
2 THE MACROECONOMIC ENVIRONMENT

2.1 GLOBAL ECONOMIC AND FINANCIAL CONDITIONS

The Czech economy is very open to international goods trade and financial flows,
and the external environment is a source of positive and negative shocks for it.
Owing to the geographical orientation of Czech foreign trade, and given that the
largest Czech banks are controlled by European banking groups, developments in
Europe are of key significance for the Czech economy. Nevertheless, equally
important for the soundness of bank, corporate and household balance sheets are
the financial and monetary conditions, which are determined by global
developments, since capital and financial markets are less segmented than goods
markets. Liquidity and real yields are determined on a global scale by the situation
and economic policy not only in Europe, but also in other regions, the main risks
being concentrated around the internal and external imbalances of the USA. 

In 2004, the world economy grew at the fastest pace in 30 years. According to an
IMF estimate, the growth rate was approximately 5%. The engines of the world
boom in 2004 were the USA, Japan, China and other Asian countries. Whereas the
recovery in the USA had been expected, the Japanese economy, surprisingly, grew
in the first half of 2004 at the fastest pace in fourteen years. This growth was more
than double that predicted in the end-2003 Consensus Forecast. Private investment
accounted for much of the American and Japanese booms. In the USA the
contribution of net exports was negative, whereas the Japanese recovery initially
reflected strong external demand, particularly from the USA and China. The current
Japanese boom seems to be more robust than the last recovery in 2000, which only
briefly interrupted a long series of stagnations and declines running since 1998. The
strong recovery in Japan is also largely due to improved conditions for financial
intermediation, as the Japanese financial sector has managed, with the aid of the
government, to shed part of its long-term burden of bad loans and reduce its
exposure to the stock market. Thanks to improved capital adequacy, especially in
large banks, the credit crunch is unwinding and banks are starting to lend again.
Also, a very significant contribution to overall world growth is being made by
China, whose economy was growing by more than 9% p.a. When converted by
the market exchange rate, the Chinese economy is now equivalent to
approximately 35% of the Japanese economy, and if the current growth trends
continue it will be larger by around 2015. However, in terms of purchasing power
parity, the Chinese economy is already the second largest world economy behind
the USA. Nevertheless, it is believed that China is currently producing above its
potential output. The positive output gap is already manifesting itself as growing
inflation, and there are widespread concerns that the correction of this imbalance
might not be smooth. The Chinese government is aware of this and is therefore
trying to dampen economic activity – and especially investment – by means of
administrative measures. A slowdown might also occur in the event of a more
significant appreciation of the Asian currencies vis-à-vis the dollar, which
governments there are resisting by making huge dollar purchases. 

The euro area economies grew faster than expected, although the expansion was
slower than in North America and East Asia. The economic growth in Europe was
driven by the global expansion, with net exports contributing to the growth
particularly in the first two quarters. Conversely, European investments were de
facto flat. France is something of an exception, with domestic demand accounting
for much of its growth. In 2004, the Czech Republic’s largest trading partner,
Germany, was growing one-third slower than the euro area as a whole.
Nevertheless, even this was a positive surprise. Germany is more dependent on
global growth than other European countries. Its businesses were under pressure
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CHART II.1
Actual and expected economic growth in the USA
(% year on year)
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CHART II.2
Actual and expected economic growth in Japan
(% year on year)
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CHART II.3
Actual and expected economic growth in the euro area
(% year on year)
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from input prices, and its low wage growth, continuously rising unemployment
and generally low consumer confidence were not providing a sufficient impulse
for a domestic demand recovery. The economies of our closest non-euro area
trading partners, i.e. Slovakia, Poland and Hungary, grew faster than expected.
These countries, which in total account for around 15% of our export market,
profited from the global boom. Nevertheless, unlike in the previous period and in
other European countries, the rapid GDP growth in Slovakia in 2004 was also
driven by domestic consumption. Poland’s economic growth was the most
vigorous in the region and was due mainly to growth in net exports. The situation
was similar in Hungary. 

Estimates indicate sustained modest growth in the euro area going forward,
thanks to a continuing, albeit rather weaker, global boom. In Germany, however,
advance indicators and indices of business confidence suggest a slowdown.
Weaker export growth is being registered, and this is not being sufficiently 
offset by domestic demand. The weak demand is consistent with growing
unemployment. A downturn is also expected in the USA. In Japan, the expansion
is expected to weaken, but it will continue thanks to above-average corporate
profitability and investment activity, as confirmed by optimistic business survey
results.

2.2 GLOBAL IMBALANCES AND RISKS

The picture of a strong global recovery, which at first glance seems very favourable,
conceals a number of financial imbalances posing a risk to future growth and
stability. A direct risk is a possible continuation of rising oil prices, which may bring
about higher-than-expected inflation, a related monetary policy response and a
turbulent reaction on the bond market. The current global recovery is being
accompanied by low real interest rates, and the medium-term financial conditions,
as measured by indexed bond yields, are relaxed by historical comparison. The
question arises as to how the world economy will cope with a return of interest
rates and yields to the normal levels. 

A substantial risk is the possibility of a turbulent correction of the USA’s external
imbalance. This would be associated with depreciation of the dollar and a decline
in prices of longer maturity bonds. Given the current active exchange rate policy
of Asian central banks, it is likely that the US currency would depreciate most of
all against the euro and other European currencies. A euro appreciation would
negatively affect external demand and growth in Europe. The longer-term risks
include a number of fiscal risks in the USA, Japan and Europe. 

Implications of easy monetary and fiscal policies

Comparisons of monetary policy interest rates with current and expected inflation
suggest that real interest rates are negative in the USA, China and Japan and are
around zero in the euro area. 

Stimulative monetary policy has been a particularly important factor of the USA’s
economic recovery. The central bank responded to the recession in 2001 by rapidly
and significantly lowering interest rates, which in mid-2003 fell to a long-term
low of 1.0% p.a. The Fed started slowly increasing interest rates again in the first
half of this year. Easy monetary policy also stimulated the considerable
depreciation of the dollar in 2003, which helped to end the long-running recession
in manufacturing and stop job losses in this sector. Owing to deflationary
concerns, monetary policy was meanwhile easier than in previous declining phases
of business cycles. 
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CHART II.4
Actual and expected effective economic growth in
Slovakia, Poland and Hungary
(% year on year)
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CHART II.5
Selected monetary policy rates
(%)
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CHART II.6
Actual and expected inflation in the USA
(%)
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Given the advanced phase of the business cycle, current interest rates in the USA
can be viewed as still easy. In the context of rising commodity prices, the previous
depreciation of the dollar and the advanced phase of the economic recovery, the
indicators of current inflation have increased and inflation expectations have risen.
This will continue to ease the monetary conditions autonomously unless nominal
rates rise sufficiently fast. Ensuring a smooth shift to the normal interest rate level
is a difficult task for a central bank. If it increases rates too slowly, there is a danger
of a loss of market confidence in its resolve to maintain price stability. Higher
inflation expectations and a higher inflation risk premium would imply growth in
long-term government bond yields. On the other hand, during the necessary
tightening of monetary conditions, many businesses could run into financial
difficulties. An overly aggressive approach could pose a risk of a wave of
bankruptcies and instability on the mortgage market. 

Monetary policy created the preconditions for the current boom in Japan, too.
The Japanese central bank succeeded in partly breaking deflationary expectations
through a quantitative easing, i.e. by targeting the growing volume of banking
reserves amid zero interest rates. The fall in consumer prices is almost at an end
and expectations are slightly inflationary going forward. This has meant a
reduction of real interest rates and stimulation of consumption and investment. 

The low dollar interest rates and the fixed exchange rate of the Chinese juan are
also fostering an overheating of the Chinese economy. Despite administrative
measures, thanks to the globally easy monetary conditions China is experiencing
an inflow of foreign investment and excess liquidity. Its banking sector is not able
to allocate this efficiently and the volume of bad loans is rising. The USA in
particular is calling on China to abandon its fixed exchange rate and switch to a
more flexible system, which would probably lead to appreciation of its currency.
This would enhance the USA’s manufacturing competitiveness, but an increase in
the dollar value of bad loans would pose a higher risk to Chinese banks, which
are viewed as too weak to cope with their exposure to an indebted and inefficient
government sector. 

The low real interest rates and excess world liquidity are generating historically
low real yields, as is documented for example by yields of inflation indexed bonds.
Consistent with the low yields are high prices of other financial and non-financial
assets, including real estate. A real yield lower than the natural interest rate is
stimulating household borrowing, both for direct consumption and for housing
investment. A measure of this is a rapid global increase in the ratio of mortgage
loans to GDP. According to IMF figures, this ratio is at historical highs of around
65% in the USA and the United Kingdom (these two countries have the highest
ratio behind the Netherlands, which leads with a record-breaking figure of around
100%). At the same time, property prices have been rising fast – the ratios of
price to gross rent and average price to disposable income are at record levels in
most of the advanced economies except Germany and Japan. 

The easy monetary conditions helped to slow the decline in equity prices during
their collapse in 2000 and 2001 and contributed to the turnaround and growth
on stock markets in the period that followed. In 2004, stock prices were stable and
remained relatively high in relation to expected earnings. Prices of corporate bonds
are also relatively high and the spread between their yields and risk-free assets is
low. This reflects the improving balance sheets of corporations, which succeeded
in meeting the growing domestic demand with their existing capacities and were
thus able to generate strong cash flow. Moreover, given low interest rates and
yields, businesses were able to spread their debt repayments further into the
future. This improvement in financial results implies a lower risk of debt defaults

2  THE MACROECONOMIC ENVIRONMENT12

CHART II.7
Proxy for long-term inflation expectations derived
from indexed bonds
(%)
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CHART II.9
Actual and expected inflation in Japan
(%)
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CHART II.8
Yields on long-term indexed bonds
(%)
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CHART II.10
Equity indices

0.4

0.5

0.6

0.7

0.8

0.9

1

1.1

1.2

1.3

1.4

I/00 I/01 I/02 I/03 I/04

SP500 (euro) Bloomberg Europe 500

Source: CNB



and bankruptcies. However, it is also possible that the relatively high prices of
these assets reflect an effort to gain a higher return even at the cost of excessive
risk, in an environment of generally low real yields and excess liquidity. 

The analogous price movements of European and American equities expressed in
the same currency, similar corporate bond spreads and the parallel decline in real
yields in the USA and Europe illustrate how closely the financial markets in these
two key world regions are interconnected. 

There is a risk that the current high asset prices and debt level not only naturally
reflect low real yields on the financial market, but also are leading to speculative
behaviour, i.e. that the easy conditions have fostered the creation of various
financial bubbles. This could entail excessive growth in property prices, unjustified
expectations regarding future equity returns and a related low savings ratio, an
explosion of consumer loans and excessive consumption. The low return on
standard assets may also stimulate excessive investment in risky assets such as
speculative grade bonds. These problems are invisible during a period of excess
liquidity. They can emerge as a threat to financial stability only when real rates
and yields return to normal and when opportunity costs increase for unprofitable
or dubious projects. 

Fiscal policy 

Until the end of the 1990s, the improving public finance balance in the USA offset
the long-term fall in its national savings ratio. Nevertheless, tax allowances,
temporary investment incentives and growth in government expenditure since
then have led to a situation where the federal budget recorded a current deficit
of about 3.5% of GDP in the fiscal year 2004. A deficit of similar size is also
planned for the following year. However, looking further ahead, the ability of
budget policy to stimulate domestic demand is limited, owing to the need to
implement fiscal reforms in a relatively short timescale. Without such reforms, the
deficit would explode due to social security and health system liabilities. 

Very high budget deficits in Japan are the price of the fight against long-term
stagnation and deflation. The deficits in 2002 and 2003 were around 8% of GDP,
but in the fiscal year 2004 the deficit will fall below 7% of GDP and it looks set
to continue declining. A long series of high budget deficits has led the Japanese
government to a record high debt of around 165% of GDP. Budget policy is also
precarious in Europe. Following the lead of Germany and France, several other
countries are now contravening the Stability and Growth Pact, despite the
economic recovery. If poor budget discipline in the euro area leads to doubts being
cast on the single currency project, this might naturally have serious implications
for macroeconomic stability. 

The budget problems in the most important economies have not so far affected
their yields very much. Growing debt is usually positively linked to long-term bond
yields, but the sufficient global liquidity, which to some extent is wiping out the
differences, has the dominant effect at present. For example, Italy had its S&P
rating downgraded in July from AA to AA- because of its deteriorating fiscal
outlook. However, prices of Italian government debt have hardly responded to
this change as yet. 

The USA’s current account deficit 

The low US national savings ratio coupled with a recovery in investment activity is
affecting the USA’s current account deficit, which in mid-2004 approached 6% of
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CHART II.11
Corporate bond (BBB) spreads
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CHART II.12
National savings ratio and budget deficit in the USA
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GDP on a quarterly basis. The current account has worsened despite a real effective
depreciation of the dollar against other major currencies, which has not yet fed
through to the balance of trade. This current account deficit is considered
unsustainable. Nevertheless, owing to the relative strength of the US economy,
high oil prices and expected interest rate growth, which will lead to a decline in the
income balance, the current account deficit is expected to stay above 5% of GDP
for some time. This will result in a further worsening of the USA’s investment
position. For future debt stabilisation, the goods and services trade balance will
need to show quite large surpluses. This can be achieved by some combination of
faster economic expansion on the USA’s export markets, a dampening of domestic
demand and a further lowering of the relative prices of American goods, i.e. a
continuing depreciation of the dollar. For the world economy and financial stability
generally, the nature of this combination is of crucial importance. The worst-case
scenario – a “hard landing” – would be a turbulent depreciation of the dollar
accompanied by growth in long-term dollar yields. This would imply a relative
slump in import demand due to an increase in import prices and also a downturn
in US domestic demand generally as a result of the high yields. A sudden decline
in foreign investors’ confidence and their willingness to finance these deficits
therefore poses a risk to the economy and financial stability in the USA and other
countries. The relative size of the deficit is important not only in relation to the
size of the US economy but also in relation to the global volume of savings.

The external position of the East Asian economies is the mirror image of the
situation in the USA. While the USA is running a large current account deficit, the
Asian countries are showing large surpluses. The total current account surplus in
the South-East Asian countries covers almost half the USA’s deficit. Current
account surpluses and private foreign investment inflows are exerting appreciation
pressures on their currencies. 

A characteristic feature of foreign, and especially Asian, central banks is their role
in financing the USA’s current account deficit. These institutions are intervening
in the foreign exchange market against their own currencies in order to maintain
the competitive advantage of their economies. Until 2001 investment by foreign
central banks and governments covered less than one-tenth of the US current
account deficit, whereas by 2003 the share of Asian central banks had risen to
almost one-half. Since 2002, these institutions have to some extent substituted for
private capital. Most of the funds purchased by Asian central banks are invested
in the US government bond market or mortgage market. This large volume of
funds has probably affected prices on this market in the direction of a fall in yields,
although it is hard to gauge to what extent. Thus the circle closes: the weaker
exchange rate facilitates higher sales of Asian goods in the USA, and purchases
of these goods are de facto financed by the cheap credit that Asian central banks
provide to American consumers and the US government. 

High oil prices 

In 2004, oil prices were way above even the most pessimistic forecasts given in
Consensus Forecast’s representative survey. The risk is that the unexpectedly higher
costs will mean decreases in the rates of return or feasibility of economic projects,
many of which are financed by credit and loans. High oil prices also mean a shift
of wealth from consumers in importing countries to exporters. An increase of
10 dollars a barrel implies a rise of around USD 300 billion in the value of annual
oil production. Firms, households and governments in importing countries thus
have on average fewer reserves overall to withstand other possible shocks.
Unexpectedly high commodity prices thus increase the pressures in the financial
system, which is characterised by higher-than-usual financial leverage. 
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CHART II.13
The US current account
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CHART II.14
Actual and expected oil price evolution (WTI)
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The wide dispersion of the current predictions demonstrates the uncertainty
regarding the causes of the high oil prices and regarding the future outlook.
Growth in oil demand in China is an undisputable long-term trend. Per capita oil
consumption there is currently around 2–3 barrels per year, whereas the USA
consumes almost 25 barrels per capita and Japan and South Korea between 15
and 17 barrels. Assuming continuing output growth, there is thus still considerable
potential for growth in demand in China. According to the information available
it seems that there may not be enough reserves on the supply side. Therefore, all
temporary outages and threats to extraction caused either by the weather or by
political tension and disturbances are strongly affecting oil prices. In this volatile
environment, price movements are being amplified by speculative purchases. 

Oil prices are viewed as the main risk to price stability in Europe. Nevertheless,
here, in contrast to other regions of the world, the macroeconomic trends are
relatively stable and have not so far revealed significant financial imbalances.
Inflation and its outlook in Europe show significantly less variability than in the USA
and Japan. The annual changes in the overall harmonised index of consumer prices
have been moving within a narrow band for numerous quarters, and, despite
some rise in inflation in 2004 Q3 and Q4 linked with rising energy prices, the
medium-term inflationary pressures do not seem to be mounting. 

2.3 THE DOMESTIC MACROECONOMIC ENVIRONMENT

The global recovery was one of the factors giving rise to favourable developments
in the Czech economy. In 2004, the business cycle experienced a turnaround for
the better. By comparison with the Consensus Forecast predictions, the economic
growth in the Czech Republic came as a surprise, although it was in line with the
CNB’s spring 2004 forecasts. These had predicted a rapid pick-up in economic
growth and gradual closure of the output gap in the course of this year. 

In its October 2004 assessment, the Czech National Bank stated that real output
was still below potential (i.e. the output gap remained negative) and that this
situation was continuing to have an anti-inflationary effect. This is confirmed by
monetary policy inflation, which was only moderate. The current pick-up in
inflation can be attributed primarily to cost shocks. Fuel prices have increased,
but the dramatic oil price growth might have corresponded to a much higher rise
in domestic petrol and diesel prices, even when one takes the exchange rate into
consideration. However, it can be expected that continuing growth in oil prices
would lead to greater pass-through into fuel prices. Thanks to a good harvest,
food prices had an anti-inflationary effect. 

Good external and internal prerequisites exist for the economic boom to continue.
The economy is operating below its potential, and the strong external demand
together with stimulative monetary conditions may cause the so far non-
inflationary growth to continue. For the next few quarters, the CNB in its October
2004 forecast predicts a maintenance or modest pick-up of the current GDP
growth rate and a gradual closing of the output gap. The favourable results of
business surveys are consistent with this. However, demand-pull inflationary
pressures are expected to emerge in the course of next year as the output gap
turns positive. 

The CNB’s inflation forecast predicts that inflation will be close to the centre of the
inflation target band at the monetary policy horizon. This will be most apparent
in an acceleration of the monetary policy component of inflation. Oil prices will
have an inflationary effect, but this will be offset at least in the short term by the
effect of food prices.
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CHART II.15
Actual and expected inflation in the euro area
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CHART II.16
Predicted and actual GDP growth in the Czech Republic
(% year on year)
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CHART II.17
Predicted and actual inflation in the Czech Republic
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In the CNB’s macroeconomic forecast, a modest rise in interest rates in the longer
term is consistent with the future closing of the output gap and rising inflation.
However, the higher interest rates should not imply a substantial increase in
interest rate risk and a worsening of the financial stability conditions. The Czech
National Bank operates in a transparent inflation targeting regime, so its monetary
policy should not take firms and households by surprise. 

Structure of economic growth 

The CNB’s expectations regarding the evolution of the individual components of
GDP also materialised. The growth was attributable to fixed investment and
particularly to exports, whose annual growth rate in 2004 reached almost a
historical high. Strong growth was recorded not only for goods exports, but also
for services revenues, which, having been flat or falling for thirteen quarters,
returned to two-digit growth. The pick-up in exports was mainly due to renewed
economic growth in EU countries, most notably Germany. The lagged effect of the
easing of the real exchange rate was favourable as well. 

Continuing real export growth – stimulated by external demand – can most
probably be expected going forward as well. Nevertheless, the influence of
investments, which have a high import propensity, will result in imports maintaining
their modest lead over exports in 2004 and, to a lesser extent, in 2005 as well. This
will translate into a continuing widening of the real net export deficit in both years.
In nominal terms, however, the trade deficit can be expected to narrow gradually.
Owing to the stock of foreign investment being accumulated, however, we can
expect a worsening income balance, which, from the point of view of the current
account, will counteract the improvement in the balance of trade. 

Gross fixed capital formation was consistent with the current phase of the
business cycle, as investment usually rises faster than total output when the
output gap is closing. Private investment growth was stimulated primarily by the
previous upturn in export activity combined with a steady improvement in the
sentiment of European and domestic corporations regarding the world economic
recovery. The acceleration of the economic boom will probably be reflected in
future investment, but gross fixed capital formation is likely to be rather slower
than in 2004, since the reasons for the extreme capital construction – associated
with VAT changes – have worn off. Investment demand will be stimulated mainly
by an upswing in growth abroad, a weaker exchange rate and a relatively
favourable interest rate component of the real monetary conditions index.
Turning to sources of financing, increased fixed capital formation in the corporate
sector will be supported by the favourable economic performance of this sector,
as signalled by corporate financial indicators. Another supporting factor is the
ongoing inflow of foreign direct investment.

The positive outlook for investment demand is also underpinned by the data on
lending, which show a pick-up in lending to non-financial corporations. The year
2004 saw a rise in investment loans with maturities of over one year, and for the
first time in several quarters there was annual growth in lending to foreign
controlled corporations. Generally speaking, growth in the share of long-term
loans, which are mostly of an investment nature, can be double-edged with
respect to financial stability. Long-term investment above all raises the economy’s
potential and is therefore desirable. But on the other hand, it also implies an
increase in the level of leverage in the economy and – by definition – higher risk.
However, in the current phase of the cycle, when the economy is operating below
its potential, a relatively low number of unprofitable economic projects can be
expected.
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CHART II.18
Current account deficit and trade balance
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CHART II.19
Contributions to GDP growth
(%)

-8

-6

-4

-2

0

2

4

6

8

 Q1
2000

Q3
2000

Q1
2001

Q3
2001

Q1
2002

Q3
2002

Q1
2003

Q3
2003

Q1
2004

Quarterly year-on-year GDP growth   Household consumption  
Government consumption  Gross capital formation 
Net exports

Source: CNB, CZSO



Unlike export and investment growth, the growth in real household final
consumption expenditure in 2004 is estimated to have been somewhat slower
than in 2003. This is due to rather slower disposable income growth, resulting
mostly from slower real wage growth, which outweighed a rise in the number of
hours worked. Nevertheless, household consumption growth is expected to remain
relatively strong in 2005. The consumption sentiment of households will gradually
improve, the favourable trend being apparent in most components of the
consumer climate. This is directly linked, inter alia, with expected improvements in
labour market conditions. Household consumption growth will also be positively
affected by the easy interest rate component of the monetary conditions, which
will also be reflected in household demand for external financing, i.e. mortgage
and consumer loans. Summing up, in addition to external resources, improving
employment and a pick-up in wage growth in 2005 will create sufficient funds to
finance consumption and prevent a decline in the gross savings ratio. 

On the supply side, growth was recorded primarily in industrial production. This
was due chiefly to improving labour productivity, amid a continuing decline in
both the number of employees and unit wage costs. This was naturally reflected
in better financial indicators for most corporations. By contrast, growth is being
achieved in the construction industry largely through a growing workforce. This
is reflected in full capacity utilisation amid construction euphoria linked with VAT
adjustments and accession-related expectations. 

Financial market indicators 

Long-term financing conditions are affected by developments on world markets.
The widening of the spread between yields on koruna debt instruments with long
maturities and euro-denominated instruments witnessed this year is probably a
reaction to expectations of higher inflation and slightly higher interest rates in the
Czech Republic than in the euro area. 

The price of the Czech Republic’s euro-denominated external debt is an
important new reference figure for Czech businesses that are financed in foreign
currency. This euro benchmark makes it easier to issue euro-denominated
corporate bonds and thus helps corporations to diversify their liabilities. On the
investor side, the benchmark is a welcome completion of the markets, as
investments in European government bonds can be more easily diversified
without assuming exchange rate risk. The first issue of ten-year government
eurobonds was successfully subscribed in June 2004 in an environment of
abundant liquidity. These bonds, together with the comparable Slovak debt, are
being traded with a fairly low spread of about 20 basis points relative to the
yield on German debt. The analogous Hungarian bonds are only slightly more
expensive and stand at the same level as Italian debt. The improving status of
Polish eurobonds is worth mentioning. Their spread against the European
benchmark has decreased significantly, thanks mainly to improved state budget
discipline. When assessing these spreads, one should take into account that it
is hard to isolate the factors which affect them. Such factors include both credit
risk and liquidity premia.

The optimistic outlook for the corporate sector is in line with developments on the
Prague Stock Exchange, where prices are at long-term highs. Equity index growth
in the Czech Republic has been faster than in neighbouring countries and on
major world markets, both in absolute terms and when converted into the same
currency. Nonetheless, the significance of this indicator should not be overrated,
since the Prague Stock Exchange index is poorly representative of the weights of
the individual sectors in the economy and moreover is strongly influenced by just

2  THE MACROECONOMIC ENVIRONMENT 17

CHART II.20
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CHART II.21
Yield spreads for CEE government euro-denominated
bonds
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CHART II.22
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a few specific issues (Erste Bank, ČEZ, Komerční banka and Český Telecom account
for about 80% of the PSE’s market capitalisation).

Turbulence in the foreign exchange market poses a potential risk to financial
stability. However, according to the available indicators, the market does not
expect large fluctuations in the next few months. The volatilities implied by prices
of currency options for the main currency pairs were falling. In particular, the
koruna’s volatility against the euro remains low both by historical standards and
relative to other floating currency pairs.

Risks 

The risks to the future balanced evolution of demand and the monetary and
financial conditions stem primarily from uncertain external developments and the
intensity of counteracting effects. On the one hand, the rise in prices of energy-
producing resources and other commodities represents a cost shock which has yet
to pass through into domestic prices. These inflation pressures could, however, be
contained by effects associated with the negative impacts on world economic
growth and on demand for Czech goods and services. A slowdown in European
export growth could pose a similar risk in the case of a more marked appreciation
of the euro against the dollar. The expected pick-up in wage growth in the non-
business sector in 2005 is a possible domestic source of uncertainty. Although the
short-term effect of this trend on prices need not be significant, in the longer
term it could lead to a rise in demand-pull and wage-cost inflationary pressures.
A rise in commodity prices and wage costs would also have adverse effects on the
financial position of corporations, thereby increasing credit risk in the economy.
The potential negative fiscal impacts of a pick-up in wage growth in the public
sector should not be overlooked either.

In the medium to long term there is no guarantee that the spreads of Czech
government bonds against international benchmarks will remain at their current
low levels. Owing to budget deficits the government debt is growing rapidly, even
in the present growth phase of the economy. Unless public finances are
consolidated and the social spending system is reformed, rising indebtedness will
present a substantial risk. This is one of the reasons why budget consolidation is
one of the declared priorities of the present government. However, the planned
budget deficit reduction over the next few years is slow compared to other new
EU member states. In addition, the specific form of the fiscal policy reform is not
known yet. This situation is reflected in the Czech Republic’s rating. S&P has
downgraded its koruna long-term debt rating three times since 1998, from the
original AA to the present A. The last downgrading, in September 2004, was
justified by the size of the government budget deficits and scepticism regarding any
future reduction. 

Should this view prevail, it would probably result in a rise in the risk premium and
higher government financing costs. In addition, the volatility of the exchange rate
could increase. This would lead to a deterioration of the business environment
and hence a greater risk to financial stability. In addition, the postponing of the
necessary reforms has other negative effects, since it increases the uncertainty
regarding future tax levels and the size and structure of government expenditure
and government-stimulated demand. This makes long-term financial planning
even more difficult for corporations and households and increases the probability
of wrong investment decisions. Last but not least, debt growth and higher debt
service costs will limit the future budget policy options for macroeconomic
stabilisation, which means potentially greater business cycle volatility.
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CHART II.23
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CHART II.24
Public sector deficit and public debt
(ESA 95 method; % of GDP)
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TABLE II.1
Government sector deficits 
(ESA 95; % of GDP)

2003 2004 2005 2006 2007

Czech Rep. 12.6 4.8 3.9 3.2 3

Hungary 5.9 4.6 4.1 3.6 3.1

Poland 4.1 5.7 4.2 3.3 1.5

Slovakia 5.8 4.8 3.9 3.2 2.1

EU12 2.7 2.3 1.8 1.2 0.7

Source: CNB, EC




