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1. Intro

Global framework and ,creative destruction”
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1. Intro
Two legs for country survival — macro and micro

» Two speed EU ? Different impacts of the crisis on
peripherial EU member states/PIGS vs. core&Cz&Sl|

» Long vs. short-term responses to the development

» What are key interrelated legs based upon rules?
v First leg — macroviability - fiscal structural
v Second leg - competitiveness

» Unique features of Czech & Slovak economies
(export oriented, low loan/deposit ratio, low share

of FX loans, low Iinflation and interest rates etc.) -
better than PIGS

» Future strategy of the CR & Sl — "PIGS” country or
“Finnish-type”/"German-type” country?
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GDP growth: Czech Republic —
Slovakia getting closer
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Industry production: decent Czech
Republic, more volatile Slovakia
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Export: Both countries trade surplus
with EU27 but trade deficit W|th the rest

* Trade surplus with both
EU27 and the rest of the
world

 Trade deficit with EU27,
trade surplus with the
rest of the world

« Trade surplus with
EU27, trade deficit with
the rest of the world

 Trade deficit with both
EU27 and the rest of the
world

High integration: 86% of Czech exports to EU, majority EU ownership of Czeéh banks & firms
Source : Eurostat (2009) data for 2008




CZ&SL Exports to the rest of the world:
so far not important except for Russia
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Exports as a share of the world total: not rising since
the crisis any more, mutual trade still significant
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Macroeconomic impacts of the crisis on peripheral EU member states versus
CR & Sl

Gross Government Debt - 2008 and 2010
(% GDP) 2008 M Increase 2008-2010
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» High debt/HDP ratio of PIIGS while debt of CR & Sl relatively low

Source: FITCH
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(Net lending or) Net borrowing should
be limited due to current gmt efforts

Percentage of GDP
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Government consolidated gross debt still
relatively low but threatened by structural deficits
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Macroeconomic impacts of the crisis on peripheral EU member states versus

CR & Sl
o CDS in Other Old EU Member States + USA
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Why low CDS spread in Finland and high in Belgium ?

Source: Thomson Reuters, quotes in bps for sovereign 5Y credit default swaps until November 15, 2010 1



Macroeconomic impacts of the crisis on peripheral EU member states
versus CR & Sl

Bondsin Other Old EU Member States + USA

= (Germany

e France

e Sweden
15 -

1 - === Finland
0.5 - e Danmark
0 T T T T T T T T T T T T —Belglum

©283333gggggce
& 6 & &6 &8 & & &6 o o o o o Netherlands
N &N & & & & & & & & & &
O &N &N ¥ VW O O N &N ¥ VW oo o
- 9 NN NN Y Y NN NN
N N N N N N N N N N N & 9N
N N N N ~

Why low cost bonds in Finland (2.8%) vs Belgium (3.5%) ?

Source: Thomson Reuters, data in % for 10YT until November 15, 2010 15



Macroeconomic impacts of the crisis on peripheral EU member states versus CR & Sl

Eurozone PIIGS countries credit risk reflected by the market (CDS)
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» Higher CDS spread = penalty from the market.
Minimum Italy with 183 and Spain with 248

Source: Thomson Reuters, quotes in bps for sovereign 5Y credit default swaps until November 15, 2010
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Macroeconomic impacts of the crisis on peripheral EU member states versus CR & Sl

Eurozone PIIGS countries credit risk reflected by the market (T-bonds)
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» Situation is getting more costly for Greece, Ireland and Portugal again.
Minimum for Italy with 4.1% and Spain with 4.56%

Source: Thomson Reuters, data in % for 10YT until November 15, 2010
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Macroeconomic impacts of the crisis on peripheral EU member states
versus CR & Sl
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» Currently CDS spread is relatively low in the CR (76) and Slovakia (71)
compared to some CEE countries such as Hungary (314) and Romania
(286) and all PIIGS eurozone member states (range within 186 — 892)

Source: Thomson Reuters, quotes in bps for sovereign 5Y credit default swaps until November 15, 2010
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Macroeconomic impacts of the crisis on peripheral EU member states versus CR & Sl
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Fiscal sustainability

...planned decreasing fiscal deficits in the CR (% GDP)
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» Implying relatively low Treasury bond yields in the CR
» But sustainable due to new gmt fight with structural deficits?

Source: World Bank - Convergence Program Updates, January 2010
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Competitiveness supported by the innovation and institutions
Two types of competitiveness

» Price/cost competitiveness

v Higher productivity growth vs. prices/salaries
(some Euroarea members — ESP, GRE etc.)

» Non-price competitiveness
v effective state administration
v" indices of competitiveness include innovation
= World Bank/Doing Business

= World Economic Forum/The Lisbon Review
Global Competitiveness Report

= The EIU - IT Industry competitiveness index
= The IMD In Lausanne etc.



Decreasing competitiveness of PIIGS (Euro...)
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direct biataral trade and third country competitivenass. Source: 8IS
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Competitiveness supported by the innovation and institutions
Price/cost (un)competitiveness — Spanish case

Table 1: Indicators of the competitiveness of the Spanish economy

Relative  Relative wage costs Manufacturing/total  Construction/total Current account
labour costs * in manufacturing**  employment (%) employment (%)  balance (% of GDP)
1998 100.0 100.0 18.6 9.8 1.1
1999 100.7 97.4 18.4 10.4 -2.7
2000 102.2 100.0 18.1 11.1 -4.0
2001 102.9 100.9 17.8 11.6 -4.3
2002 103.3 101.6 17.6 11.7 -3.8
2003 104.0 104.9 17.1 11.8 -4.0
2004 105.7 107.6 16.7 12.1 -5.9
2005 107.9 1119 16.1 12.5 7.5
2006 110.5 1156 15.5 12.8 -9.0
2007 113.0 118.3 14.9 13.1 -10.0

Source: Bruegel calculations based on AMECD and Price and Cost Competitiveness Databases. Note: * REER vs EU16 based on unit labour costs, total
economy. Normalised as 1998=100; ** REER vs EU1E based on unit wage costs, manufacturing. Normalised as 1998=100
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Competitiveness supported by the innovation and institutions
The EU is still lagging behind the US

Average annual labour productivity GDP ppe GDP phw
growth per person employed 2007 2007 GDP pc 2007
(EU-27=100) (EU-25=100) (EU-27=100)
1996-2001 2001-2006 2007 ")
Austria 1,6 14 14 1204 1079 127.7
Belgium 1.3 14 1,1 1312 1338 118,9
Bulgaria 24 33 33 356 346 379
Cyprus 26 02 1,1 847 739 91.6 y 1)
Czech Republic 2.0 41 46 73,1 59,7 h
Denmark 1.4 1.7 0.0 1071 1123 i i
Estonia 85 69 66 675 542 714
Finland 22 20 2,1 1134 107,1 118,3
France 1,2 1.2 08 1236 1294 110,6
Germany 2,0 16 1,0 1066 1193 114,0
Greece 31 25 27 1054 779 98,2
Hungary 32 4.0 15 748 60,3 641
Ireland 32 22 1,6 1354 1159 1459
ltaly 09 00 05 108,0 949 101,3
Latvia 6,0 6,7 66 536 453 579
Lithuania 72 59 6,7 60,2 515
Luxembourg 1.5 16 02 1823 180,8
Malta 26 1.1 1,1 90,1 85,0
MNetherlands 14 16 1,1 1131 1304
Poland 55 36 1.9 614 487
Portugal 1.8 06 1.7 684 622
Romania 09 6,9 47 405 N/A
Slovakia 3B 50 8,1 76,6 69,1
Slovenia 40 36 33 85,7 79,3
Spain 02 05 08 1025 99,6
Sweden 1,8 30 05 113,0 1122
United Kingdom 1,9 1,6 23 110,8 1074
EU-25 1,7 14 1,3 103,9 100,0
EU-27 1.7 14 1,3 100,0 N/A
us 1,8 21 1,0 1420 1284

ofe. 1he relatve levels o Per person employed, per Dot w
on the base of purchasing power standards.

(*) Data for Fomama and EU-27 are not available (N/A), and number for the US refers to 2006

ALd per capiia Dave

Souree: AMECO (Annual macre-economuc database of the European Commission's
Directorate General for Economic and Financial Affairs). June 2008

[=

C
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Competitiveness supported by the innovation and institutions
Different levels of productivity — support of zombies !

» Growth of Employment by Productivity Quartiles is a Long-Term Signal
(China and CEE show a similar pattern as the US) [ Lour productivity

GOP per person employed, average annual growth, %
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Saurce: The Conference Board

» Some un-wise bail-outs and state subsidies might block necessary
structural/ innovation changes and fix old problems

» Old EU member states might lag behind China and US in terms of

productivity...CEE growth might not !

Source: Mejstfik & Chytilova (2008) based on Gretschmann (2006), The Economist 11/2009
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Price and cost competitiveness:
Real Effective Exchange Rate (REER)
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REER is obtained by deflating the nominal effective exchange rate (a measure of the
value of a currency against a weighted average of several foreign currencies) by a
suitable effective deflator, in this case the nominal unit labour costs in total economy.
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Cost competitiveness: Unit labour costs
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= total labour costs per unit of output calculated as the ratio of compensation per

employee to labour productivity (defined as GDP per person employed).
Source : Eurostat, calculated until September 30, 2010 by A.Michl
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Price and cost competitiveness:
ExRate appreciated and unit labour costs ?
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Czech cost competitiveness has not been
lost in manufacturing so much as in
national economy

Real effective exchange rate of CZK deflated by GDP deflator Real effective exchange rate of CZK deflated by Unit Labour Cost Index
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and manufacturing calculated by M.Zamecnik




Competitiveness supported by the innovation and institutions
Southern European peripherals - PIGS

MT& LT similarities besides weak macro
Substandard competitivness including substandard innovation, technological
readiness and higher education and training
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Source: World Economic Forum (2009)
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Lisbon review 2010 - PIGS vs Finland

Figure 21: Portugal Figure 13: Ireland Figure 11: Greece
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Competitiveness supported by the innovation and institutions

Czech Republic vs. Finland
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== Finlgnd == Innovation-driven economies

» CR follows innovation-driven economies in most of pillars

» CR lags in terms of Infrastructure, Institutions but also in Innovation
and Technological readiness, Finland is the leader

Source: World Economic Forum (2009)
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Global Competitiveness Index: 3i‘s problem

Czech Republic
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== Slovak Republic ~ =0= Economies in transition from 2 to 3

Both countries
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their peers for all
pillars but
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(3i‘s problem).

Source: WEF (2010)
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Institutions:
both countries perceived somewhat weak

B czech Republic [ Slovakia B EU27\EU 15

Bl Eu 15 B oEcD\EU [ China
Asian Tigers
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Source: World economic Forum Global Competiveness Index 2010-11
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Starting business:
it takes too long in both countries

B Czech Republic M Slovakia B EU27\EU 15

B cEuU 15 P oecD\EU [ China
Asian Tigers
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Source:World Bank/Doing Business 2011
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Starting business:
but it is much cheaper in Slovakia

B Czech Republic M Slovakia Bl EU27\EU15
Il EU s Bl oEcD\EU [ China
Asian Tigers
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Source:World Bank/Doing Business 2011
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Enforcing Contracts:
it takes too long in both countries
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Enforcing Contracts:
and is too costly in both countries

B Czech Republic [ Slovakia B EU27\EU 15
Bl Eu 15 B oeEcD\EU [ China
Asian Tigers
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Closing business:
it still takes too long in both countries
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Closing business:
and is very expensive in both countries

B Czech Republic M Slovakia Bl EU27\EU15
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Source:World Bank/Doing Business 2011
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Doing Business in the Czech Republic?
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Global Competitiveness Index

Czech Republic:
Promising innovation
drivers,

threatingly weak

L8 Blocal eppliar duster Vabos dhaiin
apaliy Sreriopenan  Eegachk
t

Willirgrass

i Quocal suppliar

institutional
anchoring
Source: WEF Global :'::

i il a

Competitiveness

Report 2010-2011,
authors and ety "
colleagues

raragane:  maarch and

Effcacy of o mrirceiny
compE e sharakolss
Boan "

mathand Exert of sufl
B A 1y

Lacal
Cpalvyed a0 alabiling of

mshock  Taning
SN

L] |
ey
[0 O R
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Competitiveness supported by the innovation and institutions
Future of innovation

» Importance of ideas

» The need of the development of a technological agency
(similar to the National Technology Agency in Finland)

» Besides basic research also applied research -> practical
results

» ,Taxation of innovation” - missing effective single Eu patent
(van Pottelsberghe 2010)

» Importance of materialized
outputs — better protection of
know-how (e.g. “built-in-box
ideas” by Nokia, Nokian
tyres, Linet smart hospital
beds)
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Conclusion for the Czech republic and Slovakia

» So far no significant difference found in the field of
competitiveness due to Euro. Convergence weakens
price/cost competitiveness but productivity growth
partially compensates for. Similar features in global
competitiveness that is much better than for
peripheral countries PIIGS.

» Still much to be done. Number of the Czech issues addressed by the Final Report
of National Economic Council of Government (NERV), 2009. Problems well
demonstrated by delays of Czech EU structural funds for Research and
Development . Still Low confidence to Policy Institutions (Ministry, Technological
Agency, scientometrics and ,coffee-mill selection tool”)

» Importance of policy action by the new governments after never ending discussions
of sophisticated background materials...Raised again by newly appointed Czech
NERV



Final conclusion for Europe

‘Innovation-based growth requires a coherence that is lacking in Europe. This is the
main problem to address.’(Aghion 2006)

Support of Impact assessment : ,,...structural reforms need careful agenda-setting and
prioritisation, based on a comparative cost-benefit analysis where the value of each
reform would be measured by the ratio of its contribution to the overall growth
potential of the country over the (social) cost of implementing the reform.This in turn
would enable us to "rank" the reforms; that is, to get a more precise view as to what
should be undertaken first, or as to which reforms should be implemented jointly
because of complementarities in their growth impacts.(Aghion 2006)

Unfortunately still very valid not only for PIIGS Eurozone countries...
...but also for the whole EU including CR & SI

Recent EU 2020 strategy looks still rather ambivalent regarding conflicting priorities

Thanks for your attention.

Lets discuss it now!
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