfilment of tax receipts, however, state budget deficit improved in total by CZK 3bn only. Performance of the State Agriculture and Intervention Fund improved, too, (by CZK 2.1bn). On the other hand, highest worsening can be seen in the State Fund of Transport Infrastructure (by CZK 6bn), and moderate one in the State Fund of Housing Development.

Estimated deficit for fiscal targeting (excluding net lending and subsidies to transformation institutions) increased considerably in year-on-year terms in 2006 by 2.0 p.p. to 3.6 per cent of GDP, i.e. CZK 115.1bn (compared with CZK 126.8bn and 4.0 per cent of GDP). Fiscal target set for 2006 was thus exceeded by 0.1 p.p.

State budget deficit (excluding operations of the National Fund and Privatization Fund)
 was CZK 107.0bn. Initially approved budget deficit was CZK 84.4bn (approved budget CZK 74.4bn and settlement of CKA loss CZK 10bn). Over the year it increased by further CZK 9.3bn allocated for pensions. The final balance was influenced by following factors: budgeted costs of the state budget were surpassed due mainly to new legislation in the social sphere; settlement of CKA loss, which increased by CZK 10bn to CZK 20bn over 2006, also had impact on the spending side. Compared with the approved budget, state budget deficit was higher also by non-budgeted settlement of the state guarantee in favour of the CNB for loss generated in connection with banking sector consolidation (CZK 14bn) and settlement of the Ministry of Finance liability against the CNB implied by claim on the National Bank of Slovakia (CZK 1.2bn). On the revenue side of the state budget, non-fulfilment of tax receipts was seen especially as regards excise taxes and value-added tax.

Ratio of the general government revenues to GDP amounted to 39.2 per cent in 2006. Composite tax quota recorded highest fall since 1997 by 1.3 p.p. to 34.4 per cent of GDP. It reflected legislative change in personal income tax (cuts in rates, broadening of bands and replacement of deductible items with tax allowances) and corporate income tax, which led to lower collection of direct taxes. Trend of growth of indirect taxation share persisted.

Compared with 2005, growth of expenditures of the general government. Spending grew by 11.9 p.p. faster than revenues. The highest share (41.6 per cent) is represented by transfers to households including NPISH, constituted by mandatory expenditures mostly and implemented by the state budget mainly. Social transfers represent a substantial part of the state budget’s total spending and contribute to its total imbalance.

Current and primary balances worsened. Current balance showed year-on-year decline by 1.0 p.p. to –0.1 % of GDP. Primary deficit worsened even more (year-on-year growth by 1.2 p.p.), reaching –3.6 per cent of GDP.

These results affected the size of government debt, which grew by 15.2 per cent in 2006. Its size is estimated at CZK 877.9bn, i.e. 27.5 per cent of GDP. The main cause of the government debt growth is still seen in the state budget deficit as the state debt has the biggest weight in its structure (90.5 per cent).

In 2007 abatement of negative tendencies in the general government budget can be expected. Revenues will grow faster than expenditures. Growth of spending will fall by 2.5 p.p. to 7.2 per cent and also ratio of expenditures to GDP will fall by 0.2 p.p. to 43.7 per cent of GDP. At the same time tax quota will stagnate, amounting to 34.4 per cent of GDP. Lower expected state budget deficit (CZK –98.3bn
) will have positive effect while worsening will be seen in state funds performance. The fiscal targeting balance will increase by 0.5 p.p. to 4.1 per cent of GDP, which represents deficit of CZK –141.9bn. Improvement in current and primary balances abates total negative trends in public finance development. Compared with 2006, current balance will worsen by 0.1 p.p. only and its deficit will be –0.2 per cent of GDP. Primary balance deficit will fall by 0.4 p.p. to –3.2 per cent of GDP. It suggests fiscal expansion is abating.

Forecasting for the next year is made harder to considerable extent due to difficult predictability of transfers of the state organization components’ unspent means from and into reserve funds, which can be used to strengthen expenditures in the following years. The government resolution No. 1090 from 25 September 2006 provides for handling the reserve funds only under the government’s consent. Nevertheless taking into account existence of exceptions – funds allocated to co-finance European Projects, to redeem flood damages and to finance the Common Agriculture Policy – it is difficult to estimate the size of reserve funds by the end of 2007. Accumulation of means in reserve funds and possibility to use them with time delay (e.g. in time before joining the EMU) remains to be one of the risks to the future development of public finance.

The general government deficits will influence also the expected government debt amounting to CZK 979.0bn. Its ratio to GDP will increase by 0.9 p.p. to 28.4 per cent compared with 2006. State debt growth will grow by 11.5 per cent. Growth of government debt and especially of state debt will imply higher debt service costs. Continuing state budget deficits, gradual ending of privatization receipts collection, depletion of own resources of the extra-budgetary funds to finance their deficits and unbalanced system of healthcare and pension insurance are among the potential risks to further developments of public finance.

C.9 World economy
The current dynamic growth of the world economy will probably slightly slow in 2007 mainly due to slowdown of the US economy. Asia’s economies, especially China and India, contribute increasingly to global dynamics.

US economy grew by 3.7 per cent, 3.5 per cent, and 3.0 per cent, respectively, in the first three quarters of 2006 with annual growth estimated at some 3.3 per cent. It is further pulled by private consumption. Although it was hit by cooling on the housing market, in November consumption spending accelerated again. There is considerable imbalance in current account deficit, exceeding 6.5 per cent of GDP. In the third quarter (due also to high oil prices) it was the second highest in history but now it is decreasing for third consecutive month; i.a. due to exports supported by weak dollar. Also growth of industrial production and considerable jobs creation surprised at the end-year, indicating better-than-expected perspectives for 2007. The central bank responded to price pressures caused mainly by growing costs of inputs by continuous increasing of reference interest rate to 5.25 per cent in June 2006. 

Rate has been stable since then. Growth of consumer prices remains under control (2.0 per cent in November). In autumn the dollar again depreciated considerably against both euro and yen.

In 2006 US economy is expected to have grown by 3.3 per cent (3.4 per cent) and to grow by 2.5 per cent (2.6 per cent) in 2007.

Expectations for euro area are optimistic. Exports, investments and household consumption, stagnating for a long time, are growing. In the first three quarters of 2006 growth reached 2.2 per cent, 2.8 per cent, and 2.8 per cent, respectively, in year-on-year terms and thus it will be in 2006 obviously the highest since 2000.

After long expectations, household consumption supplied growth with necessary robustness, which applies for the German economy mainly. However, from January 2007, due to an increase in VAT rate by 3 p.p. to 19 per cent an opposite effect can be expected, leading to the economy’s slowdown. Growth in euro area, Germany alike, is pulled by high dynamics of exports.

High price of raw materials, US economy’s slowdown and also higher inflationary expectations remain to be risks to recovery. ECB responded to them by increasing interest rates to 3.5 per cent.

For 2006 EA-12 growth of GDP is estimated at 2.6 per cent (2.5 per cent) and for 2007 at 2.0 per cent (unchanged).

Central European economies are growing faster than their western counterparts.

Slovakia’s economy grew by 7.2 per cent, 7.5 per cent, and 9.0 per cent, respectively, in the first three quarters of 2006, which is the best performance in the region. Dynamics is still pulled by household consumption; in 2007 an increase in exports is expected due to start-up of new car factory. Growth together with higher energy prices revived inflation again, which reached 4.5 per cent in 2006, resulting in growth of interest rates. NBS increased the policy rate several times during 2006 up to 4.75 per cent. A fall in unemployment, high in the long run, is very positive (from some 16 per cent in 2005 to roughly 13 per cent in 2006) is very positive. Growth of GDP is expected to accelerate to 8.0 per cent (6.1 per cent) in 2006 and to 8.3 per cent (6.1 per cent) in the following year.

After slowdown in 2005, growth in Poland started accelerating again in the second half of 2005, reaching 4.7 per cent, 5.2 per cent, and 5.8 per cent, respectively, in year-on-year terms in the first to the third quarters of 2006. Wage growth over 2006 (up to some 5 per cent) and reduction in unemployment (approx. by 3 p.p. from 17.5 per cent level in 2005) supported feeble consumer demand. Inflation is very low (1.4 per cent in November), interest rates are close to historic minimum but hikes can be expected because of wage inflation threat. Economic policy should further focus on ongoing fiscal consolidation and structural reforms (labour market).

In 2006 GDP is expected to grow 5.2 per cent (5.0 per cent) and in 2007 4.8 per cent (unchanged).

In 2006 dollar price of Brent oil reached on average USD 65.4 USD per barrel (growth by 20 per cent against 2005). Growth peaked in the second and third quarter on average level of some USD 70 per barrel, in August the price approximated to USD 80. In the last quarter the tension relaxed (USD 59.7). Still high demand (China, India) suggests that it is necessary to allow for high price. At the same time it seems, however, that geopolitical tension, particularly responsible for the summer rise, has somewhat abated. It is therefore possible that the price has already hit its high at least for the time being (i.a. due to weakening demand in the US). Also mild winter on the northern hemisphere participates in the last weeks’ decline in oil price.

For 2007 price is estimated at USD 58.3 per barrel (USD 59.8). Risks of estimate are deviated rather downward.

C.10 International comparisons
 
Comparisons of economic performance of different countries are usually made by means of purchasing power parity, which is a relation between currencies expressing ability to buy the same set of goods in both countries.

When adjusted by current PPP, process of Czechia’s economic convergence toward euro area’s average seems to show stable tendency since 2000, similarly as in other Central European economies. Average “pace of convergence” is 2 p.p. a year.

In 2007 Czech Republic’s GDP will reach approximately USD 24 200, which corresponds to reaching 74 per cent of euro area’s economic output. The Czech Republic thus has outpaced Portugal as the least developed EA-12 country.

Alternative way of calculation by means of the current exchange rate takes into account a market assessment of the currency as a result of economic competitiveness and ensuing differences in price levels. GDP p.c. then could reach some USD 16 000 in 2007, which corresponds to approx. 45 per cent of EA-12 level.

Ratio of the exchange rate and current PPP expresses comparative price level of GDP. Due to appreciation of the exchange rate it could reach up to 60 per cent of EA-12 average in 2007. It is interesting, that comparative price levels of all four Central European new member states can be found in a narrow corridor of 55 – 60 per cent of EA-12 average.

D Consensus forecast

The Czech Ministry of Finance organizes twice a year meeting of institutions, engaged in analysis and predicting macroeconomic developments of the CR – the so-called Colloquium. Seventeen institutions including the MoF took part in the last, Twenty-Second Colloquium, held on 22 November 2006.

 During this event, participating institutions present their views on expected development of the economy in the current and following years. Resulting consensus forecast provides a representative survey of the economic experts’ view of future developments.

Forecasts are summed up in the following table.

Table D.1: Consensus Forecast
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1) Information on average rate of inflation of 2.5 per cent in 2006 was released by the CSO on 9 January 2007

Most institutions confirm the following key tendencies of economic developments:

· Gradual slowdown of economic growth to some 4.8 per cent in 2008. 

· Lower pace of household consumption growth in comparison with GDP, accelerating however over time.

· Stagnation of government consumption.

· Gross fixed capital formation will be still the main factor of growth.

· Rate of inflation should be slightly below the CNB inflation target.

· Improvement of labour market situation, both in employment and unemployment.

· Trade balance will still run a surplus (however, improvement will not be so significant as in the past), which should lead to decreasing ratio of current account deficit to GDP.

· Further strengthening of the Czech koruna is expected as against the euro as against the US dollar in following years.

· Large deviations of the presumed development of oil prices (from USD 55 to 67 per barrel of Brent oil in 2007); the current decline is mostly regarded as temporary. 

· Gradual increasing of interest rates (both short-term and long-term).

In general it can be summed up that MoF forecasts are in good accordance with other institutions, with most indicators ranging within the limits set by forecasts of these institutions with minimum differences and in most cases are below the accuracy rating of statistical surveys.

Box D.1: Respondents

Outcome of the autumn 22nd Colloquium was set up based on background papers received from the institutions mentioned below. We thank them for cooperation in this way.:

Ministry of Industry and Trade 


ING
Ministry of Labour and Social Affairs 

Komercni banka

Czech National Bank 



Liberal Institute

CERGE-EI




Next Finance 

Citibank





Patria Finance 

Ceska sporitelna




Raiffeisen Bank

CSOB





WOOD(Company

HVB Bank




Zivnostenska banka










� Under GFS methodology, this deficit is adjusted for net lending and subsidies to transformation institutions.


� Indicator of real gross domestic income is quantified and released by the CSO since 2004 within the regularly published data of quarterly and yearly national accounts. Real gross national income and gross national disposable income are released so far only in yearly national accounts statements with time lag of some 9 months after the period is over and so are not dealt with in this publication.


�It is a compensation paid to both residents and non-residents on the CR territory – i.e. exclusive of compensation paid to residents outside the CR territory.


� Weighted average of growth of goods import by seven most important trade partner countries.


� Based on the CSO demographic projection from late 2003.


� Number of life-born children per one woman, should her fertility remain the same for her entire reproduction period as in the given year.


� The CNB harmonized methodology of long-term interest rate monitoring so as it corresponded to their reporting when meeting the respective Maastricht criterion.


� The government resolution no. 1090 from 25 September 2006, charging members of government and chiefs of other state agencies to ensure that stock of reserve funds by the end of 2006 equals with reserve funds by the end of 2005. The same is charged for 2007 too.


� Under GFS 1986, state budget deficit is increased by CZK 20bn due to settlement of CKA loss on the basis of the Act on State Bond Programme to cover part of the CKA loss made by overtaking of bad assets in the years 1991 to 2003.


�Under GFS 1986, state budget deficit is increased by CZK 7bn due to settlement of CKA loss on the basis of the Act on State Bond Programme to cover part of the CKA loss made by overtaking of bad assets in the years 1991 to 2003. 


� Comparisons for the period to 2005 are based on Eurostat and OECD statistics. Since 2006, our own calculations are used based on real exchange rates. 
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