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C ZECH  R EPUBLIC  -  KNOWLEDGE AND TECHNOLOGICAL CENTRE OF 



E UROPE ,  CHARACTERISED BY GROWING STANDARD OF LIVING AND  HIGH EMPLOYMENT . 


The objective of the Economic Growth Strategy is to bring the Czech Republic 
 as near as possible to the economic level of the developed EU member states while 
 respecting the principles of sustainable development. The country may reach the EU 
 average level measured by GDP per capita in 2013.  


To attain that goal the Czech Republic should focus public-sector means in 
 support of products and services characterised by high added value, and make the 
 business environment more attractive in order to induce efficient local companies to 
 remain and new foreign ones to arrive. The resulting new jobs will then positively 
 influence the standard of living of the population.  
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Introduction 



Objectives of Economic Growth Strategy 


The Economic Growth Strategy of the Czech Republic (EGS) elaborates the 
 Czech Republic Strategy for Sustainable Development, taking into account the 
 objective of the other two pillars of sustainable development, and comprises three 
 main tasks. The first involves setup of priorities for co-ordination of economic policy 
 up to 2013 and directing assistance from the EU funds in the period 2007 - 2013. 


The second task is to create for clients of the state sector - citizens, entrepreneurs 
 and corporations - the optimum conditions for their economic activities. To this end it 
 will be necessary to inform the public and individual businesses about the EGS 
 priorities to improve their expectations. And the third task is to contribute to 
 maximum efficiency in directing limited public means in areas of direct intervention.  



Focus of the Strategy 


EGS is a strategy of priorities and, as such, does not and cannot resolve or 
 deal with all problems and deficiencies.  


Several areas exist that affect, directly or indirectly, international 
 competitiveness of economic subjects regardless of their size or number of 
 employees. The legislative network, the tax system and regulatory measures 
 imposed by the public sector on businesses constitute the rules of the game that 
 apply in a given economy. The ease with which businesses access financial funds and 
 their price affect the ability of undertakings to modify or expand existing or initiate 
 new activities and, consequently, the speed of their reaction to changing market 
 environment. The level of transport, information, real estate, energy, water and 
 other infrastructure materially influences the cost of production and services and 
 very often ranks among main inputs. The overall level of education and the structure 
 of skills codetermine competitiveness of a country and its appeal to individual types 
 of business. No business can dream of being competitive without an adequate 
 number of workers possessing the necessary training and skills, available at the 
 given place of business. We consider practical utilisation of R&D results and the 
 ability to innovate products and services to be of fundamental importance for 
 productivity of labour and, consequently, for the standard of living. The ability of the 
 state sector to influence the conditions in the above areas differs substantially - from 
 setting up rules to the role of an almost monopolistic provider of services and means.  


Accordingly, the Economic Growth Strategy focuses on five priority areas - 
pillars that constitute the foundations on which competitiveness of the Czech 
economy rests. They include the following: Institutional Business Environment, 



(7)Sources of Financing, Infrastructure, Human Resource Development - Training and 
 Employment, and Research, Development, and Innovation, in the order in which they 
 underlie one another - from the relatively broad Institutional Environment for 
 business to the highly specialised Research, Development and Innovation.  


As a superstructure spanning the above five pillars the Economic Growth 
 Strategy focuses on growth-promoting measures that direct the Czech Republic 
 towards areas and services characterised by high added value, resting on a highly 
 skilled workforce and actively utilising its competitiveness. Moreover, the Strategy 
 strives to utilise and further develop the existing competitive advantages of the 
 Czech Republic. 



Economic Growth Strategy and Regional Policies 


In addition to sectoral approaches the EGS will work towards balanced 
 regional economic development, focusing on activation of insufficiently utilised 
 potential and on support extended to individual regions as well as on aid to 
 economically weak territories that would be otherwise unable to manage by their 
 own means the forthcoming changes in economic and social structure. The objective 
 here is to overcome the existing trend of increasing inter-regional disparities and 
 prevent the formation of new imbalances in sectoral and regional economic 
 structures, that would otherwise require additional and massive remedial measures in 
 the future. Balanced regional development ranks among horizontal principles and as 
 such is reflected in all five priority areas defined in this Strategy.  


EGS satisfies the objectives of the Lisbon Strategy (see Chapter 1.3 below) 
 and reflects the most recent attitude of the EU towards harmonisation of objectives 
 of regional EU policies with the objectives of the Lisbon Strategy in conformity with 
 the following principles: 


„  respect for specific features of regions and co-operation with regions in 
 selection and specification of priorities of regional development, 


„  maximum utilisation of development potential of regions in the area of human 
 resources, based on specific characteristics of individual regions, 


„  overcoming regional differences by strengthened territorial cohesion and 
 integration of individual regions, 


„  utilising comparative advantages of individual regions to support the objectives 
 of this Strategy, 


„  enhancing territorial flexibility on the labour market without inducing any 
dramatic changes in national settlement structure to check the trend leading to 



(8)depopulation of small communes, and forestalling adverse impacts of 
 spontaneous urban development of major towns and cities, 


„  improving the state of the environment, restoration of landscape and regional 
 traditions both from the point of view of sustainable development and as an 
 important source underlying economic growth within global dynamic segments - 
 tourism, economical utilisation of cultural heritage, revival of old manufacturing 
 tradition, etc., 


„  creating on both local and regional levels favourable environment for drawing 
 funds within the European regional policy.  


The fundamental principles of regional policies are laid down, in conformity 
 with EGS, in the Regional Development Strategy. From the point of view of regional 
 development the Economic Growth Strategy should influence preparation of the 
 National Development Plan of the Czech Republic for the period 2007 - 2013, the 
 follow-up programming documents (operational programmes) and other strategic 
 documents related to regional policies at both national and regional levels as a part 
 of updated or newly created developmental strategies for individual regions.  



Economic Growth Strategy in the Context of Czech Economic  Policy 


EGS is based on the superior Czech Republic Strategy for Sustainable 
 Development. EGS should then serve as the fundamental document for other partial 
 or encompassing economic concepts and policies. Newly created concepts of this 
 type should be harmonised with the EGS, and existing documents should be updated 
 accordingly. With regard to encompassing documents both the 2005 - 2008 National 
 Programme of Reforms and the 2007 - 2013 National Development Plan of the Czech 
 Republic will be based on EGS as an important underlying source.  


The philosophy of EGS is based on a synergy of the five pillars and should be 
 perceived accordingly. As individual pillars are interconnected at all levels, none of 
 them is expendable; the Strategy should be construed as an integral whole.  


The Economic Growth Strategy operates at four levels of detail. In addition to 
 the fundamental vision these comprise the following: 


„  Pillars: five fundamental priority areas (level two in Chapter 3) 


„  Objectives: results necessary for satisfying the vision (level three in Chapter 3) 


„  Tasks: partial milestones en route to Objectives (level four in Chapter 3) 


„  Tools: are used to fulfil tasks (recommendations in Chapter 3). 



(9)While Pillars, Objectives and Tasks of EGS jointly constitute the strategic 
 framework for strengthening competitiveness of the Czech economy and its focus on 
 high-added-value production and services, tools represent specific recommendations 
 and detail the route that the economic policy should follow.  



Fulfilment of the Economic Growth Strategy 


Fulfilling the priorities incorporated in the EGS after its adoption will require 
 three fundamental inputs: efficient management of the process in its entirety, 
 appropriate financing, and partnership with the private sector.  


Financing is of particular interest in a situation where the Czech Republic must 
 comply with the Convergence Programme. The principles underlying financing, 
 essentially based on reallocation of resources in favour of individual priorities 
 incorporated in the Economic Growth Strategy and preference of co-financing from 
 EU funds over national programmes are described in more detail in Chapter 5 below.  


The process of EGS implementation must be managed effectively, using 
 progressive principles of good governance at local, regional and national levels alike. 


Efficiency of process management will be reflected in optimisation, strengthening and 
 rationalisation of state administration, in conformity with the needs of absorption 
 capacity of the resources made use of in achieving the objectives of the Strategy.  


In fulfilling the objectives of the Strategy partnership with the private sector 
will become an important driving force. Practical aspects of its implementation will 
respect the attitude adopted by the European Union, based on a broad and inclusive 
principle of partnership on local, regional, inter-regional and national levels.  
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█▐ CHAPTER 1  █▐   Czech Republic in a Globalised  World and in the European Union 



1.1  Opportunity for the Czech Republic 


Progressive economic environment opens unexpected vistas to all citizens of 
 free countries. Never before have economic opportunities been so wide, diverse and 
 deep. The economic horizon now encompasses almost the entire planet. Regions for 
 a long time exempted from the locale of fundamental economic processes now 
 increasingly participate in worldwide division of labour. Thanks to globalisation they 
 now can offer labour, goods and services to all. As a result anybody can satisfy their 
 needs by choosing not from an offer restricted to a certain place, region or economic 
 area, but from a worldwide offer.  


This expansion now applies practically to all types of activity. Products of 
 labour and capital exceedingly lose indication of origin. Today, goods and services 
 are not primarily the product of a given country; instead, they are exceedingly 
 represented by marks, labels or standards. True, people buying products of certain 
 mark continue to assign them a place of origin, but the products are in fact 
 manufactured primarily at locations that offer - in addition to the mandatory standard 
 of quality - also low cost with regard to transportation, capital, or labour.  


Developing technologies ruthlessly remove national borders. Progressive 
 means of transport enable goods to be conveyed on enormous distances, on a 
 massive scale and with minimum unit cost (disregarding for the moment damage to 
 health and the environment). Products of labour exceedingly lose their material 
 character. The ever-increasing proportion of intellectual work and progressive means 
 of communication essentially wipes off national and supranational borders. A centre 
 providing telephone services can be located at the other side of the globe without 
 the customer noticing any change in quality. Progressive manufacturing units and 
 even high-performance research centres are being established in regions recently 
 considered backward. It is increasingly difficult to decide in which country a given 
 product actually originates and where the corresponding tax is to be levied.  


The contemporary financial sector enables one to mobilise and transfer funds 
 extremely rapidly. Financial markets react to incoming data almost immediately. Any 
 essential information is reflected in prices and allocation of resources. The volume of 
 financial transactions, their incidence, diversity and complexity continue to expand. 


In addition to the traditional core banking the role of capital markets including 
collective investing is permanently increasing. The capital managed by pension funds 
grows dramatically. Financial products become ever more sophisticated. Financial 



(11)markets exhibit a tendency to integration both with regard to type and territory. 


Demanding clients require a single centre to administer all payments, savings and 
 investments, assurance and insurance, retirement funds etc. in a universal manner 
 available anywhere the world over.  


Never before has the worldwide offer of goods and services been so 
 diversified, extensive and available. It is apparent that the huge rise in consumption 
 has adverse effects on the environment and in the long run will be limited by 
 availability of raw materials. Economic growth must not be accompanied with 
 damage to the environment. We therefore stand up for the concept of sustainable 
 development.  


The other risks mostly bear social character. These are obviously political risks 
 since freedom, democracy or national identity are not values existing autonomously, 
 without effort of us all. Society must guard these values and prevent them from 
 being abused in a power struggle, in the interests of ideology or economy. 


Democratic institutions must protect civil rights without discrimination. Equality 
 before law and equal access to fundamental conveniences such as education and 
 assistance in sickness or poverty rank among incontrovertible values of modern 
 European society.  


Globalisation as an objective and irreversible process is the result of technical 
 and social progress, and in this respect economic isolation is an anachronism. There 
 is no doubt that economic globalisation offers enormous opportunities just to our 
 country since it possesses the essential prerequisites. We live in a democratic society 
 and are members of formations like the UN, OECD, EU, NATO, WTO, IMF, WB, and 
 EBRD that ensure our security and offer a broad and strong economic space. In 
 practically all areas we have implemented standards securing our comparability and 
 compatibility with other countries. In reward we reap good prerequisites for high 
 attractiveness to foreign investors, stable economic growth and high export potential 
 of the Czech economy.  


We cannot count extraordinarily rich raw material resources or capital among 
 our fundamental assets. We can thus rely only on our labour, and Czech labour has 
 been highly appreciated worldwide as highly skilled, adaptable, persevering and 
 disciplined. Flexibility and adaptability in unexpected situations are other undisputed 
 assets of our workers. Forbearance in wage matters and cultured collective 
 bargaining rank among our less appreciated but still very important values.  


Despite the good results and the existing optimistic projections we cannot rest 
on our laurels. Progressing global competition might turn around our existing relative 
advantages. Yesterday's success and innovations can become tomorrow's fatalities 
and a source of future backwardness. Czech Republic must further increase the rate 
of  catching  up  with  progressive  trends  in  all  areas.  The  Lisbon  Strategy  of 



(12)strengthened economic growth, combined with respect for the requirements 
 concerning environmental protection and maintained social cohesion, constitutes a 
 general key to bolstering our competitiveness.  


Major changes will be necessary in our institutions. Czech law must be made 
 more lucid, more transparent and more predictable for the user. Enforceability must 
 cease to be formal and the time of enforcement proportional to the relevance of the 
 subject matter at hand. Considerable attention must be paid to informal institutions. 


A typical Czech problem remains the relatively high degree of tolerance to violation 
 of standards persisting at all levels. In addition to repressive measures attention 
 should therefore focus on education to legal consciousness, creation of and 
 compliance with ethical codes of conduct. People should learn that respect for law 
 and observance of obligations pay and that short-term benefits are paid dearly by 
 the increased risk for specific subjects and the country as a whole.  


Focus on cheap labour is no key to economic growth. Increasing differences in 
 wages between skilled and unskilled labour are a worldwide trend. While the latter is 
 subject to enormous competition from new regions, demand for top-quality work 
 increases at the same high rate as its price. To cope with this trend one has to raise 
 the quality and availability of education and eliminate all forms of discrimination in 
 this area.  


Special attention should be devoted to lifelong learning and tertiary education. 


Motivation must be promoted also in this respect. To a much higher extent the 
 system of university financing must reflect the quality of education and the rate of 
 assertion of the graduates on the labour market. One can hardly disregard the fact 
 that demand for some graduates is enormous while unemployment looms high for 
 others, or that the average salaries of graduates from similar schools differ 
 considerably.  


Although we can be in general satisfied with the quality of our primary and 
 secondary schools, the ability of the education system to develop creativity must be 
 further promoted. Language skills constitute another weak point. In addition to 
 standard language learning, students should be offered a possibility to study abroad.  


Experience tells that people capable of working in international teams, with a 
 high level of theoretical knowledge and able to process information, are never 
 endangered by unemployment and, moreover, are regularly paid the highest salaries. 


A high proportion of highly skilled experts is a prerequisite for launching progressive 
technologies and active participation in efficient research. Without active support 
extended to research one can hardly think of economic development and, 
consequently, of further progress in the education system, as these are two equally 
important facets of the same process. Increasing the weight of research in a 



(13)country's product thus becomes a tool facilitating implementation of innovations in 
 both manufacture and education.  


Attractiveness of a country for economic activities depends on a number of 
 factors. In addition to stable institutional environment and supply of highly skilled 
 labour they include competitiveness in the area of all components of cost, including 
 taxes. The Czech Republic has recently adopted fundamental measures in this area. 


Their impact must be further evaluated and new routes to increased motivation for 
 work identified. Equally important, all systems of public finance must be stabilised 
 and an optimised form of the pension system identified. 


All methods leading to interconnection of local and international markets must 
 be sought if the Czech Republic is to succeed in international competition. Timely 
 accession to the common European currency is an important step in this direction. All 
 barriers to trade that still separate our market must be also dismantled.  A 
 sophisticated, open market constitutes a major instrument for achieving rapid growth 
 and high employment; all types of entrepreneurial structures easily find their place 
 on a market of this type. In addition to the presence of major world companies, 
 increased attention should focus on small and medium-sized enterprises as an 
 important source of employment and innovation. 


Social consensus constitutes a valuable benefit in the Czech Republic. 


Maintaining it in the next stage of economic development ranks among major 
 objectives of economic policy. A delicate balance in both social welfare and industrial 
 law is involved. Reinforcement of motivating elements is very important here but 
 cannot operate to the detriment of the fight against poverty and social exclusion. 


Similarly, the unavoidable loosening of some outdated elements in labour relations 
 cannot be replaced by blanket dissolution of elementary rights of the employees.  


Development of sustainable transportation systems and information 
 technologies is a prerequisite for dynamic development. Attractiveness of a country is 
 to a considerable extent given by the standards it is able to offer in this area. 


Transport and IT can offer new opportunities to problem regions that were 
 previously unable to assert themselves.  


Within a long-term and efficient partnership between businesses, the state 
administration authorities and the relevant interest groups it is desirable to apply the 
principles of corporate social responsibility. These involve primarily creation of 
adequate conditions for highly effective management and control of the firm, 
combined with respecting the existing legal framework and fair trade; effectively 
satisfying the needs and requirements of consumers; identification and integration of 
social and environmental aspects in the everyday decision-making process; investing 
in professional development of employees and creating suitable working conditions 
conducive to health and safety at work.  



(14)Appropriate environmental policy that creates suitable conditions for 
 innovation, development of new technologies and market, increased competitiveness 
 based on the principle of more effective utilisation of resources and new investment 
 opportunities constitutes an important prerequisite for dynamic economic 
 development. The environmental technology market has experienced a dynamic 
 growth recently; employment in the eco-industry has risen and in some rapidly 
 growing economies (e.g. in Asia and Latin America) demand for environmental 
 technology capable of improving material and energy efficiency has been growing. 


The Czech Republic must be able to make full use of these opportunities to assert its 
 products on the global markets.  


The modern world offers unparalleled opportunities to the Czech Republic. 


One should not be afraid of them, but welcome them and consider them a challenge 
 to be managed actively. The submitted strategy constitutes a list of selected 
 measures to be undertaken jointly by the government and the private sector on our 
 route to increased prosperity. Naturally, the strategy is neither comprehensive nor 
 final. The strategy merely indicates the selected direction.  


The Czech Republic faces a magnificent opportunity. We have at our disposal 
 all prerequisites for making full  use  of  it.  To  do  so  we  need  more  motivation, 
 education and skilled labour as well as appropriate social and legal security. There 
 are no objectives we are unable to reach. If we start out on that journey we can 
 compete fairly with everyone.  



1.2  Main Objective: Attaining the Level of EU-25 by  2013 


One of fundamental objectives underlying the measures proposed in the 
 Strategy is for the economic performance of the Czech Republic significantly to 
 approach the mean level of the 25 EU member states (referred to hereinafter as "EU-
 25") in 2013. Provided the growth-promoting measures proposed in the Strategy are 
 implemented the Czech Republic will be indeed able - in the absence of significant 
 adverse external effects - to reach 100% of the EU-25 average level in 2013.  


The GDP per capita, expressed within the Purchasing Parity Standard (PPS), is 
an indicator suitable for comparing economic level of various countries, since it 
respects the existing differences in the prices of goods and services. Measured by 
that indicator the Czech Republic reached 70.1% of the EU-25 level in 2004. Eurostat 
predicts that the level reached in 2006 should be 72.6%. To reach 100% of the EU-
25 average expressed in PPS in 2013 the Czech GDP expressed in fixed prices should 
grow between 2006 and 2013 at 6% a year. This calculation expects that between 
2006 and 2013 the EU-25 economy will grow at the same annual rate as between 
2001 and 2006 and the rate of inflation in EU-25 will vary at around 2 per cent.  



(15)Assuming that the mean GDP of EU-25 expressed at PPS will continue to grow 
 at 3.33% annually as in the period 2001 - 2006, to reach 100% of the EU-25 level 
 the Czech GDP expressed in PPS must grow at 8.17% annually, i.e., at a rate by 
 approximately 2.8 percentage points higher that in the period 2001 - 2006. And just 
 the growth of 8.17% a year, expressed at PPS, would correspond to an annual 
 growth of 6.0% expressed at fixed prices, assuming that the annual rate of inflation 
 in EU-25 will be around 2%. The following chart depicts the required acceleration in 
 the rate of growth.1


True, a 6% growth in GDP is an ambitious objective, but attainable in the 
 Czech Republic provided all measures enclosed in the submitted Strategy are 
 implemented and in the absence of any significant adverse external effects 
 influencing the Czech Republic prior to 2013.  


Considering the structure of the Czech GDP and its development we see that 
 investments and export constituted the main sources of growth over the last years. 


Compared with other countries the contribution of personal consumption to GDP was 
 low and has continued to decrease.2 Although net export will obviously continue to 


       


1 The figures up to 2006 are actual data and the Eurostat predictions, respectively. The 
 period between 2007 and 2013 in the entire 2001- 2013 series constitutes an extrapolation 
 of the average growth as attained prior to 2006. The series covering only the period 2007 - 
 2013 depicts the rate of growth necessary for reaching 95% of the EU-25 level.  


2 In 2004 the contribution of personal consumption to GDP was 49.7%; the corresponding 
 EU-25 figure was 58.2% of GDP. The proportion of the government expenditures in 
 purchased goods and services also decreased somewhat and amounted to 22.8% of GDP in 
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(16)grow and the proportion of investments will also remain high, personal consumption 
 should become the main driving force behind future growth in order to achieve 
 gradual approximation of the standard of living to that in developed countries.  


The relatively high rate of unemployment ranks among factors that have 
 previously hampered a rise in personal consumption. Resolving this problem would 
 constitute a substantial growth-promoting factor. To this end the Strategy proposes 
 measures aimed at increasing mobility of the workforce, enhancing its qualification or 
 reinforced motivation through the tax system and the system of social benefits.  


Macroeconomic stability constitutes an important factor prerequisite for kick 
 starting and maintaining a high level of economic growth. At present the area of 
 public finance constitutes the main potential source of instability in the Czech 
 Republic, as it has for several years generated deficit in excess of the Maastricht 
 criteria imposed on accession to the Eurozone. Moreover, the state budget deficit is 
 of structural character and, accordingly, without fundamental reform one can hardly 
 expect that it will be reduced substantially and the rising public debt arrested. 


Continuing budget deficits at the existing or even higher levels and a growing public 
 debt would endanger accession of the Czech Republic to the Eurozone and, 
 moreover, could induce the central bank to raise the interest rate with the ensuing 
 adverse impact on both consumption and investments. Thus, reforms aimed at 
 elimination of the fiscal imbalance will be needed to secure medium-term and long-
 term economic growth. A pension reform in particular must be started as soon as 
 possible. It is true that in its initial stages some of the envisaged variants will have a 
 negative effect on the state budget, but the reform as such is unavoidable for 
 ensuring fiscal equilibrium over a long time horizon while maintaining acceptable 
 standard of living of the retirees.  


Resolving the issue of continuing budget deficits is prerequisite for accession 
 to the Eurozone, currently envisaged in 2010.3 Prior to the accession a certain degree 
 of real convergence must be attained to avoid the risk that the monetary policy of 
 the European Central Bank will be either overly restrictive or overly expansive for the 
 Czech Republic. Attention should be also paid to setting the exchange rate correctly. 


       


2004 (the EU-25 average was 20.8%). The contribution of investment to GDP has remained 
 constant at a level considerably higher than in EU-25: in 2004 it reached 27.2% (the EU-25 
 average was 19.6%). Net export experienced the most dynamic growth over the last four 
 years; its negative balance dropped from -3.1% of GDP in 2000 to -0.4% of GDP in 2004. 


Over the same period export denominated in € grew by 64.7% (import grew by a mere 
 45.3% over the same period).  


3 In this connection the Strategy fully conforms to the Strategy for EURO Accession. 



(17)Undervaluation would de facto represent transfer of a certain part of national assets 
 abroad, while overvaluation could complicate the situation of Czech exporters. 


Provided the above prerequisites are met, accession to the Eurozone would further 
 spur on growth, in particular through the positive effect on foreign investments and 
 foreign trade of the ensuing exchange rate stability.  


In connection with accession to the Eurozone one should pay attention to the 
 stability of the European currency itself, since international economic relations of the 
 Czech Republic are not restricted to the Eurozone. The common currency has not so 
 far suffered from excessive instability but there are certain risks that should be kept 
 in mind, the main of them comprising the budgetary deficits generated by individual 
 member states, which subsequently exercise pressure on increased issue and subvert 
 confidence in the currency. Stress must be therefore laid on maintaining fiscal 
 discipline in all member states.  



1.3  Czech Republic as a Component of EU and the  Lisbon Strategy en route to Enhanced 



Competitiveness 


In attempting to accelerate economic growth the Czech Republic is not alone. 


Already in March 2000, at the Lisbon meeting of the European Council, EU 
 representatives promulgated an extremely ambitious objective: by 2010 make the EU 
 the most competitive, knowledge-based4 region in the world, capable of achieving 
 sustained growth, offering more top-quality jobs and capable of reaching social 
 consensus. What has become known as the 'Lisbon Strategy' also aims at raising the 
 average annual rate of economic growth to 3% by 2010 and creating additional 20 
 million jobs. At its subsequent meetings5 the European Council gradually detailed the 
 strategy and incorporated social and environmental aspects. Satisfying the needs of 
 the current generation without detriment to the well-being of future generations is a 
 common goal.6  


It however became apparent that it is not easy to set objectives of economic 
 policy intended to meet a triad of objectives simultaneously. From the point of view 


       


4 A knowledge-based economy creates added value by making use of knowledge and not 
 merely of manual production, and stresses education and utilisation of scientific knowledge 
 to spur its overall competitiveness.  


5 Stockholm (March 2001) and Gothenburg (June 2001).  


6 The principle of sustainable development.  



(18)of economic policy the relations between three objectives - economic, social and 
 environmental - are competitive rather than complementary, at least in the short run.  


In 2004 the European Commission established a high-level working team, 
 headed by the former Dutch Prime Minister Wim Kok, to assess the topical extent of 
 fulfilment of the Lisbon Strategy. The issued report stated that the principle of the 
 strategy is essentially correct and the problem lies in an excessive number of 
 priorities and the ensuing inability to meet them all.  


The discussion that took place at the beginning of 2005 resulted in the Lisbon 
 Strategy having been redrafted; the new wording was approved by the European 
 Council in March 2005. Growth and employment remain the two principal objectives. 


A material prepared by the European Commission7 speaks in clear and unequivocal 
 words: "Renewed growth is vital for prosperity ….". We need a dynamic economy to 
 fulfil our social and environmental ambitions.  


In this endeavour Europe should become a place more attractive for investors 
 and jobs, and the adopted policies must therefore enable businesses to create more 
 and better jobs. Moreover, Europe must focus consistently on knowledge and 
 innovation as fundamental prerequisites for economic growth.  


According to the revised Lisbon Strategy attaining environmental objectives 
 and social parameters goes hand in hand with attaining economic growth (and thus 
 creation of jobs). 


In support of the Lisbon Strategy objectives, in March 2005 the European 
 Council has obliged member states to prepare national reform programmes (the so-
 called Lisbon programmes) to reflect the specific conditions of individual countries. 


The member states have been invited to prepare the first National Reform 
 Programme in autumn 2005. The National Reform Programmes will be valid for three 
 years and may be revised upon amendment to the underlying national policies. An 
 economic growth strategy is to become the fundamental underlying material for 
 preparation of the National Reform Programme of the Czech Republic.  


The proposed Economic Growth Strategy of the Czech Republic is a strategy 
 prepared by a country that treasures European values and is aware of the fact that 
 EU membership has contributed to its competitiveness and improved its position in 
 the global economy. Our philosophy is based on the Lisbon Strategy envisaging 
 enhanced economic growth and reduced unemployment. The Czech Republic 
 assesses realistically its current position among the EU member states and strives to 
 achieve convergence at the level of the most developed ones. The country is also 


       


7 Working together for growth and jobs - A new start for the Lisbon Strategy. 



(19)aware of its competitive advantages established both in distant and recent past and 
is determined to utilise them in full to strengthen its competitiveness and increase 
the standard of living of the population. At the same time the Czech Republic 
acknowledges its drawbacks and is set to remedy them.  
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█▐ CHAPTER 2  █▐   Starting Points and Targets 



2.1  Starting Points and Targets in Institutional  Business Environment 


The Czech Republic faces a number of problems connected with inadequate 
 legislative environment and poor enforceability of law. The judiciary is unable to 
 achieve rapid justice in courts, since courts work very slowly and their efficiency is 
 poor. Legal regulations are often too complicated, frequent amendments complicate 
 the system still more rather than improving its quality. Civil, commercial and labour 
 law is subject to outdated regulations that often fail to reflect the needs of properly 
 functioning economy. The legislative process lacks an analysis of consequences of 
 the newly passed regulations on the business environment; as a result, new norms 
 are enacted without taking into account whether they do improve the existing 
 situation or whether their benefits, if any, are not outweighed by excessive cost.  


Despite certain recent improvements, establishing a business remains too 
 complicated a process in the Czech Republic. Bankruptcy constitutes a more serious 
 problem still, since the existing bankruptcy and composition act fails to fulfil the 
 envisaged function - bankruptcy proceedings drag on endlessly and the recovery is 
 often excessively low. A corruption environment - or what is perceived as such by the 
 general public - is excessive and adversely affects confidence in the state and its 
 functioning.  


Internal reorganisation of the judiciary is long overdue - accountability of the 
 judges must be reinforced. To make the judicial system more transparent the civil 
 code must be recodified and contract law consolidated. In connection with 
 establishment of new businesses all existing registration acts must be consolidated at 
 a single centre to simplify the start of a business as much as possible. Adoption of a 
 new bankruptcy law is highly desirable to speed up the process, reinforce the role of 
 the creditors and the market effects. Evaluation of the impact of newly adopted 
 legislation on the economic environment should be institutionalised as a part of the 
 legislative process. Elimination of corruption would enable normal functioning of the 
 market, contribute to reduced transaction costs and increase confidence in the state 
 and its functioning.  


The quality of public services is very often inadequate; there is substantial 
space for increased efficiency and performance. Lack of adequate co-ordination has 
adverse effects on cost and on attitude to the users. Communication among state 
administration authorities is unsatisfactory (inter alia because of insufficient co-
ordination between individual information systems). The result is that administration 



(21)burden is shifted to businesses and citizens. The concept of e-government was 
 inadequately advanced and utilised in state administration - communication by 
 means of IT is insufficient both inside and outside the administration. Independent 
 external audits, implementation of the client system and improved co-ordination 
 between institutions and in their attitude to the users would improve both the quality 
 and performance of the public service.  


After its launch in 1993 the tax system of the Czech Republic has gradually 
 become excessively complicated; a simplification would be highly desirable (in 
 particular with regard to the Income Tax Act). The tax quota, measuring merely the 
 ratio of taxes and custom duties to GDP, is not excessively high in international 
 comparison. The contributions to the mandatory social and health insurance are 
 relatively high, however, and so is thus their proportion in the overall tax revenue. 


The generally low level of income and the high level of existing social and health care 
 based on extensive solidarity result in a substantial percentage of levies in the gross 
 income. In international comparison the income tax burden is high especially for the 
 low-income brackets, and constitutes a barrier to increased employment/reduced 
 unemployment. The Czech tax system also lacks certain motivating elements that 
 might attract international firms and retain local subjects. Some taxes are also 
 construed in a manner ensuring that the corresponding revenue is lower than the 
 associated administration cost. Moreover, taxes fail to motivate a number of 
 economic subjects to behave in a manner friendly to the environment.  


An environmental tax reform that would shift responsibility for remedying 
 damage to the environment to the perpetrator is therefore desirable. For the tax 
 system to fulfil its role effectively its administration must not represent excessive 
 burden imposed on the payer, and interpretation must be uniform across the entire 
 economy. Parameters of the tax system should also make the country an attractive 
 destination for local and foreign firms alike.  


Czech competitive environment is not efficient owing to the existence of local 
 oligopolistic and monopolistic structures. Businesses must sustain considerable 
 administrative burden during incorporation and thereafter; the registration and 
 incorporation system is outdated. Complex legislation constitutes another reason 
 restricting entrepreneurial activities. To improve the competitive environment 
 conditions must be created conducive to its desirable development and in justified 
 instances the existing monopolistic and oligopolistic structures should be weakened 
 in a targeted way. Competitiveness of Czech businesses should be respected in 
 environmental legislation.  


Competition between states and regions often justifies various forms of public 
support extended to individual businesses. Czech Republic should concentrate its 
efforts also in this area; indirect forms of support (like, e.g., support extended to 



(22)associations of firms and universities, stress laid on training and skills of the 
workforce) are advisable. In addition to support extended to foreign investors small 
and medium-sized enterprises should not be left out. Public support should also focus 
on a limited number of selected segments where the Czech Republic might prove to 
be competitive. It is also desirable to improve co-ordination of promotional measures 
and presentation of the Czech Republic abroad and to beef up the efficiency of 
enhancing the Czech interests in the globalised world economy.  
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2.2  Starting Points and Targets in Sources of Financing  


The strained public finances threaten that insufficient public funds will be 
 available to co-finance "European" projects. Moreover, considering the projected 
 substantial rise of funds allocated to structural and cohesion policies more resources 
 will be clearly needed for co-financing. Poor awareness of local entrepreneurial and 
 other subjects of possible utilisation of resources from direct Community 
 programmes prevents their more extensive utilisation. In the following programming 
 period 2007 - 2013 the Ministry of Finance estimates the incoming funds for 
 structural and cohesion policies to be approximately 160 billion CZK a year, more 
 than five times the present total. Appropriate allocation of finances from the 
 structural funds to areas with the highest multiplicative effect will accelerate GDP 
 growth by several percentage points.  


Creation of a legislative framework for Public - Private Partnership (PPP) 
 constitutes an opportunity that would enable one to make more extensive use of this 
 potential in co-financing projects defrayed by European funds. The necessary 
 legislation is in the pipeline and so is the methodology for realisation of PPP projects. 


The latter might facilitate realisation of public projects, reduce the price of operation 
 during the entire term, and improve the quality of services just thanks to private 
 sector participation. If properly set PPP projects can serve as projects earmarked for 
 co-financing and, accordingly, the government might make use of "private" funds to 
 raise the rate of absorption of financial contributions from the EU funds. In a period 
 characterised by increased pressure on public budgets this method may enable 
 implementation of projects in public interest that the government would otherwise 
 have to abandon for lack of funds.  


The relatively high influx of foreign direct investment will slacken in the future 
 with both diminishing competitive edge compared with developed countries and 
 continuing competition in the field of investment incentives. Production that has 
 recently arrived at the Czech Republic exhibits lower added value than would be 
 normally warranted by the potential of the Czech economy, a fact that does not 
 contribute to increased competitiveness on globalised world markets. No 
 differentiation of the provided support according to preferred sectors is in place. 


Appropriate structuring of investment incentives could stimulate investment in 
preferred areas characterised by high added value, thus increasing the level of 
desirable investments in science and research. Influx of investments in science and 
research can accelerate the transition to a knowledge-based economy. Increased 
extent of participation of local investors will enable us to equilibrate the balance of 
trade since profit could be reinvested in the Czech Republic, or invested abroad and 
subsequently repatriated.  



(24)The capital market does not perform its task to secure sources of financing, 
 although the recent trends (development of collective financing, the first primary 
 issue in 2004) is a reason for cautious optimism. Strengthened capital market as a 
 source of capital for firms is desirable as the Czech Republic economy has been 
 financed mostly by debt, a fact that limits investment activities.  


An excessive proportion of public outlays continues to go to mandatory 
 expenditures, restricting the potential of active fiscal policies and dedicated, growth-
 related expenditures. Interconnection between public expenditures and the 
 corresponding types of income is insufficient (tax levied on roads - investments in 
 transport infrastructure; environmentally oriented excise taxes - investments 
 necessary to improve the state of the environment and protect public health). In this 
 connection and in conformity with the reform of the pension system now being 
 prepared we consider especially important direct interconnection between income 
 from a pension insurance scheme and pension-related expenditures, and separation 
 of finances earmarked for pensions from the state budget. Efforts devoted to 
 improvement of tax collection efficiency should continue.  


In the next period an audit of expenditures must be definitely undertaken and 
 the results used to reduce the proportion of mandatory and quasi-mandatory 
 expenditures and to enhance directness of the increased proportion of active 
 instruments of fiscal policy.  


The health care system must be stabilised and the pension system reformed 
since they constitute a direct long-term threat to balanced public finance.  
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2.3  Starting Points and Targets in Infrastructure 


At the beginning of the 1990s the Czech Republic possessed the most 
 developed infrastructure among all new Central European economies, and managed 
 to maintain its leading position even now, thanks to massive investments in 
 infrastructure by both the public and private sectors. The existing situation is still far 
 from optimal. The Czech Republic has acceded to the club of the most developed 
 European countries where different rules apply. Within the restricted time period 
 between 2005 and 2013 implementation of the proposed measures would enable the 
 needs of economic growth in infrastructure to be saturated fully in some areas and 
 significantly improved in others.  


Thanks to its geographical location the Czech Republic can become a transport 
 and logistics crossroads of Central and Eastern Europe. This potential however 
 implies the attached risk of substantial damage to transport infrastructure, the 
 environment and public health as a result of high load on the transport infrastructure 
 due to transit, mostly transit by road. The international airport Prague - Ruzyně 
 experienced important development over the past fifteen years. While some 1.5 
 million passengers passed its gates in 1991, in 2005 the airport will handle more 
 than 10 million passengers. The Ruzyně airport has thus outperformed the Warsaw 
 and Budapest airports and has even gained ground on its main Central European 
 rival, Vienna. Provided the Ruzyně airport manages to implement the envisaged 
 investments it might take over the leading position of Vienna and become the main 
 hub for Central and Eastern Europe. None of the other transport sectors could boast 
 of similar achievements. Czech economy struggles with problems concerning 
 maintenance, modernisation and development of transport infrastructure. One half 
 the Czech regions are not connected to the international motorway network, 
 motorway construction seriously lags behind the plan, and the date of completion of 
 the base network is being permanently postponed. Modernisation of the road 
 infrastructure is too slow. Only 45% of main roads exhibit optimum parameters; ring 
 roads or optimised thoroughfares are still missing in tens of towns and communes at 
 the main roads. Traffic congestion in cities and at backbone motorways and main 
 roads adversely influence businesses, the environment and public health. The 
 ominous situation in maintenance and modernisation of roads is mostly attributable 
 to a lack of finances. Railway and waterborne transport continue to lose out to road 
 transport. According to statistics collected by the Ministry of Transportation, during 
 the last fifteen years the proportion of haulage transportation output in railway and 
 waterborne transport combined to transport by road dropped from 60 : 40 to 25 : 
 75. Passenger transport exhibits similar unfavourable trends. Support extended to 
 public passenger transport is not always used effectively and economically. 


Integrated passenger transport systems are operated on very restricted territories. 



(26)According to statistics collected by the Ministry of Transportation the proportion mass 
 / individual transport changed from 80 : 20 at the beginning of the 1990s to the 
 current 50 : 50 and continues to drop. Persistent deficiencies in transport 
 infrastructure and transport systems impair mobility of goods and persons and 
 considerably reduce the growth potential of the country.  


The position of the Czech Republic in telecommunications is relatively 
 favourable. Expenditures directed to information and telecommunications 
 technologies as a proportion of GDP are higher in the Czech Republic than the EU 
 average. The country has a dense network of metallic cables and a high number of 
 cellular radio transmitters. Full digitisation of the telephone network has been 
 completed in recent years. The Czech Republic also has a high penetration of optical 
 cables save the access networks and connections. The Czech Republic compares 
 favourably with the most developed countries in mobile telephony - the proportion of 
 handset owners is close to saturation. The situation with the fixed telephone network 
 is less favourable, though, owing to defective regulation that slows down technical 
 development and also because of insufficient pressure of alternative operators. 


Compared with developed countries the Czech Republic also lags behind in the 
 transition to digitised TV and radio transmission and in implementation of third-
 generation mobile telephony networks.  


Internet connection remains inadequate. In the last two years the situation 
 has improved somewhat with regard to dial-up connection, but the Czech Republic 
 seriously lags behind the developed countries in the area of broadband connection, 
 which deserves the highest attention in order to catch up the upcoming, progressive 
 technology trends. In no other aspect is the growth of knowledge-based economy 
 more closely related to infrastructure than just in broadband Internet connection. 


Creation of conditions for implementation of progressive infrastructure based on 
 optical fibres and other modern technologies constitutes an important challenge for 
 the state policy as well as a non-recurring opportunity. High-speed transmission of 
 data, audio and video information offers considerable potential for teleworking, a 
 feature of considerable importance for employment, transport and the environment. 


Electronic education, known as e-learning, can expand and facilitate access to 
 education, in particular consistent adult education, so important for development of 
 the knowledge-based society. Revolutionary Internet applications will make life easier 
 for, and raise the productivity of, both companies and individuals who will save time 
 and energy for professional and leisure activities.  


The domestic energy sector exhibits some strong points, but also weaknesses 
 in the form of rising prices and increasing dependence on foreign primary resources. 


On the one hand, electrification and gasification exhibits adequate territorial 
coverage as well as satisfactory technological level and reliability. On the other hand, 



(27)the demand GDP creation imposes on energy, especially on electric power, is still 
 almost twice as high in the Czech Republic than the EU average. The situation is 
 least acceptable in this respect in transportation, industry and construction. It is 
 nevertheless gratifying that domestic prices of electric power, gas and heat remain 
 competitive compared with the situation in Western Europe. The ongoing 
 liberalisation of the market in energy threatens to be accompanied with rapid 
 unification of prices across Europe and the ensuing loss of a competitive edge so far 
 enjoyed by the Czech consumer-goods industry.  


The water management system will soon face growing price pressure as well. 


At present the price of water and the sewage charges do not represent an excessive 
 burden for producers and the general population, but they continue to rise as a 
 result of the unavoidable investments in new water purification and waste water 
 treatment plants ensuing from approximation to European standards.  


Infrastructure however comprises not only line structures and utility lines but 
real estate in general. Here we shall pay attention only to the housing sector and the 
industrial real estate sector. In the former the state has played both a negative and a 
positive role. The state housing policy in support of own housing has been a distinct 
success. Building saving, support extended to mortgages, low inflation and 
competition between banks have set in motion housing construction. In 2004 alone 
the building societies granted loans devoted to housing needs of nearly CZK 40 
billion. The situation with mortgage banks is more favourable still; according to data 
presented by the Ministry for Regional Development they provided mortgage credit 
of more than CZK 68 billion on 2004. The role played by the state in rented housing 
is very different, though. By persisting regulation the state has raised the level of 
market-based, non-regulated rental and, on the other hand, has reduced in a highly 
undesirable way mobility of the population. With regard to industrial real estate the 
state, together with the regional self-governing authorities and, in particular, 
municipalities, is engaged in preparation of new industrial zones. This policy has 
proved highly successful. Tens of foreign and local industrial enterprises that 
substantially contribute to GDP creation, employment, labour productivity and export, 
have found their stamping grounds in industrial zones put in operation mostly by 
municipalities with considerable state support. 
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2.4  Starting Points and Targets in Human Resource  Development 


To be successful en route to long-term competitiveness on international 
 markets the Czech Republic must have a skilled, adaptable and mobile workforce. To 
 that end suitable conditions must be first created and restrictive barriers removed 
 from the labour market. A system of social protection capable of motivating people 
 to work will be equally important. These priorities will be fulfilled inter alia by 
 creation of a strategic system of management of human resource development 
 operating on both national and regional levels.  


In the Czech Republic there is a high proportion of people with secondary 
 education. Most people work in the secondary sector (38.6% in 2003). Investments 
 in high-added-value production, research and development and services continue to 
 rise, together with demand for employees with tertiary education. Increasing the 
 general level of education is thus a condition sine qua non for increasing 
 competitiveness.  


Industry and the accompanying production and services play the role of an 
 important employer. This relatively narrow area brings about the risk of high 
 unemployment - e.g., due to a massive transfer of some production areas farther 
 east. The education system must thus create conditions necessary for acquisition of 
 skills that would assist people in rapid re-training for a new profession.  


Language skills, ability to work with information, mastering and utilisation of 
 information and communication technology underlie success on the labour market. 


Deepening managerial skills and team co-operation are important for people with 
 advanced vocational training and university education. Programmes of further 
 education must be adapted to the needs of the middle-aged and older generations to 
 enable them to achieve harmony in their professional, study and personal life. 


Acknowledgement of informal education will also bring about a change for the better. 


Re-training programmes must be adapted to serve the needs of this group of the 
 unemployed.  


The Czech population grows old. Calculations undertaken by the Czech 
 Statistical Office show that by 2015 the proportion of employable people is expected 
 to drop by 7%. The difference between demand and supply on the labour market 
 differs among individual regions and is assisted by the low mobility of the population. 


The regulated housing market apparently plays an important and negative role in this 
area. Some psychological factors might also play a role, including low willingness of 
the Czech population to move around. In connection with short-term commuting, 
factors like poor transport infrastructure and transport attendance and the cost of 
commuting play an important role. The state may contribute to increased mobility on 



(29)the labour market by appropriate housing policies, deregulation of the housing 
 market, improved transport infrastructure, development of public transport means, 
 and preferences offered to commuters. The situation on the labour market is further 
 complicated by outflow of some skilled and highly skilled young people abroad. It is 
 important to create in the Czech Republic attractive environment that would prevent 
 young people from seeking jobs abroad. Workforce depletion can be also countered 
 by motivating foreign experts to remain in the Czech Republic.  


Flexibility of the labour market not only increases employment but constitutes 
 an important element in support of businesses. To enhance labour market flexibility 
 and availability of labour it is therefore advisable to improve working conditions and 
 reduce the level of taxation of the low-income groups. The social welfare system 
 continues to be abused despite all adopted remedial measures. Programmes serving 
 disadvantaged persons must be therefore defined strictly, or the conditions that 
 govern claiming social benefits tightened. The social welfare system itself must be 
 simplified and co-ordination between all components improved to prevent abuse and 
 ensure that funds remain for those who really need them. This will prevent needless 
 waste of funds and time of staff of labour offices and municipal social departments.  


Changes in the Active Employment Policy (AEP) are also necessary. Co-
 operation between local providers of certain job types must be improved. A high 
 proportion of AEP funds is earmarked for job creation, known to be a less efficient 
 form. On the other hand, re-training programmes are mostly short-term and their 
 usefulness is dubious. AEP targeting should be improved and aimed the most 
 endangered and disadvantaged groups like, e.g., women who care of children below 
 15 years of age, unemployed with elementary or primary vocational education8, and 
 fresh graduates. A systematic and independent assessment of AEP impact will 
 improve efficiency of the invested funds and increase the quality of the underlying 
 services.  


The area of human resource development is poorly co-ordinated in the Czech 
 Republic. More attention should be devoted to acquisition, analysis and interpretation 
 of data concerning the rate of success of measures incorporated in the employment 
 policy and education as well as their use in subsequent governmental decisions. The 
 Competencies Act should delimit in more detail the powers of individual central 
 administration authorities also in the area of adult education in order to improve co-
 ordination at both national and regional levels.  


       


8 After the effective date of the new Education Act No 561/2004 Sb., persons with secondary 
education and a certificate of apprenticeship.  



(30)Effective co-ordination and management play a very important role in human 
resource development. The Czech Republic must not blunder away the chance to 
obtain contributions from the European structural and cohesion funds between 2007 
and 2013 and must at the same time fulfil the fiscal obligations specified in the 
Convergence Programme. Accordingly, own resources must be secured at the 
national level to enable sufficient co-financing for funds available from the EU. The 
Czech Republic must set forth its own priorities for drawing funds from the European 
Social Fund. It must be also assessed whether the state administration authorities 
are prepared for the implementation process, and transfer of relevant experience 
already gained clarified upon possible changes occurring within the state 
administration.  
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