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The Impact of the Current Financial Crisis on the
World and Czech Economy

Dopad souwasneé finareni krize na Swtovou aceskou
ekonomiku

Abstract
The Thesis aspires to analyze the most recent lgiiolaacial crisis, which started in
summer 2007 and continued onwards.

Considering the volume of the work, problems regeaydthe crisis of some
countries are not mentioned in the thesis, suchraklems in Hungary, Chinese
economic slow down or others, and therefore thenrfaius is on the development
of the crisis, its initiation and following consemces influencing economic
development of the USA, Europe (mainly the EU) #elCzech Republic.

Souhrn:
Tato bakalgskd prace si klade za cil analyzovat nejak@jainglobalni finakni
krizi, které zgala v 1é¢ 2007 a pokréuje az do dnes.

Z duvodu objemnosti této prace, problémy vztahujidies&rizi v rekterych zemich
nejsou zmidny, jako napiklad problémy v Mdarsku, ¢inskd zpomalujici se
ekonomika a dalSi, a proto hlavni sdadini je na vyvoj krize, jeji ptatek a

nésledujici vyznam ovliwijici ekonomicky vyvoj v USA, Evrap (hlavre EU) a

Ceské republice.
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1. Introduction

Description of the work

As Reinhart and Rogoff 2008 (45) conclude in th&udy, crises are always
consequence of endless speculations referred tep@sulation bubble. Its burst
firstly causes restrictions at financial markesngequently it has an impact on real
economy. Moreover all crises are developing afteryvcommon profiles. The

current crisis is a typical example of what Reimlaad Rogoff 2008 studied.

First half of 2008:The prices of properties are overestimated; gnestber of
people is not able to pay their mortgage.

September 2008The American financial sector is facing huge diifty, how to
stabilize the market. Three out of five pillarstbé Wall Street (banks which are
either overtaken by others or bankrupted) broudputui consequences which are
often compared to the Great Depression in 1930'’s.

Last quarter 20083ankers and governments are facing one piecedhbes after
another and what was valid a week ago, doesn’ttaoanu. As peoples’ expenditure
is decreasing, so is their consumption; compamesaced to economize which is
reversing in households’ calculations.

Financial institutions confused and lost in the neolictable and unstable situation
rather reduce activities such as investments aobang money, without making a
difference between large corporations and ordicdizens.

Stockholders had lost a good amount of their masketres values. People are
worried about their financial investments and fegrithe future of financial

institutions as they are aware of loosing moneyclkStexchange indexes, the
barometers of economical wealth, are experienciregd hattacks and the
stockholders as well.

As the decrease of private spending is forecastechpanies are afraid of future
commissions, so they rather cut their productioanpl and reduce number of
employees. People are loosing their jobs and fugheings and inability to pay for
mortgage is occurring.

What deepened the current crises, how far thesonsuld go and who and how will
stop the consequences occurring since summer 2lig2hesis will try to answer
those questions.



2. Objectives and Methodology of Thesis

The objective of the bachelor thesis is to descebents attached to the US,
European and the Czech economy which were happdrong August 2008 to
approximately March 2009.

The thesis will sum up the major economical drivefrsnentioned economies and
will recognize the overall impact on the global @hd local economy. The leading
question states: “Is the crisis really so bad @& ae experiencing just minor
difficulties after having so prosperous good tinies?



3. Literature Overview
3.1. The definition of Market

Business Dictionary (50) sees definition of markddmestic or international) as
actual or conceptual place in commercial world eherces of demand and supply
operate, and where buyers and sellers interaadftjror through intermediaries) to
trade goods, services, or contracts or instrumdotsmoney or barter. Markets
include mechanisms or means for:

1. determining price of the traded item

2. communicating the price information

3. facilitating deals and transactions

4. effecting distribution
Market for a particular item is made up of existiagd potential customers who
need it and have the ability and willingness to patyit. All markets, ultimately,
consist of people.

3.2. Financial Markets

Burda & Wyplosz 2005 (49) describe financial maska$ arenas where buyers and
sellers of financial assets such as bonds, staaksencies, and other financial
instruments meet to trade and communicate througbs Together with banks and
other financial institutions, financial markets lyat resources from households in
the form of savings and lend them out to others wilbspend them. One specific
feature these markets is the extreme day-to-dajabibity of prices at which
financial instruments are traded.

Channels though which financial markets can aftbet real economy directly is
related to financial conditions. And the finanaiainditions are driven via physical
investments (accumulation of productive capitalyl amonsumption; therefore via
supply and demand.

FM facilitates (51):
* The raising of capital
e The transfer of risk
e International trade

3.3. Types of Markets

Capital Market
A capital market is not a compact unit, but a hyghecentralized system made up of
three major parts:

Stock Exchange
A market in which securities (documents givingetitio property or claims on
income that may be lodged) are bought and sold.eEbeaomic importance of stock
exchange is that they facilitate saving and invesitm(52)
a) by making it possible for investors to dispogsecurities quickly if they wish to
do so.
b) in challenging savings into productive investmen



Bond Market
Exchange of fixed/interest security issued by @nwr local governments,
companies, banks or other institutions. They atallsa form of long-term security
but do not always carry fixed interest.

Money Market
The financial institutions that deal in short-tesacurities and loans, gold and
foreign exchange. Money has a “time value”, andefwe the use of it is bought
and sold against payment of interest. Neither tlmmey market nor the capital
market exists in one physical location. (52)
Commaodity Exchange
Exchange of commodities doesn’t always mean onlysichl exchange but
exchange of rights to ownership as well, whichoisietimes more important. (52)
Derivatives Markets
Instruments derived from conventional direct degdim securities, currencies and
commodities. Trade in derivatives increased sulisignin the 1990’s, given their
usefulness to company treasurers and fund managees hedge against security
price changes and currency fluctuations, partitplan the disturbed currency
markets of the period. (52)
Futures Markets
Markets exist for the sole purpose of pricing fetudeliveries of primary
commodities. More advanced countries have stocketsmhich constantly place a
value on companies, primarily on the basis of etqueduture earnings/profits.
London’s Commodity Futures, New York's Mercantil@dBange, or Rotterdam’s
Oil Futures deal in future contracts. (49)
Insurance Markets
Facilitate redistribution of risk — loss by an midiual is compensated for at the
expense of all those who insure against it. (52)
Foreign-exchange Markets
A market in which contracts are made to supply encires at fixed dates in the
future at fixed prices. In former case, the tratisadakes place immediately, and it
is in this market that exchange rates are kepteat managed levels by government
intervention. (52)

3.4. Raising of Capital

Financial institutions and other intermediates phlgry important role. They
commonly lend money in form of mortgages and Idanfose who seek to borrow
from those who deposit money to them. Through ey, borrowers don’t have
difficulties to find a lender since intermediatepresent most of them.

More complex transactions than a simple bank dépesjuire markets where
lenders and their agents can meet borrowers andagents, and where existing
borrowing or lending commitments can be sold ootteer parties. A good example
of a financial market is a stock exchange. A comgpeen raise money by selling
shares to investors and its existing shares cdobght or sold.

Lenders

* Individuals
Many of us don’t even realize that we lent monelgere are various ways ship
redistributes somebody’s financial capital.



We lend money when:

= Deposit money into a bank’s saving account

= Invest into a pension plan

» Pay premiums to an insurance company

* Invest into bonds

= Invest into shares

» Companies
Companies tend to be borrowers of capital. Whenpzones have surplus cash that
is not needed for a short period of time, they rm@gk to make money from their
cash surplus by lending it via short term markets
There are a few companies that have very strong ftass. These companies tend
to be lenders rather than borrowers. Such compan@sdecide to return cash to
lenders. Alternatively, they may seek to make mmomey on their cash by lending
it (e.g. investing in bonds and stocks.)

Relationship between Lenders and Borrowers
Financial
Lenders Intermediates Financial Markets Borrowers

Banks Interbank Individuals

Individuals Insurance Companies Stock Exchange Companies
Companies Pension Funds Money Market Central Government

Mutual Funds Bond Market Municipalities
Foreign Exchange Public Corporations
Borrowers

* Individuals— usually borrow money in form of short-term ondpterm loans
and mortgages for e.g. purchase of car, house

» Companies- lending to companies aid to improve cash flow aelp with
future expansion, business plans or modernization

» Governments it is a common feature that government’s expemeliexceeds
tax revenue and when they reach budget defic#t iime to borrow money to
make up the difference. Governments also borrovbemalf of nationalised
industries, municipalities, local authorities anthes public sector bodies.
Governments borrow by issuing bonds. Indeed thé debmingly expands
rather than being paid off and government debt seenbe permanent. One
strategy used by governments to reduce the valubeotlebt is to influence
inflation.

* Municipalitiesandlocal authoritiesmay borrow in their own name as well as
receiving funding from national governments.

* Public Corporationstypically include nationalised industries. Thesaym
include the postal services, railway companiestditity companies.

Many borrowers have difficulty raising money logallThey need to borrow
internationally with the aid of Foreign exchange rkeds and little help of
globalization.

3.5. Informal Economy

So called “Underground”, “Black” or “Popular” ecamic activity which avoids

government regulations. In developing countrieshsactivity is likely to contribute
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to employment. It has been estimated that about 86%orkers worldwide are
employed in the informal sector but in developimgimtries this could reach up to
80%. (52)

3.6. Speculations

Speculators had been blamed for causing the cuiirericial crisis by increasing
value of shares too high and creating so calleahfiral bubble. Their aim is to buy
and sell with a view to buying and selling at afppdater when prices have changed.

3.7. Financial Instruments

Fl are cash, evidence of an ownership intereshierdity, or a contractual right to

receive, or deliver, cash or another financialrinstent.

Financial instruments can be categorized by formpedding on whether they are
cash instruments or derivative instruments:

Cash instruments are financial instruments whodeeves determined directly by

markets. They can be divided into securities, whach readily transferable, and
other cash instruments such as loans and depositse both borrower and lender
have to agree on a transfer.

Derivative instruments are financial instrumentsolhderive their value from the

value and characteristics of one or more underlgisgpets. They can be divided into
exchange-traded derivatives and over-the-countéCj@erivatives.

3.8. Why we need Central Banks? & Gold Standard

Before central banks were created for the purpdd®cking banknotes, financial
crises occurred occasionally as the result of thekbotes which were not fully
backed. Central banks displaced private bankssa®iis of paper money and they
were formally required to hold close to 100% gotdsitver to back their issues of
banknotes which were convertible into gold, coorshullion at the holder’s request.

The resulting arrangement, known as theld Standard(“the money supply is
determined solely by the balance of payments”jethérom 1879 to 1914. The gold
standard era is associated with the fast growth rap@ industrialization of the
time, and is regarded as a great economic suctess &old standard returned
during the inter-war period from 1926 to 1931.

Despite the gold standard advantages (e.g. maskentirely determined by the
stock of gold, which it is out of the politiciankands or inflation is not likely to

emerge on any significant scale), it has its litoteas and negatives. As sterling
became the leading currency, Britain as the largestitor country was able to set
the interest rate for the rest of the world anddémand for sterling allowed Britain
to finance long-running balance of payments deficit

But the main problem lied in natural supply of galdpendent on discoveries of
natural resources. Economic growth implies a comtirsly expanding demand for
real balances. Therefore if gold discoveries do mattch the demand needs,
increases in the real money supply can occur dnllge price level declines (i.e.
price of gold must rise).



4. Causes and Consequences of previous World’'s Fimaal
Crisis

“Some of the financial crises (like the Great Degmien in 1930’s) spread major
infection and influence on huge part of the woi@thers are fatal locally, but
mainly isolated episodes (like the Russian crisi$998).”

Jan Svejndr(17)

4.1. The Great Depression 1930’s

In the next following pages is described the GEgtression of 1930’s according to
Murray 2000. (53) The Great Depression of the 1988s the economic event of
the 20" century. The depression is interesting becauspetioeption after the fact,
the downturn could have been much shallower hadyatakers not made certain
mistakes. Some of these mistakes have been welingd®ed by economists over the
years. There are also lessons to be learned frerdgpression on human behaviour
and society in general.

The Great Depression began in 1929 when the entréd suffered an enormous
drop in output and an extraordinary rise in unemmpient. World economic output
continued to decline until 1932 when it touchedtdrot at 50% of its 1929 level.
Unemployment soared, in the United States it pealetdt.9% in 1933. It remained
above 20% for two more years, unwillingly declinitay 14.3% by 1937. It then
leapt back to 19% before its long-term declinec&imost households had only one
income earner the equivalent modern unemploymdss raould likely be much
higher. Real economic output (real GDP) fell by 288&tn 1929 to 1933 and the US
stock market lost 89.5% of its value.

Another unusual aspect of the Great Depression defiation. Prices fell 25%,
30%, 30%, and 40% in the UK, Germany, the US, arahde respectively from
1929 to 1933. These were the four largest econoimigree world at that time.

Millions of people and companies were wiped out ptately. The lack of adequate
social programs left people of all social grouppedeling on relatives and friends
for charity. Spending became paralyzed with fear tlds downturn was so
unexpected. Many did not realize how severe thentlanw was until 1932 or 1933
when the economy had technically hit bottom andnelegun to re-establish.
People's resources were depleted by then and somaary of their friends'.

The political backlash to the miserable economtaasion is often blamed for
precipitous democracies, bringing fascist goverrisiém power in Germany, lItaly,
and Japan, and ultimately provoking the Second t\V@rar. Hitler's rise to power
can be directly linked to the profound economisisrin Germany at that time. The
German economic crisis was compounded by the huayergparations imposed
upon the Germans following World War |

! Jan Svejnar economist, born October 2, 1952 in Pradi@#24-2003 an adviser to former Czech
president Vaclav Havel.



4.1.1. What Caused the Great Depression?

There are several explanations for what happenethbumost obvious conclusion
is that it was the confluence of several shortt®dhand regrettable factors. Three
main themes emerge: historical factors, centraknicies, and political decision
making. Prior to the crash the stock market hach la@eimportant source of funding
for industry; therefore the crash itself was a dbanting factor to the downturn as
well as an indication of things to come. Since Istpices are based on estimates of
future earnings potential, the stock market pertoroe of the 1920's notify a story
of fugitive optimism for the future. When it peakadew weeks before the crash,
The Dow Jonekad risen 597% over the previous 8 years.

The freeing of capital from government use to comumaéuse following World War

| caused commodity prices to inflate. In 19Zen Strongof the US Federal
ReserveBank of New York raised interest rates sharplyptevent inflation. This
caused a recession and the stock market to fate @ard assets like commodities
and real estate were no longer rising in price, @ydmegan to pour into stocks and
bonds.

The Dow started climbing from its low at 63.90 i821 and rose 150% over the
four years to 1925. According ®on Chernowin The House of Morgart was in
1925 thatBen Strongnade a secret commitmentMontague NormanGovernor of
theBank of Englangdto help England reinstate the Gold Standard. &ti®n would
later be shown to have undermined the British eocgnbut the Pound had been the
main medium of international exchange at that tiamel it was felt to be in
everyone's interest to have it be exchangeablgdia. With moral support from the
US TreasuryStrongchose to help strengthen the value of the Poundepyessing
US interest rates. This depressed the value ot/8@®ollar and caused the already
robust economy to boom.

It was suddenly cheaper to borrow money to invedhe stock market. Since the
Dow Jonedhad risen steadily since 1921, "small investoaptidrivolously into the
stock market in large numbers”. With artificiallgw interest rates and a booming
economy people and companies were more suitalheetver to invest in grandiose
business expansions and over-priced stocks.

In 1927, Britain ran into trouble with its gold stiard again anden Strong
lowered US interest rates in sympathy for a sed¢one. This ignited the boom into
the speculative frenzy that brought the markettdopeak on September 3, 1929.
Such action was like pouring gasoline onto a fitlee-flames rose up, no lasting fuel
was added, but the economy sure looked great.

George Harrison, successorB¢n Strongimmediately lobbied for higher interest
rates to cool the speculative passion. Rates waadlyf raised 1% in August of
1929, but by then it was way too late. First it wlas end of war-related inflation
and booming exports for war reparations, nextiarify low interest rates in 1925
and 1927 and booming exports due to a reduced wdltiee Dollar vs. the Pound.
There were major tax reductions instituted by RepublicansunderHoover and
finally in June of 1929 an international accord wasick with the Germans over the
financing of war recompense, a major issue of #eade. By Monday, October 28,



1929 the Dow had fallen 20% to 300. It fell 40 mpmnts that day and another 30
on Tuesday (Tragic Tuesday) to reach a temporattpinoat 230.07. It was down
40% from the peak 56 days earlier.

The market recovered a good bit of ground but begdall again before year-end.
In early 1930, there were 60 bank failures per fmontthe US but when thEed
started to keep more money, things got much w@s.banks failed in November
and 344 in December of 1930. Among these wa8#nk of the United Statewith
450,000 depositors it was the fourth largest bankléw York. Although it was a
private bank, the biggest bank failure in Amerid¢astory, theBank of the United
Statesbankruptcy expanded a psychological fear thatpgdpdepositors across the
country.

In spite of further tax cuts, public works prograam&l optimistic speeches, spending
and thus economic activity just kept going downeWtock market would make
temporary recoveries, catching buyers in, onlyree ffall again. Théow Jones
finally hit bottom at the level of 41.22 on July¥932, 10.5% of its peak three years
prior.

It is generally agreed today that the money supphich refers to the total amount
of money circulating in the economy, should grovihat same rate that the economy
grows. Any faster is inflationary and any slowedgflationary. When a bank fails
the Fed has the option to either bailout that bank by legdt money or to lend
more money to other banks to fill in the shrinkagehe money supply. Otherwise
the amount of money in circulation shrinks andebenomy weakens.

The Fed had allowed the money supply to grow at the anmaik® of 2.7% from
1921 through 1929, slightly slower than the econ@mew over that period, thus the
economically booming 1920's was a period of pritabisty and even modest
deflation. Between 1930 and 1933 fhed refused to replenish the banking system
sufficiently, even though the money supply was réting due to hoards of
bankruptcies and bank failures. The money supply2#o from 1929 to 1933 and
real economic output fell 29% accordingly. Thuslyedank failures led to further
bank failures and bankruptcies.

The three main factors contributing to the sevesftthe Great Depression were:

1. The over-stimulated economic euphoria of the 1920s.

2. The draconian monetary policy pursued by frexleral Reserve Bankom
1930-1933.

3. The sudden rise of global protectionism leadinghi® collapse of world trade
and the dramatic rise of income taxes in 1932.

There were many other factors which made the huewaerience much worse than
it had to be such as the lack of adequate socfatysaets like Unemployment

Insurance, Social Security, Medicare, and Welfaog@mams. These programs were
mostly implemented in response to the Great Dejmessd have well served the
function of automatic economic stabilizers since.
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4.1.2. New Deal

Murray 2000 (53) further writes about the New Dé&aksident Hoovecame to the
legislative session of 1932 in an atmosphere ais;rready for drastic measures. In
his annual message to Congress, on December 8, H@8Yer first reviewed his
own accomplishments of the past two years:

“Many undertakings have been organized and forwdrdering the past year to
meet the new and changing emergencies which hastardly confronted us . . . to
cushion the violence of liquidation in industry acaimmerce, thus giving time for
orderly readjustment of costs, inventories, andliteawithout panic and widespread
bankruptcies.”

Measures such as Federal and state and local pwaiks, work-sharing,
maintaining wage rates (“a large majority have rreaned wages at high levels” as
before), curtailment of immigration, and the NatbiCredit CorporationHoover
declared, have served these purposes and fosteceslery. Now,Hoover urged
more drastic action, and he presented the folloyitogram:

1. Establish a Reconstruction Finance Corporation,clvhwould use Treasury

funds to lend to banks, industries, agriculturabdir agencies, and local

governments

Broaden the eligibility requirement for discountiaigthe Fed

Create a Home Loan Bank discount system to revigastcuction and

employment measures which had been warmly enddrg@dNational Housing

Conference recently convened by Hoover for thappse

Expand government aid to Federal Land Banks

Set up a Public Works Administration to coordinatel expand Federal public

works

6. Legalize Hoover’s order restricting immigration

7. Do something to weaken “destructive competitioné.(icompetition) in natural
resource use

8. Grant direct loans of $300 million to States fdrafe

9. Reform the bankruptcy laws (i.e., weaken protectayrihe creditor)

wn

ok

Hooveralso displayed anxiety to “protect railroads fromregulated competition,”
and to bolster the bankrupt railroad lines. In &ddj he called for sharing-the-work
programs to save several millions from unemployment

4.2. The Asian Financial Crisis 1997

Financial globalization during the 1990s impingedom world savings and
investment flows, macroeconomic developments, ehgks confronting policy
makers, international investors, and financial reaamegulators (D. K. Das, 1999)
(40).

The most recent passed financial crisis would leeAtsian crisis in 1997. Referring
to work of University of California (39), the Asidmancial disorder started off in
Thailand immediately after Honk Kong’s retrocessiorChina in July 1997. By the
second half of 1997, financial troubles in Japath @rporate bankruptcies in South
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Korea rocked North Asia. In early 1998, the fall-aon Indonesia gave a further
shock to South East Asia and the rest of the regibiese events have tended to
compound each other, resulting in serious regionsés with profound implications
for the global financial markets. The effects oé thinancial crisis were similar
throughout the affected countries.

As a research paper of House of Commons notest@ gxplanation for the Asian
Crisis has been the subject of much argument. Tiser® easy consensus to be
reached on what lay behind the problems of theffietafl economies. Not so long
ago, many aspects of their economies had been lihpugiseworthy. It is possible,
however, to make a distinction between underlyirepknesses in the South East
Asian economies and the initial triggers that brdugyents to a head.

Weaknesses of Asian Economies before the Set Off

* Unsuitable Current Account Deficits
Most of the South East Asian economies in crists laege current account deficits,
in some cases exceeding 5% of their GDP. Theseidefivere financed by
attracting inflows of capital from abroad, ofterogterm capital. (41)

* Over-Dependence on Short-Term Foreign Funds

The problem in the South East Asian countries watsnmerely allowing harmful
current account positions to build up, but of tbmf that they took. Driving a large
part of their capital inflows were lending boomdsieh led domestic banks in a
number of these economies to actively seek forkigds from the West to finance
the lending. The banks were motivated by the prtspielarge profits, especially as
they could take advantage of fixed exchange ratesder to reduce the cost of this
borrowing. (41)

* Poor Regulation of the Economy
A third contributory factor to the Asian Crisis hiagen the absence of an adequate
regulatory framework for businesses, especiallybifueks, in South East Asia. This
omission allowed unsound and possibly corrupt i@lahips to develop. (41)

* Over-Inflated Asset Prices
Another weakness of the South East Asian econotinggsnade them vulnerable to
a sharp downturn, if not crisis, was the unreaaly high asset values in most of
the South East Asian countries. The cause waghbanoney supply was growing
too quickly for the real economy to absorb. Excessdit was used to fuel
speculative booms in real estate, factories andttiek market. (41)

* and (with the exception of Hong Kong) Macroeconomaicy: exchange
rates. (41)

Whereas the factors outlined above have been resamhas probably contributing
in one way or another to the crisis, there is Egggement amongst economists over
the question of whether the governments of the iASiger economies made basic
errors of policy in running their economies. Thdiggomost intensely discussed is
the decision to unofficially fix the value of theiurrencies to the dollar.
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The previous fifteen years had seen the globaltdefdzer exchange rates move in
favour of some type of pegged or fixed exchange. latEurope, the quest for a
zone of stability is well known; an interest inifig exchange rates in developing
economies was also evident.

The major outflow of cash from the region affecteeé business sectors causing
businesses to experience widespread liquidity sopse@s the banking sectors
exercised stringency on account of their diminighoteposits, falling value in
collateral and worsening quality of loans.

The Global Impact of the Asian Crisis

The loss of global financial wealth in the threentts following peak in July 1997
was 2.3 trillion dollars which was equivalent to%9of OECD consumers’
expenditure, so it was a big hit to world wealtlhefe have only really been two
episodes like this in the 20th century, the fireinly 1929 and the second 1987.
Partly in response to this we have, like most athegvised our forecast down for
world GDP very substantially. (41)

The financial effects on countries outside SouthtRsia was, for obvious reasons,
the chief initial concern of governments outside tegion. The Asian Crisis has
already affected emerging economies such as thoggastern Europe and Latin
America extremely severely. Effects on the reat@eof the western industrialised
countries were being seen: reduced trade flowdamer foreign direct investment.

(41)

* The Wealth Effect: Falls in Equity Markets
When equity markets in South East Asia fell, thaysed a negative wealth effect
on investors across the world, just as they hach upeestors from South East Asia
itself. Furthermore, these stock market falls diyemitiated market declines across
the globe. Some investors managed to avoid sontbeotollapse in South East
Asian markets by repatriating funds before theicisnerged. It appears that some
“smart money” was withdrawn from the region’s maskeelatively early in 1997.
(41)

* International Trade
Another obvious effect on industrialised countréghe Asian Crisis was likely to
be an income effedaused by falling international trade. Because IS&atst Asian
currencies have devalued, there was a weakenimgrmofand for western goods in
these countries, which are relatively more expensiVestern goods are likely to be
relatively more expensive in third-party countrésswell. There was therefore being
a brake on the growth of exports from the majomecaies. (41)

* Foreign Direct Investment
While depreciating currencies give a competitivedér advantage to South East
Asian companies, the cost of acquiring overseastassill increase at the same
time, just as the companies face a shortage ofadkaifunds. The UK has been a
particularly large recipient of foreign direct irstment from South East Asia in
recent years, and the announcements of delay mination of projects by Korean
companies, such as Samsung and LG Electronics,dearehighly publicised.
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However, inward investment from South East Asia aetsially a small proportion
of the UK’s inward investment. (41)

* Economic Growth
Given the economic turmoil, it is inevitable thaete will be some downturn in
economic growth. A constant downward revision ajremmic growth forecasts has

taken place since the crisis began. (41)
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5. The Current Financial Crisis

“The global financial crisis showed a need for impement of international
economic co-ordination.”

Angela Merket (38)
5.1. How has it started?

According to public questionnaires, social reseescand other resources of public
opinion which were published in media, the starjpaynt of the current financial
crisis is considered to be September 2008, wherfitla@cial institutionsFennie
Mae, Freddie Maavere taken over by the US governmeérgnnie MaeandFreddie
Mac as the biggest financial institutions in the US@éntolled and guaranteed
almost half of all mortgages (worth of approximgt®12 trillion) which were issued
there. The purpose of the government interventias t® calm the financial system.
As Henry Paulsonthe US minister of finance explained (3fFahnie Maeand
Freddie Macare so big and linked with the US financial systiat a collapse of
one of them would cause chaos on domestic andgforénancial markets”.
Unfortunately, the situation instead of being settldown opened areas for
speculations and fears. Consequences which follawedften compared with the
fall on theWall Streetafter the 9/11 terrorist attack on the WTC.

The first who felt the crisis were the share hatdend people who invested into
funds. Drain of funds had been recognized sincesthd of 2008, but September
2008 meant a disaster for most investors and imgesito shares suddenly became
less objective than termed accounts. On 15/9/2@@)cial markets were hit by the
biggest crash in modern banking history, whe&mhman Brothersannounced their
bankrupt, shares rapidly dropped down due to tloé&drs’ confusion. Since then,
macroeconomic news has mainly negative bulletin #n@dchain reaction lead to
falls of exchange markets, people’s loss of savingsvestment funds and shares.

The crisis is referred to as the consequence afiomal investments into risk
mortgages which has been taking place a few yesls foom now. As it was stated
in an article from 19/11/08 in iDnes.cz (10), thtiaion from September 2008 on
was not a consequence of the invisible market hamdrvention, but the

rehabilitation of global economy into real valugem which it had been locked out
by state interventions disrespecting basic monetalgs. A risk mortgage means
flexible mortgage whose interest rate is drawn ftbencentral bank’s interest rate.

Yearly approaches towards banks were concentraiedigher control over their
investments as many of the world politicians presdrthat banks had had enough
freedom. For some (e.dNicolas Sarko2y such control over financial institutions
was referred to as the end of free capitalism. @dppsition, which should come into
effect in a few years time, should limit risks wibanks face when lending each
other, and control banks operating in many diffecguntries (35).

After the end of the internet boom and the attach\M@ C it was clear that blowing
money had to stop and American economy was suppostdl, some companies
were supposed to finish and unemployment was nteantrease. Instead tied

2 Angela Merkem - born 17 July 1954, in Hamburgjpsto date Chancellor of Germany
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pumped up a lot of money into the economy, so d@igad the slowing down of the
growth and the fall down of assets and equitiesaAsaction of thé&ed’s action,
banks started to invest that money and the roundabas spinned again, not only
in the USA. Therefore, if th#lilton Friedman’stheory (inflation is a function of
money volume increase in an economy) holds, themuté was highly disrespected
and bypassed. Inflation occurred, but mainly ingheperties and share market. The
central bank applied increase of interest ratectl @ith the inflation and this effect
caused that people (who had flexible mortgage) snigcdidn’t have enough money
to pay for their mortgages because their instalmesge along with increase of the
interest rate and a problem, which was describthénfirst paragraph, occurred!
After all, prices of some properties dropped alnpst0%, compared to prices in
2006.

Financial sector differs from other services, indpusnd agriculture, so that its
collapse can cause enormous damage of the wholeomgo and consequences,
which followed after September 2008, mainly du¢hi® crash of.ehman Brothers
and the takeover d¥lerrill Lynch, caused deterioration of situation on the global
financial markets. Mainly banks had to cope witle tack of free money; they
became more careful who they lend to by changirgy dbefficient of security
(which calculates the sum needed for clients taaiarafter all instalments and other
bonds are paid), which started to effect the fuumitig of the real economies.
According to a research of th@onfederation of IndustrfCol) of the Czech
Republic from September T58), 98.5% of the Czech businessmen (members of
the Col) were expecting partial or absolute impatttheir business coming from
foreign markets. 42% of firms are expecting lingtiof investments, 30% would cut
outputs of goods and services and almost 25% ssovtri@ downsizing. In the final
commercial impact, all those actions would meanaise in households’ income.

Not only had the companies started to have diffies) because banks preferred to
keep money for themselves and reaching money wesnbeg more and more
expensive. Furthermore, banks sharpened the conslifor getting mortgages and
loans and reacted by increasing interest rategderdo ensure as much cash as
possible (6) and the situation was logically cowgted by consumers who
decreased their expenditure of consumer goods.

5.2. Areas Affected by the Crisis:
5.2.1. Oil Price

Oil is one of the most important natural resourim@srunning the global economy
and whenever there is an increase or decreass gfide all sectors of economy
would notice that more or less.

During the first year of the financial crisis oitiges doubled from about $70 per
barrel in August 2007 to over $140 in July 2008céwcling to Taylor (2008) (43)
rapid cut in the US federal funds rate caused stieppeciation of the dollar and the
very large rise in oil prices. Price of oil had beeeaching its historical price
maximum, and the price rose over $147 per gallonldfY/08 (43). If since (5
months horizon), the price dropped by $110 to be%38 (which was the lowest
price on 24/12/08), it was inevitable that the gllobconomy would slow down
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extremely. The slow down of the economy was causetbwering production in
various economic sectors, with transport of goaetg-ebsing along with it.
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Source: Czech News Agency

Basic economic rules say if there is a decreaskemand, than the price has to go
down as well. That was what was done by oil prottite boost the consumption.

They cheapened the price, but at some point thee fsecame so low, that they
started to fight for higher prices by lowering tipeoduction to reach market

equilibrium (or cause shortage) of oil so they docrease its price (OPEC target
aims at $70-$80 per barrel). Production of oil greg to 24.845 million barrels per

day (34).

Some prognoses predict the price of oil to drop2&t per barrel in 2009 if the crisis
hits China and global demand for oil would be thdst since 1982 (31). Since the
production of oil is one of the most important fastinfluencing domestic budgets
of world leading countries (USA, Russia, JAR),ifal price of oil then could have
negative impact on especially Russia, in cont@ashé United Arab Emirates which
profit from being the financial centre of Near Eastl a tempting tourist destination.

5.2.2. Car Industry

People were expected to postpone their expensesrding especially high

investment into new houses, or more likely carg. i@dustry is a specific segment
of the economy which is a typical example of loegxt good expenditure, highly
sensitive to financial situation of firms and hduslels. Due to its high cohesion
with the employment and high public spending, Vg conomics sector it is the
quickest way how the real economy could be hit.

As an example we could use the reaction of ther@mufacturers, when the effect
of the crisis could have been noticed during th& ftouple of weeks. As the crisis
was spreading, also because of a sudden loss fifleoce and massive withdrawal
of capital by both domestic and foreign investassagell as unhedged debtors, the
demand for new cars decreased on the world markk&tssurprise, who would
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invest into a new car if there is uncertainty ofiymoney savings and investments?
Further more, it is becoming more expensive andicdlf to get a loan or a
mortgage since banks need to keep as much castssiblp in order to be able to
release money to customers if needed.

Unfortunately, for a car manufacturer, special nvaeh for the production of a
specific car have to be fabricated, and therefoeecompany sets a production plan
which is an essential for making business and timepany is dependent on it. Car
manufacturers can cope with small changes in deptanel.g. adjusting the price of
a car, but dealing with such fall as e.g. 25% isy\aangerous for the company’s
existence. Due to the decrease in production, ¢g&itipns would start to diminish in
all sectors of the car industry.

5.2.3. Share Markets

During September and October 2008, shares on glekeahange markets were
experiencing huge falls. Statistics were referemanorids’ indexes such as stock
market index of world stock MSCI (Morgan Stanleyp@al International). For
example thdow Jonesndex reached its peak on October 9, 2007, closirigi164
points. A year and half later on 9/3/09 the indexd host over 50% of its value
which was 6547 points.

According to an estimate of the IMF (12), only thenks wrote off $500 billion due
to the bad loans. Other $500 billion will be writteff by ordinary firms. Bloomberg
estimates the losses at $2 trillion.

Maybe there would have been no crisis at all if nerkets didn’t react to every
single piece of news about the political, businesustomer behaviour. Some
argue that media were responsible for the econdrmstability and worsening of

the situation by bringing catastrophic news.

5.2.4. Unemployment
As result of the crisis, the unemployment rate thesen raising significantly. The UN

predicted between 18 and 51 million job positioasbe lost in 2009. So far the
higher number has not been reached.
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6. The Impact of the Crisis on the Global Economy
“During a time of crisis when investors lose thaionfidence and pull back
investments, it is only up to the government teretite market, invest, spend and
borrow money to activate the economy again.”

John Maynard Keynég44)

6.1. USA

The USA was used to constant and relatively rapidnemic growth, low
unemployment and inflation, and above all livingdebt for last 16 years. It was all
going to change. Market was suddenly jammed andhi®iUS economy (which is
so dependent on smooth functioning of financial kets more than any other
country) it meant fast engagement of the crisih@real economy.

US Crises
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6.1.1. Government’s Actions against the Crisis

American central bank (Fed)

To avoid deepening of the crisis, and to preveivape banks from keeping money,
central banks were forced to pump up billions of délars of short-term loans, in
order to enhance conditions of liquidity on gloliabncial markets. To soften the
impact of the financial crisis, thEed started to accept shares as a deposit for
additional loans in cash (4). The involvementFa&d was consider rather point-
blanked due to its effort to keep the markets Hguvhile growing sums of unpaid
mortgages forced banks to reject money borrowibgsause number of people who
were unable to pay for their mortgages increase@.8 million and executors
confiscated over 860 000 households (37). Simifgr@ach was used in March
2008 whert-ed supplied $1 billion taIPMorgan Chaseto make easier the takeover
of Bear Stearnsbecause of the doubt that a collapse of the tmesst bank could
cause a crisis in the whole system.

% John Maynard Keyne® June 1883 — 21 April 1946) was a British ecoisbavhose ideas have had
a major impact on modern economic and politicabtiie@s well as on many governments' fiscal
policies.
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Fed didn't want to make the situation look any wor$art it was, so during
September 200&ed didn’'t decrease the interest rate, explaining thath action
would have little impact on the economy. Fed fosted that economic growth
would be inhibited by slowing of credit markets,lung market and export in the
USA.

A major Fed’s intervention into the financial sectwas the transformation of
Goldman Sachsnd Morgan Stanleyfrom investment banks into ordinary banks
which would offer such service as deposit accoams ATMs. Until September
2008, those institutions were under the contrdt@fiity Commissiomwhich allowed
them to invest their clients’ money as much as taynted, so their actions were
rather more risky.

Together, the US government aRed took actions in supporting most of financial
institutions and sectors of the economy, which wasessary to keep the economy
from a recession. Later on, the recession was rcoedl, via various coefficients,
such as the index of the Institute for Supply Mamagnt (ISM) (3/11/08 in report
JPMorgan Global PMI: Global Report on Manufacturjp@gnd slowing down of the
real economy was inevitable. (48)

Government’s Financial Injections

On 20/9/08, the US ministry of finance deliveredraposal to the Congress, which
suggested earmarking of 700 billion US dollars c@irl1.9 trillion CZK) for
recovery of losing and risk actives, which would the second biggest from the
1930’s “New Deal”, and more than the US investmémtis war in Iraq since 2003.
The Emergency Economic Stabilization Act of 20@ESA) could be simply
understood as an act of nationalization, but theegoment is meant to sell the
actives as soon as the market calms down, makitemgal profit as well. That is an
answer to the question “Why such step, which ingshspending money of
American citizens, is (in theoretical sense spegktheaper, than if they let the
crisis to carry on?”

EESA involved e.g.: (15)

* Lowering of bankers’ astronomical income, which &an outcome of risk
investments reduction, since their income is depehan the amount of
profit they earn from their clients.

« Ban of managers’ golden parachute.

» Higher security of bank deposits, plus a raisanitlinsuring deposits from
$100,000 to $250,000.

* Foundation of a special bank which would investaimd buy only toxic
actives

The plan for rescuing American economy was firstgjected byHouse of
Representativesind on 02/10/08 it was authorized by US senators.

It wasn’t that the expectations of the first finehaénjection were not satisfied but
share markets didn’t react positively; neither teonomy where number of
unemployed people was increasing, nor the produchiivers were showing the end
bad times. Therefore, on 25/11/08, thed brought about an idea of the second
financial injection worth $800 billion where $60dllion would be used for

-20 -



purchase of toxic actives and $200 billion for s#guof consumer loans. At the
end, the second huge financial injection was wofth787 billion (acknowledged in
March 2009) and it is consisted of government’ssglibs and decrease of taxation.
US senators believed that the new financial inpectivould help the middle class
and create up to 4 million job positions. (47)

6.1.2. List of US Financial Institution hit by theCrisis

American Home Mortgage Investment (AHMI)

The first financial institution (providing mortgagjewas hit by the crisis in
August 2007.

Bear Stearns

It was taken over byJPMorgan with the government’s $1 billion promise
(supplied byFed) to cover the losses.

Fennie MaeandFreddie Mac

Same problem a&8HMI, but in bigger extent, had the two biggest US geage
agencies. 07/09/08 (after the US government decidedke over the control
over those two institutions) could be understooa aketonator of the wave of
bankruptcies, state financial injections, change owmnership of financial
institutions and nationalization (14). The insiibas were saved by a $25 billion
financial injection.

Lehman Brothers (LB)

On 12/9/08, big companies frowlall Streetwere arguing about the problematic
situation withLB to find a solution for eventual feasibility thab rompany
would want to overtake the financial institutiont the beginning of September
2008 the most probable new owner was considerbed tbeBank of Americar
the BritishBarclays which could hel@Barclaysto enter the US markdiB was
hit by the collapse of mortgage market, and theestbe fears of bad condition
of the American bank system led to the fall of Wall Streetshares. Emissions
of LB fell by 13.5% during one day (12/9/08) and durthg week 37 (8/9 —
14/9/08) its market price dropped by 78% from $1hkillon to 2.5 billion.
Richard Fuld LB’s CEO, is being blamed for the end of the bank, beede
was the one who bought the toxic mortgages. Prelyicue earned $4.2 billion
due to his speculations but now the bank doesist eecause of him.

As iDNES.cz stated (4), during the weekend ofi 48d 14" of September 2008,
LB didn’t find a buyer who would overtake the indtibtn and thereford.B
asked thd-ed for a protection against creditors, which protddige bank from
sudden crash (the protection has certain restnigtsuch as broker’s activity or
some other divisionsReutersfurther explains (4) that theed didn’t intervene
with any money because the findings from weekermaved that there would be
low impact on the system in the event of a collagfg¢he institution.

Merrill Lynch (ML) — the biggest brokers’ company

At the same time horizon, as was the problem widhrhan Brothers, the
stockbroker companyIL was sold out for $50 billion tBank of America (BoA)
and therefore its employees were not discharged. pfite was approximately
equal to $29 for a share, which is $21 less thanvdiue from May 2008 and
$69 less than at the beginning of 2007 Bfdhad to write back over $40 billion
during last 12 months (5).
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Wall Street

The events related to the bankrupt of the two fomnnstitutions had the worst
consequences falall Streetsince 9/11 (6). Many predicted that summer 2008
was the end d#Vall Streetas we knew it before.

American International Group (AIG)

It used to be an insurance company with the biggestket value, now a
company with the biggest problems and with suchaegmpn that the US
government doesn’t want to let it down, becauseetiveould be even more
troubles. It is almost unbelievable how fast the bdormation was spreading
around the World. The increasing uncertainty aljust for the time being) the
American economy caused thad provided an $85 billion loan, in exchange of
80% of AlG’s shares and influence on the company managemendeision
making. Afterwards,AIG was provided additional $150 billion by the US
government (27) and on 27/11/08 there was govertispuarchase of shares for
$40 billion from the $700 package. AdG was experiencing more losses (Q4
2008 — 61,7% billion — which was the biggest qualdss in the US history) it
was granted "3 additional support and analytics were hoping thatvould
finally work. (46)

Bank of America (BoA)

The second biggest American bank institution. litespf the financial crisis,
BoA gained better position on the financial market bypdhe acquisition oML

it won a strong stockbroker division aimed at smalitoms.

Goldman Sachs

It is considered to be the strongest investmenk ke to the bankrupt of
competitors and the acquisition of others.

Citigroup

It is the biggest US bank which had been copindp whe crisis relatively well.
On 24/11/08 the US government acknowledged suppfo#20 billion which
essentially led to growth of share price, but unfoately, due to other
economical consequences, priceGitigroup’s shares fell below $1 on 6/3 and
the government agreed on additional purchase af 8% Citigroup’s shares.
(46)

Washington Mutual

On 26/9/08, the US government closed down the gavlmank,Washington
Mutual. The company was merged bByMorgan Chase & Cofor $1.9 billion.
According toReutersthe fall of the firm is the biggest crash in thistory of US
banking sector.

Franklin BankandSecurity Pacific Bank

Bankrupted on 8/11/2008 (26).

6.1.3. Car Industry

The car industry plays a great role on the US ntaakd the US economy and the
GDRP is largely dependent on it. American car mactufers had to face decreasing
demand which caused high losses. According to tarieapn iIDNES websites (1),
in case of bankruptcy of any of the three American factoriesGeneral Motors
(GM), Ford Motor and Chrysler, approximately 2.5 million of people would lose
their jobs. Trade unionists from thimited Auto Workerslaimed that without help
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all car producers could come to liquidation. The ©& industry employs directly
350,000 people and other 4,5 million indirectly.

American government tried to do a lot to supportrmaanufacturers, but the question
was whether it would be enough to support the wtaae industry. The first
government intervention started on November 6 2(®)8when American car
manufacturers could start to ask for special |dams the US government at the
Ministry of EnergeticsThe White Housespecified that the loans would be for the
reorganisation of the old shop floors, so they stt with production of energy
efficient cars. TheAmerican Congrestad authorized $25 billion for low interest
loans for car manufacturers and related sectorslegiglatives had to be notified
about all steps leading to restructuring of promtucplant.

Total Sales of Cars in USA
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Average Peak Average 2007 2008 2009 forecast
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Source: Global Auto Report

Further decrease of demand for cars, which actudibpped almost by 20% in
2008, ran automobile managers to ask for even biggancial support and, to
persuade the government, the managers loweredaeiral wage at $1. ThWhite
Houseagreed on providing an additional $14 billion Idarkeep the car producers
secured from bankrupt up to March 20009.

But none of those actions seemed to help the aatupers. Their production had
been rapidly decreasing and more rumours aboufutinee were expecting rather
forfeiture than invigoration. Some of them put tisiwes into distinct position; like
Chrysler which had been trying to buliat, but now it wasFiat that is taking
advantage from the crisis and offe@hrysler co-operation and hopefully more
secure future.

The overall impact on car producers described the jBurnal. (11) GM lost $9,6
billion during the & quarter of the year 2008 — total $31billion in 80GM has
been coping with the crisis only thanks to govermntise$13,4 billion loan from
autumn 2008 and in February 20@M asked the government for additional $16,6
billion along with presentation of it reconstructiplan which counts with cut of
49.000 job positiong-ord had lost $14,6 billion and another $13 billion ewe its
retired employees in form of unpaid medical caret, Bat the same timesord
rejects any government’s financial help.
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6.1.4 Unemployment

Number of unemployed labour force increased rapiich would not be so bad if
it didn’t happen in a rather short-time. The unemgpient rate increased by over 2%
from summer 2008 to February 2009. Presentatiothefunemployment rate is
shown in the graph below.
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6.2. Europe

As opposed to the USA, there is no uniform regagaplan in Europe, and therefore
qguenching of the crisis could be more difficult than the USA. Even though
European politicians were conscious about suchastenand they tried to act
together from the beginning of the crisis, by caglimeetings of various interested
groups, countries of the EU were bringing forwardit own plans for saving their
own banks, economies. Some discussions were @utiby the French president
Nicolas Sarkozywho was leading the EU, and consequently (asO608p by the
Czech Prime Ministeiirek Topolanek

GDP Growth Prediction
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The first summit concerning the financial crisissweeld on 04/10/08 in Paris with
the four biggest European countries (France, GBemhin, Germany, and Italy)

(16). An outcome of the summit was a promise that EU would accommodate
national budgets so it would react better to theisrit would mean breaking rules
such as budget deficit — the Maastricht criteria@nnot be higher that 3% of GDP
in countries of the Eurozone) and public indebtedngnust stay under 60% of
GDP).

But for stabilization of financial markets, GreatitBin was planning to invest £250
billion into its economy (£50 billion would be uséat purchasing shares of the 8
biggest UK banks) (19). Spain created a fund wRb $illion for purchasing risk
shares from banks and Germany came up with €50rbitlelp for businessmen in
the form of investments into infrastructure, edigrabr modern technologies. Some
argue that such way of investment is much better @ore sophisticated than
thoughtless pumping money as it had been partlahe in the USA.

A factor which was graduating the crisis was pesipfiear of security of their bank
savings. In order to prevent mass withdrawings,dbeaf European countries
announced raised or absolute guarantees of bané&sitepLater on, most of
European countries raised their guaranteed depasitthe EU raised it to €50,000,
and people from neighbour countries (where guaesht@oney deposits were
higher) started to transfer their money (case ofidBr deposits were transferring
into Irish banks). Increase of guaranteed amouriiamk deposit would force banks
to keep higher amount of reserves for amortizatiéist came Ireland followed by
Germany, Austria, and Denmark. Moreover, Europeaveqments were lending
financial capital to banks in order to secure aderfice of its investors.

The fear of interference in real economies had lheléited and European countries
started to announce their slowing down of econonty @ming recession. To save
weakening European economy, heads of the EU cesgnagreed, at Brussels’s
summit, on a €200 billion support for business, yment or development of

ecological technologies (33).

Central banks of the Eurozone, the USA, Great Brit&witzerland, Canada and
Sweden were lowering their national interest rédgether by 0.5% (20). Lowering
of interest rate is the most effective way how tionp money into a financial cycle.

Interest rates
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The crisis which started in the USA is a visualrep&e of how the global economy
is interconnected. Not long from the bad news hapywein the US, Europe was
forced to take action in its own cases. Even thotgghEU with other European
counties had been trying to cope with the crisisrégious financial injections into
the economy, not much improvement was detectedsdlactions were worth
between 3,3 and 4 % of the EU’s GDP (circa €0]kotni).

6.2.1. List of Europe’s Financial Institution hit by the Crisis

United Kingdom

As a reaction on the crisis, Briti$fBOS(the biggest mortgage provider in the UK)
andLloyds TBYthe fourth biggest mortgage provider in the UKhw8% share of
the market) decided to become a joined institugma to cope with the crisis
together (9).

Bradford & Bingley (B&B) already the second British financial instituti¢after
Northern Rockto be nationalized on 29/9/08

13/10 £31 billion from government into 3 bankfkeyal Bank of ScotlandHBOS
andLloyds TSB

Additional bank support £100 billion by the Britigfovernment — guarantees of
toxic actives

Benelux

On 29/09/08, Czech media informed (13) that theb@ldinancial crisis had hit
Belgian/Dutch banlortis and it had been argued about its sale or taketavehe
end, countries of Benelux agreed on joint finanmgction, worth of €11.2 billion
and each state would gain 49% in the national idinisf Fortis. The €11.2 billion
were consisted of Belgian €4.7 b., Dutch €4 b., lameemburg €2.7 b.

A day after the announcement of governments’ imetion in Fortis bank,
Belgium, French and Luxemburg governments decisdedend €6.4 billion for
Dexiabank (a French-Belgian financial institution).

Germany

Hypo Real Estatehe second biggest mortgage provider in Germaag, saved by
the German government by €50 billion. Other sugpadcurred on 13/10 €500
billion by the German government for the whole fio&l system and followed on
1/11 €50 billion as a support for ordinary peoplet financial institutions. On 13/1
the German government agreed on another finano@gbast worth of €50 billion
and further support for people to boost the econoiie government started to
apply such tools as offering money for gettingaiald cars (€2,500) or decrease of
income tax from 15% to 14%.

6.2.2. Car Industry

From 50 million cars produced worldwide, Européhis biggest producer covering
32% of total production (18). Losses of car prodsiceere not as huge as for
American car producers but most of Europe’s cadpeers had to ask for financial
support either their national government or othstiiution (EU, IMF).

As the crisis was deepening, one by one, car peydugere announcing their drops
of profits and following restraints in productiomca number of employees. The
production of some of them was stopped for manyk&&e most of their branches.
Worsening of the situation compelled ACEA (Europ@amomobile Manufactures’
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Association) to ask for a €40 billion loan in Brekss(25). The money would be
used for development of “green” cars with lower gsrons CO2.

Most of Europe’s car producers didn’t really witees huge losses as the American
producers. E15 (11) sums up that PSA lost €34BomiIBMW'’s profit dropped by
91% to €330 billion and VW earnings increased %4, but forecasts 90% drop of
profit in 2009. Fiat’s profit dropped only by 16% 2008, due to good results from
the beginning of the year. Fiat negotiates abaateggic co-operation with Chrysler.

No. of registrated cars in Europe

1900 000 15%

mmm 03/2007-02/2008 mm=m 03/2008-02/2009 == ==Change

0

1700 000 10%
0

9,6% 5%

1500 000

0%

1300 000 5%

% rate

. oo © ®
1 100 000 | 7,897 9o -7,3% 3 204 -10%
-9,5% '
o -15%
900 000 1 1458
I I I I I ’ I A e
0 1 ]
700 000 | 5.8 258 127,

-25%

No. of cars

-30%

March April May June July Aug Sep Oct Nov Dec Jan Feb

08/07 08/07 08/07 08/07 08/07 08/07 08/07 08/07 08/07 08/07 09/08 09/08
Source: ACEA

6.2.3. Inflation & Unemployment

Decrease of inflation reflects deepening of recess the EU and the Eurozone. If
the economic situation was developing so badlyatioh could have fallen even
more. To prevent lower inflation or deflation, EGBvered interest rate to 1,25%,
which is the new minimum since 1999, when the Etaoted.

Inflation & Unemployment in the EU
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In January 2009/ladimir Spidla(the Czech Member of the European Commission)
forecasted unemployment to rise by 2%. By Febru2®p9, the number of
unemployed people has increased by 3 million (0,Bdifits) in the EU, compared
to February 2008. Nineteen European countries decan increase of
unemployment, other 6 recorded a decrease.

6.2.4 Iceland

If the Czech Republic is relatively secured frome financial causes of the crisis,
then Iceland stands exactly on the other side @fptioblem. Iceland was hit by the
crisis extremely and it wasn’t too far from natibrmnkrupt, facing the worst
economic depression in modern history.

Government’s attempts to save first the third bagenancial institutionGlitnir
(which started to have problems with liquidity)eththe second biggest financial
institution Landsbanki failed when the whole problem became too bigxatfwith
€600 billion andGlitnir went into tender. At leastaupthing(the biggest Icelandic
financial institution) was promised a €0.5 billiman by the Icelandic central bank
(212).

The exchange rate was fluctuating (which causedddrbank transaction with the
rest of the World) so the National bank of Iceldradl to fix it, and the government
guaranteed all bank deposits. Unfortunately, laterfears forced people to move
out of the country and the Icelandic governmentstag off.

Curiously, while all European Central Banks wergvddng their interest rates,
Iceland had to raise it since it signed a contrgith the International Monetary
Fund (IMF) for $2 billion. Iceland raised the irgst rate from 12% to 18% (24).

To energize the Iceland economy, Scandinavian cesnlent Iceland $2.5 billion
(29).
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7 The Impact of the Crisis on the Czech Economy
“The crisis is a clear remainder that the Worldaglobal economy.”
Jaroslav Mit (32)

The Czech economy was in recession more than 13 y&m. Since, it had been
growing every year (at best by 6.8% in 2006). Teary2008 started quite well. The
economy was growing by 6%, prognoses forecaste® godwth at 5% an&koda
was producing at maximum.

It had been said that a collapse of the Americaanftial system would infect the
whole World, but the direct impact of the crisis thhe Czech financial institutions
wasn't predicted, because as many of the expeds tbay didn’t do business with
American mortgage market. ThiglF stated that the Czech Republic was protected
from the crisis thanks to strong economical growtirrency and reformation of the
common budget (30). The banks’ annual profit, whsbbws that all leading banks
on the Czech market made profit, despite the ecanstowdown which decreased
it, could serve as a prove of the good conditio@néch banks.

Money which was lost in share markets will everljuakcover and it is more
important to follow if our economy can bear up agaithe global or at least the
European recession, since we are so dependenédortgign trade, with leading car
industry.

7.1. Foreign Trade

One of the biggest threats was the slowdown ofdBaman economy. Germany, as
one of the most important export partners, plagsuaial role for the Czech foreign

trade, since 1/3 of the Czech export goes to GeymBime German economy has
been noticing slowdown since August 2008 as thamel of exports decreased and
the recession occurred after % 2008, when the G&alredsed by 0.5% (28). Other
worries occurred during the fourth quarter of 2@0&r realizing that Czech trade
came into red numbers for the first time since 2004

Trade Balance in the CZE

Billion of CZK

24

-30,6

-33,7

-34

Source: Czech National Bank

* Ing. Jaroslav Mil, MBA (1958) — president@bnfederation of Industry of the Czech Republic
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7.2. Government’s Actions

Unfortunately, not many steps had been taken tarsethe economy. The Czech
way of dealing with the crisis was considered rahalitical than economic and
when things seemed to improve the government waedoto finish its term of

office.

Most of the governments’ actions were taken in ptdeassure people about their
savings in banks, but interestingly the financiasis didn't force Czech people to
drastically withdraw money from their bank accoutist their peace of mind could
be linked with the fact that they don’t possess immoney on their bank accounts.

The first step into dealing with the crisis wasemakalong with the EU, where all

countries raised the security of bank deposits. Thech government increased the
basic guaranteed deposit up to €50,000 on 14/18/2@fier an extraordinary

government meeting. Originally, the amount was .h&lich action was taken in

order to reassure Czech bank clients about theiseotitheir account deposits.

Before more steps were taken, another problem pextun the form of losses of
foreign banks which had its branches in the CzegpuRlic. According to the vice
governor of CNB Miroslav Singer(22), Czech banks were too cautious about their
liquidity and the biggest threat could pose theremt companies, which could
withdraw up to 20% of the capital. Such step waudd cause a problem to a bank
itself but their clients could start to panic.

Because of the crisis many areas were about togehidneir structure, like pension
savings, ways of bankers’ investments into shanes aher instruments. To help
with decision making of how to manage the Czecmenty and mainly how to
prevent consequences of the crisis and to keepirtbeployment low, the Czech
government collected the most authoritative marsageno created a group of
consulters for the government calN&RV,

Their recommended ideas were e.g.:

e Temporary reduction of VAT

* Increase of unemployment support

» Effective use of financial support from Brusselshéls

e Support of export

* Investments into infrastructure

Members oNERV

Vladimir Dlouhy— former minister of industry and trade, consult@ninvestment
bankGoldman Sachs

Martin Jahn— former vice-prime minister, membskoda Aut@dvisory board
Jiri Kunert— CEO of Uni Credit Bank Czech Republic

Michal Mejstik — banking lecturer at Charles Univerzity, foundethe EEIP
consulting company

Jii Rusnok- former minister of finance, director ©he Association of Pension
Funds of the Czech Republic

Tomas Sedt&ek— economist o'SOB

Jiri Schwarz- dean ofaculty of Economics and Public Administration

Jiri Weigl— chancellor of the Czech presid#fitclav Klaus
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Miroslav Zameénik — consultant oBoston Venture Central Europe
7.3. State Budget

Government’s budget for 2009, which had been diaftemid 2008, was banking
upon the growth of GDP by almost 5%. Since themr, itlhpact of the global

financial crisis was shown on all markets and eoconof the EU and the Eurozone
(which is closely related with the Czech economycalerated. Withal every
percentage tenth means tens of bilion CZK for theech budget and the
deceleration of the economy would cause growtthefltudget deficit. Deceleration
of GDP estimated at 2% would be the biggest si®&y 1

Growth Predictions of Czech Economy for 2009 accord ing to:

5 - } @ Czech Government m CNB 0 EC o IMF }

% rate

Sep-08 Oct-08 Nov-08 Dec-08 Jan-09 Feb-09
Source: Various media

7.4. Foreign Exchange Rates

As the Czech and the European economy have beeimglaown, the first notice
about the worsen situation was registered by cartampanies. Whenever there is a
slowing of consumption, expenditure or demand of good, the carrier companies
are most likely to be the first to notice. A factehich had been influencing their
progress, for circa last year, was the strong Czerchency, which makes Czech
products more expensive for foreign purchasers theg tend to shift to other
suppliers.

The Czech crown has been having the strongestiggo®it the currency market
from mid 2007 to June 2008. The CZK/USD market: @mech crown had the
strongest position to USD on 22/07/08 when theepvias 14.454 CZK for $1, the
weakest on 20/11/08 with price of 20.438 CZK for $the Czech currency has been
getting stronger until the end of July wh&derek Tizma, the governor of th€NB
announced the probable increase of the interest fdte CZK/EUR market: the
Czech crown had the strongest position to GBP dA7208 when the price was
22.970 CZK for $1, the weakest on 02/01/08 witleg@of 26.360 CZK for $1.

The strengthening of the currency had a negativeagn especially on tourism
where CZSO noticed a decreasing number of Englalsng tourists (mainly
British and American), which is a group spending tinost money per capita.
Numbers of tourists from other countries, partidylavhere Euro is not the national
currency, had been increasing. On the other hdrahks to cheap dollar, goods
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from the USA became cheaper to purchase via mait tirectly in the Czech
Republic.
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7.5. Car Industry

There are currently 3 car producers in the CzeguBle — Skoda Hyundai and
TPCA (Tatra andAvia are not included because they don’t produce pgsserars).
According to prognostics from October 2008, thesisricould have an essentially
greater impact on the Czech economy than in otbentcies. The reasons lie in the
structure of the Czech economy, which is mostlyetelent on the car industry.
Along with money withdrawing from the banks and iegg in private sector
worldwide, there was a decrease in demand foraarthe world markets, with the
exception of small cars, where the demand wactfifecreasing. In the case of the
Czech Republic, there was actually noticed higleenahd for cars by 8.4% in 2008
and decrease in demand of commercial vehicles3% #1 2008 (36). Such paradox
could be caused by delayed reactions of Czech tpricastomers to market
conditions, where on the other hand business pgupleably noticed the slowing
down of the economy (presumably export/import meskearlier.

25% of the Czech economy and of the GDP is comkistethe income of car
industry (production of cars and components fonthevhich directly employs over
120,000 people and indirectly hundred thousandersttAccording tdvan Hod&,
the general secretary of th&ssociation of European car produce(%8), the
European car industry market would fall by 10% @02, which could have
existential causes for many car manufacturers &urmpe and the Czech Republic.
Since the main trading outlet of domestic outpuieggto Europe, where the demand
is decreasing, the Czech economy could suffer.

Hoda’s predictions were actually rather optimistic. Aatiog to ACEA (see table),

there is an average decline in number of registeaesl in Europe by 22,7% during
the first two months of 2009, compared to the tiwgd months of 2008.
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Skoda Autowas fairly predicting the forthcoming decreasedemand and in mid
September Czech media (sourcing fré&koda’ssuppliers) informed (7) about the
Skoda’scancellation of additional working shifts untiletiend of the year 2008, and
the decrease in the production plan of the Roomsiedel. In sequenceéskoda
cancelled special Saturday’s shifts, then 5 worldags in October, in December
there were total of 12 days production pause witchtinued until January 11,
20009.

A positive outcome of the crisis came about in Mag009. Due to increase of
demand for new cars thanks to regulations of o#o@nomics (crushing subsidy)
and due to lower car priceSkoda’soutflow increased and the production plant
started to work at full power again which causedeav demand for employees.
While in January 200$kodawas facing 12% drop of sales, in March 2009 sales
actually increased by 1% compare to previous yeatr.

No. of registrated cars in the CZE
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7.6. Inflation & Unemployment

Czech Republic

e |nflation == Unemployment

% rate
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Source: CZSO & MPSV

Inflation should be low in 2009 and prices of goati®uld decrease, mainly the
price of dairy products, bread, meat, beer andt ffuivegetables. Under low
unemployment rate such statement would be poshivethe unemployment rose by
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2% since the summer of 2008. Only due to the lategnand for cars, over 12 000
Skoda’spart-time and full-time employees lost their jolb2008.

The Czech Governmenfaced problems connected with the increasing
unemployment of overseas workers as the numbesgistered working foreigners
decreased for the first time in 2 years. To sedaarture of foreign workers and
ensure holding the crime rate low, the governmame up with financial support
for those workers in form of free flight ticket aB800 pocket money. Unfortunately
not many people took the advantage because, ie spisuch generous offer, it
would not solve their debts in their countriestisey rather stayed.

7.7. Stock exchange Market

PX50

Index PX50is the main index of Prague’s exchange. Numbegnoissions in the
index is variable, but currently it is consisted1& equities. Number of emissions
cannot go over 50. The debut date was on 5/ 4/9d,tlae original value of the
index was 1000 points.

The American financial crisis shook up with all V%' financial markets including
the Czech Republic. The Czech stock exchange mdittet respond well after the
American bank crash announcement. Whetman Brothersand Merrill Lynch
announced their bankrupt, the main commodities lma Prague’sPX50 were
behaving unstably for a number of following weeks. a result of the event, there
were the continuous losses of companies’ valuehafes. Trading with many of
them (mostly with building companies) was stoppedause their value dropped by
more than 20% during one da@rco and ECM (building companies) had the
biggest troubles with value of their shares ag ttepped by over 80%.

The losses of domestic and foreign shares cannekdetly measured but the main
index PX50was cut by 26% only during a month from Septen#&$)8 to October
2008, total loss on the exchange market was estdratt35,7%, which was a value
equal to spring 2008. From the graph below we eantlsat the amount of points in
March 2009 is a half value compared to the pedWay 2008 That is only one year
time horizon, but stock exchange markets in otleemtries were not developing
any better.
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7.8. Funds

The Czechs would be merely investing money intangsvof various kinds, like
building savings or insurance savings. They domhegally invest money into
shares as much as people in the USA, where a lthteoh probably lost their life
savings.

Every quarter, the Czech Capital Market Associabbthe CR (ATAK) publishes
statement of “The Development of asset managencefigctive investments and
custody in the Czech Republic”. ATAK associatesldagling collective investment
and asset management companies. The results ofdekielopment of total
investment into funds from 2002 to 2008 and a compa of investment into
different funds in 2007 and 2008 are shown belothéegraphs.
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From the graphs above it is clear that there isngyact of the crisis on people’s
investment into funds. Except property funds (whicke, but not significantly) all

other funds showed a loss compared to previous year
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7.9. Property Market

At the beginning of September 2008, there was e@atf higher difficulty to get a
mortgage. People, who would easily get one a cogplenonths before, had
suddenly minor chance to be successful. That wasvdy how banks were securing
themselves; they lowered the amount lent to keepuash capital as possible. When
lowering of interest rates didn’t seem to help tygpade banks to provide more
loans and mortgages, the government announcethrig@sell government’s bonds
to citizens.

On the other hand, the crisis had a positive immactprices of apartments and
properties, due to the sudden decrease in demantevo houses developers were
forced to cheapen, especially the less populart@eats, such as in panel houses.
Their price had decreased along with prices ofding materials.
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8. Conclusion

Different perspective of the Great Depression

An article published in Le Monde Diplomatique byé&éric Lordon (54) looks at
the crises from a different perspective. The origil development of the current
crisis is different from the previous ones only its/rapidity and global character,
not by development.

The article mentions MrCharles Ponziwho became well known as a swindle
speculator in 1920s. He took advantage of then Hagen in the USA connected

with steep growth of shares values. His system a@raaccording to a notorious

principle of pyramid games. The first, who investadl earned money, spread the
info to others who are attracted as well. Howeteg, first ones are paid by the

money of the ones who invested after them. Theesystays and falls along with

flow of new money.

If markets are growing, wealth seems easy to beeaetl and every one wants to
join. It is the case of the current crisis and othistorical crises as well. Even the
case of mortgage crisis counted on that there dvd tas much people involved as
possible. But because in all cultures credible alsbtre a scarce resource its
“supply” was soon exhausted. Therefore financiatifations had to offer loans and
mortgages to other who wound not be able to getumaker normal circumstances.
If we take this explanation as a reason for stgrtofi an actual financial and
economical crisis, a similar principle was respblesifor the majority of past big
financial crises as well.

Every speculation bubble is in fact very sensitilre.the case of the mortgage
bubble it was the silent increase of interest ratethe central bank for the purpose
to cope with inflation. Even though an increaseeby. 0,25% may not seem so
drastic, the overall impact on an ordinary debtaswan increase of its interest rate
from 6,3% to 11,25% in two years.

In August 2007, the New York Times published anchlrtwhere it mentions an
increasing number of missed payments of instalmandsan increasing number of
houses for sale. Disbelief spread as a fire evdawds: banks which stopped
lending to each other in the fear of even biggaulties.

Especially European bankers and politicians wemfoding themselves that the
mortgage crisis is clearly a US problem. Unfortehgtthey didn’t take into account
today’s global interconnection and that many ofdpgan central banks did invest
into American funds and mortgages.

A crisis of confidence on the bank market leadddoks’ mischance of providing
money. Investment banks are facing the most diffesi because they can get
capital only from financial markets in good conaiitiand there are many companies
losing their opportunity to realize investment albijees because of the shortage of
cash.

Difficulties with investments lead to stagnation efonomical activity and there
arise a menace of a recession and repetition dbthat Depression and some
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forecasts collapse of the whole financial systeortunately, the global financial
system has not collapsed yet, which gives us anefas optimism.

If the global financial system somehow resists liieak-up, it is because
governments of the most infected economies pumpt giamounts of money to
restore its circulation. They even reach for sutdps as nationalization of big
financial institutions. Nevertheless, the crisisi@d over yet, and it is not clear when
and how it will come to an end.
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10. Supplements

Development of the Crisis before summer
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Banks

Government help

Financial Markets

Investment bank Bear
Stearns has to close
down two big funds (in
spite of $4.5 billions
injections) due to
investments into risk
mortgages

French BNP Paribas
freezed deposits
withdraws from fund
which did business with
american mortgages

Speculations about crash
of the biggest american
mortgage provider
Countrywide Financial

Northern Rock's clients
are uncertain about their
bank deposit and they
withdraw their money

Ben Bernanke, Fed CEO,
warns that american
crisis could cost up to
$100 billions

Fed argues that the
economy is strong and
problem with mortgages
will eventually diminish;
interest rate remains
5.25%

First notice of banks'
distrust. ECB pumps €95
billions on the markets.
Other central banks
follow the actin in a few
days later

Fed decreased discont
rate to cheapen loans for
banks

American president
George W. Bush
promised help for people
not being able to pay
their mortgages

Fed decreased interest
rate by 0.5% to 4.75%
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Share markets are falling.
Prague's stock exchange
is experiencing the
biggest fall in 15 months

It is speculated that
american economy is
heading to recession

Prague's exchange
market (PX) reached its
historical maximum,
1936.1 points
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Banks had written back
$30 billions. A big deal
loses Citigroup and Merril
Lynch

World bank are
announcing high loses
due to the crisis

Northern Rock was
nationalized

JP Morgan bought Bearn
Stearns

Swiss bank UBS wrote
off $44 billions. Banks's
loses are worth of $320
billions

Banks had written off
over $500 billions

US gov saved mortgage
institutions Fannie Mae
and Freddie Mac

Bankrupt of Lehman
Brothers

Fed decreased expected
2008 GDP

Central banks, including
Fed and ECB entered
into agreement about
security of Fed's
additional liquidity rate to
prevent recession

Interest rate decreased to
3.5% on Fed's
extraordinary meeting

US Congress
acknowledged tax
concession package
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Banks' shares are taky
down share market. Big
banks loses up to 10%

Price of oil reached over
$100 per barrel

PX experienced the worst
year start. During the first
week shares lost 6.5%

PX falls into the worst
values since the crash of
Bear Stearn's funds

Exchnge market are
loosing their last year's
profits

Price of oil reached over
$110 per barrel

Price of oil run to $147
per barrel. Afterwards the
price started to decrease
Another sale on
exchange markets. PX
went down to 2006
values

Due to falling price of oil,
shares of energetics are
dropping

Price of oil dropped
below $100 per barrel




AIG was nationalized.
16/9 | Bank of America
overtook Merrill Lynch

HBOS was overtaken by

17/9 Lioyds PX dropped to values f
Central banks pour $180

18/9 billions on financial
markets

Waschington Mutual was
25/9 | nationalized and sold to
JPMorgan

Bank crisis was noticed in
28/9 Europe, Belgian bank
Fortis was nationalized

British Bradford and

Bradley was nationalized, Congress rejected plan NY exchanged market

299 |Wachaua merged wih | 2 e US | wes periencig he
Citigroup y y
30/9 Belglum had to save
Dexia
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Banks' losses - Summer 2008
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