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l.  INTRODUCTION

After its EU accession in mid-2004, the CR and its economics underwent significant
changes caused partially by the accession but also further favourable internal and
external factors. Stable economic growth lead to a significant decrease in unemployment
and to continuous improvements of the overall situation in all regions, including
problematic. The steady inflow of foreign investments had also indirect positive impacts on
the sector of Czech companies, the sphere of public policies and economic interventions,
the support of innovations and competitiveness based on high-quality companies, able to
deliver produce with high added value rather than “low-road” products using only cheap
labour, achieved an ever-growing importance. In other words, the performance rate of
domestic economy and the competitiveness of the CR were growing quickly in the period
until mid-2008.

Starting from mid-2008, the CR has been facing difficulties caused by the financial and the
issuing economic crises. Their impacts have reflected — although in a diverse manner — in
all economic branches and in Czech public sphere. Despite its strongly pro-export
orientation, the CR has so far been affected less than other Central and East-European
countries.

The hitherto competitive advantage of the CR, i.e. cheap and relatively skilled labour
easily requalifiable for industrial purposes has been gradually depreciated, which has
been further strengthened by the crisis. Despite the noticeable lack of security caused by
the economic crisis and its unclear development, it is highly probable that successful
economic development in the CR and its regions will be increasingly dependent on the
availability of conditions for knowledge-based enterprise (including both local and foreign
companies) and their ability to face new competitive challenges. In this respect, Cohesion
Policy has ranked among the most powerful financial instruments available in the CR and
offering this country unique opportunities.

.1 Cohesion Policy context in the CR

The territory of the CR, except Prague, consists of regions economically weaker than EU
average. It is, however, important to support not only problem regions but also the overall
growth of the CR and its approximation to EU average and the level of advanced EU
countries. Czech Cohesion Policy includes two - somewhat ambivalent - main objectives:
(i) economic approximation of the CR to EU average, i.e. increasing the competitiveness
of the CR as a whole, which is presumably more important, and (ii) maintaining regional
differences in the CR at the lowest possible level, or at least preventing the occurrence of
large and unjustified disparities that might issue from a successful growth of
competitiveness.

Czech Cohesion Policy programmes for 2007-13 were mostly launched only in 2008. The
disbursement of funds from programmes and their implementation progress have so far
been limited and unsteady. One of the reasons is that interventions (even within one
programme) have various levels of complexity and require certain time both for the
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preparation and implementation proper of individual projects; they are also affected by
numerous other factors. With a view to this situation and due to the fact that intervention
impacts have always been delayed and only followed their implementation, we cannot
realistically expect interventions from 2007-13 programmes to have strongly reflected in
current socio-economic situation of the CR. This means that it is too early to evaluate
actual impacts; we can however assess both the hitherto progress, results and potential
for their attainment based on projects which have been approved, are in the course of
implementation or have already been implemented.

II.  MACROECONOMIC CONTEXT OF THE COHESION POLICY IN THE CR

The following text summarises fundamental facts and conclusions of a detailed
macroeconomic analysis, available in Annex 1.

Due to its high outward openness and strong links to foreign markets, the development of
Czech economy has been strongly influenced by its international environment,
especially relations with EU countries (e.g. Germany) where 85 % Czech exporters
operate and which are the source of the most significant part of foreign investments.

In the new millennium, the economic growth of the CR started developing favourably
with a climax in 2005-2007. The sector of companies under foreign control, with
markedly higher performance rates, strongly contributed also to higher exports and
growth in productivity. Domestic investments were supported by easier accessibility of
bank funding, the completion of privatisation and restructuring of banks, decrease in
interest rates and an expansive fiscal policy. Czech economy was favourably influenced
by economic recovery of Western Europe (especially Germany). At the same time, the
speeding up of economic growth was not accompanied by macro-economic imbalance.

Growth in the productivity of labour remained the key performance factor on the supply
side but - compared to the previous period - employment grew mainly in 2005-2007.
Crucial role at sector level was played by high-growth industrial sector (after the recession
of 2001-03) launching re-industrialisation in the CR (apparently only on a temporary
basis).

The demand structure favourably reflected net exports of goods and services after 2004.
Growth in domestic demand (mainly household final consumption and GFCF) was
decisive in 2004 plus 2006-2007.

Favourable developments in economic performance were also reflected in an accelerated
approximation of Czech economic level to that of the advanced EU countries, which
was the second quickest (after Slovakia) in the group of new member economies. GDP
per capita (in PPS) grew from 69 % in 2000 to 81 % in 2007 compared to EU-27 average
(and to 73 % compared to EU-15). The main factor of that development was growing
productivity of labour, although its level was still lagging behind the advanced MSs
because it represented only 66 % of EU-15 and 73 % of EU-27 average. As the ageing
population will significantly hamper the catching up with EU economic level, the decisive
(or only) factor can only be the growth in productivity. More favourable exchange-rate
relations in foreign trade represented a significant convergence factor.
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The period of high-growth performance rate was unfortunately comparatively short and
Czech economy failed to reach a higher increase in global competitiveness. Although
following its Global Competitiveness Index (GCI), the position of the CR slightly improved
from 33" to 31% place, the outlasting weaknesses (e.g. lower quality of institutions and
infrastructure, worse technological background and innovativeness compared to the best
5 EU MSs) found reflection in higher and further education/training systems and in
sophisticated business operations, i.e. in key areas for increasing the qualitatively-based
competitiveness.

At the level of GCI partial indicators, the worst results for the CR were marked in the
group of basic assumptions, namely due to low institutional quality. Inefficient state
administration is mentioned the most often among factors impeding enterprise, followed
(apart from a difficult access to funding) by complaints of corrupt practices and political
instability.

The period of high-growth performance in Czech economy was terminated by global
crisis. In 2008, the GDP growth in the CR significantly slowed down. The process started
already in 1Q but only in IVQ we witnessed a serious slump. The GDP trend dropped
down due to unfavourable changes in exchange-rate relations. Gross national savings
also decreased so that they were insufficient for funding the GCF and had to be supported
by foreign resources. The deficit in external demand, affecting particularly the exports of
goods from export-oriented processing branches, was compensated only to a limited
extent by an exchange-rate depreciation in the second half of 2008.

The worst result in GDP development was withessed in 1Q of 2009, again mainly due to
the drop in GCF (together with stocks); a drop in net exports also contributed to the
unfavourable figures. The situation in the labour market worsened significantly.

Despite its large outward openness, Czech economy as a whole has (so far) well
coped with the impacts of the crisis.

The expected recovery is rather insecure. The space for decisive growth incentives is
basically limited by a significant fiscal imbalance narrowing the manoeuvring space for
Czech economic policy in the longer-term. Following the mid-2009 budgetary data, state
budget found itself in the worst condition after the establishment of the CR.
Unfavourable developments in other macro-economic indicators, e.g. price trends and
payment balance (current account deficit) are not expected.

The urgency of efficient utilisation of EU cohesion policy instruments has thus come to
the fore. They should be aimed mainly at the maintenance and - if possible -
strengthening of resources available to support the above qualitative factors of growth
performance rate, threatened by fiscal restrictions.
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l1l.  ANALYSIS OF IMPACTS OF THE FINANCIAL CRISIS ON MEETING
THE NSRF AND OP OBJECTIVES

Mechanisms of economic crisis in the CR and its impacts on attaining the NSRF and OP
objectives are analysed in Annex 2, offering also recommendations for individual NSRF
strategic objectives. This chapter summarises main findings and recommendations.

l1l.1 Mechanisms of the effects of economic crisis and its impacts on NSRF
and OP implementation

Main mechanisms of economic crisis and their impacts on key beneficiaries and target
groups within NSRF and OP measures can be summarised as follows:

The economic crisis decreases the number of newly created jobs and, in general, the
number of accessible vacancies.

Due to the worsening economic results of businesses, the group of persons
threatened by unemployment has been growing. The most vulnerable positions
include those in processing industry, mainly in branches with lower added value
figures, and those employing persons with lower qualification and education. However,
trade and service sectors have also been gradually impaired by increased
unemployment.

The number of job seekers has been growing, namely in target groups with lower
gualifications and education and in the group of school leavers and graduates. The
group of persons with vocational apprentice training and secondary education has
been hit by unemployment the most, despite its high employment rates before the
crisis.

The accessibility of funds for businesses has worsened; more serious impacts can be
expected in SMESs, younger businesses and innovative high-risk projects.

Due to the drop in demand, economic results of businesses have deteriorated; they
are forced to limit their expenditures, mainly in the sphere of investment and
development activities.

The deteriorating economic situation has lead to a drop in public budget revenues
which will probably result in a deeper indebtedness of self-governments. Similar to
business entities, self-governments and the state will have to limit their investment
activities. This problem has rather significantly impacted smaller municipalities with
relatively small incomes which have not been able to ensure high reserves and are
classified by banks, providing the required loans, among entities with a lower
creditworthiness.

These mechanisms act throughout the whole economy and exert different impacts on
various entities, dependent e.g. on the branch or the size of entity.

The above mechanisms within the influence of economic crisis on the NSRF and OPs
have different impacts on various SOs and priorities of the NSRF and the OPs, or various
intervention types or areas.

10
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l11.1.1 Competitive Czech economy

Business entities represent a significant beneficiary group within the first priority. Their
ability and willingness to implement SF projects has been threatened the most by the
aggravated accessibility of co-financing and by their own economic problems in reaction
to the economic recession. The perceptible or probable impacts of the crisis within this SO
are as follows:

First signals from applicants planning to reject the already approved subsidies in
some OPs are apparent; this can be further intensified by a lower demand for new
calls and interventions.

In the already approved projects, there is the risk of failure to meet the pre-
established indicators (mainly higher employment rates, but also expenditures for
R&D) due to lower revenues of companies and lower demand.

Sustainability of a certain group of projects will be threatened, especially if aimed
at newly created jobs.

The needs of companies have changed and they show lower interest in investment
projects or limited ability to finance them.

Difficult access to funding provided by banks, especially for SMEs, due to their
lower creditworthiness;

Increasing need to ensure the access to funding, incl. the support of export
activities;

Lower revenues of companies have resulted in their lower rating, which is a
selection criterion e.g. in the OP EIl; this will decrease the success rate of
applicants.

The impacts of the above negative aspects of crisis reflect differently in various types of
companies and can therefore easily lead to significant changes in the structure of demand
for support on the part of smaller entrepreneurs and larger companies. The generally
higher risk rates of innovative projects and more difficult access to external funding can
significantly aggravate conditions for smaller, promising, innovative and creative
companies. It goes without saying that his type of companies is very important for NSRF
Strategic Objective 1.

Another large intervention area of this SO is supporting the development of
entrepreneurial infrastructure, financed largely by the public sector (e.g. NUTS 3).
Lower public budget revenues will lead to limitations especially in those areas, where
expenditures can be avoided, i.e. mainly in programmes aimed at investments in business
infrastructure.

The restrictions of investments might, however, have positive effects, namely more
efficient utilisation of the available resources. In recent years, the CR has managed -

11
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more or less successfully - to extend the available and accessible business infrastructure
but its effectiveness and utilisation rate have been significantly lagging behind. The main
reason is an insufficient offer of (business) services and further supporting activities and
instruments within the established infrastructures. The lack of funds for new investments
could (or should) lead to targeting the accessible means at improving the already
existing infrastructure and increasing its benefits. This would compromise meeting
the indicators specified by the size/scope of the constructed infrastructure but the benefit
proper for Czech economy and competitiveness could be significantly higher. It would be
suitable to adjust indicators so that they measure the effectiveness, results and impacts of
interventions rather than their mere outputs (m? of areas).

Similar impacts are also linked to interventions within 2™ priority of this SO, i.e.
interventions aimed at developing research and development capacities. Although
investments in new infrastructure within this programme are in the order of billions of CZK
but, due to the worsening situation in the sphere of public finance and state budget, their
sustainability can be threatened - mainly the required maintenance or renewal of the
implemented infrastructure which is important for sustaining the quality of research and its
results.

111.1.2 Open, Flexible and Cohesive Society

Reforms in the sphere of educational system, including reforms of curricula and the
employment policy, form a significant part of the first priority of this SO. In both cases,
the crisis can be understood as an opportunity for implementing the necessary
reforms. The current crisis has highlighted problems existing in both systems for a long
time but not so apparent at the time of economic growth. The unimplemented reforms can
form significant barriers to economic recovery. As stated in the chapter on reforms,
system shortcomings (e.g. in social sphere) substantially decrease the efficiency of EU-
funded projects.

Compared to the previous SO, we can expect in the first three priorities of this objective
an increased need of and demand for interventions. The aggregate target group of these
areas has been growing as a consequence of decreasing employment and lower humber
of available jobs; the nature of the group has changed and new target groups have
appeared. Those are persons at risk of loss of employment or the short-term unemployed.
People with apprentice training and secondary education are among the most affected.
Problems also occur in the group of persons with university education. Because of the
growing accessibility of labour force and lack of jobs, opportunities for the disadvantaged
have decreased.

Based on the above, we can expect that:

The already running projects in the sphere of labour market do not necessarily
have to reflect current needs;

The newly prepared measures reacting to the changed situation can be
insufficient;

12



Strategic Report of the Czech Republic 2009

Instruments supporting the placement of job seekers in employment can lack
effectiveness;

Demand for the support of education/training will grow linked to increasing the
gualification of the staff in companies, job seekers and graduates/school leavers;

The labour market needs will be changing in the course of crisis or economic
recovery.

Further priorities of this SO include the support for the development of information society
and efficient public administration, implemented mostly by the public sector at national
and regional levels. The main threat in this intervention area is the slump in public
budgets, leading to a lower availability of investment funds in this sphere.

The lack of funds for the upgrading of educational infrastructure at regional level can be
severe. It can happen that new curricula and modern approaches will be delivered in old
facilities which will reduce the efficiency of ESF interventions (especially OP EC).

[11.1.3 Attractive Environment

The main threat to the implementation of interventions in these areas is the slump in
public funding, restricted public sector of expenditures and limited investments made by
companies. As a result, sufficient means do not have to be accessible for all the planned
project activities; there are, however, significant differences.

As for large transport infrastructure implemented through the national level, the available
information suggests that the crisis has not yet made any significant impacts. The SFTI
budget for the next year should even slightly exceed this year’s budget. Despite of that,
we can expect that the situation will worsen in the years to come, especially if the crisis
endures and deepens. If it is so, construction works would have to be restricted compared
to initial plans.

Significant beneficiaries in the environmental sphere include also companies, apart from
public entities. The more difficult access to funding can in both cases result in a failure to
generate sufficient demand for investment projects. This does not apply to the sphere of
alternative energy sources, especially solar energy where - thanks to state aid - projects
basically do not entail risks and are profitable even at the time of crisis.

Similarly, there is a lower probability of impacts in the sphere of building or reconstructing
water treatment plants; these activities will receive long-term support in order to meet EC
directives. Even here, however, problems in ensuring continuous funding may occur,
mainly in smaller municipalities. Because of limited debt service, they can face difficulties
in the acquisition of the necessary loans or their repayment.

l11.1.4 Balanced Development of Territory

SO priorities have been implemented through numerous measures included in thematic
Operational Programmes, Regional Operational Programmes of cohesion (NUTS 2)
regions and European Territorial Co-operation Programmes. All the discussed impacts
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of the crisis are thus reflected at the macro-, mezzo- and micro-economic levels and
it is difficult to identify specificities of individual interventions. They are actually affected
by more or less all problems and situations discussed in the previous areas of support
issuing from NSRF SO.

Further areas that deserve attention within this SO include different impacts of the
economic crisis on various regions. Based on the available data, we can expect rather
dissimilar impacts of the crisis especially at the micro-regional and local levels. The point
is that problems of individual actors (companies) can be acute at those levels and do not
have to play a significant role at NUTS 3 level because they can be counterbalanced with
smaller problems in other territorial areas. The result would be a larger polarization of the
territory - not at the regional, but rather at the micro-regional (i.e. intra-regional) level.

The current setup of aid for specifically pre-defined regions does not therefore necessarily
have to be sufficiently effective. Regions strongly affected by the crisis do not only include
areas earmarked for concentrated state aid that often gain higher support, but also other,
previously relatively successful regions. The support of territorial cohesion and the
scaling down of regional differences can thus lack sufficient effectiveness.

l11.2 Implications of the impacts of crisis for NSRF and OP implementation

It is now impossible to forecast the future development of current economic recession
and guess whether a recovery comes or whether the crisis will still be deepening. With a
view to the so far limited impacts of the crisis in the CR and because of the insecurity of
further development, NSRF strategy is still valid because it reacts to the long-term
development needs and competitive factors of the country. Current interventions within
the wide framework of the Strategic Objectives and Priorities established within the
NSRF and OPs must therefore apply two approaches:

Short-term, the quickest and highly targeted reactions of MAs to immediate
impacts of the crisis, compliant with the needs of the medium-term and long-term
intentions of NSRF strategy;

Medium-term, rather selective targeting at such interventions that are justified and
contribute to the strengthening of competitiveness factors and sustainable
development in Czech economy.

This means that we must concentrate even more strongly on a relatively direct support of
(innovative) enterprise and of the development of knowledge- and technology-based
activities. These key targets of NSRF and OP support must also be followed in further
areas, aimed at human resource development, strengthening the labour market flexibility
or improving technological and environmental factors and decreasing regional disparities.
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l11.2.1 Measures for target groups threatened the most by the economic crisis
with stress laid on projects contributing to long-term SOs

Job seekers and persons threatened by unemployment: OPs should flexibly react to
these external threats and establish or change the set-up of projects so that they reflect
new needs of target groups, new qualification requirements, new target groups. Apart
from addressing current problems, we must target at medium- and long-term needs, e.g.
the strengthening of labour market flexibility and increasing the mobility of labour, the
support of part-time and flexible jobs, increasing the number of technical qualification and
requalification courses and trainings in general skills.

Companies (especially SMEs), NNOs and (small) municipalities: The difficult access
to external funding can lead to a lower interest in new SF projects or abandoning the
already approved projects (or even those in progress). We suggest the following
reactions:

Decrease additional administrative costs through a significant simplification of
project implementation and a systemic and comprehensive high-quality
consultancy;

Prioritise topical needs of the affected entities; e.g. support soft projects of
companies which helping them to find new customers and markets;

Facilitate approach to funding e.g. offer the NNOs larger-scale advance payments.
Technical measures

Technical measures include a list of recommendations aimed at improving the technical
background for OP implementation, i.e. — in simple terms — the process of project
preparation and implementation.

A simplified, speeded up and more efficient access to SF funds: mainly
administrative simplifications and a quicker throughput of the implementation
system alleviating problems faced by entities affected by the crisis;

A systemic, strengthened support of the applicants and beneficiaries, their raised
awareness of the OPs and the planned changes: namely through an active
approach of MAs, IBs and Final Beneficiaries distributing grant support to Final
Users;

Instruments improving the accessibility of funds: especially the introduction of new
financial instruments (credits, guarantees) a their combination with grants for
entities whose activities are desirable with a view to the NSRF and OP strategy but
their project implementation capacity has been limited by external conditions, i.e.
for SMEs, NGOs and small municipalities;

The establishment of a more effective project monitoring and coordination across
OPs (with stress laid on relations between projects and efficiency):
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o Improving SF monitoring systems so that they can serve as management
information systems, monitor real-time changes and links between financial
and technical indicators of interventions/projects;

o Improving the monitoring of economic, social and environmental indicators,
mainly at the regional level, in order to get timely information on the
worsening situation in smaller territorial areas, analyse the reasons of
problems and enable quick, adequate interventions by public administration
(at the national or regional levels).

With a view to the expected worsening of regional situation due to the crisis,
this measure is comparatively important for potential efficient reactions of the
cohesion policy responsible for the strongest instruments in the Czech system
of public interventions.

IV.  THE ANALYSIS OF MAIN CHANGES IN SOCIO-ECONOMIC SITUATION.
THE ANALYSIS OF REGIONAL DISPARITIES

This chapter combines the analysis of the socio-economic situation and its national
development factors with the analysis of regional disparities mainly at NUTS 3 and,
partially, at NUTS 2 levels. As these regions are rather heterogeneous, conclusions for
NUTS 2 level are strongly simplifying. This comprehensive view will enable drawing
conclusions not only for the whole CR (i.e. the TOP level) but also for individual NUTS 3,
their groups or NUTS 2.

A detailed analysis is attached in Annex 3 and includes:

() External benchmarking of the CR assessing the strengthening of
competitiveness;
(i) The evaluation of development factors of the CR and its regions, and

(iii) An analysis of regional differences, their development and trends.

The socio-economic analysis has used the newest statistical data available at the national
and regional levels. At the time of this project, newer data could not be expected for
regional level than those of 2008, or in many cases even of 2007, the only exception
being some data concerning the labour market. The development of data until 2008 had,
however, well reflected trends, e.g. in regional disparities which can be interpreted from
current point of view. Furthermore, the targeting of the analysis at individual factors (also
at regional level) and at individual regions makes it possible to interpret potential impacts
of radical changes in external conditions and in the situation where data cannot be
realistically available.

Regional disparities have been assessed in two variants, namely including and excluding
Prague. Conclusions have been drawn for the variant excluding Prague because it is a
specific urban region with a different economic structure and standing; other Czech
regions are incomparable to Prague.
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IV.1 External benchmarking to assess the competitiveness of the CR

While in 1997-2000, the CR diverged from the average EU economic level, a gradual
convergence occurred after 2001. Since 2001, it managed slightly to approach the EU27
average — from the initial 69 % of the average GDP per capita in EU27, the CR as a whole
managed to reach ca 80 % of the EU27 average by 2008.

Compared to other new Member States, the economic level attained in comparison with
the EU27 average in the CR rates among the highest (exceeded only by Slovenia).
However, if considering the approximation rate within the observed period, the CR lagged
behind Slovakia and Poland. It was especially Slovakia that managed significantly to
decrease the initial lead of the CR.

When assessing the development of individual regions in the CR, it is evident that the
catching up with the average economic level of EU27 is regionally differentiated and the
position of some areas has worsened. The main driving agent in the growth of the CR has
so far been Prague which is a rather specific region even in European context and it
should be evaluated together with Central Bohemian Region forming its hinterland.

The remaining twelve NUTS 3 do not show such striking differences and none of them —
except Vysoc€ina — had managed to reach by 2006 its economic level of 1996. Despite of
that, we can identify several groups with similar development trends. There are relatively
successful regions with good economic growth rates resulting in good economic level,
among which we can rate Vysocina with the best improvements in its position, Plzen and
South Moravian Regions which have maintained their position since the beginning of
1990s thanks to their economic growth?.

On the other hand, there are NUTS 3, the position of which, in European comparison, did
not improve, or dropped, even in the periods of economic growth. These regions include
Karlovy Vary and Olomouc; their list can be complemented with Usti n. L. which also
suffered a serious drop compared to mid-1990s. Moravian-Silesian Region was
developing analogically until 2003 but in 2003-2006 it already classified among the most
quickly growing Czech regions. It is, however, a growth of the “conjunctural” nature, i.e.
strongly dependent on economic cycles. Compared to this group, the exports of the
remaining NUTS 3 were average and relatively stable — despite their differences.

The CR was lagging behind the EU countries also in its productivity of labour — with a
larger difference than that in the GDP. Although the productivity growth in the CR rated to
the highest among new Member States in 2000-2008, our productivity reached only 72 %
of EU27 average in 2008.

The economic development of the CR and its regions has reflected in the labour market.
The unemployment rate in the CR has been moving roughly around the EU27 average,
although in 2008 this country took up the 5th place in classification by the unemployment
rate thanks to its good economic position. Contrary to other EU countries with lower
unemployment rates, this rate has always been strongly fluctuating in the CR dependent

! In 2007, these two NUTS 3 also exceeded (based on CSO data) the GDP per capita values of the EU27 average of 1996.
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on its economic cycles. The position of the CR following its share in long-term
unemployment compared to EU27 is markedly worse. The CR managed successfully to
fight short-term unemployment which has lead to deepening the long-term unemployment,
ranking among serious problems in the labour market.

IV.2 Evaluation of main socio-economic development factors of the CR

This analysis has issued from the targeting of the analytical part of the NSRF; it has
however complemented it with its own aspects, evaluations and related data important for
the evaluation of socio-economic development, its causes and consequences. As the
objective of the Strategic Report of the CR is to provide information on the progress in OP
funds disbursement and evaluate the contribution of these interventions towards NSRF
objectives, the structure of this analysis reflects the structure of NSRF Strategic
Objectives and their content.

IV.2.1 Competitive Czech Economy

Quick economic growth of the CR after 2001 is a direct consequence of the inflow of
FDI in Czech economy or in selected branches of processing industry. Companies under
foreign control have significantly contributed to growth in the productivity of labour which is
an important source of general growth and exceeds the efforts of domestic companies.
This leads to the problem of the so-called dual economy because domestic companies
are lagging behind enterprises operating under foreign control and their economic growth
is dependent on the presence of foreign entities.

The transfer of pro-export oriented production with a low addend value from West
European countries in new Member States with cheaper labour has contributed to robust
exports of the CR. It should be noted that FDI have also deepened the strong
dependence of the CR on the economic performance of its business partners (e.g.
Germany) which is rather prominent during the crisis.

Apart from entities under foreign control, the Czech economy is strongly linked to
development trends in neighbouring countries and this “dependence” must be
considered when planning public interventions. The CR avails of relatively large,
however still limited, resources, the effects of which can be increased by external factors,
incl. the factors mentioned in this analysis. Economic development must be viewed as a
result of interaction between processes at the regional, national and global levels.
NSRF interventions can attain the required effects only if interlinked with these
factors.

Another impact of the crisis, which can already be observed, is a strong pressure towards
the “rationalisation” activities in companies forced significantly to cut their costs. This can
result in a quicker outflow of some of the foreign investors from low-costs locations.
Because of the strong role of foreign entities in economy, the CR should target at
sustaining the current investments or extending them so that it is not attractive or easy for
investors to transfer their operations elsewhere, and it should manage to attract
investments that are not primarily motivated by low costs.
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Knowledge-based economy development factors

The evaluation of the characteristics of knowledge-based economy based only on hard
data is of course limited, as reflected in the evaluation of technological intensity of the
economic structure. Moreover, individual knowledge-based factors are closely interlinked;
their successful growth requires a balanced development of all factors on input and output
side. Despite the insufficient availability of data, the development of knowledge-based
competitiveness in the CR can by now be evaluated as limited, dispersed and
fragmented, both territorially and with a view to individual entities. The CR still
competes through its efficiency and productivity factors, namely thanks to the FDIs.

When supporting knowledge-based factors, these complex relations must be borne in
mind. The strengthening of knowledge-based factors will require (even further)
long-term, methodical and rather effective changes with a strong resource
concentration of the linked support. The obvious reason is the limited availability of
means and resources to be allocated to these activities, which is, moreover, intensified by
the current economic crisis. That is also why the development support of knowledge-
based factors should include not only public resources but it should also stimulate
private (entrepreneurial) co-financing. The role of public sources should thus, among
others, be based on ensuring an even development of all factors or it should support
those factors which are lagging behind. If knowledge-based factors develop in an
imbalanced way, the knowledge-based growth performance will not be sustainable in the
longer term.

In order to ensure that this limited support is effective, it must be sharply targeted at
specifically desirable objectives. In other words, the CR should establish a clear,
distinctively selective strategy specifying which branches, areas or activities have
the potential for comprehensive development of knowledge-based factors and
global competitiveness, which objectives, when and how should be achieved - and then
it should consequently fulfil the outlined strategy. We should also bear in mind that in
order to reach the required results in the sphere of research, development and
innovations, which are achievable in the longer-term outlook, a certain minimum critical
mass is required, i.e. means and resources must be channelled to the pre-defined
objectives, they should not try and support the broadest possible scope of
activities. It is often true that excessive re-distributions (often supporting the “weaker®)
usually lead to the loss of competitiveness of the whole country.

IV.2.2 Open and Flexible Society

Following its unemployment rate, the CR classified slightly below the EU27
average; in the times of the strongest economic growth it even managed to improve its
position. On the other hand, the CR did not manage - despite its favourable economic
development - to address its long-term unemployment. The lowest unemployment
rates exceeded the levels in comparable countries, the economic growth of which was
however lower than that of the CR. The reasons lie within structural characteristics of
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Czech labour market, including the insufficiently motivating aid system for the
unemployed.

The favourable economic development was comparatively quickly interrupted by the world
economic crisis, bringing about a significant increase in unemployment rates. Although it
meant the inhibition of some of the previous problems, mainly the lack of compliance
between the offer of and demand for labour, it seems that numerous problems have
prevailed, mainly the limited labour market flexibility and the motivation actively to search
for employment. Low flexibility has mainly been caused by a very low share of flexible
work contracts (part-time and fixed-term contracts) and a limited professional and
territorial mobility of labour. These are however long-term issues that can deepen the
current econo