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Czech Republic

Economic growth is projected to ease to 2-274 per centin 2020-21. Household consumption and government
spending will drive growth. Workers will still benefit from high wage growth, while unemployment will remain
low. However, the external sector will limit growth as economic activity in the main trading partners is slowing,
which will also lead to declining investment growth.

Adjusting monetary policy should continue in 2020 and 2021 as inflation is projected to stay above the 2%
target of the central bank. Government spending is increasing, in particular social benefits, thanks to rising
revenues. Even so, public debt will continue to decrease. Labour shortages remain the main domestic
bottleneck to growth. Accelerating childcare reform to increase women's participation in the labour market
and streamlined immigration procedures would help to ease tensions in the labour market.

Robust growth is driven by domestic demand

Government spending and household consumption are driving domestic demand, which is the main engine
of growth. The government is increasing spending on social policies while workers are still benefitting from
high wage growth fuelled by the very low level of unemployment. The investment rate has fallen sharply
this year after the extensive use of EU structural funds last year. It has also declined on the back of the
ongoing slowdown in neighbouring countries. Industrial production and new orders have started to decline,
indicating the impact of the slowdown in Europe. Exports are declining but less than imports, reflecting a
greater diversification of the economy and some upgrading into global value chains.

Czech Republic

Inflation remains above the target Domestic demand is driving robust growth
Y-0-y % changes % Contributions to real GDP growth % pts
4.0 4.0 10
== Headline inflation - Net exports
35 — Two weeks repo rate — 3.5 Investment 8
Consumption

. A M it
20 ton targer ARV 20 ﬂl m = )
S T
T e e

AN A L

0.0 —
2015 2016 2017 2018 2019

2015 2016 2017 2018 2019 2020

1. Inflation target is 2% with a tolerance band of +/- 1% points.
Source: Refinitiv; and OECD Economic Outlook 106 database.
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Czech Republic: Demand, output and prices

2016 2017 2018 2019 2020 2021

Current
Percentage changes, volume

Czech Republic Czﬂ'ﬁﬁﬁon (2010 prices)

GDP at market prices 4765.8 45 29 2.6 21 2.3
Private consumption 22421 44 3.3 2.9 2.8 2.8
Government consumption 918.7 1.3 3.9 3.2 2.5 21
Gross fixed capital formation 1188.1 4.0 71 0.9 1.3 1.9
Final domestic demand 4 .348.9 3.6 4.5 24 24 24

Stockbuilding' 49.9 01 -04 -01 -03 0.0
Total domestic demand 4398.8 3.7 4.0 23 2.0 24
Exports of goods and services 3789.8 7.1 4.4 1.9 1.7 1.9
Imports of goods and services 34228 6.3 5.9 1.3 1.5 2.0

Net exports’ 367.0 11 -08 05 02 0.1

Memorandum items

GDP deflator _ 1.4 25 3.1 23 23

Consumer price index _ 25 21 2.8 25 2.3

Core inflation index? _ 20 24 25 24 23

Unemployment rate (% of labour force) _ 29 2.2 2.0 2.1 2.2

Household saving ratio, net (% of disposable income) _ 4.4 6.0 6.7 6.6 6.5

General government financial balance (% of GDP) _ 1.6 1.1 0.7 0.5 0.4

General government gross debt (% of GDP) _ 43.8 401 385 372 364

General government debt, Maastricht definition (% of GDP) _ 346 325 309 296 289

Current account balance (% of GDP) _ 1.7 0.3 0.9 0.7 1.2

1. Contributions to changes in real GDP, actual amount in the first column.
2. Consumer price index excluding food and energy.
Source: OECD Economic Outlook 106 database.
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Policies need to address labour shortages

Inflation is stalling above the 2% target of the central bank though it remains within the tolerance band.
Food, energy and services prices are driving inflation while import prices are lower than expected. Currency
appreciation is also holding down inflation. As relatively high inflationary pressures are projected to persist
and high wage growth set to continue, the central bank will need to further adjust monetary policy to
economic conditions, while taking into account euro area monetary policy.

The fiscal stance is mildly expansionary. Government spending is increasing at a rapid pace, leading to a
sharp reduction in the government surplus. Spending on health, pensions and disability benefits is on the
rise. Social transfers to families with children are increasing. In addition, a paternity leave policy has been
introduced. However, policies are still needed to address labour shortages, which is the main domestic
bottleneck to growth. Moreover, better planning of the use of EU funds for infrastructure would attenuate
the volatility of investment and improve the quality of implementation of infrastructure projects.

The labour market is shifting towards higher-skilled employment. The service sector has expanded and
manufacturing has become tightly integrated into global value chains, leading to employment shifting from
medium-skilled to higher-skilled jobs. Providing workers with the right skill-set and training to adapt to a
changing environment would increase their resilience to automation. More developed vocational training
and childcare facilities could help reduce the skill mismatch and augment women'’s labour supply.
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Robust growth is projected to continue

Growth is projected to remain above 2% over the projection period, driven by household and government
spending. Unemployment will remain low, contributing to persistent high growth of wages. The slowdown
in neighbouring countries will weigh on export growth.

Risks to inflation are substantial and slightly tilted to the upside. A weaker-than-assumed koruna exchange
rate would result in higher inflation and interest rates. However, an unexpected appreciation would imply
decreases in imported prices that should help maintain inflation on track. Given its high participation in
global value chains, the Czech economy is highly exposed to trade protectionist measures and
uncertainties surrounding Brexit.
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