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This paper follows the impact of, and reactions to, the world 
economic crisis in the Czech Republic. With so much changing 
so quickly it is impossible to reach firm conclusions. The hope 
is that following developments, and making comparisons 
across former ‘transition’ economies (all referred to throughout 
as transition economies), will point to a means of evaluating the 
results of ‘transition’ to a market economy. 
 
The paper provides a background on the nature and effects of 
the financial, and more general economic, crisis, adapting 
conclusions from analyses by the IMF (2009a, 2009b). This is 
used to compare impacts on apparently similar countries in 
central Europe, setting the Czech Republic against experiences 
of Hungary, Slovakia and Poland. Reasons are suggested for 
differences and these are related to features in the countries’ 
histories and recent political developments. Different effects of 
outside economic events are then related to policy responses, 
leading to a tentative conclusion on how the differing effects of 
the crisis should be interpreted and explained. 
 
 
INTRODUCTION 
The current world financial crisis marks the end of an era in the 
post-communist world and ‘transition’ can now be assessed 
against the test of preparedness to face external difficulties that 
are affecting every country in the world, albeit in different 
ways. However, there turns out to be very substantial diversity 
in experiences. Rather than a common process of ‘transition’, it 
appears, against the standard of how they are affected by 
economic crisis, that post-communist countries have become 
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integrated into a global economy in rather different ways. 
Those differences suddenly appear more important than many 
of the features followed in previously influential frameworks. 
The EBRD’s transition indicators now seem to conceal 
important differences while some features that could once have 
been judged very positively, such as the expansion of credit to 
the private sector, now appears as signs of danger. 
 
We therefore need to look at some slightly different indicators, 
following for the financial system its overall stability and the 
basis of that stability in the behaviour of households and 
businesses and in attitudes towards credit and debt. We need 
also to look at forms of international integration through trade 
and FDI to assess the long-term stability of past growth 
trajectories. 
 
The Czech Republic then stands out as a country with an 
apparently very secure financial system, but serious risks 
derived from a narrow export base and a high dependence on a 
continuing inflow of FDI. The development of its financial 
position is quite unlike that of CIS and Baltic countries and 
differs from others in central Europe, especially Hungary. The 
development of an export structure from FDI is typical of 
central European countries, but unlike the other ‘transition’ 
economies. It would appear that there was no common 
‘transition’ process: countries have been left in very different 
positions when facing global economic problems. However, 
there are similarities in economic thinking, with a bias towards 
belief in the effectiveness of free markets with limited 
regulation. Unwillingness to contemplate changes in thinking 
on economic policy merges into an inability to think of any 
new solutions when hit by so sudden and massive a blow. 
 
 
THE IMF’S VIEW OF WORLD ECONOMIC CRISIS 
 
Practically every country in the world has been affected by the 
financial crisis that started in the USA and that has developed 
into a more general world economic crisis. Its origins, current 
course and likely further development have been analysed by 
the IMF (2009a, 2009b). The predictions in those documents 
point to a relatively limited period of economic decline, but 
they are backed up with warnings that the area of uncertainty is 
large and that there could be more prolonged and severe 
depression with more serious consequences for individual 
countries. This pessimism seems fully justified in the light of 
data published in the weeks after the IMF publications referred 
to above were completed. 
The main reasons for pessimism are the following; 
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- financial crises in individual countries have in recent years 
tended to be long lasting with recovery dependent on strong 
demand from outside, in other words from the rest of the world. 
Levels of credit have tended to recover very slowly. As demand 
has fallen in almost all parts of the world it is difficult to see 
the basis for a recovery in, or without, financial and credit 
systems. The basis for any early recovery therefore remains 
unclear. 
- one source of higher demand is the fiscal stimulus provided 
by a number of larger and economically powerful countries, 
partly through the automatic stabilisers as unemployment rises 
and partly through discretionary packages including 
infrastructure spending. The IMF has welcomed initiatives 
already taken, providing increases in demand from fiscal 
stimulus equivalent to 2 per cent of GDP in 2009 and 1.5% in 
2010 (IMF, 2009a, p.xii). However, that would not be enough 
if the depression is deeper and longer than predicted in 
optimistic forecasts. It would then require running budget 
deficits on a larger scale over a longer time period and the high 
levels of borrowing required would bring risks of further 
instability. 
- in practice continued depression in emerging economies that 
have been dependent on capital inflows, at a time of high 
borrowing in other countries too, could threaten their ability to 
raise the finance they need, leading to further and more general 
destabilisation in the world financial system. 
These further dangers make predictions extremely difficult and 
those pointing to early recovery at best highly tentative. Such 
forecasts also depend on policies pursued by governments 
which might refrain for providing necessary fiscal stimulus or 
might cause instability from the opposite ‘mistake’ of allowing 
budget deficits at large and unsustainable levels.    
 
The approach here is therefore not to take the IMF predictions 
as a basis for analysis. However, its analysis of the causes, and 
means of transmission, of the crisis between countries and of 
the possible dangers for the future are taken as a basis for 
following effects on countries in central Europe. This is 
discussed around four stages of crisis which affected countries 
in very different ways, depending on their economic starting 
conditions. The chronological division is not exact, as there is 
considerable overlap between them, but the framework is 
helpful for showing up how large the differences between 
countries are. 
 
 
FOUR STAGES OF ECONOMIC CRISIS 
 
The framework used here sets out the following four stages; 
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- the first stage was a crisis in banks caused by unsound lending 
to households. This started from the finance sector in the USA 
and spread around the world first through the inter-linking of 
financial systems and thanks to opaque interlinkages through 
new forms of financial instruments. The decisive break came in 
the autumn of 2008 when, following the collapse of Lehman 
Brothers in the USA, institutions became very reluctant to trust, 
and hence lend to, each other. The effects of this stage were 
therefore spread rapidly to countries dependent on capital 
inflows and that was the case for many transition economies. 
 
- The second stage was an extension of financial crisis into 
reduced demand for products that were dependent on credit, 
especially housing, motor vehicles and other consumer 
durables. This hit other sectors to differing extents and in 
different ways. Some sectors could stand up reasonably well, 
such as food and small-scale services. For raw materials and 
semi-manufactures the effect of lower demand was often a very 
substantial fall in price. For more sophisticated manufactured 
goods the effect was a fall in quantities that could be sold, 
albeit without so great a drop in prices. 
 
- the third stage follows a further impact on domestic financial 
sectors and on international capital movements following the 
downturn in manufacturing and other businesses and falling 
consumer demand. Banks responded quickly to the possibility 
of wider depression by becoming less willing to extend further 
credits and that in turn had a depressing effect on economies. 
This adds to the threat to countries’ external stability if they 
have been dependent on financial inflows. There are particular 
dangers for countries with a significant share of credits in 
foreign currencies as any currency devaluation then threatens 
the ability of debtors to repay, in turn threatening the stability 
of creditor institutions. 
 
- the fourth stage could hit when governments, having run 
deficits during economic depression, are no longer able to 
borrow to cover those deficits. This has already been the case 
for a number of countries, but it was manageable when only a 
few countries were affected and the IMF could provide help. A 
prolonged period of economic depression could make this 
much more difficult and the possibility of this stage serves as a 
warning against running high budget deficits over a long 
number of years. This is therefore an ever-present constraint on 
policy options. 
 
 
THE SPECIFICITY OF THE CZECH FINANCE SECTOR 
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The Czech Republic was relatively safe from the effects of the 
first stage of financial crisis. It had been less affected by the 
rapid growth in credit in preceding years. This followed the 
development of its finance sector over a substantially longer 
period. 
 
Table 1 shows the development of deposits and credits  
compared with Hungary. The Czech Republic benefited from a 
consistently high level of deposits relative to GDP. This is 
similar to the Slovak position but otherwise is exceptional 
among transition economies and it seems reasonable to assume 
that it relates to forms of behaviour established over a very long 
time period. Deposits actually exceeded credits in the years 
after the Czech banking crisis, referred to below. The data also 
show that credits were almost entirely to the non-state sector. 
 
In Hungary, the central European country most clearly affected 
by recent financial difficulties, deposits never matched credits 
and the latter grew rapidly to the non-state sector after 2000. 
There was not the same caution as in the Czech Republic and it 
was particularly the private sector that was increasing its 
borrowing. 
 
 
Table 1 Percentage share of bank deposits and credits in GDP 
Czech Republic 1996 2000 2003 2007 
deposits 58.3 58.1 62.9 63.7 
credits 67.2 49.4 48.6 52.9 
Non-state 68.9 49.0 31.8 47.7 
Hungary     
deposits 40.7 37.6 39.9 46.0 
credits 72.5 53.5 56.9 74.3 
Non-state 22.1 31.4 42.3 61.5 
 
Source: IMF, International Financial Statistics Yearbook, 2008. 
 
Table 2 shows the comparison between countries in ratios of 
credits to deposits. These changed significantly in the years up 
to 2008 with credits increasing more rapidly than deposits 
across most, but not all transition economies. As Table 2 
indicates, the Czech Republic and Slovakia had a higher level 
of deposits than credits. Their banking systems could therefore 
contribute to the growth in credits in other countries. In Poland 
the ratio had declined, but in Hungary it was growing. It grew 
even faster, and to higher levels in Ukraine, Kazakhstan and 
Belarus, countries that thereby became more dependent on 
continuing capital inflows. 
 
Table 2 Ratio of bank credits to primary deposits, percent, end 
year 
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  2003 2007 

Czech Republic 59.7 75.4 

Hungary 95.9 128.5 

Poland 124.9 96.3 

Slovakia 50.5 76.4 

Source: Raiffeisen Research 
 
Table 3 shows the share of credits in foreign currency. This 
latter figure was highest in Baltic republics, exceeding 85% in 
Estonia. Together these tables show that, in the Czech Republic, 
loans were more than covered by deposits and loans in foreign 
currency were a small share of the total. Slovakia is not 
included (as a euro member it is no longer an ‘emerging’ 
market in IMF terms?), but is slightly worse placed than the 
Czech Republic on these figures. The ratio of credits to 
deposits is significant for the stability of the banking system, 
indicating its dependence on borrowing from abroad. The share 
of credits in foreign currencies indicates the dangers for 
households and firms in the event of currency devaluation. 
These foreign currency loans grew very rapidly in the last few 
years and indicate a degree of financial dependence on the 
world financial system.  
 
 
Table 3 Percentage share of loans in foreign currencies, 2009(?) 
Czech Republic 13.6 
Estonia 85.3 
Hungary 65.7 
Poland  32.6 
Ukraine 59.5 
 
IMF, 2009a, p.13. 
 
The low interest in foreign-currency loans in the Czech 
Republic is explained by the absence of a significant interest-
rate differential. Credits as a whole were growing almost as 
rapidly in the Czech Republic as in Hungary in the last years up 
to 2008 and the balance between credits to businesses and 
households was also very similar. (from December 2002 to 
December 2008 the volume of credit to businesses and to 
households in the Czech Republic and Hungary increased by 
95%, 385%, 119% and 429%, calculated from 
http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_st
at_data/harm_ms_cs.htm, and 
http://english.mnb.hu/engine.aspx?page=mnben_statisztikai_id
osorok). The differences were in the level reached relative to 

http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_stat_data/harm_ms_cs.htm
http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_stat_data/harm_ms_cs.htm
http://english.mnb.hu/engine.aspx?page=mnben_statisztikai_idosorok
http://english.mnb.hu/engine.aspx?page=mnben_statisztikai_idosorok
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GDP, how far they were covered by domestic deposits and the 
extent to which they were taken out in foreign currency.  
 
 
EXPLAINING CZECH SPECIFICITY 
 
Three factors can be suggested to explain the specific features 
of the Czech finance sector; 
- the first was a long history of financial and price stability 
which applied also to Slovakia. This followed a price and 
currency reform, eliminating much of the population’s savings, 
in 1953, after which consumers could learn to trust established 
financial institutions. High inflation in 1991 was largely 
restricted to two months at the start of the year and was 
effectively no more than a price adjustment to absorb higher 
import prices after devaluation. Prices after that increased in 
predictable ways, related to increases in prices still controlled 
by the government and changes in import prices. The 
suggestion is that this encouraged saving in established banks, 
leading to higher levels of personal deposits than in other 
central European countries. There were signs of a change in the 
last years before 2008, with the consumer savings rate falling 
as credit-backed purchases of residences began to take off. 
Czech experience might therefore have been moving towards 
that of neighbouring countries, but it was not at the same stage 
when the effects of the financial crisis were first felt. 
 
- the second was the financial crisis at the end of the 1990s. 
There were similarities between the Czech Republic and 
Slovakia, but the effects were more severe in the former case. 
In the preceding years, banks had used their deposit base to 
lend to enterprises, both new and those inherited from the past. 
This financed the transformation of those years, but the 
ultimate result was paralysis of enterprises and crisis in the 
banking sector. The government intervened to renationalise 
banks that had been privatised, to remove bad loans from the 
balance sheets and to sell them to big western European banks. 
The new owners were far more cautious and there was minimal 
involvement of the Czech banks in complex international 
financial deals. Risks were taken by some of the parent banks, 
but that was not damaging to their Czech subsidiaries. This is 
the background to the figures on credits as a proportion of GDP, 
showing a period of caution before following the rapid 
escalation up to 2008. 
 
- the third was the reasonable level of macroeconomic stability, 
or rather greater sources of instability in the case of Hungary. 
All central European countries had budget and current account 
deficits, but they were larger and more persistent in Hungary. 
In that country the current account deficit (averaging 7.54% of 
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GDP from 1998 to 2008) was covered by financial inflows 
which were used in part to cover the budget deficit. The 
financial accounts of Slovakia and the Czech Republic, when 
FDI is excluded, did not show large deficits, but this figure 
averaged 8.55% of GDP for Hungary for the years 2003 to 
2008. 
 
The reasons for these differences would need to be sought in 
political pressures for higher spending in Hungary that have 
made it harder to balance budgets and also in a willingness to 
accept and live with deficits over a long time period. 
Demographic factors may also have helped influence political 
decisions. Hungary’s population structure is such that 31.1% 
are in the non-productive age groups (0-14 and over 60), 
compared with 28.8% in the Czech Republic and 27.9% in 
Slovakia. Thus just maintaining an equivalent level for those 
dependent on state transfers and services requires a higher level 
of public spending. 
  
The effect was to make Hungary especially vulnerable to the 
first stage, the purely financial crisis, and, presumably, to raise 
domestic interest rates on credits such that credits in foreign 
currencies became more attractive. 
 
Thus there was a background to the vulnerability of central 
European countries to the effects of the world financial crisis 
which reflected past histories and more recent political 
developments. These influenced how far, when credit was on 
offer from outside the country, governments, finance sectors, 
businesses and households reacted in ways that left their 
countries exposed in and after 2008. The next section follows 
how this translated into difficulties in that year.  
 
  
STAGE 1: FINANCIAL CRISIS IN CENTRAL EUROPE 
 
The financial crisis hit central Europe when the Hungarian 
government, having become dependent on borrowing to cover 
budget deficits, could not raise the finance it needed and turned 
to the IMF for help. This should have been a matter for 
Hungary alone, but other countries were also threatened. 
There was also a growing caution from banks operating in 
these countries. The banking sectors were overwhelmingly in 
western European hands and parent banks were implicated in 
the difficulties spread through the international banking system 
and from credits to other countries in eastern Europe. Countries 
dependent on financial inflows from western banks were 
therefore threatened. This was a problem for some, but not all 
countries in the region. The Czech Republic and Slovakia were 
the least troubled. 
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Tables 4 and 5 show indicators of immediate vulnerability. 
Total debt is a very rough indicator, of long-term rather than 
immediate significance. Short-term debts are a closer indicator 
of immediate problems. As long as they are covered by 
reserves or by substantial export revenues, there should be no 
difficulty. The absence, or otherwise, of immediate threat is 
also indicated by the net external position vis-à-vis BIS 
reporting banks and the estimated external debt refinancing 
needs in 2009 as a percentage of reserves. Hungary’s position 
appears particularly dangerous in comparison with other 
transition economies. Baltic republics were clearly worse 
placed. Other central European countries had some possible 
short-term debt difficulties, albeit ones that should be easily 
manageable from export revenues. 
 
Table 4 Indicators of debt repayment difficulties in mid 2008 
  Debt/GDP Debt/reserves s-t-debt/reserves 

Cz 39 254 113 

Hu 100 620 177 

Pl 48 352 124 

Sk 54 281 137 

Source: Raiffeisen Research 
 
Table 5 Indicators of dangers from external debt for the Czech 
Republic and comparable countries 
 Net External Position vis-à-vis 

BIS Reporting Banks (Percent of 
GDP 

External Debt Refinancing 
Needs in 2009 (Percent of 
reserves) 

Czech 
Republic 

-13.1 89 

Hungary -50.2 101 
Poland  -15.4 141 
 
IMF, 2009a, p.13. 
 
 
The implication is that there was little basis for transmission of 
the effects of financial crisis into central Europe beyond 
Hungary. There was, however, one further route through the 
perceptions of international financial markets. This is indicated 
by exchange rate fluctuations for four central European 
currencies against the €. All were rising through the early part 
of 2008. The exact reasons are unclear, but one factor was a 
perception that the economies were strengthening and growing. 
The Slovak currency began to track the € from May 2008 in 
preparation for joining in January 2009. The others followed 



 10 

trajectories that are so similar as to be explicable only in terms 
of common perceptions. They fell with the Hungarian currency, 
as crisis engulfed that country, and then rose again after the 
IMF help was clearly forthcoming. The Polish currency fell 
even more than the Hungarian after November 2008, although 
the Polish economy was not seriously threatened. 
 
Thus stage 1 for the Czech Republic meant some tightening of 
credit conditions, a point further pursued below, and 
devaluation of the currency. Although that might have been 
expected to make exports more competitive, its immediate 
impact was small as exports were hit by falling demand for cars, 
car components and electronics. 
 
 
STAGE 2: THE CRISIS IN MANUFACTURING INDUSTRY 
 
This second stage affected central Europe through the region’s 
heavy dependence on exports of manufactured goods to 
western Europe. The Czech economy was especially vulnerable 
owing to a high level of exports – rising to 80% of GDP – and a 
high dependence on motor vehicles. Together finished cars and 
components were making up about 17% of total exports and 
SITC 7 (machinery and transport equipment) made up 54% of 
total exports. This was a central European export pattern. 
Slovakia was very similar – in fact with an even greater 
dependence on the motor-vehicle sector and the likelihood of 
an even greater fall in output - and Hungary was comparable. 
Poland differed largely due to slightly higher shares for less 
sophisticated products and a lower dependence on exports, 
reflecting the larger size of its domestic market. 
 
The effect of lower export demand was a sharp drop in 
industrial output, down in the Czech Republic by 13% in the 
last quarter of 2008, and predictions of further decline as orders 
dropped by 28%. The first months of 2009 confirmed the 
continuing downturn, albeit with some signs of stabilisation 
thanks to higher demand for cars in Germany related to the car-
scrap scheme. This brought at least a little temporary relief, but 
the extent of the sudden drop in manufacturing output across 
many countries confirmed the optimistic nature of the IMF’s 
predictions. For the Czech Republic falling demand for exports 
led to lower domestic incomes and hence spending. The full 
effect on employment is yet to be felt. The consequences for 
the balance of trade remain unclear as lower output and lower 
domestic demand both point to lower imports. The first results 
for early 2009 show a continuing trade surplus. 
 
However, this decline in the domestic economy has been 
feeding back onto the finance sector and financial flows, 
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meaning that all central European countries can expect to suffer 
from the third stage of the crisis. 
 
 
STAGE 3: FURTHER ASPECTS OF FINANCIAL CRISIS 
 
Falling demand and business uncertainty made banks in the 
Czech Republic more cautious, restricting lending to businesses 
that might previously have been judged sound. This amounts to 
a small, but significant, further reduction in the level of 
economic activity. It may become more significant if firms are 
forced into bankruptcy. 
 
Problems can be seen in figures on the development of credit in 
the Czech Republic which show credits to enterprises peaking 
in November 2008 and then falling, especially because of a 
drop in short-term credits. Credits to households continued to 
grow – with over two thirds for buying residences - and 
overtook in absolute volume credits to businesses. This was a 
big change from the 1990s when credits to businesses made up 
about 95% of the total. As Table 6 indicates, the total volume 
of credit was still increasing in early 2009, thanks to continued 
uptake from the household sector. 
 
Table 6 Total volume of credits to non-financial enterprises and 
households in the Czech Republic, in Kč mn 
Credits Non-financial 

enterprises  
households 

31 December 2007 745769.7 726272.4 
4 April 2008 776234.3 770345.9 
31 December 2008 850765.6 880220.8 
30 April 2009 825269.5 915447.1 
Deposits of non-
financial sector 

  

31 December 2007 686421.7 1347687.9 
4 April 2008 612168.8 1419687.2 
31 December 2008 664177.8 1503626.6 
30 April 2009 604789 1583006.4 
 
Source: 
http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_st
at_data/harm_ms_cs.htm, Tables A5 and A6. 
Note: these figures differ slightly from those from the IMF 
used in previous tables. 
 
The reasons for lower credits to businesses were a matter of 
some dispute. Czech Statistical Office figures show a slight rise 
in ‘classified’, ie somehow ‘risky’, loans in early 2009. They 
had fallen to 6% of all bank loans in Czech currency in mid 
2008, but reached 7.6% in February 2009. The main increase 

http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_stat_data/harm_ms_cs.htm
http://www.cnb.cz/cs/statistika/menova_bankovni_stat/harm_stat_data/harm_ms_cs.htm
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was in industry. IMF figures (2009a, p.211) show non-
performing loans fairly stable and rising very slightly to 3.1% 
of the total in September 2008. Thus there are grounds for 
seeing the explanation for the fall in credits to businesses in 
greater bank caution rather than clear evidence that businesses 
were less sound. Of course, that reduction in credits could 
make it more difficult for businesses to operate (many 
complain of this) and thereby deepen depression. 
 
A more important long-term issue for the Czech Republic could 
be the effects on inward investment. This has been affected by 
lower levels of demand in western Europe and by uncertain 
prospects for the multinational companies concerned. One 
change has been the withdrawal of Hitachi from a major 
manufacturing operation, removing 2,000 jobs that had been, or 
were about to be, created. Another change is a likely shift in 
production of some small cars from Czech to Slovak factories 
owned by Volkswagen. This follows the development of a 
motor industry in Slovakia where wages are significantly lower 
than in the Czech Republic. A more general withdrawal of 
inward investors has yet to occur, but many plants are working 
on short time and reducing wages. 
 
FDI has been absolutely crucial to economic growth in central 
Europe since the late 1990s. In line with the IMF comments on 
the current world crisis, domestic credit systems were very 
slow to develop and that in the Czech Republic was, as 
indicated by figures above, slow to recover from the financial 
crisis at the end of the 1990s. Foreign multinational companies 
provided a source of investment and growth with little 
dependence on a domestic credit system. 
 
FDI has provided an inflow of finance, equivalent in the Czech 
Republic to, on average, 6.7% of GDP from 1998 to 2007 
(using IMF figures). This has covered for the deficit on the 
current account although, towards the end of the period, 
repatriated profits were becoming a significant drain on the 
current account. This is partly indicated by the gap between 
GDP and GNI (the latter was 94% of the former for the Czech 
Republic in 2008 and 92.7% for Hungary), although that also 
includes remitted incomes for workers and is biased by the 
counting of reinvested profits by foreign-owned companies as 
money that is taken out of the country and then returned as FDI. 
Thus new investment was already barely covering outflows 
associated with it (repatriated profits and remittances to foreign 
workers). 
 
Part of FDI in this period came with privatisation of banks and 
part of manufacturing industry. Part also came as new 
investment in export-oriented manufacturing and this 
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contributed both to domestic employment and to the trade 
balance. The Czech Republic was not unique in this, but did 
well because of its geographical location, its transport links, its 
reasonably skilled labour force and low wage levels relative to 
western Europe. The biggest threat for the near future came 
from lower wage levels in Slovakia. That could be altered only 
by a very substantial Czech currency devaluation, but the more 
immediate threat was the drop in physical demand across the 
EU.  
 
Reduction in, or reversal of, FDI would have three effects on 
the economy. It threatens to reduce employment and domestic 
incomes, deepening the reduction in domestic demand. It 
threatens to reduce export levels, putting in jeopardy the recent 
trade surplus. Against this, lower production and lower 
domestic consumer demand will both reduce imports, so that 
the balance of trade effect remains unclear. It threatens to 
reduce the source of financial inflow which has helped to 
counter the current account deficit. Multinational companies 
could become a substnatial drain on the balance of payments as 
repatriated profits dominate over capital inflows and benefits 
from net export earnings. Up to 2008 the continued inflow of 
new inward investment helped to ensure an overall positive 
effect on the balance of payments, but that would be put in 
question should the inflow stop. 
 
 
STAGE 4: CRISIS IN THE STATE BUDGET 
 
There is no sign of this as yet, although the budget deficit will 
rise in 2010 to a planned level of over 4% of GDP and a likely 
actual level of 5% or over. Even this is likely to be achievable 
only with considerable restraint in public spending. An 
unsustainable deficit is not likely, but fears of one are already a 
constraint on policy options. Holding back the budget deficit in 
turn risks a prolonged period of low incomes and low 
employment. 
 
 
POLICY RESPONSES 
 
There is a lot of similarity in how countries have responded to 
the crisis and the Czech Republic does not appear to be 
particularly exceptional. Political leaders have followed 
familiar changes in thinking. Broadly speaking, there was a 
period of disbelief that anything was wrong, followed by a 
period of pressing for policies that those politicians believed in 
before. In other words those who had argued for tax cuts and 
small government pressed the same view with more urgency. 
Those who were inclined towards a larger government role 
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looked for familiar forms of intervention that they had argued 
for before (welfare spending and infrastructure projects). There 
were still no thoughts that there might be a need for something 
completely new in the policy field. This was only slightly 
modified by outside thinking and advice (from the EU and/or 
the IMF). However, at present there is still an implicit hope that 
current difficulties can be largely overcome and the basis of 
past economic growth and prosperity will still be as valid in the 
future. 
 
For the Czech Republic, apart from the actual effects of crisis, 
two factors have biased the responses. 
The first is a strong allegiance to free-market economic 
thinking. Respect for Keynesian thinking or recognition of the 
possible instability of a market economy is not high. A 
powerful view has been that the market economy would again 
be able to correct its own problems without intervention. 
President Klaus famously claimed that it was all little more 
than a mild illness that would pass relatively quickly. Former 
Prime Minister Topolánek made himself famous by criticising 
Obama’s policies, again with the same assumption that nothing 
needed to be done or even that any problems were due to 
excessive government involvement in the past. 
The second factor is a belief that a small country anyway can 
do very little. Although currently holding the EU presidency, 
Czech governments have not been active in trying to contribute 
to, or influence, world developments. They have been, at best, 
followers. This means, in the context of economic crisis, either 
looking for others to solve the problem (a strong trend on the 
political right) or seeking to follow EU thinking (a strong trend 
on the political left). 
 
This set the scene for policy responses. The (predominantly 
right-wing) government in power until March 2009 emphasised 
reducing the tax burden on enterprises, stimulating investment 
through better depreciation allowances, reducing taxes related 
to employment, some higher spending on infrastructure and the 
environment, measures to keep enterprises operating by faster 
VAT refunds and a moratorium on bankruptcies. Much of this 
was based on their previous thinking and the measures chosen 
would have very little impact on investment (which depends 
largely on multinational companies’ assessments of future 
demand) or on consumer demand levels and hence on 
employment. It largely reflected their existing agenda. Indeed, 
the measures chosen to raise enterprise profitability could be 
expected to be particularly ineffective in stimulating the 
domestic economy when a significant proportion of higher 
profits would be repatriated by foreign-based multinational 
companies. It is a policy package based on a failure to 
understand the nature of both the economy’s integration into 
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the world economy and the world economic crisis that was 
affecting it. 
 
A ‘Keynesian’ approach of raising domestic consumer demand, 
through state benefits and more emphasis on infrastructure 
projects, was rejected. The Minister of Finance and several 
economists involved in advising on economic policies argued 
that, with exports and imports equivalent to about 75% of GDP, 
any stimulus to domestic demand would be largely a stimulus 
to jobs in other countries. Irrespective of the merits of such a 
policy approach, this reflected an inaccurate interpretation of 
national income statistics. Imports were less than 30% of gross 
output in the years up to 2008 and a somewhat smaller share in 
consumer spending. It was minimal for most services, low for 
food, but higher for electronics, garments, footwear and motor 
vehicles. A demand stimulus, particularly if it raised the lowest 
incomes, would therefore have a significant effect on 
consumer-oriented services and domestic manufacturing 
industry (Vintrová, 2009). A stimulus via infrastructure 
construction would also have a low import content while 
investment in machinery would be very import-intensive. 
 
Denying the relevance of raising demand in other countries also 
implies denying the value of a coordinated response across the 
EU. This might seem particularly inappropriate when the Czech 
Republic has gained substantially from the car-scrappage 
scheme in Germany. Introducing such a scheme in the Czech 
Republic has been strongly favoured and pressed for by 
Volkswagen (for obvious reasons) and by the Social 
Democratic party (wanting to follow EU thinking). 
 
The Czech Republic is currently forming a new caretaker 
government which should see the country through to elections 
in October. Its likely policy approach can be characterised 
around three points; 
- there will be an ‘anti-crisis’ package, but it will be a mixture 
of measures favoured by the most powerful political trends, in 
other words including both some business-oriented tax 
reductions and some higher spending, probably including a 
very small increase in the duration of unemployment benefits 
which will increase the impact of automatic stabilisers, albeit 
not to anything like the level of Germany. 
- there will be a rising budget deficit, but efforts will be made 
to keep to a planned level of 5% of GDP. As predictions of the 
likely fall in GDP have become more pessimistic, so this has 
appeared a difficult target. It will imply cuts in some on-going 
infrastructure projects that appear to contradict the logic of an 
anti-crisis package. 
- there will be no new thinking on the direction of economic 
development. The implicit hope is that dependence on inward 
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investment from multinational companies, with their bias 
towards motor vehicles and electronics, still provides the best 
prospects for the future. There are as yet no thoughts of looking 
at more ambitious international coordination or at more 
substantial state roles to compensate for the inability of the 
current financial system to support more investment and 
growth. 
 
 
A VERDICT ON TRANSITION? 
 
The financial crisis has affected many of the former ‘transition’ 
economies very severely. Most are exposed by their weak 
balance of payments positions and by their dependence on 
capital inflows. They are exposed by their narrow export bases,  
in terms of range of products and range of markets. Central 
Europe has generally done better than most, thanks to its past 
dependence on FDI rather than short-term financial flows and 
thanks to the export potential provided by that inward FDI. The 
Czech Republic so far appears to be relatively well placed, 
although it would be hit very hard by a withdrawal by 
multinational companies. That would show up the dangers of a 
strategy that paid less attention to developing its own capacity 
for innovation and advanced technology. 
The world crisis therefore shows how ‘transition’ has led to 
rather different outcomes in different countries. None are safe 
from the effects of world turbulence. Most are dangerously 
exposed, but the ways in which they are affected vary very 
substantially. A further task for analysis will be to develop 
explanations for how and why apparently similar processes led 
to such different outcomes. Evidence in this paper suggests that 
this requires an analysis including the effects of habits and 
modes of thought inherited from a more distant past and the 
legacy left by the turbulent events of ‘transition’. Although the 
immediate roots of the world financial crisis were very recent, 
the forces that made some countries more susceptible than 
others to different aspects of that crisis were very deep-rooted. 
 
BRIEF BIBLIOGRAPHY AND REFERENCES 
[in addition to sources quoted in the text] 
 
IMF (2009a), Global Financial Stability Report: Responding to 
the Financial Crisis and Measuring Systemic Risks (April) 
 
IMF (2009b), World Economic Outlook (April). 
 
Myant, M. (2007), ‘Economic transformation in the Czech 
Republic—a qualified success’, Europe-Asia Studies, Vol.59, 
No.3. 
 

http://www.informaworld.com/smpp/content~db=all~content=a777401635
http://www.informaworld.com/smpp/content~db=all~content=a777401635


 17 

Raiffeisen Research (2009), CEE Outlook: Beyond the Crisis 
(April) 
 
Vintrová, R. (2009), ‘Vliv dovozní náročnosti a vývozní 
otevřenosti na ekonomiku v období krize’, Bulletin CES VŠEM, 
No.2. 


