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Foreign trade commodity structure: Case study of the
Czech Republic’s exports during the years 2000 — 2010

Komoditni struktura zahrani¢niho obchodu: Ptipadova
studie exportli Ceske republiky béhem let 2000 - 2010

Summary

This work deals with the economic theories related to foreign trade. Based on them
are determined the main economic factors that shape the international trade and also on the
other side consequences, which are shaped by trade. This way are defined e.g. the balance
of payments, exchange rate, trade policy or basic economic principles such as the theory of
comparative advantage. These theoretical findings are used for analysis of trade potential
of the Czech Republic, where thesis is focused on the analysis of its exports. Particularly it
specializes in commodity structure, its composition, volumes and development. Observed
period is the decade 2000 - 2010. This period is characterized mainly by Czech entrance to
the European Union, which is actually a milestone offering a comparison of development
before joining the EU and after. Further is significant by economic affected especially by
the world economic recession in 2008, or, for example, by terrorist attack on the World
Trade Centre in 2001. This paper tries not only to detailed analyze trends of Czech exports,
but also to find connection between its various elements. It also brings economic theory

adaptation to the reality and tries to explain occurred phenomenon.

Keywords

Foreign trade, export, commodity structure, exchange rate, balance of payments,
comparative advantage, openness of economy, trade policies, the Czech Republic.



Souhrn

Tato prace se zabyva ckonomickymi teoriemi souvisejicimi se zahrani¢nim
obchodem. Na jejich zakladé jsou urceny hlavni ekonomické faktory, které mezinarodni
obchod utvaii a také naopak souvislosti, které jsou obchodem utvareny. Definovany takto
jsou napt. platebni bilance, ménovy kurz, obchodni politika ¢i zikladni ekonomické
principy jako je teorie komparativni vyhody. Tyto teoretické poznatky jsou vyuZity
k analyze obchodnich moznosti Ceské republiky, kdy se prace déle soustied’uje na analyzu
jejich exportt. Zvlasté se specializuje na sloZeni komoditni struktury, jeji sloZeni, objemy a
vyvoj. Pozorovanym obdobim je dekada 2000 — 2010. Toto obdobi je pfizna¢né hlavné
vstupem CR do Evropské unie, coz je vlastng milnik nabizejici srovnani vyvoje pred
ptipojenim se k EU a po ném. Déle je vyznacné ekonomikou ovlivnénou hlavné svétovou
ekonomickou krizi v roce 2008 ¢i napiiklad teroristickym utokem na Svétové obchodni
centrum Vvroce 2001. Prace se snazi nejen podrobné¢ analyzovat vyvojové tendence

ceského exportu, ale také nalézt souvislosti mezi jeho jednotlivymi elementy. Zaroven

vvvvv
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komparativni vyhoda, ekonomicka otevienost, obchodni politika, Ceska republika.



Table of content

Lo INEFOTAUCTION. ...ttt sr bbb eneas 10
2. Objectives of bachelor thesis, methodology...........ccovviiiiiiiinin e 11
3. LITEratUINE REVIBW.....c.eiiiiiiiieitie ettt e 13
3.1. Theories Of fOreign trade..........coueiir i e 13
3.2. Ricardo’s theory of comparative adVantage.........ccoeevereerenienie e 19
3.3. Foreign trade policies of the Czech Republic..........cccoooviiiiiiniii 22
3.4. The Balance 0f PAYMENLES.........ccooiuiiiiiiiiiiieie et s 23
3.5, EXCRANGE FALE.....ccuieieie ittt 26
3.6. COMMOUILY trAAE.......eiieeiieeiie e sb e e 29
4. Case study of the Czech RePUDIIC.........cooviiiiiiiiii e 31
4.1. Analysis of the openness of the Czech economy...........ccovviviniin e 31
4.2. Analysis Of the CZECH EXPOITS.......ccuiiiiiiie e 32
4.3. Analysis of the trade balance of the Czech Republic.........cccooiviiiiiii 34
4.4. Exchange rate of the Czech RepUDIIC..........cocvviiiiiiiii e 37

4.5. Analysis of comparative advantages of the Czech Republic and SWOT analysis of
the CZECN BXPOIT. ... i e b e 38

4.6. Commodity structure of the Czech foreigntrade..............c.cooviiiiiiin a4l

D G ONCIUSION. ettt e e e et e e e e e e e e e e e e e e e e e e e e e e e e e 46
B, RETEIENCES. ..o ettt ettt e et e et e et e e e e e e e e ar e 49
6.1, BIDHOGIapNY....cooieeeee e s 49



B.2. INTEINEL FESOUICES. ... eeeeeeee ettt ettt et e e e et ettt eeeeeeeeeeeeese it eeeeeseeeesennneeeeeseeeesnnnns

A N o] o 1=] [0 | PSR RPPSTRPRR

List of tables:

Table 1, Labour cost of producing computers and wheat..............ccccooeiiiiiniinen .
Table 2: SITC S-aigit SYSTEM. ... ettt et e e e e e e e e e e e e e
Table 3: Sections 0F the SITC ... e e e e
Table 4: Intensity of involvement to the international labour division................ccccceveeeee
Table 5: Absolute and relative change of eXpPortS.........c.ovveiiiiii i e,

Table 6: SWOT ANAIYSIS. .. ... e e e e e e e e e e e e e e

List of Charts

Chart 1: Exports of the CR 2000-2010.......cuuitiieie e e eena,
Chart 2: Trade balance of the CR....... ..o e
Chart 3: Foreign trade 0f the CR........ooiii i e e
Chart 4: Exchange rate 0f the CZK ... e
Chart 5: Export of SITC commodities, 2000-2010...........oveiiiiiiiiiiiee e e

Chart 6: Share of SITC groups in total eXport..........coueueieiiii i e

.20

.29

.30

32

33

.40

34

.35

..36

.38

42

43



1 Introduction

“Foreign trade is an exchange of goods and services or capital across international
borders or territories It is consisted from imports and exports”.™ Its importance is mainly
in expanding of consumable options of country. Trade enables country to consume more
goods than would be possible if they are closed to products from different countries. For
most of countries, it has significant share of GDP. Increasing international trade has even
impact on development of industrialization, transportation, globalization, multinational
corporations or outsourcing and vice versa, these effects have impact on foreign trade. For
countries foreign trade is beneficial even from other reasons such as differences in
manufacturing conditions (different natural resources, soil, labour, capital, technologies...),
lower costs (specialization and large scale manufacturing, taking advantage of comparative
or absolute advantages) or differences of “consumer tastes” (even if conditions for
manufacturing of certain product are same in two countries, it does not mean there is same
demand).

First part is consists of economic theories related to the foreign trade. It is necessary
for understanding fundamental principles and according to them make possible to deduce
factors, which influence perform of foreign trade and on the other side factors, which are
affected by its impacts. These are introduced and defined here as well. On these
foundations is created second practical part, where these indicators are involved to achieve
demanded objectives. Theoretical knowledge is utilized in process of analyzing Czech
foreign trade, respectively export and its commaodity structure. Individual observations are
synthesised for purpose to find mutual interactions between each other. Last part serves as
discussion, where theoretical knowledge face to comparison with observed findings. On
basis of obtained results, regarding even economic theories are determined conclusions,

which are developed to suggestions and proposals.
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2 Objectives of bachelor thesis, methodology

Objective of this thesis is to find out (based on economic theories), what are main
factors determining foreign trade and one of its two parts — export. Then, thanks to these
factors, define position and assumptions of the Czech Republic for foreign trade and
analyze development of its exports, where research is focused on commodity structure, its
development, composition, volume and factors that may affect it. Aim of this work is to
analyze this process during the years 2000-2010 and explain all occurred changes. Related
to objectives and observed period was determined hypothesis: The commodity structure of
Czech exports was changed due to Czech Republic’s entrance to the European Union in
2004. Part of the objectives is also detection if founded factors influence each other

mutually and how.

For this bachelor thesis was chosen decade 2000 — 2010. It is period when the
Czech Republic already passed to the floating exchange rate and was in preparation for
entering the European Union, then was accepted and had to adapt for changes. This way
can be observed period divided into two main parts — before and after entering the EU.
These parts can be compared and enable to analyze, if joining of the EU was beneficial and
how was Czech foreign trade changed. This decade is also interesting by facing to the
world economic recession (started in 2008), which had influence even to Czech economy.

Methodological approach is as extensive as possible. Theoretical part is utilized as
a background for later analyses, syntheses and on its basis is possible to process analogy.
Theoretical part create logical framework of given topic and based on these knowledge,
following research is established. To explain some basic principles are used methods of
modelling and abstraction. Practical part is opened by analysis of assumption of the Czech
Republic for foreign trade. There is utilized mainly method of comparative analysis which
make possible to determine Czech position in relation to European and world markets.
Upcoming part is analysis of Czech foreign trade, export, trade balance and all other
indicators separately. It involves mainly statistical approach where collected data (gathered
from statistical sources as the Czech statistical office, Eurostat, OECD) were divided and
used for analysis and defining of Czech foreign trade development. For better visualisation
and clarity were created charts and tables (using of Microsoft Excel). In some cases was
necessary to use another statistical and mathematical methods to gain demanded results
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(annual changes, relative percentage values, averages, rate of growth, differences...). These
results were afterwards compared between each other. As other methodological tool was
used SWOT analysis which was important for defining position, trade assumptions and
potential advantages or disadvantages of Czech foreign trade and which was utilized as
brief conclusion and highlighting of observed fact. All examined results are compared with
others and based on analogy are found diverse correlations among individual parts. Thesis
is concluded by synthesis of observed factors and found results.

Note: All calculations are in current prices. Use of relative prices might cause

differences of some results.
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3 Literature Review

3.1  Theories of foreign trade
3.1.1 Brief history of foreign trade theory

“The theory of international trade and commercial policy is one of the oldest
branches of economic thought. From the ancient Greeks to the present, government
officials, intellectuals, and economists have pondered the determinants of trade between
countries, have asked whether trade bring benefits or harms the nation, and, more
importantly, have tried to determine what trade policy is best for any particular country.”
[14] According to Irwing Douglas, “Since the time of the ancient Greek philosophers, there
has been a dual view of trade: a recognition of the benefits of international exchange
combined with a concern that certain domestic industries (or labourers, or culture) would
be harmed by foreign competition. Depending upon the weights put on the overall gains
from trade or on the losses of those harmed by imports, different analysts have arrived at
different conclusions about the desirability of having free trade. But economists have
likened free trade to technological progress: although some narrow interests may be
harmed, the overall benefits to society are substantial. Still, as evidenced by the intense
debates over trade today, the tensions inherent in this dual view of trade have never been

overcome. ™

As the problem of foreign trade is almost same old as whole economy, many
theories of foreign have been already developed. These theories were presented to help us
understand difficult processes and mechanisms on markets, reasons of certain effects and
teach us how to be the most efficient, flexible, understand how to make a profit. According
to the books, to understand main philosophy of the foreign trade and macroeconomics
principles, really important is Adam Smith’s theory of absolute advantage and mainly, later
on stated David Ricardo’s theory of comparative advantage.

3.1.2 Mercantilism

In the 17" and 18™ century (but begins even in 16™) the west feudal Europe is
strongly influenced by the most significant way of thinking that time - mercantilism. It is
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complex of economical doctrines. This era is connected to rising of centralized
monarchies, colonial expansions and building of empires. No wonder it has the biggest
boom in England and France. Mercantilist theories are based on economics nationalism,
where the main goal is increase of national wealth (in compare to scholastics, who
considered as the most important thing general welfare and happiness). Simply put they
equate national welfare to money. Later mercantilists saw sense of money inflow in
reducing of credit which was benefit for trade. Just these opinions make them to establish
conclusion that the main source of the national welfare is the foreign trade. But they did
not support imports as much as was needed and were focused only on active balance of
foreign trade. That was their biggest mistake. They consider trade as package of playing
cards, where only winner is that one, who has all. When one country earns, other must
loose. Later classic economists (A. Smith, D. Ricardo, J. S. Mill) understood significance
of labour redistribution and trade was for them a game with positive sum, in compare to
null sum. Essential were not money inflows but just advantages of labour division. As was
already written, “"each government’s primary economic objective was to command a
sufficient quantity of hard currency to support a military that would deter attacks by other

countries and aid its own territorial expansion. &

Most of the mercantilist policies were the outgrowth of the relationship between the
governments of the nation-states and their mercantile classes. In exchange for paying
levies and taxes to support the armies of the nation-states, the mercantile classes induced
governments to enact policies that would protect their business interests against foreign
competition.” (18] These steps led to protectionism which was actually harming for
international trade. They took policies which had consequences in high import tariffs,

export subventions, export monopoles, navigation acts or foreign exchange regulations.

3.1.3 Classical economic theories (Classical political economy)

"The severe critics of mercantilist doctrine have generally been
economic theorists of the English classical-school tradition, and they have usually relied on
Adam Smith's account plus the vague mass of nineteenth-century tradition for their

information as to the contents of mercantilist doctrine.” [*°!
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Classical political economy is dated to 18™ and 19™ century and thanks to these
theories, economy began to be widely regarded as a science with given foundation — terms
and theories. Mainly English philosophers John Locke and David Hume crated
philosophical frame. It was based on liberalism and their ideal was economic system the
best characterised by laissez faire — free market competition and free trade and Smith’s
imagination of invisible hand of the market. Classics considered political economy as
science of creation and distribution of wealth. They were interested in national wealth and
considered role of social classes — capitalistic, labour and landlords. They developed
several basic theories: theory of comparative costs, theory of distribution (pensions of main
social classis — wages, profits and rents). The main representatives are David Hume,
founder Adam Smith, David Ricardo and John Stuart Mill. !

3.1.3.1 David Hume - Quantitative theory of money
(1711-1776)

Hume laid foundations of international trade theories by publishing his essay Of
money. There he explains that economy with increasing money resources due to positive
(active) trade balance has incidental effect of increasing prices which has impact on
domestic entrepreneurs who are not able to compete in prices then. His other important
work, essays Of the Jealousy of trade and Of the Balance of trade, prove, that each country
participated in foreign trade can be profitable and that import barriers may be harming.
Indirectly, he also formulated Adam Smith’s theory of the Absolute advantage. P!20124!

3.1.3.2 Adam Smith — The theory of absolute advantage
(1723-1790)

"Smith was the Scottish philosopher who became famous for his book, “The Wealth
of Nations” written in 1776, which had a profound influence on modern economics and
concepts of individual freedom. In 1759 he published his Theory of Moral Sentiments.
This work was about those standards of ethical conduct that hold society together, with
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emphasis on the general harmony of human motives and activities under a beneficent

Providence.

Smith moved to London in 1776, where he published An Inquiry into the Nature
and Causes of the Wealth of Nations, which examined in detail the consequences of
economic freedom. It covered such concepts as the role of self-interest, the division of
labour, the function of markets, and the international implications of a laissez-faire
economy. “Wealth of Nations” established economics as an autonomous subject and

launched the economic doctrine of free enterprise.” ?®!

Indeed, he argued against mercantilists theories by claiming that all countries
having mutual trade can profit at the same time.

"Smith argued that it was impossible for all nations to become rich simultaneously
by following mercantilist prescriptions because the export of one nation is another nation’s
import. However, all nations would gain simultaneously if they practiced free trade and

specialized in accordance with their absolute advantage. "

"Smith laid the intellectual framework that explained the free market and still holds
true today. He is most often recognized for the expression “the invisible hand,” which he
used to demonstrate how self-interest guides the most efficient use of resources in a
nation's economy, with public welfare coming as a by-product. To underscore his laissez-
faire convictions, Smith argued that state and personal efforts, to promote social good are

ineffectual compared to unbridled market forces.” **!

In his theories he sees nation’s welfare in goods and services available for everyone
better than huge reserve of gold. National’s wealth is sum of individual wealth and
richness. Self-interests and harmony with society interest is crucial and should be achieved
without state interventions. These principles are described and known as laissez fair and
invisible hand of market. According to Adam Smith foreign trade should be based on
specialization on production with absolute advantage against other countries. These goods
should be exported and imported should be products which are cheaper abroad. This point
of view is de facto correct, but A. Smith’s values goods just by labour factor as only one
indicator, which is too simplified for real situation. Later on his theory was improved by
David Ricardo. B2
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3.1.3.3 David Ricardo — The theory of comparative advantage
(1772 — 1790)

David Ricardo continued in Adam Smith’s theories and simultaneously determined
new ways. His point of view was different from any other until his time. He published
several important articles analyzing diverse economic topics such as stability of the
currency or the national debt. He confirmed that economical growth is depended on
distribution of nation’s pension among rent, wages and profits. Therefore his economy is
chiefly political economics of distribution. Even his methodological approach was
something new — he was first economist who used abstract model to explain his
knowledge. ¥! "Ricardo also opposed the protectionist Corn Laws, which restricted imports
of wheat. In arguing for free trade, Ricardo formulated the idea of comparative costs, today
called comparative advantage — a very subtle idea that is the main basis for most

economists’ belief in free trade today.” B

It was published in his the most significant
publication called On the Principal Economy and Taxation from the year 1817.
"Comparative advantage explains why a country might produce and export something its
citizens don’t seem very skilled at producing when compared directly to the citizens of
another country.” [3¢] Ricardo’s ideas are valid until nowadays and even it may be

somehow modified, foreign trade of all countries is based on these principles.

3.1.3.4 John Stuart Mill - International exchange value
(1806 -1873)

J.S. Mill was follower of David Ricardo. He worked with his economical theories,
which he later on supplemented, developed, adjusted or extended. “In Principles of
Political Economy, which became the leading economics textbook for forty years after it
was written, Mill elaborated on the ideas of David Ricardo and Adam Smith. He helped
develop the ideas of economies of scale, opportunity cost, and comparative advantage in
trade.”™*®! He extended theory of comparative advantage by using of reciprocal demand. He
claimed that profit from foreign trade is directly depended elasticity of demanded goods.
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Amount of reciprocal demand for imports is depended on several factors. It is mainly size
of country and maturity of its economy. Based on theories about national exchange value
he declares that foreign trade should be more profitable for smaller countries or countries
with low demand for foreign goods. !

3.1.4 Foreign trade theories of neoclassical economy

Later on economists proceeded with many new theories of foreign trade which
basically all came out from classical economy. Main difference is that they now extended
observed indicators, involve more production factors than just labour force. For instance
new upcoming is term of abundance. Nations with comparative advantage have abundance
factor, which is inexpensive, and products made this way are usually cheap. These theories
usually describe behaviour, reactions and tend of markets involved in foreign trade. [*!
Significant representatives of this new wave are for instance Eli Heckscher and Bertil
Ohlin with their Heckscher-Ohlin Model (known as proportions model) which determines
the pattern of specialization and trade and works with assumption that it is not possible to
exchange labour for capital and vice versa. It caused by endowment of production factors
in trading region. "The idea is that a country with a high ratio of labour to capital will tend
to export goods that are labour-intensive, and vice versa. The Ricardo and Heckscher-
Ohlin theories tend to predict clear patterns of specialization in trade. A country will focus
on one type of industry for exports and another type of industry for imports.” ™ The
capital-abundant country will export capital-intensive commodity and import labour-
intensive commodity and the labour-abundant country will export labour-intensive
commodity and import capital-intensive commodity. I There is more other theories
formulated, which are de facto enlargements of Heckscher-Ohlin Model. Related to this
topic is possible to hear for example about important theorems offered by American
economist Paul Samuelson. It is mainly Stolper — Samuelson Theorem or Samuelson’s
Factor — price equalization theorem or Rybczynski Theorem. These theories, based on
Heckscher-Ohlin Model, solve economic, market or trade influences and situations and
describe and explain various price growths, capital movements, abundant, specializations,
trends and so on. Of course there was published more related theories and even some
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alternative theories of international trade (usually disagreement with classical theories), but
still valid, the most important and significant, were already mentioned above. @

3.2  Ricardo’s theory of comparative advantage

“If we are talking about exchanges of existing goods, we have to consider clear fact,
that everything what we trade with must first be produced. Trade enables individuals and
countries concentrate on what they produce best. Some countries—because they have more
highly educated workers, more capital (plant and equipment), or more abundant natural
resources—may be more efficient at producing almost all the different goods that their
citizens wish to consume. The possession of superior production skills is called having an
absolute advantage. The principle of comparative advantage is based on assumption, that
countries or individuals specialize in production where they have relatively or absolutely
best results, where they are the most efficient. These principles explain why countries
which are less successful in some production can trade with better countries and everyone

can take advantage of it. !

To explain how exactly comparative advantage works, let’s use abstraction of USA
and Japan. USA and Japan produce computers and wheat. The amount of labour needed to
produce these goods is shown in Table 1. (These numbers are all hypothetical.) The United
States is more efficient (spends fewer worker hours) at making both products. America can
rightfully claim to have the most efficient computer industry in the world, and yet it
imports computers from Japan. Why? The relative cost of making a computer (in terms of
labour used) in Japan, relative to the cost of producing a ton of wheat, is low, compared
with that in the United States. That is, in Japan, it takes 15 times as many hours (120/8) to
produce a computer as a ton of wheat; in the United States, it takes 20 times as many hours
(100/5) to produce a computer as a ton of wheat. While Japan has an absolute disadvantage
in producing computers, it has a comparative advantage. The principle of comparative
advantage applies to individuals as well as countries. The president of a company might
type faster than her secretary, but it still pays to have the secretary type her letters, because
the president may have a comparative advantage at bringing in new clients, while the
secretary has a comparative (though not absolute) advantage at typing. ™ !
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Table 3, Labour cost of producing computers and wheat

LABOR COST OF PRODUCING COMPUTERS AND WHEAT (WORKER HOURS)

United States Japan
Labour required to make a computer 100 120
Labour required to make a ton of wheat 5 8

Source: own computing and processing

3.2.1 Production possibilities curves

It has to be considered, that each country has different production possibilities. 1f
we are looking for comparative advantage of two different countries, it is useful to analyze
production possibility curves, which determine how much can each country produce and to
find optimal balance of what is better to buy and what to produce. It is based on
assumption, that even if some country has production potential for example to manufacture
1000 airplanes or 5000 automobiles, it cannot be produced simultaneously. If 70% of its
manufacturing potential is focused on one sort of good, for other remain only 30%. If we
consider previously mentioned airplanes and automobiles, with this ratio country can
produce 700 airplanes and 1500 car or 3500 cars and only 300 airplanes. Thanks to the
production possibilities curves we can find how to maximize production of certain groups
of goods if involved countries take advantage of labour division. This analysis depends on
knowledge only about the production trade-offs. We do not need to know how much
labour or capital is required in either country to produce either airplanes or cars. Though it
pays countries to increase the production and export of goods in which they have a
comparative advantage and to import goods in which they have a comparative
disadvantage, doing so may not lead to complete specialization. /"]

3.2.2 Comparative advantage and specialization

"Specialization increases productivity, thereby enhancing the benefits of trade, for
three reasons. First, specializing eliminates the time it takes a worker to switch from one
production task to another. Second, by repeating the same task, the worker becomes more
skilled at it. And third, specialization creates a fertile environment for invention. Dividing
jobs so that each worker can practice and perfect a particular skill (called the division of

20



labour) may increase productivity hundreds or thousands of times. Almost anyone who
practices activities—cooking, writing, adding a column of numbers, and so on—will be
quite a lot better at them than someone who has not practiced. Similarly, a country that
specializes in producing sports cars may develop a comparative advantage in their
manufacture. With its relatively large scale of production, it can divide tasks into separate
assignments for different people; as each becomes better at his own tasks, productivity is
increased. At the same time, the division of labour often leads to invention. As someone
learns a particular job extremely well, she might figure out ways of doing it better—
including devising a machine to do it. Specialization and invention reinforce each other. A
slight initial advantage in the production of some good leads to greater production of that
good, thence to more invention, and thence to even greater production and further
specialization.” M 12

3.2.3 Limits of specialization

"Comparative advantage determines the pattern of trade, but, as it is complex

matter, there are some basic factors which determine comparative advantage.

Natural endowments - consist of geographical determinants such as land, natural

resources, and climate
Acquired endowments - the physical capital and human skills a nation has developed

Superior knowledge - including technological advantages, which may be acquired either
as an accident of history or through deliberate policies

Specialization - may create comparative advantages between countries that are similar in

all other respects

Interactions - reinforce the other sources of comparative advantage” ™
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3.3  Foreign trade policies of the Czech Republic

Every nation around the entire world uses some form of trade policy. It involves
diverse rules, regulations, agreements, instruments or any other tools which help
governments to control their foreign trade. Nations are able by this way regulate their trade
balance, protect home traders, quality of goods or even solve problems with unemployment
or inflation. Policies are not only external which profile country’s relationship with other
countries for example by joining international trade organisations but either internal which
are connected to country’s inner issues. All states try to find some compromise between
two basic directions — liberalism and protectionism. Liberalistic policies are open to
remove trade barriers and let foreign traders to operate freely on domestic market.
However, this way are removed benefits of national economy. Protectionism has effect to
protect domestic market against external influences and their negative effects, but as is
mentioned in theories above, it can be harming for economies. Protective instruments have
primal purpose to control import of goods, its quality, prices (dumping prices) or volume.
For example, there can be bans for dangerous goods as military equipment, drugs or
animals, flowers... As well are controlled technical and sanitary standards. Other protective
instruments are related to exports where can be applied export tariffs for instance to avoid
of excessive exports of raw materials. Anyway, trade policies are developed even to make
country’s export efficient and benefit. Foreign trade is supported by variety of subsidies,
tax breaks, loans and insurances for exports, organisations or marketing and trade

strategies. &1 %!

The Czech Republic as post-communist country relatively recently had change its
trade orientation and become country with open economy. It was doing together with
negotiation about bilateral and multilateral agreements that achieved better access to global
market. Therefore the Czech Republic has became member of The General Agreement on
Tariffs and Trade (GATT) and member of later on established World Trade Organisation
(WTO) which were founded with purpose to liberalize trade and lower barriers within
countries which are members and enable to realize international trade even to less powerful
countries. After the Velvet Revolution the Czech Republic has began to prepare for
integration to Europe and signed European Agreement which was first important step
forward. Then the CR could enjoy advantages as free movement of persons, goods,
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services and capital. Later should be accepted even mutual currency. The CR was even
founding member of Central European Free Trade Agreement (CEFTA) which has purpose
to integrate European countries which are not members of the EU and help them to prepare
for joining. Removed barriers and fair conditions of competition among members achieved
development in foreign trade. The CR is as well member of Organisation for Economic
Co-operation and Development (OECD) which has purpose to achieve sustainable
economic growth and increase living and employment standards or member of European
Free Trade Association (EFTA) — promotion of free trade and economic integration. After
joining of the European Union on May 1%, 2004 the Czech Republic had to change some
policies which were against the EU policies and regulations. Trade relationships with some
countries had to be limited or interrupted, some membership cancelled, for example
CEFTA (with exception for WTQO). Since the CR is member of the EU, trade within the

EU borders is called intra-union, not foreign. 21261271

3.4  The Balance of Payments

The Balance of payments is systematic statistical record of all payment transactions
between our economy and foreign countries. It compares payments inflow from abroad
with payments outflow abroad. It is based on territorial principle (residents of the CR
paying to residents of foreign country are responsible for money outflow to abroad and
vice versa). It is complex of accounts where are involved payments of import and export of
goods, services and capital but even all tangible flows which are not necessary represented
by cash (barter trades, tangible economics aid and gift). Balance of payments accounting
uses the system of double-entry bookkeeping - final balance of credits and debits is always
equal. This structure of balance of payments is called vertical. The balance of payments is
also defined by residence status. Residents include individuals, corporations, government
entities and financial institutions. When a corporation or financial institution has branch
abroad or affiliate for balance of payments purposes, that abroad unit is a non-resident. To
understand how transactions are classified is necessary to understand to receipts it
generates. Transaction generates a receipt of a payment from foreigners is credit item
recorded in account with + (plus) sign. This represents a supply of foreign exchange and

demand for the local currency (CZK). If transaction comprises a payment to foreigners, it
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is reported as a debit item and marked by - (minus) sign. This represents demand for
foreign exchange and supply of the local currency (CZK). From the year 2003 Czech
National Bank in regular time periods (monthly, quarterly and yearly) publish these
statements. It is prove of country’s economic situation, evidence of performance, external

trade, development and specialization.

Horizontal structure, according to recommendation of International Monetary Fund, is

given by five accounts:
1. Current Account
- current account = changes in net foreign assets

- provides information on the balance of consumption, saving, investment and

government taxes and spending

- as account surplus means we are purchasing less than we are earning, there is

direct relationship between the current account and national income:
GDP=Y=C+I+G+X-M

Y — national income, C — consumption spending, | — investment spending on plant, equipment, etc, G
— government spending on goods and services, X — exports (credit item of current account),M —

imports (debit item in current account)

It is consisted of:

Trade balance — include import and export among countries (raw materials, food,

machinery, electronics...)
Balance of services — import and export of services (transport, tourism, services...)

Income balance — comprise pensions from producing factors which are owned by
state and are involved in foreign trade. Moreover, pensions from producing factors
which are owned by foreign subjects and which are involved in national economy
(in this case economy of the CR) — i.e. wages, profits, dividends, interests, coupon,

royalties...
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Current transfers — created by one-way transfers such as gifts, legacy, donations,
alimony, international aid, remittances...

2. Capital Account

Transactions related to trade with intangible assets (registered trademarks, patents,
copyrights), debt pardons, transfers of capital due to migration...

3. Financial Account
Direct investment, portfolio investment, financial derivates, other investment

Direct investment is consists of domestic direct investment abroad and
either foreign direct investment in the domestic economy. It is that kind of investment
where is some possibility of business check and control. In the Czech Republic is such
defined if investor own ten or more percents of share in business. Except this share are

even included reinvested profit and other capital.
Portfolio investment is represented by debt securities and equity securities.
Financial derivates are for instance for forwards, futures and options.

Other investments involve mainly taking and lending. In the balance of payments, other
investments are further classified in terms of time (long-termand short-term) and

by subjects (the central bank, commercial banks, government, and other sectors).
4. Net errors and omissions differences

As debit side and credit side must be equal to zero, the central bank is obligated to
determine some values (e.g. tourism). Net errors and omissions include differences in the

records of any inaccuracies, methodological problems, exchange rate differences, etc...
5. Change in reserves

International reserves include gold, special drawing rights, currency, etc. #11!
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3.5  Exchange rate
Exchange rate — price of national currency expressed in foreign currencies.

Currencies can be either convertible or nonconvertible. Nonconvertible currencies
cannot be traded on international exchange market, these are established by administration
determination and their exchange rate is composed by market power. On the other side,
convertible currencies are traded on global markets. Their prices called exchange rate.
These prices are influenced mainly by record of financial flows on the balance of

payments, interest rate or revenues and inflation. ©

3.5.1 Supply and demand on exchange market

Exporters of national goods and services create supply of foreign currencies and
demand of home currency — CZK. Importers of foreign goods and services on the other
hand create supply of CZK and demand of foreign currencies. Other players on exchange
market are investors. Those who are buying CZK assets create supply of foreign currencies
and demand of CZK and vice versa.

Change in supply or demand on the exchange market causes change in exchange
rate.

If demand of some certain currency overgrows its supply, currency goes to
appreciation — appreciation in ration to foreign currencies. Contrarily if supply of currency
gets higher against its demand, currency depreciates — it has lower value in compare to

foreign currencies.

Nowadays exchange rate is more dependent on behaviour of investors than on
foreign trade — when investors expect economic grow, they invest more to its currency and

currency appreciate.

Even though the exchange market is not centralised market (like for example stock
exchange is) and is spread everywhere around the world, its principles are similar like

perfectly competitive market. It is ensured thanks to arbitrage. Therefore this market is one
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complex global exchange market where participants can quickly buy and sell huge

amounts of currency. 2

3.5.2 Theory of parity

Exchange market fully correspond condition of interest rate parity — stabilize at
such level where the expected rate of return from bank deposits is same in both countries.

Theory of absolute purchasing power parity — to explain level of exchange rates

Based on law of one price — exchange rate of two currencies will tend to such level
which correspond to ratio of price levels in these countries. This level of exchange rate is
called purchasing power parity — i.e. we can buy same amount of goods or services home

or abroad, currency has same purchasing power in both involved countries.

Nevertheless, because of existence of untradeable assets exchange rate can be
different from purchasing power parity. Purchasing power parity so determines level of

exchange rate just approximately.

Relative version of theory of parity purchasing power — does not explain level of
exchange rates, but only change in there. According to this theory, change in exchange
rates is caused by change of price levels. If national price level increase more than foreign,
currency depreciate. Rate of depreciation correlate to change in inflation. "

3.5.3 Types of exchange rate

Fixed exchange rate - "A country's exchange rate regime under which the
government or central bank ties the official exchange rate to another country's currency
(or the price of gold). The purpose of a fixed exchange rate system is to maintain a
country's currency value within a very narrow band. Also known as pegged exchange rate.
Fixed rates provide greater certainty for exporters and importers. This also helps the
government maintain low inflation, which in the long run should keep interest rates down

and stimulate increased trade and investment.” 2
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Floating exchange rate - A country's exchange rate regime where its currency is set
by the foreign-exchange market through supply and demand for that particular currency
relative to other currencies. Thus, floating exchange rates change freely and are determined
by trading in the foreign market. This is in contrast to a "fixed exchange rate" regime. In
some instances, if a currency value moves in any one direction at a rapid and sustained
rate, central banks intervene by buying and selling its own currency reserves (i.e. Federal
Reserve in the U.S.) in the foreign-exchange market in order to stabilize the local currency.
However, central banks are reluctant to intervene, unless absolutely necessary, in a floating

regime.” !

3.5.4 Periods of the Czech koruna exchange rate

After establishing the Czech Republic on January 1%, 1993, currency Czech koruna
— CZK, was created. Since that time it has experienced several stages.

Fixed exchange rate — 1993 -1997

Currency was fixed to five world currencies — German Mark, Austrian schilling, US Dollar
and French and Swiss Franc. Later on it was substituted just by US Dollar and European
German Mark.

Managed floating exchange rate — 1997-2004 (before entering the EU)

The Czech National Bank managed inflation rate to adapt easier for announced rate
expected in future. Due to high FDI Czech koruna appreciated.

Floating exchange rate — from May 2004

By agreement of Maastricht Treaty the Czech Republic with entering of the EU has agreed
to adopt common currency Euro. This exchange rate period is somehow run-up to adopting

new currency.

28



3.6  Commodity trade

"A commodity is an article of commerce or trade that is in demand and sold by
various suppliers without any qualitative differentiation. Generally, commodities are raw
materials whose prices are based on market demand and supply. Commodities are of two
types, hard and soft. Tea, coffee, sugar, sisal, cocoa, corn soya and pork bellies come under
the category of soft commodities. Some examples of hard commodities are metals, such as
aluminum and copper.” [29] In the world of economics commodities are comprised even

from services.
3.6.1 Commodity statistical systems

Recording of traded commodities is crucial for country’s trade performance
description. From statistics is obvious many important facts which are determining for
country’s trade profile. Nowadays are using two statistical systems: The Harmonized
Commodity Description and Coding System (HS) and The Standard International Trade
Classification (SITC). ™

HS is newer version of commodity classification and it involves new types of
products. System of recording uses 6-digits system which are divided into sections and
chapters. It is consist of around 5000 classes.

SITC system is older, in use since 1950 when United Nations Statistic Division
developed it. It has hierarchical structure of 5-digit system. It is consisted of 3000
commodity groups. Even though this system is older and less detailed than HS, the Czech
Republic uses SITC as it correspond with classification of the EU. Therefore with SITC
data is worked even in this paper. Despite SITC 5-digit system (see below Table 2), the

most of statistics use only Sections — one-digit code (Table 3).

Table 4: SITC 5-digit system

Sections one-digit code
Divisions two-digit code
Groups three-digit code
Subgroups four-digit code
ltems five-digit code

Source: [30]. own processing

29



Table 3:

Sections of the SITC

0 Food and live animals

1 Beverages and tobacco

2 Crude materials, inedible, except fuels

3 Mineral fuels, lubricants and related materials

4 Animal and vegetable oils, fats and wages

5 Chemical and related products

6 Manufactured goods classified chiefly by material

7 Machinery and transport equipment

8 Miscellaneous manufactured articles

9 Commodities and transactions no classified in the SITC

Source: [30], own processing
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4 Case Study of the Czech Republic

4.1  Analysis of the openness of the Czech economy

Based on previous theories we can claim that foreign trade is important for every
county and that foreign trade is significant for national’s economies. Country’s position in
the international trade is dependent on size of country, development of economy and
openness of economy (intensity of foreign trade). This is reason why foreign trade is not
same significant for every country. Openness of economy shows us how much is each
economy involved in the international labour division. Particularly small states as the

Czech Republic is are on working labour division depended.

Openness of economy can be determined by two international factors. First
indicator is share of exports in GDP and second one is share of volume of exports
expressed in convertible currency (usually USD) per capita. Value of exports in both cases
can be substituted by total foreign trade balance. According to many analyses was proved
that openness of economy is directly depended on the economic development of the
country and inversely depended on the economic dimension of the country. Therefore: "If
the domestic economy is larger, its involvement in the international labour division is
smaller.” ! Since the Czech economy is relatively small and developed, its intensity of
foreign trade should be high. This assumption can be proven for example by comparison of
openness of economy of the USA and the Czech Republic in the year 2007 (same year is
used in the Table 4). The USA has 310 millions of habitants and share of export in the
GDP is 8.4%, the CR with 10 millions of habitants has this share 70.1%. There is obvious
that American economy is in comparison to the Czech relatively close and self-sufficient.

In the Table 4 are used both methods of determining of openness. Results are
different. According to the first indicator Export/Capita we see, that openness of the Czech
economy is relatively high, higher is only Belgium. In the year 2007 was firstly crossed
border of 70% which rank the CR on the very top of the EU (average of the EU is 31.5% in
2007) or even all developed countries. On the other side indicator Export/GDP record only

weak export performance in comparison to Belgium or Netherlands (similar economic and
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development rate) and the CR stay only in average. (data for the EU and the USA were
gathered from www.oecd.org)

Table 4: Intensity of involvement to the international labour division

Export/Capita (in EUR) Export/GDP (%)

2000 2006 2007 2000 2006 2007
Germany 7 268 10 710 11 699 29.0 38.0 39.8
France 5 863 6 268 6 391 24.6 21.8 21.2
Spain 3120 3 886 4 220 19.8 17.3 17.6
Belgium 19 995 27 832 30 049 81.0 92.3 95.0
Netherlands 15 875 22 677 24 653 60.4 68.5 70.9
Austria 9164 13 122 14 384 35.3 42.3 44.1
Poland 888 2 309 2677 18.5 32.4 33.1

|czechRep. | soss| 7339| ser7|  si2| 756|704

Hungary 2992 5935 6 892 38.7 66.6 68.9
Bulgaria 640 1529 1754 38.3 46.6 46.8

Source: Kubista, V. a kol.: Mezindrodni ekonomickeé vztahy, [10]

"Reason of such condition is still existing difference between purchasing power
parity of national currencies of countries of middle and east Europe and outer purchasing
power of these currencies expressed by currency exchange rate. Since GDP is mainly sum
of production in domestic currency and domestic prices, it is not relevant enough to
compare it with export which is result of negotiation in foreign currency and foreign
prices. This contradiction is not apparent for developed states where not big difference is
between inner and outer purchasing power. ” [10] This is reason why more accurate is

indicator Export/Capita.

4.2 Analysis of the Czech exports

From the Table 4 above and indicators determining openness rate is more than
obvious, that export has crucial impact on openness of economy. That is even confirmation

of the foreign trade economic theory. If we analyze Czech exports during the years 2000 —
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2010, we can find correlation between increasing exports and rate of openness of domestic

economy.

If we take a look into the Chart 1 or Table 5 we can see that development of export
has relatively exponential and stable trend. Only exception is in the year 2002 where
decrease was -1.2% in comparison to previous year. It was caused by instability of world
economies after terroristic attack on September 11™ 2001 and financial instability of the
Czech economy. Another, more significant depreciation started by the year 2008, where
decrease was -0.2% and follow by year 2009 where was the biggest slump recorded in this
time period: -13.5% which was -335.1 billion CZK. This was impact of the world
economic recession. But on the other side, year 2010 brought the biggest growth of this
time period — absolute annual change of export was 394.2 billion CZK, which mean 18.4%
of relative annual change. The biggest increase of relative annual change and one of the
biggest of the absolute annual change in comparison with previous year was recorded after
our entering to the European Union in 2004. Boost was 25.7% which represents 351.7
billion CZK. Increase of exports then exponentially continued up to the year 2007 where
total value of export was 2479.2 billion CZK. In this period from the year 2000 up to the
2010, value of export growth almost 2.3 times, from 1121.1 billion CZK to 2532.8 billion
CZK. One of the main reasons of increasing exports from 2004 to 2007 is enjoying of
advantages from entering the EU - transformation to the new markets and change of some
trade policies. This is evidence that correctly set trade policies can have positive impact on
the economic growth.

Table 5: Absolute and relative change of exports

Year Export (Billion Relative a_nnoual i?li?llgée(gﬂn:gl
CZK) change (in %) CZK)
2000 1121.1 23.4 212.3
2001 1268.6 13.2 147.5
2002 1254.9 -1.2 -13.7
2003 1370.9 9.3 116.0
2004 17227 25.7 351.7
2005 1868.6 8.5 145.9
2006 21446 14.8 276.0
2007 2479.2 15.6 334.7
2008 24737 -0.2 -5.5
2009 2138.6 -13.5 -335.1
2010 2532.8 18.4 394.2

Source: Czech Statistical Office, own computing and processing
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Chart 7: Exports of the CR 2000-2010
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4.3  Analysis of the trade balance of the Czech

As was mentioned in the first part of this paper, trade balance is difference between
export and import between domestic and foreign economy. It is part of the current account
of the balance of payments. It is significant indicator of economy performance as it
expresses how much is given country able to cover its imports by exports. Trade balance is
as well called net export (it is again given by difference between export and import). As
was also written in the first part, net export is one of four factors used for GDP calculation

and therefore even important indicator of national economy.
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Chart 8: Trade balance of the CR
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In the Chart 2 you can see development of Czech trade balance. In years 2000 and
2001 balance was influences by economic situation of that time. Negative balance this time
was around 120 billion CZK. In the years 2002-2004 negative balance had decreasing tend
and by the year 2005 was firstly in this decade in positive values. It was caused by joining
the EU and consequent change in territorial orientation to the markets of the EU, incoming
FDI or even by change of trade policies which enable these changes. Since the 2005, when
these changes have shown, trade balance has surplus and if you check linear trend line,
except years 2008 and 2010 in is under average. "Development of foreign trade was in the
first year after entering the EU characterize mainly by rapid growth dynamic of export and
import, which recorded increase in turnover 23.5% in comparison to the year 2003.
Turnover had value of 3 471 753 billion CZK, where export represented 49.6% and import
50.4%. After slight slowdown in 2005, positive trend continued in period 2006-2007.
Entering of the EU has good influence on long-term passive trade balance, which firstly in
history turns active in 2005. Since that year, Czech trade balance has positive balance. B!
Period of permanent economic growth was interrupted by the world economic recession.
Sequential slowdown began in second half of the year 2007 and in 2008 this slump

increased, its peak was in 2009 when relative percentage slump was the strongest.
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Consequences of high rate of openness of Czech economy and dependency on foreign
demand, especially on markets within the EU (which decrease because of crisis), Czech
foreign trade experienced recession. ¥ Turnover in the year 2009 was 4 127 659 billions
CZK and reached decrease of 25.4% which is in absolute values 752 566 billion CZK.
Similar was even development of export and import where was rapid decrease as well.
Even though ratio between export and import was improved by 1.1% and the Czech
Republic in the year 2009 reached record in surplus of trade balance (active) which was
approx. 149 587 billion CZK. Development of dynamic of the Czech foreign trade is
complexly described in the Chart 3.

Chart 9: Foreign trade of the CR
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4.4  Exchange rate of the Czech Republic

Other important factor, which can strongly influence performance of the foreign
trade, is exchange rate. Once more from theory, generally, if domestic currency
appreciates, import is getting cheaper and export more expensive. But if currency
appreciates together with performance and competitiveness of domestic producers it has
positive effect on trade balance. This is even reason why the Czech National Bank
managed exchange rate before the entrance to the EU and then kept low interest rate — it
helped companies to take advantage of appreciating CZK. Condition was only increasing

competitiveness of companies, otherwise it could not work.

Following Chart 4 shows development of exchange rate of CZK/EUR and
CZK/USD. CZK still has increasing trend. In the decade from 2000 to 2010 CZK recorded
appreciation by 29% to the EUR (from 35.610 CZK/1 EUR in 2000 to 25.290 CZK/1 EUR
in 2010) and to the USD appreciation was 50.5% (from 38.590 CZK/1 USD in 2000 to
19.111 CZK/1 USD in 2010). First strong slump of world currencies was recorded after the
terroristic attack on September 11", 2001. USD was affected logically more (decreasing
from 38.038 CZK/ 1 USD in 2001 to 32.736 CZK/ 1 USD in 2002 — decline almost 14%
within two years) and after massive slump, since half of 2002 it has had cheaper exchange
rate then EUR. USD stayed cheaper until 2010 without any greater change in relationship
to the EUR. Both currencies are on decreasing level together. Other significant
depreciating (for both currencies together) was in 2008 due to the world economic crisis.
Interesting is that when the CR joined the EU in 2004, it did not mean almost any change
in linear depreciating of currencies. If we compare development of the exchange rate with
Chart 3, focusing on balance of trade and on growth of import and export, we realize that
effect of appreciating domestic currency did not have negative effect on exports.
Therefore, it is true that exports were more expensive, but it is also prove that Czech
producers and economy worked well and could take advantage of appreciating CZK
because of their better competitiveness. Development of the exchange rate is very difficult
to understand and it has influence to many factors. This is only simplified method for

better explanation of economic interactions.
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Chart 10: Exchange rate of the CZK
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45  Analysis of comparative advantages of the Czech Republic and SWOT
analysis of the Czech export

"Analysis of each country’s foreign trade commodity structure attest how much
states take advantage of their potential comparative advantage. This analysis describes
which resources, or rather production factors, given country has and which on the other
side miss. Analysis of commodity structure answer question what is specialization of
certain economy, or better how is this specialization relevant to its comparative

advantages”. [11]

Analyses of comparative advantages are based on David Ricardo’s Theory of
comparative advantage. According to my resources, | made a list of comparative
advantages and disadvantages of the Czech economy. When | checked what | got, |
realized | just created SWOT analysis of the Czech Exports. Comparative advantages are
written in the part Strengths.
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Table 6: SWOT Analysis

Strengths

Weaknesses

Macroeconomic factors
High rate of economy openness

Fast economic growth because of exports

Low production costs
Low inflation rate

Long-term FDI

Resources and natural conditions
Relative qualification, adaptability and low labour
costs

Advantageous geographical position

Historical and natural potential for tourism

Microspheres

Good adaptability of small and medium businesses
to the changing market demands

Traditional industry

Attraction for foreign investors

Good conditions for IT development

Some FDI support development of own research
centres

System of export support - searching for export
opportunities, information, educative and assist
services, insurance of export credit risks, financing
of export loans, financing of export production,
legal entities abroad and all financial services
related to the export

39

Macroeconomic factors
Territorial export concentration

Commodity export concentration
High share of export with average value-
added

Low share of services in export

Microspheres

Limited ability of companies
competitiveness on foreign markets

Low export performance of small and
medium businesses and low ability to
participate on activity of FDI

Scarcity of own investing possibilities for
innovations of capital for export

Insufficient development and transfer of
new technologies and insufficient
cooperation between companies and
research institutions

Insufficient creating of small and medium
businesses networks

Confusing information about markets
Low knowledge about export

Difficult administrative and unwilling clerks
Low work productivity in comparison with
the EU




Opportunities

Threats

Image
Good image of export sector

The CR appreciated in the EU

Czech export appreciated on traditional markets

Markets

Increase of economic-trade activity on the EU inner

market

Increase of non-price competitiveness of products

Attraction for foreign tourists

Resources
Utilizing of financial resources of the EU

Continuing in FDI inflow

Higher participation on development cooperation

of the EU

Image

Perception of the CR as country without
innovative potential

Perception of the CR as country with transit
economy (east image of CR)

Perception of the CR as country with higher
corruption rate, difficult administrative and
slow courts

Markets

Economic development of trade partners
Economic recession in important parts of
the world

Transfer of trade and investment to
countries with lower production costs

Resources
Increasing of wages and prices of imported
inputs

Progressive adjusting domestic prices to
price level in the EU

Source: [11][12][35][13], own processing
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4.6  Commodity structure of the Czech foreign trade

We already proved by previous export observations that in given period 2000-2010
it has increasing trend which was boosted by Czech entrance to the EU. In the Chart 5 and
Chart 6 we can see how is export structured (system SITC) and how significant is share of
each commodity group in total sum. Definitely the most important group is for the entire
time group SITC 7 — Machinery and transport equipment. Second crucial group is for our
export SITC 6 - Manufactured goods classified chiefly by material. Here we consider
especially steel and iron. Third the most important group is SITC 8 — Miscellaneous
manufactured articles. Expect group SITC 6 and especially SITC 7, where change is
radical, all the other groups have similar, slightly growing, linear development.

During this research, were determined three basic factors, which always had more
or less significant impact on economic development. Terroristic attack on the WTC, 2001,
joining of the EU, 2004 and finally world economic recession 2008-2009. From Chart 5 is
obvious, crucial event for Czech export was joining of EU in 20004. Since that time
exports trends of all commodity groups have increased significantly, the most rapid
progress record mainly SITC 7 and SITC 6. Also these two groups were on the other side
mostly affected by world economic crisis in 2008/9. This decrease is relevant even to the
strongest CZK of whole period, which correlate with theory, that if domestic currency is
strong, exports are getting more expensive. But main reason of this slump is primarily
decreasing demand on foreign markets due to the economic recession. Impacts of the
terroristic attack in 2001 are not significant, almost none. Interesting is comparison of
development of total exports (Chart 1) and SITC 7. Almost same shape of chart and high
price values of the SITC 7 is prove that SITC is the most important sector of exports and
our foreign trade is depended on this group.
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Chart 11: Export of SITC commodities, 2000-2010
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Previous Chart 5 recorded still increasing trend of all commaodity groups. It is prove
entering of the EU was starting aggregate for our economy and significantly helped to our
economic development. In the Chart 6 we can compare all commodity groups and its
percentage share in whole export. This is interesting chart which is showing us, that despite
Czech export has dramatic development influenced by international effects, its commodity
structure is almost without changes. Only there is decrease of SITC 6, about 8.5% which
was substituted by the strongest group SITC 7. So even though our export was
significantly affected by approach to the new markets within the EU and increased rapidly,
commodity structure stayed almost same. Even effects of the world economic recession
could not influence composition of the Czech export.
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Chart 12: Share of SITC groups in total export
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4.6.1 SITC 7 — Machinery and transport equipment

The most important group of the Czech foreign trade has the largest share on
exports and even imports of the CR. Machinery and transport equipment belong to goods
with higher added value, therefore is very good that products of SITC 7 increase absolutely
and even relatively during the entire observed period. Its share on exports increased from
44.5% in 2000 to 54.6% in 2010. It verifies optimal economy and ability of Czech
businesses to manufacture even more sophisticated products. In comparison to previous
years, the greatest growth was noticed in years 2001 and 2006, almost 3% per year. Trade

balance is since the year 2000 in positive values. Surplus of trade balance is constantly

increasing and in the year 2007 was 334.7 billion CZK and after huge slump in 2009 (-

335.1 billion CZK) it has surplus in 2010 394.2 billion CZK. The most important part of

SITC 7 are road vehicles (export leaders) and electronic devices and appliances (import).
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4.6.2 SITC 6 — Manufactured goods classified chiefly by material

Despite its share in whole trade decreased from 2000 to 2010 by 8% (and it still
have slightly decreasing trend) and its annual growth is not that significant as SITC 7
(2007-2009 even decrease), it is still second most important part of Czech foreign trade.
Usually these are semi-finished product with lower added value then products of SITC 7
and SITC8. Trade balance of SITC 6 is entire period positive with surplus 20-30 billion
CZK. However since 2005 its surplus decreases. The most important goods of this class are
metal products and import is represented by iron and steel.

4.6.3 SITC 8 - Miscellaneous manufactured articles

Miscellaneous manufactured articles belong to goods with higher value-added.
After SITC 6 and 8 it is third the most important commodity group, although its export
share decreased from 12% to 11% (from 2000 to 2010). But in absolute values its exports
slightly increases. Imports are constant around 10%. Trade balance is positive.

4.6.4 Other commodity groups

Chemicals and related products — SITC 5 is up to the year 2010 fourth the most
significant commodity group. Its average share of exports is about 6% but imports are up
to 11% which means deficit of trade balance. In 2000 it was 60 billion CZK, in 2010 even
93 billion CZK. The most imported are drugs, pharmaceuticals and plastics.

Strategically meaningful is SITC 0 — Food and live animals. Even though its share
in the CR is not too high. Average of exports is about 3%, imports over 4%.

Relative decrease of export and import noticed between years 2000-2010 groups
SITC 2 and SITC 3, groups of crude materials, fuels and lubricants. Difference between
these groups is that SITC 2 was almost in balance, even in positive balance, SITC 3 has
more than two times higher imports than exports — trade balance is negative. Deficit was
about 80 billion CZK at the beginning of new millennium, in the 2010 it was already 130
billion CZK. The most imported is of course crude oil.
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All other commodity groups do not have higher share in exports and imports than
1%. It is SITC 1 — Beverages and Tobacco, SITC 4 — Animal and vegetable oils, fats and
waxes and SITC 9 - Commodities and transactions no classified in the SITC. All these
groups show slight trade balance deficit.
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5 Conclusion

Conclusions of this research are ordered gradually considering formulated
objectives and logical framework.

According to the economical theories, foreign trade is definitely beneficial, but
after all, there is no doubt about it. Nowadays it is not matter of discussion, but important
for countries is right adjustment of their trade policies and utilizing of their production
potential. Objective of this thesis was to define position of the Czech Republic in the
foreign trade. The Czech Republic was accepted as member of the European Union 2004.
That was crucial milestone in its modern history and actually this even indirectly divided
observations in this research to two parts — before and after joining of the European Union.
Even though trade policies were after Czech membership in some aspects changed, for
whole observed period were adjusted to open market and could be characterized as very
liberal. Proving is except membership in diverse world trade organizations (GATT, WTO,
CEFTA, OECD, EFTA) even analysis of openness of the Czech economy. According to
the two indicators was determined, that Czech economy is in openness rate somewhere
between average and top of the world ranking. This proved economical theories claiming
that developed countries with small inner market tend to have more open economies as
well as it shows how much is Czech GDP growth depended on exports (indicator
Exports/GDP).

From analysis of the trade balance followed how much acceptance to the European
Union was crucial for the Czech Republic and its economy. In the year 2005 was balance
of trade firstly in history active (positive) and kept growing trend until end of observed
period (2010). It was achieved mainly by increasing export which, as was find out, after
joining the EU started grow rapidly. By its analysis appeared other two important aspects
having significant impact on Czech exports, hence to Czech foreign trade. It was terroristic
attack on the World trade centre in 2001 and mainly incoming world economic recession in
2008. These factors caused stagnation in exports and even its decrease, which was the most
significant in 2009. Interesting is that balance of trade shows that year the biggest surplus
ever, active balance was 149.6 billion CZK. It was caused by simultaneously decreasing
import and export, when import increased more. Because on the other side, year 2009
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recorded the biggest slump in turnover (of whole period) in comparison to the previous
year, which was -335.2 billion CZK.

Related to the theories, foreign trade, respectively import and export are influenced
by exchange rate. Literally it says, that if domestic currency appreciates, import is getting
cheaper and export more expensive. But if currency appreciates together with performance
and competitiveness of domestic producers it has positive effect on trade balance. The
Czech Republic experienced turn from fixed exchange rate to floating in 1997 when before
entering of the EU exchange rate was managed and controlled by the Czech National Bank
for better adaptation in future. From analysis of exchange rate of Czech koruna and two
main world currencies US dollar and Euro is apparent, that CZK, except few slight
changes, still appreciate. The biggest slump was determined in 2001 as effect of the
terroristic attack. Interesting is that entering of the EU did not cause any change in trend of
CZK growth. Since 2000 to 2010 CZK appreciated to the EUR by 29% and to the USD
even by 50.5%. Nevertheless correlation between foreign trade and exchange rate cannot
be proven. But according to the theory, we can assume that even though exports were more
expensive, Czech producers and economy worked well and could take advantage of
appreciating CZK because of their better competitiveness. This claiming can be supported
by charts of appreciating CZK and improving trade balance.

From research of commodity structure follow several remarkable findings.
Development of all commodity groups has similar trend as whole export. It increases
annually excluding the year 2008 when it has significant slump caused due to the world
economic recession in 2008 (actually impacts of crisis appeared mostly in 2009).
Obviously, the strongest group which even react the most sensitively on economic
interactions (World trade centre 2001, EU 2004, crisis 2008) is SITC 7 - Machinery and
transport equipment. This group has percentage share between 45% -55% during decade
2000-2010. We can say that together with second biggest group SITC 6 - Manufactured
goods classified chiefly by material, it has essential impact on Czech export profile,
because annual turnover of these two groups together is about 70% of total export
turnover. Evident is boost after joining of the European Union when mainly SITC 7
recorded dramatic growth. On the other side, there is interesting phenomenon in
comparison of relative percentage share of all groups in export. Despite rapid grow after
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Czech membership, commodity structure is almost without changes. Only there is decrease
of SITC 6, about 8.5%, which was substituted by the strongest group SITC 7. This is even
disproving of my hypothesis, because structure of export have not been change due to the
EU.

As theories prove, well working foreign trade must be based on absolute or
comparative advantages of given country. Absolute advantage cannot be proved, because
there still exist countries, which are better at least in price competiveness. To comparative
advantages is relevant table of SWOT analysis. As comparative advantages are considered
mainly position in the middle of Europe, long industrial history and high level of
industrialization, low labour cost, but well educated and skilled labour, relatively stable
economical environment, low inflation rate and (therefore) attractiveness for FDI and high
rate of economy openness with good support of foreign trade.

Considering export SWOT analysis the Czech Republic enjoys of its comparative
advantage and specialization and that is reason is such significance of SITC 7. On the other
side, as was proven, the Czech Republic’s economy is depended on exports and exports are
depended on SITC 7. This narrow specialization could have negative consequences if there
will appear problem with demand on markets of our traditional customers or generally
problem in production of this sector. Therefore my suggestion is the Czech Republic
should have focus more on diversification of commodity groups and thus create wider
range of possibilities as well as focusing on the new markets. This could be achieved by
improved competitiveness of Czech producers and encourage them to expand to foreign
markets. Also should be pay attention about increasing level of services as a part of
exports. This proposal is related even to new 2012-2020 Export strategy which was
proposed by MIT and accepted by the government of the Czech Republic. [39]
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7 Appendix

Appendix 1: List of shortcuts:

CR - The Czech Republic

EU — the European Union

MIT — Ministry of Industry and Trade of the Czech Republic
GDP - Gross Domestic Product

FDI - Foreign direct investment

IT — Information Technology

GATT - The General Agreement on Tariffs and Trade

WTO - World Trade Organisation

CEFTA - Central European Free Trade Agreement

OECD - Organisation for Economic Co-operation and Development
EFTA - European Free Trade Association

CZK - currency Czech koruna

USD - currency US dollar

EUR - currency Euro

SITC - The Standard International Trade Classification
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Appendix 2: Table of Czech foreign trade

Foreign trade of the Czech Republic
Turnover Export Import Balance Lhz:egic:r;;z::?r::il: 5 Covering of ﬂ;f;;;iii;ti
import by on of
bilions of CZK, current prices export import | S¥POr N % | export, in
Bil. CZK
2000 2363.0 o P 12415 -120.8 23.4 27.6 80.3 74.5
2001 26542 12686 13856 -117.0 13:2 11.6 916 147.5
2002 25506 12549 132571 -70.8 -1.2 -4.3 247 -13.7
2003 28118 13709 14407 -69.8 8.3 8.7 §5.2 116.0
2004 34713 12T 1749.1 -25.4 25.7 21.4 88.5 3517
2005 36986 18586 1830.0 386 8.5 45 1021 145.9
20048 42454 21428 21043 3935 14.8 15.0 101.5 276.0
2007 4 870.5 247582 23913 &7.9 15.6 13.6 103.7 247
2003 43802 24737 2 408.5 67.2 -0.2 0.8 102.8 -5.5
2005 41277 21386 1585.0 1456 -13.5 -17.2 107.5 -335.1
2011 45424 25328 24116 1212 12.4 212 105.1 354 2
Source: Czech Statistical Office, own processing and computing
Appendix 3: Exchange rate of the CZK to EUR and USD
Exchange rate of CZK to EUR and to USD, in CZK
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
CZK/EUR | 35.610| 34.083| 30.812| 31.844| 31.904| 29.784| 28.343| 27.762| 24.942| 26.445| 25.290
czk/usD | 38.590| 38.038| 32.736] 28.227| 25.701| 23.947| 22.609) 20.308] 17.035) 19.057| 19.111

Source: Czech Statistical Office, own processing
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