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significant branches. In these circumstances, the decline in production capacity
utilisation continued, as did the fall in the number of workers' in individual
branches. However, the intensity of the fall in production capacity utilisation
was lower than in previous quarters (see Chart 11.23).

The latest available data for the first two months of 2009 Q3 suggest some
moderation, or stabilisation, of the adverse trends. Chart .22 shows that
the annual decline in new orders and industrial production did not deepen further.
Rather, there was a shift from values close to 30% to more modest ones.

Value added and output in construction in 2009 Q2 also indicated an
improvement compared to previous quarters: gross value added was broadly flat
for the second consecutive quarter following a previous decline, and construction
output also remained at the previous year’s level following a sharp decline in
Q1. The evolution of construction output was again a result of a combination
of falling building construction (-8.5% year on year) and, on the other hand,
rising civil engineering output (+21.9% year on year), financed primarily from
public sources. The reasons for the continuing decline in building construction
output are the same as those mentioned in the previous Inflation Report, i.e.
more prudent investment decision-making of corporations and households
and a more cautious approach of banks to lending given the uncertain demand
outlook. The latest available data for August show a modest rise (of 0.6%) in
construction output following a decline of more than 3% in July.

Inservices, the observed impact of the crisis was slower than inindustry and the decline
in value added in this sector was considerably smaller overall than in industry.
In transport and storage, however, where was a clear link with the decreasing
activity in the production sector, the year-on-year decline in value added was still
high (7%); real estate and business services showed quite a significant decline as
well (4.2%). However, the low demand was most strongly reflected in value added
in trade, which decreased by more than 8% in Q2. As evidenced by the evolution
of the retail sales structure, this sharp fall was probably due mainly to falling sales
of motor vehicles. The CZSO’s latest data for July and August show, however, that
the decline in retail sales did not deepen further.

Business confidence in industry, construction, trade and services remained low
in 2009 Q2. At the same time, changes and differences were visible in the view
of current and future economic developments in the individual industries.
Industry has been recording a steady improvement in its assessment of demand
and the expected economic situation at both the three- and six-month horizons
in recent months, whereas the confidence indicators in construction have been
decreasing owing to the unfavourable demand outlook. Business confidence
in services has also been falling in recent months, whereas trade is showing
some signs of improvement.

11.3.4 Economic results of non-financial corporations"
According to the available data and CNB calculations, the adverse trend in

the performance of the monitored segment of non-financial corporations with
50 employees or more'? recorded in previous quarters continued into 2009 Q2.

10 For details see section I.4 The labour market.
11 The assessment in this section draws partly on calculations based on partial data published by the CZSO. The data are at current prices.

12 The segment of corporations with 50 employees or more consisted of more than 10,000 non-financial corporations at the end of 2009 Q2.

CHART 11.22 NEW ORDERSIN INDUSTRY
The decline in or ders did not deepen further
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CHART 11.23 CAPACITY UTILISATION

The decline in pr oduction capacity utilisation
in industry continued
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CHART I1.24  CONFIDENCEINDICATORS
Business confidence in industry is rising
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CHART 11.25 KEY FINANCIAL INDICATORS
Output and book value added re corded d eepening
year-on-year declinesin 2009 Q2

(annual percentage changes)
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TaBLE 1.2 ABSOLUTE DATA AND PERFORMANCE RATIOS
The material cost-output ratio fell in 2009 Q2 while
the personnel cost-output ratio kept rising

(CZK billions; annual changes in percentage points and percentages)

2009 Q2 2008 Q2 Annual

percentage

changes
Output incl. profit margin (CZK billions)? ~ 1168.8 1349.3 -134
Personnel costs (CZK billions)? 194.4 206.4 -5.8
Intermediate consumption (CZK billions) 833.0 983.7 -15.3
Book value added (CZK billions) 335.8 365.6 -8.1
Sales (CZK billions) 1543.1 17433 -115

percentages percentages  Annual
changes in
p-p.

Ratio of personnel costs to value added” 57.9 56.5 14
Material cost-output ratio” 713 729 -16
Personnel cost-output ratio? 16.6 153 13
Ratio of book value added to output? 287 271 1.6

a) CNB calculation

CHART 11.26 LABOUR MARKET INDICATORS
The economic decline was accompanied
by falling employment

(annual percentage changes; percentage points)
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CHART 11.27 EMPLOYMENT BREAKDOWN BY BRANCHES
Employment fell most sharply in industry
(contributions in percentage points to annual growth; selected branches)
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The continuing decline in domestic and external demand was reflected in
a further deepening of the decline in output, which was accompanied, as in
Q1, by a somewhat faster decline in intermediate consumption (see Chart I1.25).
Book value added thus fell more slowly than output. On the basis of the available
data it can be estimated that the year-on-year decline in gross operating surplus
continued to moderate in 2009 Q2 in the monitored set of corporations.

Although personnel costs in the corporate sector showed a further year-on-
year decrease in 2009 Q2 (to 5.8%), this change was still not sufficient from
the point of view of profits. The decline in output was more pronounced
and the personnel cost-output ratio increased by 1.3 percentage point year on
year, as in the previous quarter. However, the material cost-output ratio indicated
a further weakening of cost pressures, mainly due to a continuing fall in import
prices of energy-producing materials and semi-manufactures. The material cost-
output ratio decreased by 1.6 percentage points year on year in 2009 Q2, i.e. by
0.7 percentage point more than in Q1.

The set of large corporations (with 250 employees or more'3) showed similar
trends in 2009 Q2 to those in the wider segment of corporations including
smaller firms (with 50 employees or more). Both groups of corporations recorded
a smaller annual decline in gross operating surplus, which was, however, more
pronounced in the segment of large corporations again in Q2.

1.4 THE LABOUR MARKET

As expected, 2009 Q2 saw a further deepening of the decline in employment
and an increase in both general and registered unemployment. However, according
to seasonally adjusted data, the intensity of these changes moderated compared to
the previous quarter. After a sharp slowdown in annual wage growth in the business
sector at the start of the year, which was a reaction to the fall in demand, wage
growth stabilised at a slightly positive level in Q2. Nominal unit wage cost growth was
still high, since output fell faster than wages and employment.

1.4.1 Employment and unemployment

The continued downturn in economic activity in 2009 Q2 was reflected in
a sizeable deepening of the annual decline in employment compared to Q1
(to 1.2%; see Chart 11.26). This was mostly due to a declining number of
employees (down by 1.8% year on year), whose effect on total employment
was partly offset by a concurrent rise in the number of entrepreneurs.™ This is
a typical phenomenon observed at times of economic recession as employees
turn to full-time independent business activity if they lose their job.

Recent developments thus confirmed the expected further decline in employment
due to the economic crisis. This decline, however, was still not commensurate
with the more marked changes in economic output. This resulted in a continuing
fall in productivity. The seemingly insufficiently flexible reaction of corporations

13 The segment of corporations with 250 employees or more consisted of more than 1,800 non-financial corporations at the end
of 2009 Q2.

14 The increase in the number of entrepreneurs was probably due mostly to persons who previously worked mainly as employees
and simultaneously engaged part time in business. According to LFS methodology, they were initially recorded as employees, but

after being dismissed business activities became their principal occupation and so they are now treated as entrepreneurs.
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can partly be viewed as a rational defence against costly dismissals and loss of
skilled employees. One of the ways of maintaining existing employment as much
as possible while adjusting to the cyclical process is to reduce working hours. In
this respect, corporations have introduced many projects leading to reductions
in working hours, primarily by reducing overtime work, shortening the working
week and adjusting flexible working hours. Such projects undoubtedly helped to
avoid a more pronounced fall in employment, but the future demand situation
remains a risk.

Persisting unfavourable conditions on the labour market amid weak demand
were indicated also by the Beveridge curve, according to which the fall in
the number of vacancies accompanied by a rising number of unemployed
persons continued into Q2 (see Chart 11.28).

In these circumstances, the general unemployment rate (LFS) increased by 2.1 percentage
points year on year to 6.3% in Q2, the highest rise in the unemployment level
since 1999. The registered unemployment rate (MLSA)'™ followed a similar pattern,
rising by 2.6 percentage points to 8.1% in the same period. According to the latest
data, this upward trend continued into Q3 (8.7%). The seasonally adjusted data
on the registered unemployment rate at the same time signalled that the intensity
of its growth was lower than at the start of this year. A tendency towards gradual
stabilisation of the unemployment rate since the start of Q2 is also indicated by
a decline in the ratio of newly registered job applicants and by renewed growth in
the ratio of applicants excluded from the labour office register (see Chart 11.30).

The persisting unfavourable situation on the demand side affected performance
and consequently employment in the individual economic sectors with varying intensity.
Chart 11.27 shows that the decrease in employment in the economy in Q2 was again
largely due to industry, which has been hit hardest by the sales crisis. According to
the LFS, employment in industry decreased by 8.3% (i.e. 137,700 persons) year on year.
However, the actual decline may have been even higher, because of not entirely accurately
reported data on foreign workers.'® The tertiary sector has not yet been affected much
by the economic crisis, as evidenced by a continued modest rise in employment from
the previous quarter, underlying which were slight increases or declines in the number of
workers in most branches. A truly strong impact of the economic crisis on employment
was observed only in transport and storage and in employment agencies.

The latest CZSO data also show that at times of crisis the major job losers are
men, who make up the main component of employees in industries hardest hit by
the crisis', followed by employees aged between 15 and 24, low-skilled workers
and workers with fixed-term contracts. The marked fall in economic activity
was thus also reflected in a change in the share of long-term unemployment
in total unemployment, which is an important structural indicator of the labour
market. Its sharp decrease from about 50% to 28.7% in Q2 was due mainly to
a combination of a large rise in the number of people unemployed for a shorter
period and the concurrent transfer of part of the long-term unemployed to
the category of economically inactive persons owing to the economic recession.

15 Not adjusted for unavailable job applicants.

16 The LFS statistics, based on surveys in flats, capture employment of foreigners with difficulty (as most of them live in
lodging houses). A large proportion of foreigners, working mostly in industry and construction, are thus not covered by
the surveys. The number of registered foreign workers decreased by 10.8% year on year in July.

17 In Q2, the increase in the number of unemployed people who lost their jobs in manufacturing accounted for almost

57% of the total annual increase in the number of unemployed persons with work experience.

CHART 11.28 THE BEVERIDGE CURVE

The rapid fall in the number of vacancies was reflected
in rising unemployment
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CHART .29 THE UNEMPLOYMENT RATE
According to seasonally adjusted data, growth in the

unemployment rate eased
(percentages; seasonally adjusted data; source: MLSA, CZSO, CNB calculation)
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CHART 11.30 JoB APPLICANT FLOWS
There was renewed growth in the ratio of applicants

excluded from the labour office register
(percentages; source: MLSA, CNB calculation)
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TasLE 1.3 WAGES, PRODUCTIVITY, UNIT WAGE COSTS
Average wage growth slowed sharply in 2009 H1

(annual percentage changes)

/08 1IV/08 109 1/09
Average wage in monitored organisations

nominal 7.5 8.1 2.7 2.8

real 0.8 3.2 06 1.4
Average wage in business sector

nominal 8.4 85 24 2.4

real 1.7 3.6 0.3 1.0
Average wage in non-business sector

nominal 35 6.5 42 43

real -2.9 1.7 2.1 2.9
Whole-economy labour productivity 2.7 -0.3 -3.8  -4.2
Nominal unit wage costs 4.0 6.7 5.7 5.6

CHART 11.31 PRODUCTIVITY DEVELOPMENTS IN BRANCHES
Productivity decreased in most branches

(annual percentage changes; selected branches)

201

-157
20~
L7Z0 L | I VA /o b || R AV o | | Y VA V{0 T
~— Industry —— Construction
Market services === Public services

CHART 11.32 WHOLE ECONOMY PRODUCTIVITY GROWTH
Productivity fell as a result of output falling faster
than employment

(contributions in percentage points; annual percentage changes)
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CHART 11.33 NOMINAL UNIT WAGE COSTS
Nominal unit wage costs were still rising fast despite
noticeably slower wage growth

(contributions in percentage points; annual percentage changes)
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I.4.2 Wages and productivity

After a large adjustment of average nominal wages to the unfavourable demand-
side developments in 2009 Q1, their year-on-year growth stopped moderating.
As Table 1.3 shows, it remained roughly at the level recorded at the start of
the year, reaching 2.8%. At just 1.4%, average real wage growth was even
lower due to the effect of inflation. The subdued average wage growth overall in
2009 H2 was mostly due to wage developments in the business sector. However,
wage growth in the non-business sector was also considerably slower than at
the close of 2008.

Annual average wage growth in the business sector stabilised at 2.4% in 2009 Q2,
down by almost two-thirds compared to 2008 H2. This was due mainly to
a continued marked decline in orders, observed already in previous quarters. In
these circumstances, corporations tried to cut labour costs in various ways. They
made use of various measures, including, in addition to lay-offs, cutting working
hours and reducing allowances and bonuses. In some cases, however, the lay-
offs led to an increase in average wages even though the rate of growth of
total wage costs moderated. This was because those laid off were less qualified
workers with below-average wages' and younger workers rather than older
ones. The latest available data for industry, where annual average wage growth
increased from 1.8% in Q2 to 2.4% in July, suggest that average wage growth
will not show any marked slowdown in the near future.

Average wage growth in the non-business sector was also virtually flatin 2009 Q2,
but was higher than in the business sector (4.3% year on year). Nonetheless, it
showed mixed developments in terms of structure. For example, annual average
wage growth in public administration and defence did not exceed 3%, while in
education and health care it was above 5% (5.4% and 7.6% respectively).

Average nominal wage growth in 2009 Q2 was almost the same as in the previous
quarter, but whole-economy labour productivity continued falling year on year
(by 4.2%), with production reacting more quickly than employment to the fall in
aggregate demand.’ Annual growth in nominal unit wage costs, which are an
indicator of potential inflation pressures in the wage area, was thus still high. It
slowed only slightly compared to Q1, reaching 5.6%; the total volume of wages
and salaries in the economy decreased year on year thanks to the deepening
decline in employment, but the impact of falling output on nominal unit wage
costs was noticeably higher (see Chart 11.33).

Growth in the wage cost-output ratio was registered in all sectors under review.
Nominal unit wage costs grew the fastest in market services and in industry
(by 9% and 7% respectively). The growth in industry was strongly affected by
an extraordinarily large decrease in value added in the electricity, gas and water
supply industry.?® In manufacturing, nominal unit wage cost growth slowed, but
remained high (5.2%). This was due to a faster decline in productivity than in
average wages.

The rate of growth of nominal unit wage costs thus stabilised at a relatively high
level in Q2. Their annual growth is expected to slow only slightly in 2009 Q3.

18 Highly skilled, difficult-to-replace employees tend to be laid off later or not at all.

19 The biggest decline in labour productivity (of 10.1%) was recorded in industry.

20 Nominal unit wage costs rose by 37.9% year on year in this branch, owing to an extraordinarily large decline in value
added of 23.6%.
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I.5 THE BALANCE OF PAYMENTS

In 2009 H1, the balance of payments was affected primarily by a high, although
decreasing in year-on-year terms, income deficit as a result of dividends paid
to non-residents and also of a sizeable net inflow of portfolio investment due
to the issuing of government bonds on foreign markets. The output surplus®'
recorded year-on-year growth in this period thanks to the annual development
of the trade balance. The deficit on other investment was due primarily to a net
outflow of short-term capital of commercial banks.

1.5.1 The current account

In 2009 H1, the current account ended in a deficit of CZK 5.8 billion (see Table 11.4),
or -0.3% of GDP. The deficit shrank by almost CZK 20 billion year on year, owing
chiefly to a smaller income deficit. However, half of this decrease was offset by
a smaller services surplus.

In 2009 H1, the trade balance recorded a surplus of CZK 91.5 billion, up
by almost CZK 9 billion on a year earlier (see Chart 11.34). The sharp decline
in external demand connected with the escalating global economic crisis
was thus reflected solely in declining foreign trade turnover, which fell by
one-fifth year on year. The increase in the overall surplus was mostly due to
price developments, linked mainly with strongly positive terms of trade for
mineral fuels, which were only partly offset by developments in real terms. This
was largely due to a deep decline in imports for intermediate consumption
and investment resulting from the fall in domestic economic activity, particularly
in export-oriented engineering sectors, and was also linked with a decrease
in investment in inventories. Exports of cars, connected with car-scrapping
incentives in some countries, also helped to moderate the fall in exports
and stabilise the overall balance. The foreign trade surplus continued to rise
year on year during Q3, and was up by CZK 13.1 billion for July to August.

As regards the commodity structure, the trade balance again showed very mixed
trends. Annual growth in the overall surplus was supported mainly by a decline
in the deficit on mineral fuels. The most significant factor acting in the opposite
direction, i.e. towards a reduction in the overall surplus, was a decline in
the surplus on machinery. From the geographical perspective, the annual growth
in the overall surplus was due to a lower trade deficit with non-EU countries,
especially Russia because of lower oil and gas prices. By contrast, the overall
trade surplus with EU countries decreased, most of all in trade with Poland.

The balance of services ended 2009 H1 in a surplus of CZK 30.7 billion, down
by almost CZK 14 billion year on year. All three component balances contributed
to the decrease in the overall surplus. The most significant were decreases
in the surpluses on transport and travel, affected by falling receipts due to
the escalating global economic crisis. The deficit on other services showed
only slight growth. However, their credits, and particularly their debits, grew
significantly as a result of services provided within multinational corporations.

The income deficit reached CZK 129.1 billion, representing a year-on-year
decrease of almost CZK 27 billion (see Chart 11.35). The direct investment deficit,
which contains the most important items of the overall balance (dividends

21 The output balance is the sum of the trade balance and the balance of services.

TaBLe 1.4 THE BALANCE OF PAYMENTS
The current account deficit decreased in 2009 H1
(CZK billions)

HI/06  HI/07  -HI/08  IHI/09
A. CURRENT ACCOUNT -7.6 -21.8 -25.6 -5.8

Trade balance 434 728 82.6 91.5
Balance of services 229 26.4 44.4 30.7
Income balance -66.4 -1058 -155.8 -129.1
Current transfers 75 -152 33 1.1
B. CAPITAL ACCOUNT 0.9 2.7 19.7 20.1
C. FINANCIAL ACCOUNT 14.7 212 512 234
Direct investment 334 75.2 74.7 1.6
Portfolio investment -44.2 -29.6 263 732
Financial derivatives 0.6 15.0 -5.8 -8.0
Other investment 24.8 -39.4 440  -53.4
D. ERRORS AND OMISSIONS -8.3 9.8 -8.4 45
E. CHANGE IN RESERVES 0.4 7.7 -369 422

(- = increase)

CHART 11.34 THE TRADE BALANCE
The annual moving total of the trade surplus increased

in 2009 Q2
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CHART .35 THE INCOME BALANCE
The annual moving total of the income deficit decreased

in 2009 Q2
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paid to non-residents and earnings reinvested in the Czech Republic), recorded
almost the same result (CZK 127.5 billion). The main reason for the narrowing
of the overall deficit was a decline in direct investment income — particularly
dividends paid — on the debit side. A deficit on compensation of employees, which
also decreased owing to falling wage expenditure on foreign workers, acted in
the same direction. This deficit was fully offset by a surplus on other investment
income, comprising interest on deposits and income on CNB reserves. Portfolio
investment income moved into a modest deficit in this period.

Current transfers recorded a surplus of CZK 1.1 billion, which was slightly lower
than a year earlier due to faster growth in debits than in credits. The determining
factor was the government transfers surplus, which reached CZK 13.1 billion.
Within government transfers, the balance of transfers between the Czech
Republic and the EU budget, recorded on the current account, ended in a surplus
of CZK 11.8 billion. The government transfers surplus was, however, almost
entirely offset by a rising deficit on transfers of other sectors.

1.5.2 The capital account

The capital account recorded a surplus of CZK 20.1 billion and was almost
unchanged from a year earlier. Its main component was government revenues
from EU funds, which amounted to CZK 18.5 billion.

1.5.3 The financial account

The financial account ended 2009 H1 in a surplus of CZK 23.4 billion. This represented
CHART .36 DIRECT INVESTMENT ABROAD : . .
Direct investment abroad was directed mainly a decrease of more than half in year-on-year terms mainly thanks to the evolution of
to Turkey in 2009 H1 direct investment. Its largest component was a portfolio investment surplus, which
was, however, largely offset by a net outflow of other investment.

11.9% Ry The net inflow of direct investment reached CZK 11.6 billion. It declined by
= Netherlands CZK 63 billion year on year due to a decrease in foreign investment in the Czech

5.7% = ndia . . . . . . .
= Others Republic and a rise in Czech investment abroad. The inflow of foreign direct

investment into the Czech Republic decreased to CZK 46.6 billion as domestic
subsidiaries repaid loans from foreign parent companies and foreign parent
companies drew loans from their Czech subsidiaries. Its largest component
was again reinvested earnings (CZK 55.0 billion). Investment in equity capital
was one-quarter of this figure. Czech direct investment abroad rose by more
than CZK 21 billion to CZK 35.0 billion despite the ongoing economic crisis.
Investment in equity capital was its largest component.

11.3%

23.6%

CHART 11.37 PORTFOLIO INVESTMENT

With regard to its branch structure, the foreign capital inflow was channelled
Portfolio investment recorded a net inflow in 2009 Q2 9 ! 9 P

(CZK billions) primarily into manufacture of motor vehicles and real estate and business
w0 - services. The outflow of capital went mainly into the electricity, gas and water
e supply industry and mining and quarrying. By territory, the biggest foreign
0] capital inflows came from Germany and Austria. Capital outflows abroad went
30 mainly to Turkey and Germany (see Chart 1.36).
10
BT In 2009 H1, the net inflow of portfolio investment amounted to CZK 73.2 billion,
21 up by CZK 47 billion on a year earlier (see Chart 11.37). The year-on-year increase
ol in the overall surplus was related to a change in flows on the asset side due to
wos . wes 09 109 a loss of interest in foreign securities among domestic investors. At the same
mmm Equity securities and participations of residents abroad . . . . . . . e
— Essittysesiﬂﬂﬂise:;;zsigaegitcsisgtrigig o omresdents n Coech e, time, the decline in holdlngs of foreign gecurltles (totallmg czK 32.3 billion) was
e Debt securities of non-residents in Czech Rep. mostly due to sales of foreign bonds. This was probably linked with the low level

Net inflow of portfolio investment

of interest rates and a need for liquidity. As in the first half of the previous year,
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issues of government and corporate bonds on foreign markets were the main
operations. Adjusted for these, sales would also have prevailed in trading in
domestic bonds. Notwithstanding the continued uncertainty regarding future
economic developments, domestic shares were purchased to a lesser extent.

The net outflow of financial derivatives transactions increased slightly year on
year, generating a CZK 8.0 billion decrease in the financial account surplus.

Other investment recorded a net outflow of CZK 53.4 billion in H1, which
represented a year-on-year increase. The overall deficit was most affected by
a net outflow of more than CZK 50 billion in the commercial bank sector. This
was related mainly to increased lending and repayments of deposits and loans
abroad. The corporate sector also showed a smaller net outflow of capital.
It was mostly due to a rise in commercial loans provided abroad. By contrast,
the modest net inflow of government sector capital was linked mainly with EIB
loans for infrastructure development.

The CNB'’s international reserves remained broadly unchanged in koruna terms
in 2009 Q3. As of the end of Q3, they were up by only CZK 0.3 billion to
CZK 704.6 billion quarter on quarter. The reserves were again affected by
valuation changes. In dollar terms, the reserves rose by USD 2.6 billion to
USD 41.0 billion in the same period (see Chart 1.38).

1.6 MONETARY DEVELOPMENTS

Money and credit growth slowed, reaching their lowest levels since the end of
2005. The preference for highly liquid money persisted, growth in household
deposits slowed and the decline in deposits of non-financial corporations
deepened. Slower growth in loans to corporations and households reflected
weak economic activity, a more prudent approach of banks to lending,
stagnation of interest rates on loans for house purchase at a relatively high level
and a lower willingness of households to borrow. The non-performing loan ratio
increased further. Client interest rates on new loans to non-financial corporations
decreased and a slight decline was also recorded by rates on new deposits, while
those on new loans for house purchase and consumer credit were flat.

1.6.1 Money

Annual M2 growth slowed further compared to 2009 Q2, reaching 4% in
August (see Chart 11.39). This slowdown reflected the decline in economic
activity as well as lower price growth, and was affected by a fall in net external
assets and lower growth in net domestic assets.

Increased demand by economic agents for liquid money persisted in the M2
structure. M1 recorded an annual increase of 10.2% in August 2009, while
quasi money declined (see Table I.5). The rise in M1 was due to growth in
overnight deposits; growth in currency in circulation slackened further.
Overnight deposits reflected flat interest rates on these deposits amid a decline
in the rate on deposits with agreed maturity of up to two years, which by
contrast showed a substantial decrease in volume. Deposits redeemable at
notice of up to three months maintained a high growth rate.

The slower growth in the money supply was attributable to all money-holding
sectors, most of all household deposits. Their annual growth declined to
8.4% in August 2009, due mainly to lower growth in gross disposable income

CHART 11.38 THE CNB's INTERNATIONAL RESERVES

The CNB's international reserves increased in dollar
terms in 2009 Q3
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Annual M2 growth slowed further
(annual percentage changes)

204

0
1/05 1/06 1/07 1/08 1/09

e M1 e 12

TaBLE II.5 MONETARY AGGREGATE STRUCTURE
The preference for the highly liquid money included
in M1 persisted

(quarterly averages and end-of-month stocks; annual percentage changes)

Share in

M2, %

/09 1109 7/09 8/09 8/09

M1 89 89 71 102 60.5
Currency in circulation 123 94 78 6.7 133
Overnight deposits 7.9 87 68 112 472
M2-M1 (quasi money) 8.7 5.5 29 -4.3 39.5
Deposits with agreed maturity -95 -114 -134 -221 212
up to two years 48 -14 -63 -19.7 16.5
Deposits redeemable at notice 447 419 37.1 344 17.8
up to three months 568 473 380 336 14.7
Repurchase agreements 58.0 -114 -213 -38.1 0.5
M2 8.8 7.5 53 4.0 100.0

CHART 11.40 INTEREST RATES ON DEPOSITS
Interest rates on deposits again mostly fell slightly
(new business; percentages)
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CHART 1141 LOANS TO NON-FINANCIAL CORPORATIONS AND HOUSEHOLDS
Loans to non-financial corporations declined year on
year for the first time since 2005
(annual percentage changes)
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CHART 11.42 NEWLY EXTENDED LOANS

New loans to non-financial corporations and households
decreased

(annual percentage changes)
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TagLE 11.6 LOAN STRUCTURE
The downward trend continued for all types of loans

(quarterly averages and end-of-month stocks; annual percentage changes)

Share in

total

loans, %

I/09 1109 7/09 8/09 8/09

Non-financial corporations 1.7 3.6 0.1 -26 42.5
Loans up to 1 year 03 -128 -174 -193 15.0
Loans over 1yearand up to 5 years 16.8 15.2 9.9 4.1 9.2
Loans over 5 years 209 157 139 127 183
Households 202 17.8 157 1438 49.9
Consumer credit 208 17.7 155 145 9.6
Loans for house purchase 188 16.6 148 1338 349
Other loans 289 260 222 219 5.4
Non-monetary financial institutions 3.9 -2.7 -10.0 -12.0 7.6
Total loans 148 94 62 44 100.0

CHART 11.43 NON-PERFORMING LOANS
Non-performing loan ratios rose most significantly
in non-financial corporations

(% of total loans in segment)
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= Non-financial corporations Total loans
—— Consumer credit to individuals —— Loans to individuals
~— Lending to individuals for house purchase

and renewed investment in units of collective investment funds. The ratio of
primary deposits (of which household deposits account for 60%) to client
loans remained high at 130%. Deposits of non-financial corporations declined
by a further 6.5% year on year in August, mainly as a result of weaker cash-
flow of corporations at a time of a falling economic activity. Growth in deposits
of non-monetary financial institutions was also negative.

The average interest rate on new deposits gradually declined to 1% owing
to a decrease in financial market rates. The rate was 1.2% on new deposits
of households and 0.7% on new deposits of non-financial corporations.
In the case of households, rates on deposits with agreed maturity fell, while
rates on other types of new deposits were unchanged (see Chart 11.40).

1.6.2 Credit

Annual growth in MFI loans to corporations and households continued to slow,
reaching 4.4% in August, the lowest level since 2005 (see Chart 11.41). New loans
were down by 8.5% year on year (see Chart 11.42). The decrease in lending activity
pertained to both the household and corporate sectors, reflecting the adverse trend
in nominal GDP and the persisting tight credit conditions for some types of loans.
Lower growth in the stock of loans was also recorded in the other CEE countries.

Loans to non-financial corporations recorded an annual decline for the first
time since 2005 (see Table 11.6). Short-term loans decreased, while growth
in medium-term and long-term loans slackened. This reflects a reduced
financing need on the demand side, due to the decline in economic activity
and to the cyclical behaviour of inventories, and worse investment sentiment
of corporations. The largest declines in the volume of loans were recorded in
industry, wholesale and retail trade and in real estate. The slowdown in loans
can be expected to persist until about mid-2010 under the influence of lower
investment. The ratio of the total debt of non-financial corporations (total
loans and debt securities) to GDP increased to 49.6% in 2009 Q2 because of
the sharp fall in economic activity.

Annual growth in loans to households also continued slowing in the period under
review. Slower growth was recorded for loans for house purchase and for consumer
credit. Unlike loans to non-financial corporations, the monthly flows of loans were
positive but recorded lower levels than before the escalation of the global financial
crisis. Despite a slight increase in prices of dwellings in Q3 and the expected
gradual economic recovery, loans for house purchase will continue to be affected
by the impacts of the financial crisis on households’ balance sheets and on their
willingness to borrow. The ratios of total household debt to GDP and to gross
disposable income rose to 29% and 52.7% respectively in 2009 Q2. As in the case
of corporations, this mainly reflects a sharper fall in economic activity and income as
compared to the slowdown in household debt growth.

Non-performing loans increased further (see Chart 11.43). The largest rise in
the ratio of non-performing loans was recorded for non-financial corporations,
which showed a decline in solvency due to the fall in economic activity. The riskiest
loans are those in manufacturing (10.5%), hotels (11.8%), construction (9.2%)
and wholesale and retail trade (9%). The ratio of non-performing loans among
developers increased to 2.8%. However, the previous trend in supply prices of
flats and in the volume of transactions on the real estate market (see Box 1
Investment in housing during the business cycle) remain a risk for this segment
of the credit market as well. An upward trend was also recorded by non-
performing consumer credit and loans to households for house purchase.
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The average interest rate on new client loans decreased by 0.3 percentage
point in August 2009, to 6.6%. This reflected a decline in the interest rate on
new loans to non-financial corporations of 0.3 percentage point to 4%. There
was a decline in rates with short fixations for all types of loans and rates with
long fixations for large loans of over CZK 30 million (see Chart 11.44). The credit
conditions, as measured by the spreads between client and market interest rates,
eased as a result of a more favourable outlook for economic activity. However,
they are still tighter than in the past owing to a persisting higher risk premium.
For households, the average interest rate on new loans for house purchase was
flat at 5.5% (see Chart I1.45) and the rate on consumer credit remained at 14%
on average for both short and long fixations. The fall in market interest rates®
led to a widening of the spreads between rates on loans for house purchase
and consumer credit and market rates. The main factors underlying the currently
still relatively tight credit conditions for households are rising unemployment
and worsening creditworthiness of consumers.

I.7 IMPORT PRICES AND PRODUCER PRICES

In conditions of low global demand, reflecting the slowdown in world economic
activity, the annual decline in import prices continued into 2009 Q3, deepening
further. Prices fell in most of the categories included in the import price index.
In line with prices of oil and natural gas, the largest declines were recorded by
import prices of mineral fuels and also of semi-manufactures. These declines in
prices of material inputs coupled with low domestic demand fostered a further
increase in the annual fall in industrial producer prices to a historical low.
Prices in the other categories of the production sector also recorded declines
or slower growth. Although the annual decline in agricultural producer prices
moderated substantially, it was still pronounced.

1.7.1 Import prices

Following a short-lived increase in 2009 Q1, import prices recorded an annual
decline for the fifth consecutive month. According to the latest available figures
for August, their annual decline increased further, reaching a considerable 7.2%.

The overall annual decline in import prices in the first two months of 2009 Q3
was again due mainly to import prices of energy-producing materials, which were
derived primarily from prices of such materials on world markets. In July, the annual
decline in import prices of mineral fuels deepened to its most pronounced level
since 1999 (37.1%). This was due mainly to world prices of natural gas, which
followed the path of oil prices with a longer-than-usual lag. As Chart 11.48 shows,
the sharp fall in oil prices on world markets observed during 2008 H2 started
affecting world prices of natural gas only at the start of 2009. Natural gas prices
started falling year on year in April. Their annual decline reached a sizeable 54.8%
in August. By contrast, the annual decline in oil prices gradually moderated
owing to a rise in the oil price level on world markets, and in August was almost
20 percentage points weaker (36.3%) than that in gas prices. As in the previous
quarter, the annual depreciation of the koruna-dollar exchange rate? only partly
corrected the impact of falling world prices of energy-producing materials on
import prices, which thus continued to decline (see Chart 11.48).

22 Money market interest rates and yields on 10-year government bonds declined in August 2009, with money market
rates falling by up to 0.2 percentage point and yields on 10-year government bonds by 0.5 point.

23 The annual depreciation of the koruna-dollar exchange rate reached 10.8% in August.

CHART 1144 INTEREST RATES ON LOANS TO NON-FINANCIAL CORPORATIONS
Interest rates on loans to non-financial corporations
decreased

(new business; percentages)
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CHART I1.45 INTEREST RATES ON LENDING FOR HOUSE PURCHASE
Interest rates on lending for house purchase remained flat

(new business; percentages)
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CHART 11.46 IMPORT PRICES AND PRODUCER PRICES

The decline in import prices deepened and producer
prices rose more slowly or fell

(annual percentage changes)

10 r 40
F 30

54 F 20

F 10

. / \ .

F-10

-5 4 F-20
F-30

-10 - )

9/07 11 1/08 3 5 7 9 11 109 3 5 7 9

= Construction work prices Market services prices
= Industrial producer prices — Import prices
= Agricultural producer prices (right-hand scale)

CHART 11.47 IMPORT PRICES

Prices fell in all the main import categories in August
(annual percentage changes; contributions in percentage points)
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CHART 11.48 IMIINERAL FUELS

Falling world prices of natural gas fostered

a further deepening of the decline in import

prices of energy-producing materials

(annual percentage changes)
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CHART 11.49 SELECTED IMPORT CATEGORIES

Slower annual depreciation of the exchange rate
and low demand fostered slower growth in import
prices of higher-value-added commodities

(annual percentage changes)
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TaBLE 1.7 STRUCTURE OF THE IMPORT PRICE INDEX

7

rate

Only prices of some higher-value-added products rose

(annual percentage changes)

5/09 6/09 7/09

IMPORTS, TOTAL -4.0 -3.3 -4.4
of which:
food and live animals 0.5 0.1 -1.8
beverages and tobacco -4.6 -0.3 -1.2
crude materials inedible, except fuels 6.5 23 0.8
mineral fuels and related products -33.7 -32.7  -3741
animal and vegetable oils 3.9 2.8 -1.3
chemicals and related products -3.1 -2.4 -3.4
manufactured goods classified chiefly
by material -4.4 -2.9 -4.0
machinery and transport equipment 3.4 4.5 5.5
miscellaneous manufactured articles 5.1 6.1 5.6

CHART I1.50 INDUSTRIAL PRODUCER PRICES
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Industrial producer prices continued falling year on year

(annual percentage changes; contributions in percentage points)

9/08 10 11 12 1/09 2 3 4 5 6 7 8

mmmm Other branches of manufacturindg

Manufacture of basic metals and fabricated metal products
mssm Manufacture of coke and refined petroleum products
=== Mining and quarrying and power generation
mmmm \Vanufacture of food, beverages and tobacco
— Producer prices, total (annual percentage changes)

In conditions of weak global demand, import prices of semi-manufactures also
declined significantly (by 6.1% in August). The annual decline in import prices
of food (to 5.1%) was also pronounced, mainly reflecting previous price declines
in agricultural and food commodities on world markets. The dampening effect
of low global demand manifested itself significantly in import prices of non-
energy-producing materials, which recorded a sharp annual decline (of 13.7%)
in August, following more than a year of growth.

Only import prices of miscellaneous manufactured articles and machinery and transport
equipment continued to record slowing annual growth. This was due to a combination
of persisting annual depreciation of the koruna-euro exchange rate and rising or only
modestly falling prices of such commodities abroad. Their high sensitivity to the koruna-
euro exchange rate is illustrated in Chart 11.49. However, the marked slowdown in
annual growth in prices of these commodities in Q3 (to 1.3% and 2% respectively)
was due not only to the annual depreciation of the koruna-euro exchange rate, but
also to a further decline in their prices abroad as a result of low demand. By contrast,
import prices of chemicals continued to record an annual decline, which picked up
pace significantly in August. This led to an overall slightly negative contribution of
the category of commodities with higher degree of processing to total import prices.

Import prices in the first two months of 2009 Q3 signalled an anti-inflationary effect
on domestic prices. Declining world — and subsequently import — prices of energy-
producing materials and semi-manufactures, reflecting the significant slowdown
in world economic activity, created conditions for a decline in producers’ input
costs, especially at the early stages of the production chain (primary processing
of oil products; see Chart 11.48). Import prices of food and non-energy-producing
materials acted in the same direction; their previous gradual slowdown in growth
turned into an annual decline in Q3. Only import prices of commodities with a high
degree of processing continued to rise, but their very subdued growth of less than
2% suggested an unwinding of potential inflationary pressures in this area, too.

1.7.2 Producer prices
Industrial producer prices

Amid continuing low global and domestic demand and falling prices of key
commodities on world markets, the annual decline in industrial producer prices
deepened further in 2009 Q3. According to the data for September it reached
5.4%, which, for the seventh month in a row, was the largest figure recorded
since this time series started to be monitored in 1991. The biggest contributors
were sectors at the early stages of the production chain, whose costs of purchasing
key raw material inputs fell significantly (see Chart 11.50).

The decline in industrial producer prices in Q3 was mostly due to producer
prices in the manufacture of basic metals and fabricated metal products, where
there was a clear link with prices of imported inputs and the overall fall in global
demand (see Chart I11.50). These factors were reflected in a further deepening
of the decline in producer prices in this sector of more than 6 percentage
points compared to June, to -0.2% in September. Although the annual decline
in prices in the manufacture of coke and refined petroleum products slowed
somewhat in Q3, it was still higher than 30%, as world prices of oil continued
to record a sharp annual decline (see Chart 11.48). The annual price decline also
persisted in mining and quarrying, reaching 5.7% in September; comparable
price developments had last been observed in this sector in 2000. However,
the contribution of this sector to the total decline in prices in industry was more
or less negligible given its low weight in the industrial producer price index.
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The price decline also deepened in the food industry, which was affected by
falling prices of world and domestic agricultural commodities (for details see
Agricultural producer prices). In 2009, however, fast price increases have been
maintained by producer prices in the electricity, gas and steam supply industry
and in the water supply, purification and distribution industry (up by 10.9%
and 6.9% respectively in September).

A clearly dampening impact of low demand on producer prices, indicated by
falling prices in most branches (see Chart I1.51), was also observed in the other
branches of industry. Modest growth in prices was observed only in high-value-
added sectors but it was lower than in the previous quarter. Annual inflation in
machinery and equipment dropped below 1%, while producer prices in transport
equipment showed a slight annual decline in September (of 0.3%).

Overall, industrial producer prices in 2009 Q3 indicated a strengthening impact of
the low world and domestic demand, observed in most of the sectors monitored.
The anti-inflationary effect of producer prices deepened and their overall decline
reached historical highs. The main factor behind this trend remained the sharp
slowdown in global economic activity, which led to a decline in world prices of
key commodities. These factors continued to create conditions for a decline in
material input costs for many producers, while the weak demand strengthened
the downward pressures on industrial production prices. However, electricity
prices continued rising rapidly in year-on-year terms, thus increasing the costs of
corporations with electricity-intensive production.

Agricultural producer prices

In 2009 Q3, agricultural producer prices saw a continuing moderation of the deep
annual decline which peaked in May (at 31.4%). By September, the decline was
more than 10 percentage points weaker, standing at 21.2%. As in the first half
of the year, prices of both crop products and livestock products contributed to
this trend (see Chart 11.52).

The deep annual decline in agricultural producer prices observed since the end
of 2008 was due mainly to a sharp slowdown in global demand for food and an
above-average global harvest in 2008. In this situation, the previously low stocks
of agricultural commodities were gradually renewed and prices declined. These
tendencies have continued to a lesser extent into 2009, with the price level of
crop products falling almost continuously. According to the latest figures for
September, crop product prices recorded an annual decline of 27.6%.

A sharp price decline in livestock product prices also continued in 2009 Q3.
However, their annual decline also moderated significantly, reaching 13.7%
in September.

Other producer prices

The effects of the subdued demand were seen in both the services sector
and construction in Q3. Compared to the June figures, market services price
inflation in the business sector slowed to 1.1% in September (see Chart 11.53).
This was mainly due to a deepening annual decline in prices in freight transport
and a continuing annual decline in prices of telecommunication services.
A pronounced decline in annual price growth was visible in real estate services.
By contrast, price growth in prices of advertising services and market research
rose slightly.

CHART I1.51 MANUFACTURING

Prices in the branches of manufacturing mostly fell
(annual percentage changes, selected branches)
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CHART 11.52 AGRICULTURAL PRODUCER PRICES
The decline in agricultural producer prices moderated
in 2009 Q3

(annual percentage changes)
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CHART 11.53 OTHER PRICE CATEGORIES

Growth in prices of construction work and market
services slowed further

(annual percentage changes)
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CHART 11.54 INFLATION
Annual inflation fell towards zero in 2009 Q3

(annual percentage changes)
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= Consumer price inflation
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CHART I1.55 INFLATION COMPONENTS
Prices in the main components of inflation either fell or
showed slower growth

(annual percentage changes; excluding indirect tax changes)
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CHART .56 STRUCTURE OF INFLATION
The positive contribution of requlated prices to inflation in
September 2009 was fully offset by a fall in market prices

(annual percentage changes; contributions in percentage points)
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The downward trend in annual construction work price inflation observed since
mid-2008 continued into 2009 Q3. According to the latest data for September,
annual construction work price inflation slowed to 0.2%, the lowest figure
observed since this time series started to be monitored in 1995. Prices of
materials and products consumed in construction continued to show an annual
decline, which deepened further to 6.5% in September.

1.8 INFLATION

A further slowdown in consumer price inflation in 2009 Q3 was due to a deeper
decline in prices of food and adjusted inflation excluding fuels. Regulated prices
also contributed to the decline in inflation. Both headline inflation and monetary-
policy relevant inflation were zero in September, well below the lower boundary
of the tolerance band around the CNB’s inflation target.

11.8.1 Current inflation

Annual inflation?* continued to fall sharply in 2009 Q3, reaching zero at
the end of the quarter, which meant that the price level was the same as in
September 2008 (see Chart 11.54). Compared to June 2009, annual inflation
was down by 1.2 percentage points in September. The decline in inflation in
Q3 was largely due to food prices, whose previous growth switched to an
annual decrease at the start of Q3 (see Chart 11.55). It was also due to adjusted
inflation excluding fuels, which also turned negative in Q3, and to regulated
prices as well. The price growth in these categories was affected by subdued
developments in the domestic economy, as confirmed by the latest August
data on retail trade turnover in Q3. This effect offset the inflationary effect of
the previous depreciation of the koruna’s exchange rate.

Owing to the further fall in 2009 Q3, inflation was well below the lower
boundary of the tolerance band set by the CNB around its target of 3%.
Monetary-policy relevant inflation was also below this band, coinciding
with headline inflation after the unwinding of the first-round effects of past
changes to indirect taxes. It was thus also zero in year-on-year comparison in
September (see Chart I1.54).

Under these circumstances, only regulated prices recorded positive contributions to
annual inflation in 2009 Q3 (see Chart I1.56). However, their annual growth slowed
in Q3 (by 2.2 percentage points compared to June, to 7.5% in September). Their still
high current growth mainly reflected high growth in regulated rents and electricity
prices.?> On the other hand, the overall growth in regulated prices was significantly
dampened by a gradual decline in annual growth in natural gas prices (from 34%
in December 2008 to 0.0% in September 2009). The further decline in natural gas
prices of 7% in July 2009, primarily reflecting falling world prices of natural gas,?
was the most significant change in regulated prices in Q3.

Market prices, as measured by net inflation, showed a deepening annual decline to
-1.7% amid continuing low demand in 2009 Q3. As in the previous quarter, this was
due not only to food prices, but also to adjusted inflation excluding fuels, whose

24 Measured by annual growth in consumer prices.
25 Electricity prices recorded an annual increase of 11.6% in September, while regulated rents rose by 27.5%.

26 For details see section I.7.1 Import prices.
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previously weak growth turned into an annual decline. Fuel prices continued to fall
at a double-digit annual rate, although the decline slowed considerably compared
to the previous quarter (to 10.6%). Fuel prices thus reflected the gradual slowdown
in the sharp annual fall in oil prices on world markets, which was partly offset by
the annual depreciation of the koruna-dollar exchange rate.?”

Following a very weak rise in June (of 0.1%), food prices?® showed an annual
decline during 2009 Q3 (of 2.5% in September; see Chart I.57). By contrast to
previous developments, food prices thus suggested a more significant response
to the substantial fall in agricultural producer prices in the food industry and on
the consumer market. Import prices of food, which have been falling since
July, acted in the same direction. However, as Chart I1.57 shows, the leeway
created by the much more significant decline in agricultural producer prices
was not fully taken advantage of to lower prices in manufacturing and on
the retail market. It is probable that this was due to still modestly rising
demand for food, as indicated by the latest figures for retail sales of food until
August 2009. Within the food category, the largest declines were recorded
by prices of bread and cereals (of 14.7%), dairy products (of 8.8%), seasonal
foods and oils and fats. On the other hand, meat prices declined only slightly.

The decline in annual adjusted inflation was more moderate compared to
food, standing at 0.6% in September. The gradual decline in adjusted inflation
in 2009 Q2 and its shift to negative values in Q3 was due to a further marked
slowdown in annual growth in prices of other nontradable commodities (from
2.0% in June to 1.2% in September; see Chart 11.58), consisting mainly of
services. The assessment of the causes of the continuing slowdown in inflation
in this category, as described in the previous Inflation Report, remains the same
— the main reason was declining household consumption expenditure on
services in the first half of 2009 amid rising unemployment, slackening wage
growth and uncertain economic growth prospects.

The annual declines in prices of other tradable commodities?® remained at
the previous quarter’s high levels in 2009 Q3 (-3.5% in September; see Chart 11.58).
These prices were affected by mostly falling import prices of such commodities
and weakening domestic consumer demand, as confirmed by the annually
declining sales of non-food goods excluding fuels in the first two months of Q3.

Turning to the major categories of the consumer basket, prices in the housing
category (regulated rents, energy) continued rising in 2009 Q3. However, their
impact on inflation was fully offset by declining prices in the other categories
of the consumer basket (especially food and services in transport) in September
2009, due to the weakening demand and falling fuel prices.

By international comparison, consumer prices as measured by the HICP moved
in the same direction in the Czech Republic in 2009 Q3 as on average in
the EU countries, approaching zero amid continuing low demand. According
to Eurostat’s latest flash estimate for September, the HICP recorded a slight
annual decline in the Czech Republic (-0.3%), while still showing a modest
increase of 0.3% on average in the EU countries.

27 See section I1.7.1 Import prices
28 Consolidated category of food prices excluding tax changes.

29 Excluding food and fuels.

CHART 11.57 Foob PRICES

Food prices started falling year on year at the start
of 2009 Q3
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CHART 11.58 ADJUSTED INFLATION EXCLUDING FUELS

Adjusted inflation excluding fuels turned negative in July
(annual percentage changes)
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CHART 11.59 CONSUMER BASKET PRICES

The effect of rising prices in the housing category on
inflation was fully offset by developments in the other
consumer basket categories

(September 2009; contributions in percentage points, including changes to indirect taxes)
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CHART I11.60 THe HICP N THE CzEcH RepusLic AND THE EU
Inflation decreased further in the Czech Republic and in
the EU countries on average in 2009 Q3

(annual percentage changes)
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CHART 1 (Box) INFLATION STRUCTURE
Regulated prices and other administrative measures
were major contributors to inflation in 2008-2009

(annual percentage changes; contributions in percentage points)
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BOX 2
The effect of regulated prices and other administrative measures on
inflation in 2008-2009 and their expected future development

Regulated prices and other administrative measures were the main driver
of inflation in 2008 and have remained so during 2009 (see Chart 1).
This box aims to identify the reasons for this phenomenon and the outlook
for the shares of regulated prices and other administrative measures in
inflation until 2011.

Regulated prices are defined by Act No. 526/1990 Coll. Under this
Act, price regulation means the setting or direct regulation of the level
of prices by pricing authorities and local authorities. The main reason
for regulating the prices of certain items of the consumer basket is
the social aspect, together with the risk of monopolistic behaviour by
suppliers of goods/services.

In 2008 and 2009, the biggest contributors to annual regulated price
inflation were prices of energy for households (natural gas, heat,
electricity), which also have the highest weight within regulated prices
in the consumer basket (they make up more than half of the total
weight of regulated prices in the CPI). These items accounted for more
than half of the sharp increase in regulated prices in 2008 (of 17.1%),
reflecting the strengthening growth in prices of energy-producing
materials on world markets since 2007 Q3. In addition, about one-third
of the large rise in regulated prices in 2008 was due to the introduction
of fees in health care and to faster convergence of regulated rents to
their market level.

Although annual growth in prices of natural gas fell noticeably in 2009 (to zero
in September) owing to falling world prices of natural gas, the contribution
of regulated prices to inflation remained high (see Chart 1). This was due
mainly to still high growth in prices of electricity and regulated rents.

The effect of other administrative measures on inflation was also
pronounced, particularly in 2008. Their roughly one-quarter contribution
to annual inflation throughout most of 2008 was a result of reform
measures in the shape of an increase in the lower VAT rate from 5%
to 9% and the introduction of environmental taxes on electricity, heat
and solid fuels (the impact of these measures on inflation in January 2008
was estimated at 0.8 percentage point). Inflation was also affected by
a rise in excise duties on cigarettes as from January 2008. Nevertheless,
prices of cigarettes went up only gradually and with a lag, thus affecting
inflation throughout 2008 and at the start of 2009 H1, with an overall
impact on inflation of 0.7 percentage point. The first-round effects of
past changes to indirect taxes dropped out fully from headline inflation
in June 2009.

The CNB's current forecast expects a substantial annual slowdown in
growth in regulated prices in the future, from 7.5% in September 2009
to 1.1% in December 2010. This should be fostered by a shift of annual
price growth to negative values for both natural gas (from 0.0% in
September 2009 to -8.0% in December 2010) and electricity (from 11.6%
in September 2009 to -6.0% in December 2010).
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Regulated prices are even expected to temporarily switch to an annual
decline at the start of 2010 as a result of the aforementioned decline in
prices of natural gas and electricity. This price decline should be partly
offset by a further increase in regulated rents and also a rise in VAT rates
of 1 percentage point approved under austerity measures. The impact
of the rise in VAT rates on inflation resulting from the increase in
regulated prices is expected to slightly exceed 0.1 percentage point
in 2010. Growth in regulated prices should be at low positive levels in
the rest of 2010, increasing only slightly in the second half of 2010 to
1.1% in December 2010 owing to base effects (for natural gas prices).

Changes toindirect taxes will also affect market prices from January 2010
onwards. There will be a rise in excise duties on fuels, alcohol, beer
and cigarettes and increases in both VAT rates of 1 percentage point.
The first-round (theoretical) impact of these changes on inflation can
be estimated at 1.2 percentage points. However, the actual effect will
probably be about 0.3 percentage point lower, because in the case of
VAT the current low demand will probably dampen the pass-through of
the higher tax rates to final market prices. It is also likely that prices of
cigarettes will increase again with a lag, owing to stocks being sold off
at the old prices.

The changes to indirect taxes in January 2010 will also involve
the reclassification of selected services (restaurants, hairdressing, shoe
repair, etc.) to the lower VAT rate, the first-round effect of which on
inflation should be -0.37 percentage point. In reality, however, the effect
will probably be slightly lower (-0.2 percentage point). The forecast does
not currently envisage any further changes to indirect taxes in 2011,
so inflation should only be affected by the lagged effects of the increase
in excise duty on cigarettes, and only during the first half of the year.

The overall picture of the impact of changes to regulated prices
and other administrative measures on inflation in 2010 and 2011 is
shown in Chart 1 and Table 1. As Chart 1 shows, indirect taxes in 2010
and regulated prices in 2011 will contribute relatively significantly to
headline inflation.

11.8.2 Fulfilment of the inflation target

Headline inflation was well below the lower boundary of the tolerance band
around the CNB’s inflation target in 2009 Q3 (see Chart I1.61). This section of
the Inflation Report briefly analyses the contribution of the CNB’s monetary
policy to this situation.

In order to assess the effect of monetary policy on the fulfilment of the inflation
target one needs to analyse retrospectively the forecasts and the Bank Board’s
decisions based thereon in the relevant period. As monetary policy is focused
on hitting the inflation target at the 12-18 month horizon, the key period for
the fulfilment of the inflation target in 2009 Q3 is thus roughly from January
2008 to September 2008. Nevertheless, for the sake of clarity, the analysis of
the accuracy of the forecasts is limited here to a comparison of the Inflation
Report 11/2008 forecast with subsequent inflation.

CHART 2 (Box) REGULATED PRICES

A reduction in prices of natural gas and electricity will
be the biggest contributor to the fall in regulated price
inflation in 2010

(annual percentage changes; contributions in percentage points)
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TasLe 1 (Box) IMPACTS OF INDIRECT TAX CHANGES
The impact of the indirect tax changes should not exceed
1 percentage point in 2010

(percentage points)

A. IMPACTS OF INCREASE IN INDIRECT TAXES ~ First-round  Expected

impact impact

Increase in excise duty on fuels 0.15 0.15
Increase in excise duty on alcohol for spirits 0.05 0.03
Increase in excise duty on beer 0.09 0.09
Increase in excise duty and VAT on cigarettes 0.23 0.25
Increase in both VAT rates of 1 p. p. (exdl. cigarettes) 0.68 0.41
Total 1.20 0.92
B. IMPACTS OF DECREASE IN VAT ON SELECTED SERVICES ~ -0.37 -0.20
C.TOTALA +B 0.83 0.72

CHART 11.61 FORECAST VERSUS ACTUAL INFLATION
Inflation was below the IR 11/2008 forecast throughout 2009

(annual percentage changes)
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TaBLE 1.8 FULFILMENT OF THE INFLATION FORECAST
Prices of food and fuels contributed the most to

the lower inflation
(annual percentage changes; contributions in percentage points)

IR 2009 Contribution

1/2008 Q3 to total

forecast outturn difference

CONSUMER PRICES 22 0.2 -2.0

Breakdown into contributions:

regulated prices 438 7.5 0.5
first-round impacts of changes

to indirect taxes 0.0 0.0 0.0

food prices? 3.1 -2.0 -1.3

fuel prices? 6.5 -11.8 -0.7

adjusted inflation excl. fuels? 0.4 -0.5 -0.5

a) excluding the first-round impacts of changes to indirect taxes

TaBLE 1.9 FULFILMENT OF THE EXTERNAL ASSUMPTIONS
External economic developments influenced the
domestic economy towards sharply lower economic
growth, interest rates and inflation in 2009

(annual percentage changes unless otherwise indicated)

/08 /08 1v/08  1/09 1I/09 11I/09

GDP in euro area® 9 p 1.9 1.7 1.7 1.7 1.7 17
o 33 24 04 57 54 =

PPl in euro area® < p 38 35 2.4 1.8 20 24
o 63 83 45 01 -41 -7.0

1Y EURIBOR p 44 39 3.7 3.7 39 4.1
(percentages) [o} 5.1 5.4 4.4 2.2 1.7 13
USD/EUR exchangerate p 1.57 153 151 148 144 142
(levels) o 156 150 132 130 136 143

Brent crude oil price p 105.8 1089 107.8 106.8 105.7 104.8
(USD/barrel) o 1222 1159 56.2 450 59.3 683

p - prediction, o - outturn

a) at constant prices

b) seasonally adjusted

¢) effective indicator as defined in the IR 11/2008 forecast

TaBLE 1110 FULFILMENT OF THE FORECAST FOR KEY VARIABLES
The forecast had not predicted such a sharp slowdown
in real economic activity

/08 1708 v/08  1/09 1I/09 11l/09
39 35 30 28 28 28
42 39 4.1 27 23 20
CZK/EUR exchange rate 253 250 249 249 248 2438
(levels) 248 241 253 276 26.7 256

3M PRIBOR p
[¢]
p
o

Real GDP 2 p 52 42 3.1 30 36 42
o -
p
[¢]

(percentages)

(annual perc. changes) 40 29 05 -45 -55
Nominal wages © 93 107 107 79 98 96
(annual perc. changes) 89 84 8.5 24 24 -

p - prediction, o - outturn
a) seasonally adjusted
b) in the business sector

This forecast expected headline inflation to be above the upper boundary
of the inflation-target tolerance band until the end of 2008. In addition to
a rise in the lower VAT rate as from 1 January 2008 and the harmonisation
of consumer and environmental taxes with EU rules, the high inflation was
expected to be due to regulated prices and fuel and food prices. According to
the forecast, the domestic real economy was to start dampening inflation in
2009 and adjusted inflation excluding fuels was therefore expected to decline
gradually. Inflation was forecasted to return to the tolerance band around
the inflation target at the start of 2009, when the effects of tax measures
and high growth in regulated prices and food prices were expected to subside
(see Chart 11.61). With inflation remaining in the lower half of the tolerance
band until the end of 2009, conditions were expected to be created for
the fulfilment of the 2% inflation target in 2010.

Headline inflation in reality was somewhat higher during 2008 than had been
forecasted. As from the end of 2008, however, it declined faster than had been
expected, and in 2009 Q3 it was well below the forecasted level. The deviation
was due to food and fuel prices, which reflected a substantial decline in world
commodity prices, and also to a decrease in adjusted inflation excluding
fuels to negative values. Only regulated prices increased more rapidly than
forecasted, on account of higher deregulation of rents and faster growth in
heat prices (see Table 11.8).

In an environment of global financial and economic crisis, external economic
factors contributed significantly to domestic inflation in the period under
review. External demand, inflation, interest rates and oil prices were higher
than forecasted for most of 2008. By contrast, late 2008 and early 2009 saw
a sharp fall in all these variables and they thus acted in the anti-inflationary
direction (see Table 11.9).

The real monetary conditions in the key period differed significantly from
the expectations of the forecast, particularly in the exchange rate component.
Nominal interest rates were well above the forecast until the end of 2008
(owing to an increase in the risk premium on the interbank market). However,
as aresult of temporarily higher-than-expected inflation, real rates were broadly
at the expected levels in the key period. The effect of real rates gradually
tightened in the period that followed, owing to falling inflation. The exchange
rate was initially stronger than forecasted, but was significantly weaker as
from the end of 2008 (see Table I1.10).

Based on the CNB’s current knowledge of the workings of the Czech economy
and its current knowledge of the actual economic situation, the developments
since the forecast under review was drawn up can be summed up in
the following way. The assumption of a falling inflation path materialised, but
the decline was faster than forecasted as from the end of 2008. The decline in
the high inflation was due mainly to an unexpected fall in world prices of oil
and food at the end of 2008 owing to the downturn in global demand. Real
economic activity was substantially weaker than forecasted in the period under
review, due mainly to the fall in external demand resulting from the financial
and economic crisis. This was also reflected in an unexpected rapid decline in
nominal wage growth in 2009 H1 (see Table I1.10).

In addition to the message of the forecast, an assessment of the risks associated
with this forecast is of importance for the Bank Board’s decisions on monetary
policy rates. At its meetings between January 2008 and September 2008
(see the relevant minutes) the Bank Board assessed the risks of the forecasts
as heading in both directions. The monetary conditions evolved in a generally
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tighter direction than forecasted. This was fostered by a stronger exchange
rate, or its rate of appreciation, as well as by a higher level of interest rates
during 2008, which reflected the increase in the 3M PRIBOR — 2W repo spread
at the end of 2008. Although it was subsequently taken into account when
deciding on the repo rate setting, the actual 3M PRIBOR was higher than
implied by the forecasts in the key period. Headline inflation was in the lower
half of the tolerance band around the inflation target at the start of 2009
and below the lower boundary from April 2009 onwards. Based on current
knowledge, it seems that monetary policy should have been easier. However,
the external factors, which significantly affected the decline in inflation to
almost zero, including the strength and speed of their effect, could not have
been predicted.
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Ill. THE MACROECONOMIC FORECAST AND ITS ASSUMPTIONS

.1 SUMMARY OF THE STARTING CONDITIONS

Headline inflation continued falling in 2009 Q3 and thus fluctuated well below
the lower boundary of the inflation-target tolerance band. Despite a modest
quarter-on-quarter recovery in economic activity in 2009 Q2, real GDP shrank
further in year-on-year comparison and was probably close to bottoming out.
Employment continued falling rapidly, unemployment rose and nominal wage
growth stabilised at a slightly positive level. The current pressures arising from
the domesticeconomy are still anti-inflationary, but are weakening as the slowdown
in nominal wages and consumption lags behind the fall in real economic activity.
Import prices have also started to have an anti-inflationary effect. Producers’
margins are generally being squeezed below their long-term level, creating room
for price growth going forward as economic activity recovers.

Headline annual inflation declined to zero during 2009 Q3 and thus fluctuated
well below the lower boundary of the inflation-target tolerance band.
Monetary-policy relevant inflation, i.e. inflation adjusted for the first-round
effects of changes to indirect taxes, which was also zero at the end of Q3,
developed similarly. The prediction of the previous forecast that inflation
would d