Czech Republic
April 2020

Ministry of Finance

of the Czech Republic

Convergence Programme

swsa|dwi ‘saueuly 21jqnd JO S24N1ES} |BUOIINHISUI ‘SWDISAS SNUDSASI JO ADUSID14S PUB 3UNJONJIS ‘DINHPUIAXSD JO SSUDAIIRYS pue Adusidiyye ‘uoliisodwod ASaieuis Adljod ‘saoueuly o1jqnd jo Ayjenb ‘suoiendod
3e jo suonedldwi syl Suipnjdul ‘s3oadsoud Ateradpnqg wuisl-3uo| ‘ASaieuis Adljod ‘ssoueuly o1jgnd jo Aljiqeureisns ‘a3epdn snojasud yim uosiiedwod ‘suoipdwnsse pue solIeuads JuaJap 01 suoizdsfold Aieys
g Jo ANARISUDS ‘SYSI4 PUB SOLIBUIS dAIFeUIDY[E ‘D3epdn snolnaid y3im uosiiedwod pue sisAjeue ALAINSUSS ‘swio)aJ [ein3dnJis Jofew jo suoiedldwi AJea8png ‘syuswisn(pe mojj->201s pue suojesado aul-ayl

[29 jo sisAjeue ‘syuswdojaAsap pue S|aA3| 1gap ‘9oueis [easl) ‘sainsesw Aiesodwal pue 1Jo-auo ‘Ud1ap a3yl 4o Jusuodwod |ed1)dAd ‘@oue|eq |ednionuls ‘ASa1euls |easl) JOo uolledlyzuenb pue uonduasap Suipnjpul
30 Aue3a3png wJial-wnipaw ‘JesA juasund ayi Joj suejd Atela8png pajepdn pue saouejeq |en3de ‘SaAI3I3[qO wl-wnipaw ‘A8a3es1s Adjjod 1gap pue sduejeq JUSWUIIA0S [BJaUS3 ‘SwI04ad |[BananJls Jofew
oedljdwi yimoJ3 ‘ssoue|eq |B40399S ‘OlJBUIIS WIY-WNIpaw 393dsoud Jua1und pue syuawdo|aAap |ed1dAd ‘suoirdwnsse [ea1uydal ‘Awou0dd plJOM 00JIN0 JIWOUO0ID ‘SAAIFIS[O pue yJomawedy Adjjod ||esano




Convergence Programme of the Czech Republic
April 2020

Ministry of Finance of the Czech Republic
Letenskd 15, 118 10 Prague 1

Tel.: +420 257 041 111
E-mail: podatelna@mfcr.cz

ISSN 2570-5687 (on-line)
Issued annually, free distribution

Electronic archive:
https://www.mfcr.cz/CoPr



Convergence Programme
of the Czech Republic

April 2020



Contents

INtroduction aNd SUMMAIY ....cciiiiieeiiiiiiiiiiiiiiiiieiiineeresesiiistiteesssssssssssettessssssssssssstsssssssssssssssasssnsssssssssssssssnnnsssssssss 1

1 Economic Policy Intentions and Objectives

1.1 FisCal POlCY . ceoueeieiiiiieeiec et
1.2 Monetary Policy

2 Macroeconomic Scenario

2.1 Global Economy and Technical Assumptions

2.2 Current Developments and @ Medium-term SCENAIIO ......covuiiiiiriieiiieetee ettt 4
2.3 Foreign Relations and SECtOral BalanCes .........ccccuiiiiciiieeciiee ettt e et e e e te e e e tre e e e ata e e enraeeesaaeee s 8
P O o1V T == o Vol - PN 9
3 General Government SECEOr FINANCES .......cciiiiiiiimmueiiiiiiiiiiiisiiiiiiniiinrsessesiisiiiressssssssssstmmessssssssssssmsesssssssssssssssees 10
3.1 Current Developments of the General GOvVErnmMEeNt SECLON........uiiviiiiiiiiieiie et 10
3.2 Forecast of the General Government Sector Finances for 2021 ........cccvvvieiieiiiieniee et 15
3.3 General Government Debt, Strategy and Stability of State Debt..........cccovieiiiiiiiiic e, 18
4 Comparison with the Previous Convergence Programme of the Czech Republic and Sensitivity Analysis.............. 20
4.1 Comparison with the Scenario of the Previous Convergence Programme of the Czech Republic.............c........ 20
Y T L €AV AV Y o F= Y2 LSS 20
5 Sustainability Of PUBIIC FINANCE.....cciiiiiieeeiiiiiiiiiti e sseeeesseeses s s seesnnsssssssssssssesnnsssssssssssssnnnnsssssssnanes 23
5.1 Government Strategy and Implemented REfOIrMS ........oocuiiiiiii e e e e 23
5.2 Fiscal Impacts of POPUIGLION AEING .....ccuiiiiiieiieiieeee et sttt ettt st esneesaee s 25
LT Y] =110 F=1 o1 L Y2 Y g = A2 £ S S

5.4 General Government Guarantees

6 Quality of Revenue and Expenditure of Public Finances
6.1 Tax Policy OULIOOK ......eevieeeeiiiiiieeeeeeee e,

6.2 Rationalisation of General Government Expenditure

6.3 Composition of General Government EXPENAITUIE ........cccuiiiiiiiieiiiiec ettt e e eree e s vae e e e e e e naeas

7 Changes in the Institutional Framework of Fiscal Policy

7.1 Changes Related to Investment and the Capital Market.........ccccuviiiiiiieciiiiie e 33
7.2 Increasing Effectiveness and Transparency of PUBIIC FINGNCES .......c.vvvieciiiiiciiee e 35
2 T - 10 P - | Y o [ oy USRI 36
REFEIENCES ...uiiiiiiiiiiiiiiiiiiisiiisiississssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssessssssssessseesseesseeeseeesseeeseeesseesseenns 37
JLIEE 11TV T =) G 43

GlOSSAY Of TEIMIS .ceeieeeeiiiiiiiiiiieeiiiiiiiitteeeaeeseesttreesassssssssstteesssssssssssessesssssssssssssesssssssssssssssssesnsssssssssssssssnnnsssssssnes 48



List of Tables

Table 2.1.1: AssUMPLIONS OF the SCENAIIO ...eiii e et e e e e e s e e e s tr e e e ssaeeesataeeeansaeeesneneessenenan 4
Table 2.2.1: ECONOMIC OULPUL .....uiiiiciiii ettt ettt e ettt e e ette e ettt e e e eataeeseaaaeeesabaeeeassaaesaasaaeessbssseansseseasssaessbesaastasessseeesassenaans 6
Table 2.2.2: Prices 0f GOOUS @NT SEIVICES ......uiecuiiiiiieiieeiieesiteesteesteestesesteeebeesteesaseeseteesseeessaeaseeebeeeseessseessseessseesssesnsenn 7
Table 2.2.3: Employment and Compensation Of EMPIOYEES ......ccccuiiiieiiieiiiiie ettt seee e ree st e e st e e et e e e snra e e ennneas 7
Table 2.3.1: SECLONAl BAlANCES ....eicveiiiiieiee sttt ettt sttt st e st e st e e st e e stee e beeebeesabeesnbeesabeesabeesstaesabeenbeesbaesnseesnsaesaseens 8
Table 3.1.1: Funding of Regional Education by Type of SChOO! .........ccooiiiiiiiii e 14
Table 3.2.1: A Structure of Approved Discretionary Measures in 2020 and 2021 (Anti-Crisis Measures not included).. 16
Table 3.2.2: Impact of Anti-Crisis Measures on PUBliC BUAZELS ........ccouiiiieiiiiiecieeeeee ettt et e 17
Table 3.3.1: General Government Debt by SUD-SECLOIS ......cccuiiiiiiiieiiee e s 19
Table 4.2.1: Basic Macroeconomic Indicators — SeNnsitivity SCENATIOS. ......cccuiieiiiieeeiiie et e e e are e e e 21
Table 5.2.1: Age-related Expenditure Projection — Reference SCENArios .........cocvieeeeiieieciiie ettt e 27
Table 5.3.1: Sustainability INdicators ST and S2 ......c.eeii it e e e st e e st e e e et e e e nta e e senaeeeesnseeeeensaeeesnnees 27

Table Annex

Table A.1a: MaCrOECONOMIC PrOSPECES ...ccuvieiiiiieeeiieeeeetee e ettt e e e eteeeseteeeesbeeeasteeeeasaeeesbasaeassssseanssseesasseseansseseanssssesnssens 43
Table A.LD: Price DeVEIOPMENTS. ... .ci ittt ettt st ettt e s e ettt st e st e st e e sab e e sateesae e e beeeseesabeeeaseesabeesnneennees 43
Table A.1c: Labour Market DEVEIOPMENTS ....ccc.viieieiiee et e ecee e ettt eseeee e s e e e st e e e s eee e e ssaeeeessteeeessseeesnaeeeasseeesnnsneesnsnes 43
L] Sl AW Ko BT =Tot o] = I - - - Lol OO 44
Table A.2a: General Government BUdGETary PrOSPECLS .....ccccueiiiiieiiieiiierieesitt ettt ste e sttt st st e e sbeeesaeesbeesneesane 45
Table A.2c: Amounts to Be Excluded from the Expenditure Benchmark ........ccocueeeeiiiiiicies e 46
Table A.3: General Government Expenditure by FUNCLION ........coo i e e e e 46
Table A.4: General Government Debt DEVEIOPMENTS ........iiiuiiiiiiiiieritere ettt ettt st s e sete et e e bt e e aeesbeesneenane 46
Table A.7: Long-term Sustainability of PUBIIC FINGNCES ......ccccuiiiiiiieece ettt ettt eaaeeas 47
Table A.7a: CoONTINGENT LIabilitieSs ..cccecuviiiiiiee ittt e e st e e st e e e st ee e s sabaeeesabaeessaseaeesaneeas 47
Table A.8: BaSIiC ASSUMIPTIONS ..ecc.uiieieiiiieicieeeeriieeeestteeestteeestaeeestaeeessseeesssseeeassseseassseesasseeeassseseaasseeesanseesasssesesassseessnsnnes 47
List of Graphs

Graph 2.2.1: Decomposition Of GDP GrOWLEN.......cc.uiiiiiiiecee ettt e e e s tee e e ta e e e sateeeeeataeeeensaeeesasseeeensaeananns 5
Graph 2.2.2: Contributions t0 GDP GrOWLN ........coiuiiiiiiiie ettt ettt st sat e saae e bt s beeebeesbeesaneenas 5
Graph 2.2.3: Harmonised INdeX Of CONSUMET PriCES........uiiiciieieiiie e ceieeectieeeestee e seeeeesstteeeesataeesenseeessnteeeesnssessenseesesseeaanns 6
GraPh 2.2.4: GDP DEIIGTON ..uiii ettt et e ettt e e ettt e e e et e e e e ettt e e eeateeeseabeseeeabaseeaasaeeeassaeaeanbasesanseeseasasaeasseaeannes 6
Graph 2.2.5: Employment and Participation RATES ........cuiiiiiiiiiiiiiieeiee sttt sttt sttt sbe e e saeesnee e 8
Graph 2.2.6: UnemploymMeENT RAtE.......ciiciiiieiiiee s eceee st e ettt e s ee e e sttt e s e ee e e e s baeeesstaeesenseeeesasaeaeansseesassesesananeeassenennnes 8
Graph 2.4.1: Relative ECONOMIC LEVEI ...ccc ettt ettt e e e e e te e e e e e e ettt b e e e e e e seabbtaeeeeeeeeantaeeeaessennnrsaeeeas 9
Graph 2.4.2: COMPArative PriCe LEVEN ..c...eouiiieiieiie ettt ettt sat et s et e s bt s beeeab e e sabeesaneesaseenneeenne 9
Graph 2.4.3: Real LaboUr ProQUCTIVITY .......eiiiiiiie ettt e stte e e et e e e tte e e e tae e e e tbeeeeataeessaeeaesteeeenssasesanseeasasseeennnes 9
Graph 2.4.4: Average Compensation Of EMPIOYEE. .........ooiiiiiiiieiee ettt ettt e e ettt e eeeate e e setteeeetbeeeeaseeeeaaseeeensseeaanns 9
Graph 3.2.1: Government Balance bY SUD-SECLOIS.......cuuii it et e e et e e e entae e e nneeeesnneeean 15
Graph 5.1.1: Health Insurance COmMPanies’ BalanCES..........ueeiiuiieeeiiieeeciieeecitieeeeitteeeeetteeeestreeeessteeesassaeesssseeessssaessessseessaseeens 24
Graph 5.2.1: Czech population in different Projections ...t 25
Graph 5.2.2: Old-age DePeNndENCY RATIO ....cecicuiieieiiiieciieeeciie e ettt e stee e ettt e e et e e e seeae e e sateeessntaeeesnseeeesnsaeesansseeesnnseeesnenannn 25
Graph 5.2.3: Projection of Pension ACCOUNT BAlANCES........cocuuiiieiiiiieeee ettt e eetee e e e etre e e e ate e e eaneeas 26
Graph 6.2.1: Companies in Which the State has a Participating Interest and State-owned Enterprises..........ccoceeeuennee 32
Graph 6.3.1: Structure of General Government Expenditure, Divided by Function..........c.cceecivireciei e 32
Graph 7.1.1: Structure of Investment Projects under the National Investment Plan ...........ccccoeeeiieieiieeccciee e, 33

Graph 7.1.2: Functioning of the National Development FUNG .........coociiiiiiieiciee et 34



List of Abbreviations

CNB e Czech National Bank

(60 210 L C R Classification of the Functions of Government
CP e Convergence Programme of the Czech Republic
CZK et Czech koruna currency code

(0745 0 ISR Czech Statistical Office

EC oo, European Commission

ESA 2010 ..ovveeeieieeieeeeiee e European System of National and Regional Accounts from year 2010
EU oo, European Union containing 27 countries

EUR oot euro currency code

GDP o gross domestic product

MF CR oot Ministry of Finance of the Czech Republic

Pr 3r et per annum

o] o J TP UPPTOTPTOPPOP percentage point

US e United States of America

USD ettt US Dollar currency code

Symbols Used in Tables

A dash (-) in place of a number indicates that the phenomenon did not occur or is not possible for logical reasons.
“Billion” means a thousand million.

Cut-off Date for Data Sources

Macroeconomic data used pertain to the 31 March 2020 release and fiscal data and policies to the 22 April 2020
release. Notification of general government deficit and debt was specified and approved by Eurostat on 22 April 2020.

Note

In some cases, published aggregate data do not match the sums of individual items to the last decimal place due to
rounding.



Introduction and Summary

The situation surrounding this year’s Convergence Programme is unprecedented. Uncertainties regarding the duration
of the pandemic of the new type of coronavirus, the duration of the various measures already taken, the list of possi-
ble new measures and the overall estimate of economic damage, social costs and the resulting repercussions for pub-
lic finances will evidently not become clear until the end of 2020.

The European Commission is fully aware of these aspects. The requirements concerning the content of the conver-
gence and stability programmes have been significantly reduced so that data is only needed for 2020 and 2021. The
reasons for keeping to the original deadlines are essentially purely legal in nature. The deadlines cannot be extended
under European Union regulations in force. It is therefore likely that the Convergence Programme can be outdated by
the time it is approved by the government and sent to the European Commission. At the same time, the individual
recommendations made by the Council of the European Union to Member States will reflect the situation in the fight
against the pandemic more than strict adherence to compliance with fiscal rules in 2020. The consolidation of public
finances must wait until the risk of the further spread of COVID-19 is under control. This Convergence Programme
therefore needs to be viewed through a different lens. It contains a macroeconomic scenario that we were able to put
together based on knowledge at the end of March 2020. In doing so, we took account only of those fiscal measures

that had been at least approved by the government as at 22 April 2020.

On 20 March 2020, the Czech government discussed an
amendment to the Central Government Budget Act for
2020. Within the framework of legislative emergency
powers, this amendment was approved four days later
by the Chamber of Deputies (the lower parliamentary
house). Taking into account the year-on-year decline in
gross domestic product by more than 5% and the subse-
qguent decline in income, as well as the need to take
further measures to support households and businesses,
it increased the originally approved central government
budget deficit of CZK 40 billion by another CZK 160 bil-
lion. The CZK 200 billion deficit was to enable the Czech
government to make an adequate response to the con-
sequences of the pandemic in the Czech Republic. How-
ever, dynamic developments have shown that the
original fiscal space will not be sufficient. For this rea-
son, on 20 April 2020, the government approved the
second amendment to the state budget law, which in-
creases the deficit to CZK 300 billion. The increase in the
deficit was then confirmed by the Chamber of Deputies
on 22 April.

The macroeconomic scenario for this year’s Conver-
gence Programme anticipates a 5.6% decline in real
gross domestic product, and more than 2% in nominal
terms. The deepest decline is expected in foreign trade
and fixed capital investment. Household consumption
should also be lower. In this year's forecast, we assume
that economic activity should pick up from the second
half of 2020. Although restrictions will be eased in a
number of European Union countries or the United
States probably later than in the Czech Republic, the
shock to aggregate demand and supply should be largely
directed to the first half of 2020.

There will be both supply and demand effects on prices,
so they should largely cancel each other out. Taking into
account the labour market situation, the number of job
vacancies, and the measures taken by the Czech gov-
ernment to maintain high employment, on average the

unemployment rate is not expected to increase dramati-
cally.

Czech public finances are relatively well prepared for the
consequences of the pandemic, at least in a European
context. At the end of 2019, general government debt
was 30.8% of GDP, i.e. only slightly above the level of
2008, when the global financial and economic crisis
started. On the other hand, expressed in terms of the
structural balance, the situation for public finances is
better. The general government balance was 0.3% of
GDP in 2019. Adjusted for the business cycle and one-off
measures, it reached exactly the medium-term budget-
ary objective for the year. In any event, the impact of
the pandemic, including government measures to limit
its impact on the economy and on the health of the
population, will significantly affect the entire general
government sector, especially the state budget. There
will be a revenue shortfall due to the downturn in eco-
nomic activity, while some measures such as electronic
registration of sales, digital tax or auctions for rights to
use radio frequencies are being postponed or cancelled.
On the expenditure side, the opportunities for the pay-
ment of certain social benefits, in particular those under
sickness insurance, have expanded. We currently esti-
mate that the general government sector will be manag-
ing a deficit of 5.1% of GDP and that general
government debt should increase to 37% of GDP in
2020.

In addition to measures to stabilise the economy in the
short or medium term, a number of measures to im-
prove the quality of public finances were implemented
last year. Work is continuing on the digitalisation of tax
administration, and the system of centralised public
procurement or state property management is being
streamlined. However, long-term pressure on public
finances, mainly due to demographic changes in the
population structure, remains a challenge.



1 Economic Policy Intentions and Objectives

Prior to the outbreak of the new coronavirus pandemic, the government was taking steps aimed at massive support
for investment, both from national sources and co-financed by European funds. To that end, the National Investment
Plan was drawn up and an initial agreement was reached with bank representatives to set up a National Development
Fund as a vehicle to implement part of the plan. Investment needs are linked to the broader economic vision which
began to crystallise with the principles underpinning the 2020-2030 Economic Strategy of the Czech Republic. This
vision will give rise to a fully-fledged economic strategy that will not only create synergies from individual strategic
objectives and make one homogeneous whole out of them, but will also determine the Czech Republic’s longer-term
path towards a “country for the future”.

However, at the moment, the main focus of economic policies is on measures to support households and businesses
affected by the global health and economic crisis, with the aim of maintaining high employment, minimising insolven-

cy and providing broad relief to the private sector.

1.1 Fiscal Policy

Public budgets this year will be severely affected by the
global pandemic crisis and the measures taken by the
Czech Republic and other countries with which our
economy is directly or indirectly linked economically. In
addition to a raft of measures, the Czech government
prepared an amendment to the State Budget Act, which
was approved by the Chamber of Deputies on 24 March
2020. During April, it turned out that the originally
planned increase in the deficit to CZK 200 billion would
not be sufficient. For this reason, on 20 April 2020, the
government approved the second amendment to the
state budget law. The state budget deficit originally
approved was CZK 40 billion, but it should now come to
CZK 300 billion this year. Both amendments take into
account both the estimated decline in revenues caused
by the economic downturn and the measures adopted
so far on the revenue and expenditure sides. Discretion-
ary measures affecting the amount of revenue or ex-
penditure for subsequent years but not taken in
response to the crisis are currently limited, on the reve-
nue side, to the preparation of rate hikes for excise duty
on tobacco products, while on the expenditure side
there are plans to meet government commitments to
education sector staff and pensioners. The government
also approved an increase in payments for state insured
persons by a total of CZK 50 billion for 2020 and 2021.

Since 2017, budgetary and fiscal policy for the forthcom-
ing medium-term horizon has been subject to the prin-
ciples and rules laid down by Act No 23/2017 on the
rules of fiscal responsibility. In the case of the state
budget and state funds, after taking into account the
balances of all other components of the general gov-
ernment sector, the policy focuses on conformity with

1.2 Monetary Policy

Since 1998, the CNB’s monetary policy has been infla-
tion-targeted. Since 1 January 2010, the inflation target
has been defined as year-on-year consumer price index
growth of 2% with a tolerance band of +1 pp. The CNB
defines the inflation target as a medium-term target and

the medium-term budgetary objective set by the Czech
Republic in 2019 at -0.75% of GDP for the period of
2020-2022. In response to the current crisis and its
order of magnitude, an amendment (Act No. 207/2020
Coll.) to the Act on the Rules of Fiscal Responsibility was
adopted that changes the method used to set expendi-
ture frameworks for the period from 2021 to 2028. Ad-
herence to the original method for calculating
expenditure frameworks would require a substantial
fiscal restriction amounting to hundreds of billions of
CZK which would not be desirable from an economic
perspective. Not to mention how counter-productive it
would be in view of the already implemented or planned
measures aimed at reducing the extent and duration of
the recession this year. Such a severe restriction would
make avoiding a further economic downturn unlikely.
Moreover, without any shadow of a doubt the current
situation will have a heavy impact on public finances in
the coming years, for example in the form of tax losses
from 2020 or higher social spending. Therefore, the
expenditure frameworks for 2021 should be set on the
basis of a structural balance that will allow for sufficient
absorption of the current negative shock. The amend-
ment set this value at -4% of GDP. Between 2022 and
2028, the structural balance should improve annually by
at least 0.5 pp year-on-year. A consolidation trajectory
in this range is realistic, does not endanger economic
recovery, and is fully in line with EU rules.

A summary quantification of the impacts of measures
taken by the government up to 22 April 2020 in re-
sponse to the spread of COVID-19 is provided in sub-
chapter 3.2.3.

therefore tolerates certain temporary deviations by
actual inflation from the inflation target (e.g. as a result
of adjustments to indirect taxes). Monetary policy does
not normally respond to the primary effects of those



deviations, instead concentrating solely on the second-
ary effects.

In 2019, the CNB only changed its two-week repo rate in
May, pushing it up by 0.25 pp to 2.00%. In February
2020, it made a further increase of 0.25 pp to 2.25%. In
both cases, it was responding to continuing strong do-
mestic inflationary pressures (especially the develop-
ment of unit labour costs and strong domestic demand
growth in the environment of a positive output gap).
However, with an eye to the pandemic of the new type
of coronavirus, the CNB lowered the two-week repo
rate, first by 0.50 pp at an extraordinary session on
16 March 2020 and then by 0.75 pp at an ordinary ses-
sion on 26 March. The two-week repo rate was thus cut
to 1.00%. As of 1 April 2020, within the scope of macro-
prudential policy the CNB reduced its countercyclical
capital buffer from the 1.75% to 1.00%. This reduction
was aimed at supporting the liquidity of the banks and
financial stability.

The exchange rate of the koruna versus the euro was
extremely volatile during the first quarter of 2020. Hav-
ing slipped below CZK 25 per EUR in mid-February, a
month later it was verging on CZK 28 per EUR. The pro-
nounced depreciation at the end of the first quarter
helped to ease monetary conditions. The exchange rate
is expected to remain at around CZK 27 per EUR in the
second quarter of 2020, after which the trend of a mod-
estly appreciating nominal exchange rate should be
restored thanks to the projected stabilisation of the
situation surrounding the coronavirus pandemic.

The “Assessment of the fulfilment of the Maastricht
convergence criteria and the degree of economic align-

ment of the Czech Republic with the euro area”, a joint
document of the Ministry of Finance and the CNB ap-
proved by the Czech government in December 2018
(under Resolution 834/2018), recommended not to set a
target date for euro area entry. According to that docu-
ment, the Czech Republic’s own preparedness to adopt
the euro improved compared to previous years, but
certain shortcomings persisted. The unfinished process
of real economic convergence towards the euro area
average was viewed as the main obstacle to joining the
monetary union, although this has picked up again in
recent years. However, the gap reported for most key
indicators, especially price and wage levels, remained
significant. Stark differences with the euro area in terms
of the structure of the Czech economy also persisted.
Due to the ageing population, the problem of the long-
term sustainability of public finances has yet to be re-
solved. Another obstacle to euro adoption was the mis-
match between the financial cycles of the Czech
Republic and the euro area. Over the last few years, the
institutions and the rules of the euro area have changed
significantly, with negotiations on the deepening of
integration ongoing. In the light of these unresolved
problems, the absence of domestic monetary and ex-
change-rate policy would reduce the effectiveness of
monetary policy and sufficient room for the stabilising
function of public finances may not be created. In view
of these facts, the Czech government has not yet set
a target date to join the euro area and, for the time
being, will not be seeking to enter the European Ex-
change Rate Mechanism Il. The updated document and
recommendations will be submitted to the government
by the end of 2020.



2 Macroeconomic Scenario

In the first half of this year, the Czech economy will be substantially negatively affected by the pandemic of a new type of
coronavirus and by measures that individual countries are putting in place to limit the spread of the disease. Though
economic activity is expected to recover in the second half of the year, real GDP can still be expected to fall in 2020 as
a whole, experiencing a downturn at least comparable in depth to 2009. Because the situation is evolving so dynamically,
it is extremely difficult to quantify, even generally, what the economic impacts will be and over what sort of timeframe
they will be felt. It is likely that assessments will only be possible retrospectively and with a certain hindsight.

2.1 Global Economy and Technical Assumptions

Growth in world trade in goods was slowing during
2019. The imposition of tariffs in reciprocal trade be-
tween the United States and China increased the uncer-
tainty surrounding trade relations. Along with concerns
about the UK’s exit from the EU, the increased level of
risk has had a negative impact, particularly on foreign
trade and investment activity. Consequently, most ma-
jor economies experienced a noticeable slowdown. US
GDP growth declined to 2.3%, while the euro area econ-
omy saw growth slow to 1.2%.

The EU’s real GDP increased by 1.5% in 2019. The labour
market remained tense, with the unemployment rate in
many countries falling to long-term lows. Owing in part
to low interest rates, household consumption thus con-
tinued to underpin economic growth, while net exports
had the opposite effect.

The coronavirus pandemic will most probably be this
year’s main macroeconomic shock to the performance
of the global and European economy. The deteriorating
sentiment has hit the financial markets hard and is likely
to have a significant impact on all GDP expenditure
components. We expect EU GDP to decrease by 5.5% in
2020. The EU’s economic growth next year could reach
2.8%. Over the medium term, there could be a gradual
resumption of supplier-and-customer relations and an
increase in the intensity of world trade. However, many
countries face problems such as high levels of structural
unemployment, high general government debt and low
labour productivity growth.

Table 2.1.1: Assumptions of the Scenario

In 2019, the average price per barrel of Brent crude oil
was USD 64. Bearing in mind developments in the first
quarter of 2020 pushing it down below USD 30 and the
price curve of futures contracts, we expect the price of
oil to be much lower over the whole timeframe of the
Convergence Programme. In 2020 and 2021, Brent
crude oil should be trading at an average of USD 38 USD
per barrel and USD 40 per barrel, respectively (in line
with the European Commission’s assumptions).

Based on recent developments in the USD/EUR ex-
change rate, we chose a technical assumption of ex-
change rate stability of USD 1.09 per EUR for the period
from second quarter of 2020 to 2021; the European
Commission envisages this rate for the whole period of
2020-2021.

The exchange rate of the koruna versus the euro aver-
aged CZK 25.7 per EUR in 2019, i.e. the koruna more or
less stagnated (depreciating by 0.1%). This year, the
koruna should weaken to CZK 26.5 per EUR due to the
developments in the first half of the year. In the period
ahead, the exchange rate should gradually appreciate as
real economic convergence continues.

Taking into account the expected inflation develop-
ments and the projected monetary policy settings of the
CNB and the European Central Bank, we expect long-
term interest rates of 1.5%.

USD/EUR exchange rate

CZK/EUR exchange rate

Government bond yield to maturity 10Y
PRIBOR3M

GDP EU27

Oil prices (Brent)

2019 2020 2021

annual average 1.12 1.10 1.09
annual average 25.7 26.5 26.2
in %p.a. 1.5 1.5 1.5

in %p.a. 2.1 0.8 0.3

real growth in % 1.5 5.5 2.8
UsD/barrel 64 38 40

Source: CNB (2020a), EIA (2020), Eurostat (2020). MF CR calculations.

2.2 Current Developments and a Medium-term Scenario

2.2.1 Economic Growth and the Demand Side
In 2019, real GDP growth decelerated to 2.6%. Household
consumption was the main pro-growth factor, but the

economy was also supported by gross fixed capital for-
mation and general government consumption. As the mo-
mentum of both exports and imports slowed, the external



balance dampened economic growth slightly. In 2020,
economic activity will be severely affected by the fallout
from the handling of the global pandemic of the new type
of coronavirus. However, the assumption is that this eco-
nomic shock should only be temporary and short-term.

Household consumption increased by 3.0% in 2019. This
year, it will be negatively affected by a decline in real dis-
posable income, despite the fact that numerous socially-
related discretionary changes will be positively reflected in
its momentum. Measures related to the declaration of
a state of emergency should affect expenditure on services
in particular. The decline in disposable income and in-
creased labour market insecurity will also translate into
reduced spending on consumer durables. Taking into ac-
count the forecasted year-on-year drop in the savings rate,
associated with consumption smoothing, real household
consumption should decline by 1.5%. In 2021, household
consumption could increase by 0.8% due to renewed
growth in disposable income.

This year, real general government final consumption ex-
penditure should grow by 2.6%. The momentum of social
transfers in kind, intermediate consumption and employ-
ment will contribute to this (see chapter 3).

Growth in gross fixed capital formation slowed noticeably
to 2.8% in 2019. It was driven by private investment activi-
ty, though general government investment also made a
positive contribution (see sub-chapter 3.1). Gross fixed
capital formation in 2020 should sag by 13.6% under the
weight of recession in the countries of our main trading
partners and the strongly escalating uncertainty surround-
ing the spread of coronavirus in the Czech Republic and
abroad. By contrast, monetary conditions should have a
positive impact on the momentum of investment activity.
In 2021, this factor should be compounded by renewed
economic growth abroad, which is expected to help the
private investment to rise again after the slump in 2020.
However, the forecast recovery of investment by more
than 3% in 2021 is burdened by significant external risks. In

Graph 2.2.1: Decomposition of GDP Growth
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the case of general government investment in 2020, we
predict a decline in nationally sourced investment expendi-
ture as measures to prevent the spread of coronavirus will
shorten the time available for implementation. In the com-
ing years, however, we forecast renewed public investment
activity supported by projects co-financed from EU funds
(for more details, see chapter 3).

In 2019, net exports reduced real GDP growth by 0.3 pp.
The negative contribution of net exports to GDP growth in
2020 is consistent with developments expected in export
markets and the competitiveness of Czech firms on foreign
markets (growth in unit labour costs). Subsequently, the
external balance should have a positive effect on economic
growth.

Considering trends in the individual expenditure compo-
nents of GDP, we expect the economy to contract by 5.6%
in 2020; in 2021, GDP could grow by 3.1%.

2.2.2 Potential Output and the Position of the Econo-
my in the Cycle

Potential output growth declined to 1.3% in 2019. The
most important component was the increase in total
factor productivity, with a contribution of 0.8 pp. Capital
stock maintains a relatively stable contribution of
around 0.7 pp. Population ageing, manifested by a de-
crease in the number of people of working age, reduced
the potential output momentum by approximately 0.3
pp, although this was cancelled out by an equal increase
in the participation rate. The contribution made by the
number of hours usually worked is slightly negative.

In 2019, the Czech economy was characterised by
a positive output gap amounting to 3.6% of potential
output. Against the background of the economic down-
turn due to the coronavirus pandemic, in early 2020 the
positive output gap can be expected to close, with a very
sharp reduction in economic performance well below
potential output.

Graph 2.2.2: Contributions to GDP Growth
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Table 2.2.1: Economic Output

levels in CZK billions, increases in %, contributions to growth in percentage points

ESA Code 2019 2019 2020 2021
Level Rate of change
Real GDP Bl*g 5460 2.6 5.6 3.1
Nominal GDP Bl*g 5653 6.2 -2.2 4.5
Components of real GDP
Private consumption expenditure P.3 2603 3.0 -1.5 0.8
Government consumption expenditure P.3 1086 2.6 2.6 2.0
Gross fixed capital formation P.51g 1402 2.8 -13.6 3.2
Changesin inventories and net acquis. of valuables (% of GDP) P.52+P.53 44 0.8 0.1 0.7
Exports of goods and services P.6 4226 1.2 -17.0 6.8
Imports of goods and services P.7 3900 1.7 -16.8 6.3
Contributions to real GDP growth

Final domestic demand - 2.7 -3.6 1.6
Changesin inventories and net acquis. of valuables P.52+P.53 - 0.2 -0.8 0.8
External balance of goods and services B.11 - -0.3 -1.2 0.7

Note: Real levels are in 2018 prices. Changes in inventories and net acquisition of valuables on the sixth row express change in inventories as a per
cent of GDP in current prices. The contribution of the change in inventories and net acquisition of valuables is calculated from real values.

Source: CZSO (2020a), MF CR (2020). MF CR calculations and forecast.

2.2.3 Prices

The inflation rate, as measured by the Harmonised Index
of Consumer Prices, amounted to 2.6% in 2019. During
2019, year-on-year inflation accelerated from 2.0% in
January to 3.2% in December. In early 2020, it recorded
another significant rise.

The effect of unit labour costs on inflation should differ
significantly from year to year. Extraordinary growth in
these costs is expected in 2020, which is likely to turn
into a marked decline in 2021. The exchange rate should
contribute to consumer price growth in 2020. In the
coming years, we expect it to have an anti-inflationary
effect, given the projected appreciation. The slump in oil
prices should be the decisive downside factor for infla-
tion in 2020. According to the adopted scenario, oil
prices should grow in the period ahead.

The contribution made by regulated prices to the aver-
age inflation rate should be positive in 2020 and 2021. In
the field of indirect tax changes, excise duty on spirits
and tobacco products has been increased and value

Graph 2.2.3: Harmonised Index of Consumer Prices
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Source: Eurostat (2020a). MF CR calculations and forecast.

added tax on heat has been reduced in 2020. In connec-
tion with the plan to expand the scope of electronic
registration of sales, value added tax on selected goods
will be reduced by transferring them to the second re-
duced rate. We estimate the effective price impact of
these measures on the average inflation rate this year to
be 0.4 pp. This is more than their precise pass-through
to prices, as we consider some prices to be sticky
downward. In 2021, prices will reflect a further increase
in excise duty on tobacco products, though less than in
2020.

The Harmonised Index of Consumer Prices should thus
increase by 3.2% this year; in 2021, inflation could slow
to 1.5%.

In 2020, the GDP deflator should increase by 3.7%. This
growth should be due mainly to the household con-
sumption deflator; terms of trade should grow much
more slowly than the GDP deflator. In 2021, we expect
the GDP deflator’s growth to slow down to 1.4%.

Graph 2.2.4: GDP Deflator
year-on-year change in %, contributions in percentage points
I Terms of trade

I Gross dom. expenditure
3 e GDP deflator
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Source: CZSO (2020a). MF CR calculations and forecast.



Table 2.2.2: Prices of Goods and Services
indices 2010=100, rate of change in %

2019 2019 2020 2021
Level Rate of change

GDP deflator 116.4 3.5 3.7 1.4
Private consumption deflator 1144 3.0 3.2 1.6
Harmonised index of consumer prices 116.4 2.6 3.2 1.5
Public consumption deflator 125.4 5.4 3.1 2.0
Investment deflator 111.3 2.7 2.8 1.1
Export price deflator (goods and services) 105.5 1.0 3.2 -0.2
Import price deflator (goods and services) 104.1 0.6 2.3 -0.4
Average rate of inflation according to national consumer price index 116.5 2.8 3.2 1.6

Source: CZSO (2020a), Eurostat (2020). MF CR calculations and forecast.

2.2.4 Labour Market and Wages

Although labour shortages remained a significant obstacle
to extensive growth in production, some indicators sig-
nalled that the labour market was starting to cool. Em-
ployment growth slowed down considerably as labour
demand weakened and came to 0.7% in 2019. The unem-
ployment rate was around 2% during the year, easily the
lowest in the EU. The momentum of the compensation of
employees, after exceptionally high growth in the previous
year, slowed down to 7.1%; despite this rate being still well
above average. Earnings increased most in low- and medi-
um-income groups. The high increase in labour income
boosted household consumption.

Weaker labour demand due to constraints in the economy
as a result of dealing with the coronavirus pandemic, a
slump in economic activity and previous investment en-
hancing labour productivity should have the effect of in-
creasing unemployment. Government measures to support
job retention, the high number of vacancies and foreign
employment should dampen any heavier impact. The sup-
ply effects of the pandemic will rather translate into a tem-
porary decline in working time in the short term. The

Table 2.2.3: Employment and Compensation of Employees

price levels in current prices, rate of change in %

unemployment rate could rise to 3.3% this year and then to
3.5% in 2021. Employment could decrease by 1.7% in 2020
and subsequently more or less stagnate.

The higher population representation of age brackets with
a naturally high rate of economic activity, combined with
strong wage and salary momentum, is significantly increas-
ing the participation rate. However, these factors will grad-
ually diminish, along with a decline in the population in the
working age group of 20-64 years. The participation rate
should increase only slightly this year.

Despite the slowing wage dynamics in market sectors, the
wage bill in 2019 was supported by an increase in salary
tariffs in the general government sector and an increase in
the minimum and guaranteed wage. The contribution of
salaries should slow this year, due in part to changes in the
structure of central government budget expenditures in
response to the coronavirus pandemic. The earnings mo-
mentum could slow to 2.6% in 2020 and decrease further
next year.

ESA Code 2019 2019 2020 2021
Level Rate of change

Employment (thous. of persons) 5454.9 0.7 -1.7 -0.2
Employment (bn. hours worked) 9.8 0.8 -1.6 -0.2
Unemployment rate (%) 2.0 2.0 3.3 3.5
Labour productivity (thous. CZK/person) 1001.0 1.9 -4.0 3.2
Labour productivity (CZK/hours) 558.3 1.8 4.1 3.2
Compensation of employees (bn. CZK) D.1i 2454.9 7.1 2.6 0.8
Compensation per employee (thous. CZK/person) 523.1 6.2 4.0 0.9

Note: Employment and compensation of employees are based on domestic concept of national accounts. Unemployment rate is based on the Labour
Force Survey methodology. Labour productivity is calculated as real GDP (in 2018 prices) per employed person or hour worked.

Source: CZSO (2020a, 2020c). MF CR calculations and forecast.



Graph 2.2.5: Employment and Participation Rates
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2.3 Foreign Relations and Sectoral Balances

This sub-chapter is drawn up according to national ac-
count methodology, which, based on the relationship
between investment and savings, enables the surplus or
deficit in foreign relations to be divided fully among
individual economic sectors. It differs from the analo-
gous and commonly used balance of payments method-
ology, for example, in the way how underlying data is
processed or certain items are classified.

Since 2013, the Czech economy has consistently report-
ed a stable net lending/borrowing surplus of around 1%
of GDP in relation to non-residents. In 2019, this surplus
was 1.1% of GDP.

The individual items of the balance of current transac-
tions developed along very different lines. The goods
and services surplus declined slightly to 6.1% of GDP in
2019, mainly as a result of a massive increase in imports
of services.

On the other hand, the trend towards improvements in
the long-term deficit balance of primary income contin-
ued. This is mainly influenced by the distributed income
of foreign-controlled companies. The primary income
deficit decreased from 5.5% of GDP to 4.5% of GDP. This
was mainly due to a decline in profits derived from for-
eign direct investment, while the volume of the rein-
vested income of foreign-controlled companies fell by
0.9% of GDP. At the same time, reinvestments by Czech
companies abroad increased by 0.7% of GDP. Factors

Table 2.3.1: Sectoral Balances
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acting in the opposite direction included an increase in
the outflow of the compensation of employees by 0.3%
of GDP due to growth in foreign employment in the
Czech Republic.

Consequently, the balance of current transactions with
non-residents (corresponding to the current account of
the balance of payments) recorded a surplus of 0.7% of
GDP, compared to a deficit of 0.1% of GDP in 2018.

The capital transfer surplus came to 1.0% of GDP, similar
to 2018. However, net lending/borrowing was reduced
significantly by the high net acquisition of non-financial
assets (e.g. patents or licences) at a level of 0.6% of GDP.

Developments projected in the coming years are bur-
dened by enormous risks due to the dramatic slowdown
in external trade as a result of the coronavirus pandemic
and the associated global recession. The scenario out-
lined for 2020 envisages a further reduction in the goods
and services surplus and the primary income deficit. In
the subsequent period, developments could be stable.

From the perspective of sectoral balances, bearing in
mind the general government trajectory, the private
sector balance should report high surpluses. In 2020, the
main cause should be the steep fall in private investment,
while in the years ahead a gradual increase in the share of
the gross operating surplus in GDP should be established
as private investment activity slowly recovers.

in % of GDP
ESA Code 2019 2020 2021
Net lending/borrowing vis-a-vis the rest of the world B.9 1.1 1.7 1.8
Balance of goods and services 6.1 5.9 6.0
Balance of primaryincomes and transfers -5.4 -4.7 -4.8
Capital account 1.0 1.0 1.2
Net lending/borrowing of the private sector B.9 0.8 6.8 5.9
Net lending/borrowing of general government B.9 0.3 5.1 4.1
Statistical discrepancy 0.0 0.0 0.0

Note: National Accounts Methodology. Net lending/borrowing of the general government for 2019-2020 notification, year 2021 outlook.

Source: CZSO (2020a). MF CR calculations and forecast.



2.4 Convergence

According to preliminary estimates, the economic level
of the Czech Republic, expressed as GDP per capita in
current purchasing power parity, stood at approximately
92% of the EU economic level and 75% of Germany’s
level in 2019. Strong economic growth during the boom
in 2000—2008 was reflected in a fast pace of conver-
gence towards the EU’s economic development, as the
relative economic level increased by 12 pp. After this,
the convergence process stalled until 2013 as a result of
recessions and the very modest recovery in economic
activity (see Graph 2.4.1). The convergence process
resumed in 2014, but is now likely to halt.

The comparative GDP price level showed a steady up-
ward trend until 2008, when it reached 72% of the EU
average (see Graph 2.4.2). This was followed by a period
of relative price stability at about 70% of the EU average

Graph 2.4.1: Relative Economic Level
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Graph 2.4.3: Real Labour Productivity
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in 2009-2012. Subsequently, the comparative price level
fell to 64% of the EU average in 2014 due to the depre-
ciation of the CZK/EUR exchange rate, which was driven
by monetary policy and helped to improve the price
competitiveness of the Czech economy. Since 2017,
when the exchange-rate commitment ended, the price
level has started to approach the EU average again due
to the appreciation of the exchange rate.

The convergence of the average private sector wage
came to a temporarily stop at around 45% of the EU
average wage after 2008. It resumed in 2015 as a result
of the economic boom and increases in minimum and
guaranteed wages, gradually rising to 50% of the EU
average in 2019. It could stay near this level for some
time.

Graph 2.4.2: Comparative Price Level
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3 General Government Sector Finances

In 2019, the Czech general government sector reached a surplus of 0.3% of GDP. Local governments and health insur-
ance companies participated by the positive balances on the surplus. The rise in tax revenues and social security con-
tributions was more than 6%. On the expenditure side, the strongest dynamics was reported by investments financed
from purely national resources which grew by more than 12%. With a structural balance of -1% of GDP in previous
year, the Czech Republic was among those EU Member States that fulfilled their medium-term budgetary objective
and excelled in their overall fiscal discipline. The forecast for 2020 and 2021 is currently difficult to quantify due to the

pandemic of the new type of coronavirus.

3.1 Current Developments of the General Government Sector

3.1.1 Economic Management in 2019

According to Czech Statistical Office data, the general
government sector reached a surplus of CZK 15.4 billion
(i.e. 0.3% of GDP) in 2019, while the negative central
government balance was outweighed by the positive
balances of local governments and social security funds
(health insurance companies). This was the fourth con-
secutive year to report a surplus. The balance adjusted for
the impact of the business cycle and one-off or other
temporary measures achieved the medium-term budget-
ary objective for the Czech Republic, which was set at
-1.0% of GDP for 2019.

General government revenue increased by 6.1% year-on-
year to 42.1% of GDP. Tax revenues including social secu-
rity contributions were determining factor with 6.6%
growth. The overall tax-to-GDP ratio rose just slightly to
36.6% of GDP.

High dynamics was preserved primarily by personal in-
come tax and social security contributions, i.e. revenues
dependent in particular on wage bill development. Per-
sonal income tax revenue increased by 9% year-on-year.
In addition to the effect of the growing wage bill (7.1%),
there were also changes in their distribution following an
increase in the minimum and guaranteed wage. The ap-
proval of Act No.80/2019 Coll. again double increased
the limit of flat-rate cost deduction for self-employed
persons. The measure, which can be applied for the first
time in 2019, i.e. in the tax declaration filed in 2020,
should result in year-on-year lower tax revenue by CZK
1.5 billion. The abolition of the “qualifying period” for sick
pay since 1 July 2019, accompanied by a 0.2 pp reduction
in the sickness insurance rate, i.e. a lower tax base, re-
sulted in an impact of approximately CZK-0.2 billion
(Act No. 32/2019 Coll.). Another discretionary measure in
the form of the long-term care allowance, applicable
since mid-2018 (Act No. 310/2017 Coll.), was negatively
reflected in personal income tax revenue to a similar
extent. In connection with the revision of the methodo-
logical reporting of tax bonus, there has been a constant
level increase in personal income tax revenues since 2016
(by approximately CZK 30 billion in 2019). The tax credit
for a dependent child is newly reported in its full amount
on both the revenue and expenditure side (cash social

benefits), i.e. it is applied both in the form of a tax credit
and a possible tax bonus.

Corporate income tax revenue slightly increased by0.3%.
The economic performance of companies mainly reflect-
ed the growing share of the compensation of employees
in GDP.

Factors similar to those in the case of personal income tax
also determined the trend for social security contribu-
tions; moreover an increase in state payments for state-
insured persons by CZK 3.5 billion was also reflected.
A negative discretionary impact of CZK 1.8 billion was
associated with a 0.2 pp reduction in the sickness insur-
ance rate as a compensation for costs incurred by em-
ployers in connection with the obligation to pay
employees for the first three days of their incapacity for
work effective from 1 July 2019 (Act No. 32/2019 Coll.).
The decrease in the momentum of social security contri-
butions was also associated with the payment of long-
term care allowance (Act No. 310/2017 Coll.), which had
an impact of approximately CZK -0.4 billion. On aggre-
gate, all these factors contributed to a 7.3% year-on-year
increase in social security contributions.

Revenue from taxes on production and imports increased
by 6.5%. This growth was mainly due to value added tax,
with dynamics of 6.6%. With effect from 1 February 2019,
an amendment to the Value Added Tax Act (Act
No. 6/2019 Coll.) reduced the tax rate for land and water
regular passenger mass transport from 15% to 10%, with
an estimated impact of CZK -0.9 billion.

Excise duties (excluding subsidies for renewable energy
sources) were up by 1.7%. The commencement of the
third period of excise tax refund on diesel fuel and its
unification for all agricultural primary production activities
(Act No. 453/2016 Coll.) had an impact of CZK -0.3 billion.
On the contrary, the newly introduced taxation on heated
tobacco products (Act No. 80/2019 Coll.) yielded a posi-
tive impact of CZK 0.9 billion. A methodological change in
the reporting of revenues from the sales of emission
allowances, consisting of the accrualisation of cash in-
come by a one-year backward shift, was also reflected in
the development of excise duties.



As regards other revenues, property income recorded a
6.7% year-on-year decline, due to lower dividends from
state-owned enterprises and other enterprises in which
the state has an interest.

General government expenditure increased by 7.7%
to 41.9% of GDP (by 0.6 pp year-on-year).

Despite a 1.3 pp slowdown, general government expendi-
ture on final consumption maintained significant momen-
tum of 8.1%. This was mainly due to the compensation of
employees, which grew by more than 10% for the third
consecutive year (10.3% in 2019). The increase in salaries
concerned practically all employees in the general gov-
ernment sector, in particular teachers; higher volume of
salaries in education was the result of both increasing
salary scales and the arrangement of regional education
funding reform (for more details, see Box 1).

Besides the compensation of employees, social transfers
in kind also increased at a double-digit rate (10.5%). The
dynamics was primarily driven by the increase in health
system expenditure. The growth in social transfers in kind
also includes the 75% discount on the fare on buses and
trains for pupils, students up to 26 years of age and sen-
iors over 65 years of age (Government Resolution
No. 206/2018), which already partially affected the 2018
results (it was introduced in September 2018). In 2019,
this amounted to additional year-on-year expenditure of
CZK 4.2 billion.

Intermediate consumption growth slowed down consid-
erably to 3.9% year-on-year, mainly due to central gov-
ernment purchases of goods and services.

There was a significant increase in the cash social benefits
(7.5%), reflecting both approved measures (especially in
pension benefits) and economic developments. With
effect from 1 January 2019, the assessment for the flat
rate component of pension benefits increased from 9% to
10% of the average wage. At the same time, the earnings-
related part of pensions for recipients aged 85 and more
increased by CZK 1,000 (Act No.191/2018 Coll.). The
impact of these discretionary measures exceeded
CZK 14 billion. Other measures that pushed up social
expenditures included long-term care allowance, with an
impact of CZK 0.6 billion (Act No. 310/2017 Coll.), and the
increase in the care allowance for the dependence grades
3 and 4, with additional expenditure of CZK 2.8 billion.
(Act No. 47/2019 Coll.).

Compared to 2018, the investment expenditure growth
slowed down; nevertheless kept significant momentum of
almost 11%. This development was driven by investments
financed from purely national resources.

The pace of interest expenditure slowed year-on-year to
1.5%, resulting in a decrease in their ratio to GDP to the
2017 level (0.7% of GDP). This development reflected the
repayment of relatively high-interest issues and their
replacement with new lower-interest issues, as well as
efficient treasury liquidity management.

As regards other expenditures, capital transfers fell by
11%, due to high assessment base in 2018.

3.1.2 Economic Management in 2020

In 2020, the economic management of the general gov-
ernment sector will be largely influenced by the situation
arising from the coronavirus pandemic, which has led to a
significant slump in economic activity and thus a decline in
tax revenues, including social security contributions, as well
as the need to increase spending to fight the spread of the
pandemic and mitigate its health, economic and social
impacts. We therefore expect a significantly general gov-
ernment deficit of 5.1% of GDP, which will mainly be borne
by central government, specifically the state budget. Taking
into account higher payment for state insured persons, the
public health system can be expected to report around
balanced budget. By contrast, local governments should
again reach a surplus, despite a significant fall in revenues.

General government revenue should decrease by 2.9%
year-on-year and reach 41.8% of GDP. We expect tax reve-
nues, including social security contributions, to be lower by
3.8% year-on-year, with the steepest year-on-year slump
predicted in corporate income tax revenue. The overall tax-
to-GDP ratio should also show a decline to 36.0% of GDP.

Value added tax revenues are expected to moderately
decrease by 0.5%. The year-on-year momentum should
significantly slow down due to the slower growth of nomi-
nal household consumption and the corresponding area of
general government expenditure. Furthermore, a signifi-
cant decrease in sales from purchases of foreign tourists
should have a negative impact. The originally estimated
positive effect on tax revenues from the launch of the
remaining phases of the electronic registration of sales will
not be achieved due to the suspension of the whole system
of electronic registration of sales during the state of emer-
gency, and the next three months following the end of the
state of emergency, which the Czech government has ap-
proached with regard to current economic developments
(Act No. 137/2020 Coll.). An amendment to the Registra-
tion of Sales Act (Act No. 256/2019 Coll.) will reassign some
services and commodities to the second reduced rate (see
sub-chapter 6.1.1), which should push down revenues by
CZK 2.3 billion. The tax rate for heat and cold supplies has
been changed from 15% to 10% with effect from 1 January
2020 (Act No. 80/2019 Coll.). This measure compensating
for increased costs due to a rise in emission allowance
prices, will mean a decrease in revenues by CZK 2 billion.

Excise duties (excluding subsidies for renewable energy
sources) should decrease by more than 5%. Excise tax on
mineral oils will be influenced by a fall in diesel and petrol
consumption due to the real economic downturn; and the
expected household consumption development respective-
ly. Excise duty on tobacco products will be affected consid-
erably by the volume of cross-border purchases and
tourism, which will be severely constrained by measures
approved to combat the COVID-19 pandemic. At the same
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time, consumption is expected to fall as a result of re-
strictions on the free movement of persons. Subdued tour-
ism and all social activities will likely have an impact on
beer and alcohol consumption. On the contrary, a change
in tax rates on tobacco products and alcohol should have a
positive discretionary effect, with an expected impact of
approximately CZK 10 billion (Act No. 364/2019 Coll.). The
excise tax on heated tobacco products introduced in 2019
should bring an additional CZK 0.4 billion (Act No. 80/2019
Coll.). The forecast includes also the introduction of the
digital tax, with a budgeted impact of CZK 0.8 billion in
2020 (Chamber of Deputies Print No. 658). Within the taxes
on production and imports, the rate of the gambling tax
has been increased with the positive impact of less than
CZK 1 billion (Act No. 364/2019 Coll.).

According to the current forecast, revenue from income
taxes will report a year-on-year decline of almost 18%,
mainly due to the loss of corporate income tax revenue.
Forced constraints on production and service provision,
closures and the overall economic downturn linked to the
pandemic will have a significant impact on the economic
performance of businesses which should pay almost 24%
less in payments on corporate income tax to public budg-
ets. As regards discretionary measures, the forecast in-
cludes the exemption of state and regional dividends from
corporate income tax with an impact of CZK -1.8 billion
(Act No.364/2019 Coll.). Conversely, a change in the
method of creation and tax deductibility of technical re-
serves of insurance companies (Act No.364/2019 Coll.)
should have a positive impact of CZK 5.3 billion. The
measures approved within the Liberation Package | (Gov-
ernment Resolution No. 225) to help economic entities to
get over the state of emergency declared in response to
the spread of COVID-19 consist mainly of the remission of
penalties for the late filing of tax declaration or interest on
arrears. This is essentially a statement of greater leniency
of the tax authorities between March and July 2020. Then
there is Liberation Package I, which introduces further tax
allowances, such as the remission of the June advance on
income tax (Government Resolution No. 295).

The personal income tax revenue is expected to decrease
by almost 15%. The launch of the remaining phases of
electronic registration of sales (Act No.112/2016 Coll.),
which should have come into force in May 2020, will shift
after three months following the end of the state of emer-
gency (Act No.137/2020 Coll.). Discretionary measures
include the introduction of a limit of CZK 1 million for the
exemption of gambling winnings and a change in rounding
when determining the tax base for income from bonds
issued before 1 January 2013 (Act No. 364/2019 Coll.), with
a total expected positive impact of CZK 0.6 billion. The
reduction in the sickness insurance rate in connection with
the abolition of the qualifying period for sick pay since July
2019 should have an impact of approximately
CZK -0.3 billion (Act No.32/2019 Coll.). Direct one-off
support for self-employed persons in the amount of CZK
500 per day (subject to certain conditions), intended to

mitigate the negative impact of the emergency measures
on these persons and their business activities due to the
pandemic, will necessitate expenditure reducing personal
income tax revenue of approximately CZK 31.1 billion (Act
No. 159/2020 Coll., Chamber of Deputies Print No. 830).
Like to companies, numerous measures approved in the
liberation packages also apply to individuals (see above).

Development of social security contributions, much like
personal income tax, should be determined by the fore-
cast wage bill growth (2.6%). In addition, there will be a
significant increase in state payments for state-insured
persons by approximately CZK 27 billion. Within emer-
gency measures to support the self-employed during the
pandemic, there has been approved the remission of
minimum social and health insurance advance payments
for this group of people for six months, i.e. for the period
from March to August 2020, with an estimated impact of
CZK-23.1 billion (Act No.136/2020Coll. and Act
No. 134/2020 Coll.). The revenue of the social insurance
system should also be adversely affected by a reduction in
the contribution rate of the sickness insurance as a com-
pensation for the abolition of the qualifying period in the
first three days of sickness (Act No. 32/2019 Coll.), with an
impact of CZK -1.8 billion. All of these factors, on aggre-
gate, are behind the dynamics of social security contribu-
tions at 2.6%.

In property income, we expect a 26.8% year-on-year in-
crease in dividends, despite the assumption of a zero divi-
dend from Prague Airport, which will be significantly
affected by the global pandemic and the associated air
traffic restrictions. At the same time, no revenue is ex-
pected from the auction of radio frequencies for
5G networks with annual accrual revenue of CZK 0.5 billion
(totalling CZK 7 billion).

General government expenditure should increase by 9.6%
and reach 46.9% of GDP (up by 5.1 pp year-on-year). The
expenditure side will be heavily influenced by measures
approved for combating COVID-19 and programmes to
mitigate its economic impacts.

General government final consumption, with expected
year-on-year growth of 5.8%, should be driven primarily by
social transfers in kind. Their above-average 7% growth
anticipates the higher healthcare expenditure necessitated
by the current situation. On the contrary, the forecast
includes savings of CZK 1.5 billion due to lower use of dis-
counts on the fare on buses and trains for pupils, students
and seniors at a time of limited travel opportunities.

The momentum of the compensation of employees should
slow down year-on-year to 6.4% after double-digit growth.
The growth is associated with the 10% increase in salaries
for staff in educational system; the rest of the general gov-
ernment sector employees get an increase in salary scales
by CZK 1,500 per person. We take also into account an
increase in salaries for employees of regional hygiene sta-
tions and other employees within the Ministry of Health
compensating for the additional expenditure associated



with the suppression of the spread of COVID-19 (Govern-
ment Resolution No. 268). An increase in salaries for securi-
ty forces is also envisaged.

The growth of the intermediate consumption (6.2%) should
be slightly slower than the compensation of employees,
due to both real consumption (mainly higher expenditure
on medical supplies and protective equipment) and higher
year-on-year expected inflation rate.

We expect a significant rise in cash social benefits in 2020,
reflecting both already approved measures (in particular
for pension benefits and state social security benefits) and
economic development. In addition, cash social benefits
are being increased by an emergency measure in the form
of a care allowance at 80% of the daily assessment basis in
the period from 1 April to 30 June 2020, which is intended
for parents of children up to 13 years of age if they are
unable to work because they need to look after their chil-
dren for the duration of school closures (but no later than
30 June 2020), as well as for those caring for individuals in
day-care and weekly social service facilities (Act
No. 133/2020 Coll., Chamber of Deputies Print No. 828).
The impact of this measure is expected at approximately
CZK 11 billion.

The average old-age pension increased by CZK 900 with
effect from 1 January 2020 (Act No. 244/2019 Coll.). The
impact of the discretion itself over the statutory indexation
formula is approximately CZK 6 billion. Another measure,
pushing up cash social benefits by CZK 8.6 billion, is in-
crease of the parental allowance for all households with a
child up to 4 years of age who are actively receiving this
benefit (Act No. 363/2019 Coll.). The impact of the increase
in the care allowance for dependence levels 3 and 4 is
estimated at CZK 1.9 billion. In the same amount as for
social security contributions on the revenue side, the in-
crease in state payments for the state-insured persons is
reflected here. In total, cash social benefits should there-
fore increase by almost 12%.

The higher gross borrowing requirement in order to finance
the increased state budget deficit (Act No. 129/2020 Coll.,
Act No. 208/2020 Coll.) will result in an estimated rise in
interest expenditure by more than 23% to 0.9% of GDP,
despite the expected very low government bond yields.

Gross fixed capital formation should decline slightly by
1.2% year-on-year after three years of double-digit growth,
with over 80% to be financed from national resources
(including the national funding of European projects). We
assume that measures to prevent the spread of COVID-19,
resulting in production constraints and a reduction in the
number of foreign workers, will result in a decrease in
investment activity. By postponing certain purchases of
military equipment that, given the current situation, is not
essential for the state’s defence capabilities, investment
expenditure will fall by CZK 1.8 billion compared to the
originally budgeted amount (Act No. 129/2020 Coll.).

We expect more than 53% increase in transfers. This calcu-
lation includes resources to support various groups of eco-
nomic entities affected by the pandemic (or more precisely
by measures taken to prevent its spread). Measures al-
ready approved include the Antivirus programme, under
which contributions are disbursed to employers to com-
pensate for wages paid due to obstacles at work for
an employee or employer caused by quarantine measures
or other obstructions directly related to COVID-19. For the
period of duration of the school closures, the support of
CZK 424 per day for self-employed who care for a child up
to 13 years of age or a disabled person is paid out to cover
the financial loss in their business activities as a result of
having to care for such a person (Government Resolution
No. 311). Other projects and support schemes, as well as
other measures to prevent the spread of the pandemic and
mitigating its effects, are at the drafting or preparation
stage and therefore funds have not yet been specifically
allocated to them, but are only budgeted for within the
framework of a government budget reserve.

Box 1: New Model of Regional Education Funding

Regional education in the Czech Republic encompasses nursery, elementary, secondary and tertiary professional education. It is
financed both by the state budget and by the founders of schools, i.e. the budgets of regions, municipalities or associations of mu-
nicipalities. While the founders are involved in financing the operating costs and capital expenditure of a school or school facilities
concerned, the state budget (via the budget heading of the Ministry of Education, Youth and Sports) covers the direct costs
of education defined by the Act No. 561/2004 Coll. (School Act). These include, in particular, wages and salaries, including social
security contributions, expenditure on teaching aids, the training of teaching staff, pupils’ special-interest activities, etc.

Original Model of Regional Education Funding

Until 2020, funding from the state budget was realized via a system of national and regional norms per-child, -pupil or -student basis
at all types of schools and school facilities. National norms were set centrally by the Ministry of Education, Youth and Sports as an
education cost per child, pupil or student in a given age category at a given level of education. The total budget was obtained by
multiplying the number of pupils in each educational group and was then distributed to individual regions. On the basis of Decree
No. 492/2005 Coll., on Regional Norms, the regional authority set regional norms per child, pupil or student in individual fields of
study and education at the schools within its territorial competence. The amount depended mainly on the number of pupils per
teacher, his/her average monthly salary, and the amount of other non-investment costs per pupil.

This funding model resulted in major regional differences in the level of norms for similar activities, nor did it take into account the
age structure of teaching staff, which had an impact on salary scales and incentive components of salaries. Likewise, the per-pupil
standard impaired the quality of education provided at, for example, secondary vocational schools.
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New Model of Regional Education Funding

The change in the funding of the public regional education system aims to reduce inter-regional disparities and to separate the
funds for schools founded by municipalities from those for schools founded by the region. The reform is also focused on improving
the quality of teaching via lessons for smaller numbers of pupils with no impact on funding.

The changes in funding were originally introduced with effect from 1 September 2018 by the adoption of Act No. 101/2017 Coll.
amending Act No. 561/2004 Coll. on nursery, elementary, secondary, tertiary professional and other education (the School Act).
Act No. 167/2018 Coll. subsequently shifted the effectiveness of the changes to 1 January 2020. In 2019, schools were funded ac-
cording to the original model, supplemented by development programmes aimed at closing the gap between regions and introduc-
ing the new funding method.

The new model does not overhaul the entire system, but differently allocates funds from the state budget for the salaries (including
social security contributions) of teaching and non-teaching staff, textbooks and school supplies, or for the further training of teach-
ing staff. In the funding of pedagogical work, a parameter is introduced for individual fields of education in the form of a maximum
weekly extent of classroom teaching covered by the state budget depending on class sizes (the “PHmax” value). These limit values
are set for primary and secondary schools by Government Regulation No. 123/2018 Coll. and for nursery education by Decree No.
14/2005 Coll. The competent regional authority then allocates individual schools funds from the state budget at the amount of the
school’s individual PH value, calculated on the basis of the new reporting on teaching staff, but up to a maximum of the PHmax
value. If the PHmax is not exceeded, the school is granted the real amount of salaries scales. Other components of direct education
costs are financed according to a norm established per person educated. The amount of this norm is set centrally.

Table 3.1.1: Funding of Regional Education by Type of School

School type Financing method

Pedagogical work

nursery, elementary and secondary schools, conservatoires inew financing model based on the PHmax parameter

elementaryart schools, tertiary professional schools centrally settingthe norm per pupil

private and church schools old financing model based on the Act No. 306/1999 Coll.
Non-pedagogical work

nursery schools, elementary and secondary schools centrally setting the norm per school, workplace and class

tertiary professional schools, conservatoires centrally settingthe norm per school, workplace and pupil

elementary art schools centrally setting the departmental norm per pupil

other schools old financing model based on countrywide and regional norms

Source: MEYS (2020). MF CR adjustment.

The main advantages of the new model for the funding of regional education are:
—  transparency and predictability in funding;
— consideration for the different salary classifications of teaching staff;
— reduction in the dependence of state budget funds on the number of pupils.




3.2

The current fiscal policy setting which serves as a basis for
the outlook, is mainly driven by the expenditure of the
state budget and state funds. The initial level is significantly
affected by amendments to the Act on State budget, which
gradually increased the deficit to CZK 300 billion.

Graph 3.2.1: Government Balance by Sub-sectors
in % of GDP

Social security funds
I | ocal government

-5 mmm Central government
General government

2010 2012 2014 2016 2018 2020

Note: Year 2019 notification, years 2020-2021 forecast.
Source: CZSO (2020b). MF CR calculations and forecast.

For local governments, we envisage continuing surplus-
es. We expect both local governments’ management will
be prudent in response to the rapid fall in revenue in
2020, and in the future the rationalisation of the ex-
penditure and investments slowdown, which was al-
ready evident in 2019. The estimated financial results of
social security funds are based mainly on the predicted
wage bill in the economy, which is a crucial determinant
of the future growth in the social security contributions.
With regard to its momentum (see sub-chapter 2.2.4),
the distribution of discretionary measures including
development of the state payment for the state-insured
persons, and the assumption of a relatively lower
growth in expenditure , we expect financial results of
health insurance companies hover at balanced values.
The units of central government outside the state budg-
et and state funds as a whole should see slight surpluses
on average.

3.2.1 General Government Revenue Forecast

General government revenue is affected primarily by the
macroeconomic development. However, the forecast for
2021 is significantly influenced by the approved discretion-
ary measures. We expect general government revenue to
increase by 6.2% in 2021, of which tax revenues, including
social security contributions, should increase by 7.2%.

For the following year, we predict that the personal income
tax revenue will grow by almost 12%. Compared to the
wage bill development, the higher dynamics is related to
the expiration of one-off anti-crisis measures introduced
for 2020. The year 2021 should also be affected by a new
flat tax for entrepreneurs and the food ticket flat tax (for
more information on both measures, see sub-chapter
6.1.1), which together will account for low units of billions

Forecast of the General Government Sector Finances for 2021

CZK. In the current situation, the impacts of electronic
registration of sales, which was postponed due to the
state of emergency in the Czech Republic, cannot be
properly quantified. This naturally applies to all areas of
tax that are affected by the electronic registration of sales
(i.e. not just personal income tax, but also, in particular,
value added tax and corporate income tax).

Social security contributions should also evolve in line
with the growth in wage bill in the economy and with the
approved one-off measures to support employment in
2020. Other factor is increasing state payment for state-
insured persons by CZK 30 billion. The dynamics should be
slowed down by an introduction of food ticket flat tax
with impact of low units of billions CZK. The growth of
social security contributions should come to 6.4%.

Corporate income tax revenue should increase by more
than 11%, which is mainly due to basis effect again. The
impact of the food ticket flat tax is relatively negligible.

Value added tax revenues are predicted to rise by 3.5%.
This autonomous development corresponds to the
growth of nominal household consumption, the relevant
part of general government consumption, and the devel-
opment of the general government investments. Next
year, tax revenue will be affected by an amendment to
the Registration of Sales Act, which, in addition to ex-
panding the range of entities that are subject to electron-
ic registration of sales, reassigns selected commodities to
lower tax rates. The total impact is CZK -1.2 billion.

Excise duty revenue should be positively influenced by
the launch of the taxation of digital services and further
increases in the tax rates on tobacco products. The aggre-
gate impact of these measures is calculated at around
CZK 5 billion.

As regards other revenues, we anticipate an increase in
investment subsidies in particular, in line with the ap-
proaching end of the possible implementation of EU-
funded projects in the 2014-2020 programming period.

3.2.2 Expected Expenditure Developments

In 2021, we estimate that general government expendi-
ture will increase by 3.8%. In relation to GDP, expenditure
should fall to 46.6% of GDP.

We expect a significant increase in cash social benefits
which fully reflects autonomous developments and increas-
ing of the state payment for state-insured persons. The
most important growth item in cash social benefits is the
increase in the volume of funds for pensions. As a result
of the inflation rate above the CNB'’s inflation target and,
the higher real wages growth in recent years, we expect
pension indexation of around 5.5% in 2021. The increase in
the unemployment rate will also increase social expendi-
ture. The cash social benefits should rise by 8%.

15



16

The relatively lower dynamics of general government final
consumption (4.9%) can be attributed to the higher base
this year. The growth in the compensation of employees
at 5% should be driven by increasing salaries in education
in line with the government’s policy statement. We also
assume relatively higher increase in salaries in the health
system in comparison with the rest of the general gov-
ernment sector. However, the issue of earnings across the
salary sector is still to be discussed and is not decided yet.

The growth in social transfers in kind should slow down to
about 5%. Much of this slowdown can be explained by
the effect of the 2020 base deriving from essential pan-
demic-related health expenditure.

The growth of intermediate consumption should be about
6%, which corresponds with the prediction of the inflation
rate and real growth in purchases of goods and material
mainly in the health-care system. On the contrary, the
current course of the 2014-2020 European Financial
Perspective, where operational programmes focused on
non-investment projects show a high success rate. We
therefore assume that further funding of expenditure
from these programmes will be distributed more evenly
and will not drag intermediate consumption too high.

For the gross fixed capital formation, we predict acceler-
ating dynamics which should be similar to the previous
programming period to some extent. This should in par-
ticular relate to investments co-financed by the EU funds,
and, to a lesser extent, also to investments from national
sources which are, however, significantly higher in vol-
ume. A similar course was also apparent at the end of the
previous financial perspective in 2014 and 2015. The
general government investment should increase by
around 7%. Financial resources from EU funds should
complement national resources mainly in the areas of
investment in transport infrastructure and in science and
research.

In line with the monetary policy assumptions and interest
rate developments, we estimate that interest expenditure
will increase by approximately CZK 6 billion year-on-year.
The development reflects the forecast of the general
government balance and the corresponding change in the
absolute amount of the general government debt.
In relative terms, interest expenditure should reach at 1%
of GDP (see sub-chapter 3.3 for more details).

Table 3.2.1: A Structure of Approved Discretionary Measures in 2020 and 2021 (Anti-Crisis Measures not included)

year-on-year discretional change, in CZK billion

2020 2021

Revenue Discretioanry Measures 22.8 4.0
Personal income tax 2.7 -0.6
Corporate income tax 3.7 -0.7
Social security contributions 6.7 2.7
Value added tax -4.5 -1.2
Excise duties 12.2 5.0
Other revenue measures 2.0 -1.2
Expenditure Discretionary Measures -42.3 -11.5
Cash social benefits -17.4 -
Compensation ofemployees -18.8 -11.5
Health care -6.1 -
Total ............................ 195_75
% of GDP 0.4 0.1

Source: MF CR calculations and forecast.

3.2.3 Quantification of Anti-Crisis Measures

In the current situation, it is difficult to identify autono-
mous developments and any alternative scenario. The
discretionary measures currently being discussed and
adopted by the government have been necessitated by
the current situation in the economy and the need to
resolve it. There are not many alternatives to the pay-
ment of support to businesses that have lost their
source of income as a result of preventive measures or
the changing behaviour of the population. There could
be alternative amounts of such support, for example,
but such a scenario would be highly arbitrary and inher-
ently meaningless.

Table 3.2.2 presents the extent of the impact on the
baseline scenario of the fiscal forecast, including auton-
omous developments and the effect of at least the gov-
ernment-approved discretionary measures, and the
hypothetical alternative scenario without measures to
combat the pandemic of the new type of coronavirus.
The purpose of the alternative scenario, then, is not to
provide another fiscal scenario, but only to quantify the
extent of the measures approved up to 22 April 2020,
including the implications for public finance known at
that time. Therefore, the list of measures and the quan-
tification of the impacts is by no means definitive.

On the revenue side, in 2020 there is a one-off compen-
satory bonus for self-employed persons in the amount



of CZK 500 per day in the period from 12 March to 8
June 2020 provided that they have been affected by
anti-crisis measures and satisfy other conditions stipu-
lated by law. The second measure with significant budg-
etary impact is the remission of social and health
insurance advances for the self-employed for six

June income tax advances is the most significant meas-
ure. The aggregate impact of revenue measures is
around 1.8% of GDP. Apart from above measures many
changes in taxes like liberation packages, postponement
of the electronic registration of sales etc. were approved
(see sub-chapter 3.1.2).

months. In terms of budgetary impact the remission of

Table 3.2.2: Impact of Anti-Crisis Measures on Public Budgets
In CZK billion

2020 Note
Personal income tax -34.8
One-off support for self-empoyed in the amount of CZK 500 per day - compensatory bonus | -17.5 12.3.-13.4.2020
Extension of support for self-empoyed in the amount of CZK 500 per day -compensatory bonus Il -13.6 1.5.-8.6.2020
Remission of June personal income tax advance -3.7
Corporate income tax -39.0
Remission of June corporate income tax advance -39.0
Social and health insurance -15.1
Remission of social insurance advances for self-employed persons -15.1 March to August 2020
Health insurance -8.0
Remission of social and health insurance advances for self-employed persons up to the
amount calculated from the minimum assessment base 8.0 March to August 2020
Other -1.5
Lower dividends from the Prague Airport -1.5
Revenue measures -98.4
in % of GDP -1.8
Health -40.3
Debt relief of hospitals -6.6
Increasingin payments for state-insured persons (by CZK 500 per month since 1 June) -21.1
Increase of funds for salaries of regional hygienic stations and the Ministry of Health -0.2
Purchase of protective equipment and medical supplies -12.0
"Czech Rise Up" programme to finance new technological solutions combating COVID-19 -0.1
"Covid Technology" programme -support of medical devices' producers -0.3
Social transfers -11.3
Extension of the care allowance length and increase of the child age ceilingup to 13 years -8.2 impact for 3 months
Increase of the care allowance from 60% to 80% of the daily assessment basis -2.8 impact for 3 months
Care Allowance for Self-Employed (CZK 424 /day, up to CZK 13 144 per month) -0.3 according to allocation
Direct support to companies -56.1
Wage cost compensation ("Antivirus" programme) -54.5 impact for 2.5 months
"COVID" loan programme for operational financing of tradesmen and SMEs -0.6

"COVID II" Guarantee programme -payinginterest on the loan

not quantifiable

Strengtheningthe Support and Guarantee Agricultural and Forestry Fund for loan assistance -1.0 to agriculture

Other -13.8
Transport disinfection -0.1
Implementation of State Fund for Transport Infrastructure projects beyond the budget -6.5
Contribution to contributory organizations under the auspices of the Ministry of Culture -0.3
Strengtheningresources to mitigate the impact on the culture sector -1.1
Strengtheningresources for the Rural Development Programme for food sovereignty -3.3

Strengtheningresources for minimisation ofimpact in forestry and agriculture -1.2 against bark beetles
Repatriation of Czech citizens from abroad -0.1
Temporary reintroduction of protection of the internal borders of the Czech Republic 0.0
Increase of funds for salaries of the Police, Firemen and Taxmen -1.2
Expenditure measures -121.5
in % of GDP 2.2
Overall impact on balance -219.9
in % of GDP -4.0

Source: Explanatory memoranda on the draft measures. MF CR calculations and forecast.
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Expenditure measures can be divided into several main
groups. The first is an increase in social benefits, mainly
extending and increasing the care allowance for em-
ployees and its introducing for the self-employed per-
sons (who would not be entitled to this benefit under
normal circumstances). The second group of measure is
the compensation of the wage costs for employers to

maintain employment, and subsidies for affected areas
of the national economy, including agriculture and cul-
ture. Finally, the last group comprises measures to pur-
chase goods directly related to the prevention of the
spread of COVID-19. The aggregate impact of the ex-
penditure measures is 2.2% of GDP as of 22 April 2020.

3.3 General Government Debt, Strategy and Stability of State Debt

At the end of 2020, we expect general government debt
to stand at 37% of GDP. The year-on-year increase in debt
by 6.2 pp is mainly the result of an increase in govern-
ment debt in connection with the response to the pan-
demic (the general government sector’s contribution to
debt growth is 5.1 pp) and the decline in nominal GDP
(a contribution of 0.7 pp).

General government debt has declined significantly in
recent years. Between 2013 and 2019, it decreased by
14.1 pp, which ranked the Czech Republic among the
least indebted countries in the EU. The Czech Republic
thus safely meets the Maastricht debt criterion (60% of
GDP). This has created ample room for increased gov-
ernment bond issues to finance the measures taken to
support the economy. The debt-to-GDP ratio is also a safe
distance away from the limit set under the national rule
established by Act No. 23/2017 Coll. on the rules of fiscal
responsibility, which assesses the amount of general
government debt adjusted for the cash reserve created
by financing government debt relative to a level equal to
55% of GDP. For 2019, the debt adjusted in this way
amounted to 30.8% of GDP, but is expected to reach 37%
of GDP in 2020 (see Table 3.3.1).

Interest expense should hover between 0.9 and 1% of
GDP in the years covered by the forecast. Its growth in
absolute terms reflects an increase in the nominal general
government debt and its financing. For convergence pur-
poses, long-term interest rates should remain at 1.5%.
The predicted stagnation reflects the projected monetary
policy settings of the CNB and the European Central Bank,
inflation, and the flat government bond yield curve for
shorter maturities.

The positive perception of the Czech Republic’s fiscal
discipline on the financial markets is underlined both by
international institutions and by rating agencies. Last
year, Moody’s raised its long-term liabilities rating to Aa3
(the fourth highest level) with a stable outlook, highlight-
ing the positive trend in fiscal indicators (Moody’s, 2019).
The rating of the Czech Republic’s long-term liabilities by
ACRA Europe (2020) was also increased from AA- to AA.
In January 2020, Fitch Ratings (2020) confirmed its rating
of the Czech Republic and expressed appreciation of the
excellent public finances, supported by sound fiscal and
monetary policy. European Rating Agency and S&P Global
Ratings also confirmed their ratings. In the international
comparison with EU countries, the Czech Republic has

had better rating than the euro area average for several
years.

In December 2018, the Ministry of Finance launched the
sale of “Republic Bonds” (DIuhopisy Republiky) for natural
persons. The aim is to increase the share of households
holding sovereign debt, enable them to generate revenue
(yields) from holding bonds, and contribute to debt stabil-
ity. In response to public interest, a seventh subscription
period was launched in March 2020. Republic Bonds are
issued with a maturity of up to six years. The yield of
reinvested government bonds with subscription period
between December 2019 and March 2020 was set at the
level of yields on government bonds traded on the finan-
cial market on the date of commencement of the bond
subscription. Natural persons may also apply for an anti-
inflationary government bond with a yield determined
according to consumer price developments plus 0.5%
p.a., reinvested once a year.

The current forecast does not envisage any significant
privatisation revenues under Act No. 92/1991 Coll. on
conditions for the transfer of state assets to other per-
sons, as amended.

After adjusting the general government gross debt for the
value of liquid financial assets (defined in ESA 2010 as
currency in circulation, deposits and securities, including
shares listed on the stock exchange), net financial debt
was 16.3% of GDP at the end of 2019. Its development
was influenced by the surplus budget balance and growth
of the liquid assets of the general government sector, as
well as by a decrease in the relative debt of the general
government sector. The potential liquid amount for debt
repayments would thus hypothetically come to approxi-
mately 14.5% of GDP.

The largest share of general government debt is attribut-
able to the central government sub-sector (see Table
3.3.1). This debt is expected to exceed CZK 2,097 billion in
2020, which, after consolidation between sub-sectors,
corresponds to approximately 96% of the general gov-
ernment debt. Local government debt accounts for
around 4% of total debt. In 2020, we expect it to reach
CZK 86.1 billion, and in 2021 it is forecasted to stagnate
on account of the predicted moderate economic surplus
and, to a certain extent, also due to the effect of Act
No. 23/2017 Coll. on the rules of fiscal responsibility. That
law sets a minimum amount for principal repayments by
local government unit if they are above a prudent level of



indebtedness (for details see MF CR, 2016). The social
security funds have consistently reported a negligible
debt ratio.

As most of the central government debt is state debt, the
Ministry of Finance focuses on ensuring its sustainability
and stability from the perspective of key risk indicators. It
has been crucial to keep these under control, especially at
a time of above-average financial market volatility associ-
ated with debt crisis in euro area countries, and this is
particularly important given the current high levels of
uncertainty and fluctuations in the financial markets
linked to the world economy’s slump. Debt portfolio

Table 3.3.1: General Government Debt by Sub-sectors
in % of GDP

management continues to contribute to a prudent ap-
proach to debt sustainability, and increases the country’s
transparency on the government bond market. When the
medium-term strategy for government debt management
(MF CR, 2019b) is drawn, an emphasis is placed on refi-
nancing, interest-rate and currency risks as the most
important sources of uncertainty. The strategy was issued
towards the end of 2019. However, due to the Act on the
State Budget of the Czech Republic for 2020 amendments
adopted (Act No. 129/2020 Coll. and Act No.208/2020
Coll.), it will be updated during the first half of 2020.

ESA Code 2018 2019 2020 2021

General government S.13 32.6 30.8 37.0 40.0
Central government S.1311 32.9 31.7 37.9 40.9
Local government $.1313 1.6 1.5 1.6 1.5
Social security funds 51314 0.0 0.0 0.0 0.0
Net financial debt 17.7 16.3 21.8 24.9
Public sector institutions debt according to Act No. 23/2017 Coll., art. 13 ? 32.6 30.8 37.0 40.0

1) Net financial debt is the difference between gross debt and liquid financial assets (monetary gold, Special Drawing Rights, currency and deposits,
securities other than shares (consolidated at market value), shares and other equity quoted in stock exchange).
2) Public sector institutions debt according to Act No. 23/2017 Coll. is defined as the difference between the general government debt and disposable

cash reserves created according to Act No. 218/2000 Coll.
Source: CZSO (2020b). MF CR calculations and forecast.
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4 Comparison with the Previous Convergence Pro-
gramme of the Czech Republic and Sensitivity Analysis

4.1

The scenarios for the 2019 and 2020 Convergence Pro-
gramme updates are completely different. Last year’s
macroeconomic scenario was based on the trajectory of
a gentle economic slowdown resulting from the gradual
closing of the positive output gap and a return to equilib-
rium.

The 2020 Convergence Programme reflects the pandemic
of the new type of coronavirus, which has been hitting
the global economy hard in the first half of 2020. In the
baseline scenario of the 2020 Convergence Programme,
we presume the effects of the coronavirus pandemic, or
more precisely the measures taken to prevent the spread
of the disease, will be temporary and one-off. Even so,
the forecast for almost all of the scenario’s indicators is
fundamentally skewed by this, so drawing conclusions

4.2 Sensitivity Analysis

The sensitivity analysis is calculated using the Ministry of
Finance’s dynamic stochastic general equilibrium model.
Alternative scenarios focus on certain current issues of
possible future developments. The first scenario con-
templates lower economic growth in the EU and its
effects on the highly open Czech economy, which is
dependent on the external environment. Another alter-
native scenario assesses a possible sudden increase in
interest rates. The latest analysis responds to the uncer-
tainty regarding the future of oil prices and analyses the
situation of their sharp surge. All alternative scenarios
are derived from the Convergence Programme’s base-
line scenario described in chapters 2 and 3. In the alter-
native scenarios, we assume different developments
from the baseline scenario, always starting with the first
quarter of 2021.

4.2.1 Lower GDP Growth in the EU in 2021

Economic developments of EU trading partners are
a pivotal factor for the economic growth of the Czech
Republic’s small open economy. This scenario assumes
slower GDP growth in the EU by 2 pp in 2021, in line
with the standard deviation of EU GDP development
from 2002 to 2019.

At the first stage, the decline of foreign demand for
domestic products would negatively affect net exports.
However, subsequent pressure on currency depreciation
would mitigate the decline in net exports by making
imports more expensive. The adverse effect of the shock
on the foreign trade balance would slow the growth of
the Czech Republic’s real GDP by 0.6 pp in 2021 com-
pared to the baseline scenario. Lower growth in corpo-

Comparison with the Scenario of the Previous Convergence Programme of the Czech Republic

from a comparison with last year’s scenario would be
misleading.

For similar reasons, a comparison of the 2019 and 2020
Convergence Programmes’ fiscal scenarios is essentially
out of the question. Last year, the conditions were entire-
ly different, and at the time the output gap was closing,
public finances were set to meet the medium-term budg-
etary objective over the entire forecast and outlook hori-
zon. The current scenario reflects the effects of the
impaired macroeconomic situation, as well as the anti-
crisis measures taken. The impacts of these measures
cannot be quantified with certainty at present as it is
unclear how long the situation will last. The entire fore-
cast and outlook are surrounded by even greater uncer-
tainty than usual.

rate profits due to weaker exports would see investment
growth decelerate by 0.1 pp. The lower output of firms
would also have a negative impact on labour demand
and, subsequently, lead to lower nominal wage growth.
A negative income effect in the form of relatively lower
wages and returns on capital would contract household
consumption growth by 0.1 pp.

The slowdown of aggregate demand growth would less-
en the tax revenue, resulting in a reduction in the gen-
eral government balance by 0.1 pp, with a consequent
faster increase in the general government debt relative
to GDP.

4.2.2 Rise in the National Interest Rate

The dynamic model in this scenario simulates the addition-
al tightening of monetary policy in 2021 by 1.2 pp above
the baseline scenario. A value of 1.2 pp is consistent with
the standard deviation of developments in the short-term
interest rate in the period from 2002 to 2019.

A more restrictive monetary policy would have a nega-
tive effect on economic developments. Pressure on the
Czech currency to appreciate would increase the price of
exports, while imported goods would become relatively
cheaper. On the other hand, the sizeable import intensi-
ty of exports would, with exports declining, exert ac-
cording downward pressure on imports. Lower income
and a decline in corporate profits in a period of slowing
economic growth would have a similar effect. The result
would be a slight decline in import growth by 0.1 pp
compared to the baseline scenario.



Table 4.2.1: Basic Macroeconomic Indicators — Sensitivity Scenarios

2020 2021
Baseline Scenario
Gross domestic product Y-0-Yin % -5.6 3.1
Private consumption Y-0-Yin % -1.5 0.8
Gross fixed capital formation Y-0-Yin % -13.6 3.2
Exports of goods and services Y-0-Yin % -17.0 6.8
Imports of goods and services Y-0-Yin % -16.8 6.3
Harmonised index of consumer prices Y-0-Yin % 3.2 1.5
Unemployment rate in % 3.3 3.5
General government balance % of GDP 5.1 4.1
Gross government debt % of GDP 37.0 40.0
Alternative Scenario | - Lower GDP Growth in EUin 2021
Gross domestic product Y-0-Yin % -5.6 2.5
Private consumption Y-0-Yin % -1.5 0.7
Gross fixed capital formation Y-0-Yin % -13.6 3.1
Exports of goods and services Y-0-Yin % -17.0 5.0
Imports of goods and services Y-0-Yin % -16.8 5.3
Harmonised index of consumer prices Y-0-Yin % 3.2 1.5
Unemployment rate in % 3.3 3.9
General government balance % of GDP 5.1 -4.2
Gross government debt % of GDP 37.0 40.1
Alternative Scenario Il - Higher interest rates
Gross domestic product Y-0-Yin % -5.6 2.9
Private consumption Y-0-Yin % -1.5 0.7
Gross fixed capital formation Y-0-Yin % -13.6 3.0
Exports of goods and services Y-0-Yin % -17.0 6.6
Imports of goods and services Y-0-Yin % -16.8 6.2
Harmonised index of consumer prices Y-0-Yin % 3.2 1.4
Unemployment rate in % 3.3 3.8
General government balance % of GDP 5.1 -4.3
Gross government debt % of GDP 37.0 40.3
Alternative Scenario Il - Higher oil prices

Gross domestic product Y-0-Yin % -5.6 2.7
Private consumption Y-0-Yin % -1.5 0.3
Gross fixed capital formation Y-0-Yin % -13.6 2.9
Exports of goods and services Y-0-Yin % -17.0 6.4
Imports of goods and services Y-0-Yin % -16.8 5.9
Harmonised index of consumer prices Y-0-Yin % 3.2 2.6
Unemployment rate in % 3.3 3.6
General government balance % of GDP 5.1 -4.2
Gross government debt % of GDP 37.0 40.2

Note: Different values in the text and in the table are caused by the rounding of values to one decimal place.

Source: CZSO (2020a), EIA (2020), Eurostat (2020), MF CR calculations.

Lower household incomes due to lower wage growth
would also affect consumption adversely. In addition, a
higher interest rate motivates individuals to save and
thus postpone consumption to the future. As a result,
restrictive monetary policy would lead to a slowdown in
household consumption growth by 0.1 pp.

Businesses would see their profitability decrease due to
a decline in both foreign and domestic demand. They
would respond to the drop in profits and the increase in
the cost of borrowing by cutting investment growth by
approximately 0.1 pp. A slowdown in aggregate demand

would also increase the unemployment rate by 0.3 pp
compared to the baseline scenario. This in turn would
foster the reduction of the wage growth.

Due to the negative impact of higher interest rates on
investments, consumption and exports, the resulting
effect on GDP growth would also be negative by 0.2 pp.
Slowdown of economic growth would lead to disinfla-
tionary pressures of 0.1 pp.

Lower household income and corporate profits would
reduce tax revenue. This would worsen the general
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government balance and push up the interest expendi-
ture of debt servicing, which in turn would hasten the
growth of the debt-to-GDP ratio.

4.2.3 Higher Oil Prices

The alternative scenario for oil prices is based on the
assumption that the average price in 2021 will be 50%
higher than in the baseline scenario (USD 59.7 per barrel
versus USD 39.8 per barrel). Higher oil prices would be
reflected in higher import prices and more expensive
inputs. Companies facing higher energy costs would
consequently increase the prices of their final products.
Inflation would thus increase by about 1.0 pp. Higher
prices would lessen consumption growth by up to
0.5 pp.

Declining aggregate demand would adversely affect
domestic production. Companies would also become
less profitable due to increased energy costs and lower
export opportunities. There would also be downturn in
investment activity by 0.3 pp. Another effect of con-
tracted production activity would be lower labour de-
mand and a slight increase in the unemployment rate.
Overall, higher oil prices would slow down real GDP
growth by 0.3 pp.

Lower tax revenue would impair the general govern-
ment balance. The effect on general government ex-
penditure would be negligible.



5 Sustainability of Public Finance

Long-term sustainability belongs among frequently discussed issues in relation to Czech public finances. The greatest
risk is associated with expected demographic development, as the number of people of retirement age relative to the
working-age population will evidently increase significantly in the next few decades. In fact, the population ageing is
not a matter of the distant future, but is already happening. This puts pressure on public finances and hence the need
to reform social systems. In the past, several expert groups have been established in the Czech Republic with the aim
of reforming the pension system, but so far no broad political consensus has been found for comprehensive reform.
For this reason, the government has decided to take up an offer from the Organisation for Economic Cooperation and
Development to conduct an independent study that will assess the current situation and offer possible solutions. Pop-
ulation ageing is a phenomenon not only related to old-age pensions, but also to other parts of public finances, such

as health care, long-term care and education.

5.1 Government Strategy and Implemented Reforms

5.1.1 Current State of the Public Pension System

The pay-as-you-go pension insurance system regulated by
Act No. 155/1995 Coll. has undergone many changes since
its inception. These have mainly concerned the adjust-
ments to the retirement age, the calculation of pensions,
and the method or amount of indexation. The way of pen-
sion calculation was last changed with effect from 30 Sep-
tember 2011, when the reduction limits affecting the basis
of assessment for insured persons were adjusted. Since
2015, the income level relevant to the calculation of pen-
sions has been included in full up to 44% of the average
wage. From 45% to 400% of the average wage, only 26% of
that income is included. Income above 400% of the average
wage does not affect the basis of assessment for the pen-
sion calculation; this is fully in line with the social insurance
ceiling at the same amount.

The latest adjustment to the pension system, concerning
the retirement age, has applied with effect from 1 January
2018 (Act No. 203/2017 Coll.). The retirement age of both
men and women is increasing until it is unified at 65 years
in around 2030. The Ministry of Labour and Social Affairs is
also required by law to report to the government on the
pension system at five-year intervals (the first report was
discussed by the government in September 2019). The aim
of the reports is to assess the current retirement age and, if
appropriate, to propose an adjustment to it so that persons
insured under the system can spend, on average, a quarter
of their life in retirement. Changes to the retirement age do
not apply to persons who are over 55 at the time of the
revision. However, the revision mechanism does not im-
pose any obligations on the government. Instead, it only
serves as a recommendation for the government to submit
a proposal for a change in retirement age to the Czech
Parliament for approval. The government has taken ad-
vantage of this rule by deciding to leave the retirement age
as it is for the time being. The statutory retirement age also
affects the conditions pertaining to permanent widow and
widower pensions, as the age limit here is tied to old-age
pensions. For early retirement, the threshold is gradually
shifting from three to five years before the statutory re-
tirement age. This maximum period of five years may, at

the cost of significant penalties, be used by those whose
statutory retirement age is at least 65 years.

Early retirement entails several permanent penalty rates,
which progressively reduce the resulting pension benefit.
Up to 360 days before the statutory retirement age is
reached, a reduction of 0.9% applies to the basis of calcula-
tion; for the period from 361 to 720 days before reaching
the retirement age, the reduction is 1.2%; finally, for peri-
ods exceeding 720 days (up to the limit permitted by law),
the reduction is 1.5%. The earnings-related part of the old-
age pension is then reduced by these amounts for every
90 days inclusive.

In addition, there is a pre-retirement scheme that allows
those participating in supplementary pension savings (the
3 pillar) to draw their funds without penalty as many as
five years before reaching the statutory retirement age.
However, a condition of pre-retirement is that funds accu-
mulated under the private 3™ pillar must ensure a monthly
pension of at least 30% of the average wage. The old-age
pension is not reduced for those years in which pre-
retirement is used. By the end of 2019, the possibility of
drawing pre-retirement was only used by 4,455 persons
with an average benefit of CZK 9,929.

As for disability pensions, there are three groups in the
Czech Republic, classified according to the degree of disa-
bility. A disability pension can be awarded to someone
whose work capacity has decreased by at least 35% due to
long-term adverse health conditions. The first degree of
disability applies to a decline in capacity from 35% to 49%,
the second degree from 50% to 69%, and the third degree
from 70%.

The indexation of pensions paid out of the pay-as-you-go
system is determined by the sum of the growth of the
consumer price index, or the pensioner cost of living index
(whichever is higher), and one half of real wage growth.
The rule has applied since 1 January 2018 (Act
No. 203/2017 Coll.). In addition, for periods of low inflation
and/or low real wage growth, a change in pension indexa-
tion has been approved so that, with effect from 2017, the
government again wields a limited amount of discretion
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(Act No.212/2016 Coll.). In this respect, if the increase in
the average pension according to the standard indexation
formula is less than 2.7%, the government is entitled issue
a regulation for the indexation of pensions up to this value.
In other cases, the statutory indexation formula is adhered
to strictly. Naturally, this does not exclude the possibility of
different indexation by way of a special law (most recently
Act No. 244/2019 Coll.). In addition, for persons over cer-
tain age, there is the increase in the earnings-related part
of pension benefit by the fixed amount (by CZK 1,000 per
month for persons over 85 years and by a further
CZK 1,000 per month for persons over 100 — this rule was
introduced by Act No. 191/2018 Coll., which took effect on
1 January 2019).

5.1.2 Developments in the Healthcare System

In the public health insurance system, the balances of
health insurance companies in bank accounts in 2016—
2019 averaged 13% of total expenditure on health, while
in 2004-2015 this ratio had averaged 8.6%. Consequent-
ly, the short-term resilience of the public health insur-
ance system to negative shocks improved. At the end of
2019, it was agreed, beyond the scope of the reim-
bursement ordinance, to use health insurance compa-
nies’ balances amounting to approximately CZK 6 billion
in all segments of health care to improve the quality and
availability of care (especially to the benefit of small
hospitals in areas where care was not so readily accessi-
ble and to support primary, after and home care). How-
ever, due to the fall in revenues of the public health
insurance system, greater involvement of reserves in
health care financing is probable.

Graph 5.1.1: Health Insurance Companies’ Balances
left axis: in % of GDP, right axis: in % of potential product
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Note: “Reserves” stand for the reserves on health insurance compa-
nies’ balance accounts.
Source: Statements of Health insurance Companies, MF CR.

In the preparation of outlooks, health insurance companies
tend to set slower growth in health care expenditure in
relation to revenue, otherwise the medium-term stability
of the public health insurance system would be jeopard-
ised. Establishing a trend of lower momentum for expendi-
ture versus revenues in the system is desirable not only in
the medium term, but also, and especially, in the long
term. This is due to population ageing, which, from the
perspective of sustainability, makes the risks faced by the
current public health insurance system indispensable in the

long run. Measures will therefore evidently have to be
implemented to address the resources available to the
public health insurance system, including the structure of
the sources of funding. These problems are reflected in the
government-approved Strategic Framework for the Ad-
vancement of Health Care in the Czech Republic until 2030
(Government Resolution No. 817/2019), which is aimed at
optimising the health care system from the point of view of
organising the health care functioning, including its financ-
ing, and at improving the population’s state of health.

Only partial changes are being made to the sources of
healthcare funding. From 1 January 2020, the assessment
base for the payment for state-insured persons increased
to CZK 7,903 (Act No.297/2017 Coll.). From June 2020,
further increase to CZK 11,607 occurs. For the following
year, with effect from 1 January 2021, the assessment base
will be increased to CZK 13,088 (Chamber of Deputies No.
829). Due to these increases in the assessment base for the
payment for state-insured persons, the resources of the
public health insurance system will be strengthened by a
total of 1% of GDP. However, beyond the horizon of 2021
no legal mechanism has yet been adopted to regulate
payments for state-insured persons. As a result of the in-
crease in the minimum wage (Government Regulation
No. 347/2019 Coll.), the monthly amount of contributions
for persons without taxable income also increased to
CZK 1,971 as of 1 January 2020. However, the impact of this
increase is negligible from the aspect of the system’s over-
all resources.

In line with a recommendation from the Organisation for
Economic Cooperation and Development (OECD, 2018), the
reform of primary care is moving forward with a view, in
particular, to strengthening the gate-keeping role of gen-
eral practitioners and their involvement in prevention
programmes. The reimbursement mechanism for primary
care should also be changed, with an emphasis on
strengthening the performance service component while
keeping to a fixed capitation payment.

In the segment of inpatient care, the DRG Restart project,
planned for completion in 2021, continues to be imple-
mented. The aim of this project is to create a long-term
sustainable data, information and personnel base for opti-
mising the system of inpatient care reimbursement in the
Czech Republic. The change in the method of reimburse-
ment should make the financing of inpatient care more
efficient as the system will reflect the real cost of proce-
dures. Last year, a new version of the classification system
for acute inpatient care (CZ-DRG version 2.0) was intro-
duced, in which, for example, the structures of DRG groups
were updated. This year, the applicability of this classifica-
tion to care reimbursement payments is being pilot tested
(covering approximately 0.5% of the total care volume).
Data will be also collected again from reference hospitals
for 2019. This will be crucial for the implementation of CZ-
DRG (in the upcoming new version 3.0) for the reimburse-
ment of acute inpatient care under the Reimbursement
Ordinance for 2021.



5.2 Fiscal Impacts of Population Ageing

The results of the impacts of population ageing are based
on long-term projections drawn up in cooperation with the
Ageing Working Group of the Council of the European
Union’s Economic Policy Committee. The analyses are
based on assumptions about demographic developments
and a methodologically consistent macroeconomic frame-
work for EU countries, the UK and Norway (European
Commission, 2017). Therefore, these projections do not
reflect the current medium-term macroeconomic and fiscal
outlook of the Czech Republic. The projections are con-
ducted on the assumption that policies will remain un-
changed. As such, they shed light on the legally enshrined
system at the time of the projection, taking into account
current practices, if discretion is allowed in the given legal
order. Long-term analyses do not aim to predict specific
values, but to point out trends and dynamics in the long
run up to 2070.

The long-term projections were last updated in autumn
2017 in connection with the 2018 Ageing Report (European
Commission, 2018). The projections thus reflect only the
changes approved in the pension system with effect from
1 January 2018, as set out in Act No.203/2017 Coll. The
long-term projections that include measures adopted since
then, as laid down by Act No. 191/2018 Coll. (in particular,
in addition to an adjustment to indexation, an increase in
the flat-rate component of pension benefits from 9 to 10%
of the average wage) and Act No. 244/2019 Coll. were
drawn up in the MF CR (2019c).

Eurostat population projections (European Commission,
2017) underpin the current results of long-term projec-
tions. Recently, however, two new demographic projec-
tions have emerged. The Czech Statistical Office published
an update at the end of November 2018 (Czech Statistical
Office, 2018), followed in February 2020 by Eurostat
(2020). The latter will serve as a basis for updating the fiscal
implications of population ageing, to be published as part
of the three-year cycle in the preparation of the 2021 Age-
ing Report.

Graph 5.2.1: Czech population in different projections
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Source: CZSO (2018), EC (2017), Eurostat (2020).

A basic comparison of these demographic projections
shows that, in the long term, a decrease in the Czech popu-

lation can be expected. Relatively speaking, the most opti-
mistic projection is that of the Czech Statistical Office, and
the new Eurostat projection comes closer to that. The
difference between the two scenarios stems almost entire-
ly from a different assumption of net migration. While the
Czech Statistical Office projects a constant net influx of
26,000 persons per year over time, Eurostat’s update fore-
sees a gradual decline from the current approximately
24,000 to around 8,000 persons per year.

However, the population structure is particularly important
for projections of expenditure within the social and health
care systems. The dependency ratio, measured as the ratio
of the number of persons over 65 years of age to the num-
ber of persons of working age (15—64 years), is developing
along very similar lines when viewed from the point of view
of individual projections. It should almost double by 2060
to reach around 55% (see Graph 5.2.2).

Naturally, this can be attributed not only to a decline in the
number of working-age people, but also to an increase in
average life expectancy. The share of persons aged 85 and
over in the number of persons aged 65 and over is ex-
pected to more than double within the projection horizon.
In subsequent decades of projections, there should only be
a temporary reduction in the dependency ratio. The main
reason for strong growth after 2035 and a peak in the peri-
od between 2045 and 2060 is the baby boom generation
born in the 1970s. After 2060, its influence should weaken,
but in the subsequent period the dependency ratio will be
influenced by the fact that current birth rate is relatively
strong.

Graph 5.2.2: Old-age Dependency Ratio
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The economic activity rates for age cohorts over 54 years
are projected to increase until 2030 as the statutory re-
tirement age goes up. However, they remain more or less
constant after 2030, reflecting the current institutional set-
up of the pension system. Although the revision mecha-
nism is part of the pension system, it does not impose any
obligation on the government. Instead, it only serves as
arecommendation for the government to submit
a proposal for a change in retirement age to the Czech
Parliament for approval. Consequently, the European
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Commission refused the revision mechanism in long-term
projections to be applied. The projection therefore works
with a retirement age that has a fixed ceiling of 65 years
from 2030 onwards.

Developments in pension expenditure relative to GDP have
been quite favourable in recent years, mainly due to the
macroeconomic environment. The initial value of expendi-
ture in past projections was 9.0% of GDP in 2013, while in
2016 pension expenditure was 0.8 pp lower. On the other
hand, the revenue side of the system has risen dynamically
on the back of the higher growth in wages and salaries,
employment and the participation rate. This positively
influenced the system’s balance, which in 2016 (the base
year of the projections) came to -0.3% of GDP. In subse-
guent years, the balance improved further, and since 2018
it has had a surplus (0.3% of GDP in both 2018 and 2019).

The trend in pension projection expenditure is primarily
determined by demographics and the statutory retirement
age. These underlying conditions imply that, relative to
GDP, up to 2030 pension expenditure should be broadly
stable at the level of the 2016 base year (Table 5.2.1). After
2030, however, the rise in the retirement age will stop and
those baby boomers born in the 1970s will gradually retire.
This will quite dramatically increase expenditure to 11.7%
of GDP just before 2060, followed by a decline in expendi-
ture to 10.9% of GDP at the end of the projection horizon in
2070. The decline in the expenditure-to-GDP ratio is again
due to demographic factors, when those born in the de-
mographic trough in the 1990s or later will retire and re-
place those born during the demographic bulge.

The revenue of the pension system relative to GDP is con-
sidered to be constant over the projection horizon. This
stems from assumption about trends in wages and salaries
in the economy, which should develop in line with labour
productivity in the longer term. As a result, the fixed share
of the remuneration of the labour factor of production in
GDP, from which a constant pension insurance rate of 28%
of the gross wage or salary is derived, is maintained. The
system'’s revenue thus attains the level of the 2016 base
year and amounts to 7.9% of GDP.

Graph 5.2.3: Projection of Pension Account Balances
in % of GDP
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Due to the constant relative revenue, the resulting projec-
tion of the pension system balance (see Graph 5.2.3) mir-
rors the course of pension expenditure. We expect the
balance to be relatively stable by 2030, while in subsequent
period the balance will deteriorate and bottom out at al-
most -4% of GDP around 2060. This means there has been
a marked deterioration compared to the Commission’s
projection (2015), where the balance fell to a minimum
level of less than -2% of GDP shortly before the end of the
projection.

As the modelling of pension expenditure has remained
unchanged since the last round of projections, the effects
of the deterioration in the pension system balance can be
divided into two groups. The first group comprises external
factors (e.g. different demographic trends); the second
consists of changes in the pension system (a different in-
dexation formula and the retirement age ceiling).

Although the update of projection assumptions plays a role
in the momentum of expenditure over time, it is counter-
acted by more favourable developments in recent years.
Therefore, although expenditure in the new projection is
growing more dynamically, it is increasing from a lower
basis and in 2060 ends at virtually the same level as the
previous projection (9.7% of GDP). The main reason for the
higher deficit is thus a change in the system. Furthermore,
the pension system balance in 2060 is most exacerbated by
the retirement age ceiling (an impact of about 1.6 pp),
whereas the change in the indexation formula (half instead
of a third of real wage growth) increases expenditure by
about 0.3 pp. In other words, the absolute ceiling of the
retirement age resulted in an increase in annual pension
expenditure of about CZK 75 billion in current terms and
achange in the indexation formula will increase expendi-
ture by another approximately CZK 15 billion.

The situation in health care and long-term care is similar to
previous projections from the perspective of the growth
momentum of expenditure. The baseline scenario antici-
pates an increase of one fifth for health care (from 5.4% of
GDP in 2016 to 6.5% of GDP in 2070) and of more than
double for long-term care (from 1.3% of GDP in 2016 to
2.9% of GDP in 2070). Compared to the previous projec-
tions, however, there is a difference in the baseline levels,
specifically in the level of long-term care, which is almost
double that of the 2015 Ageing Report (for more details,
see MF CR, 2018).

The reference scenario differs from the purely demograph-
ic scenario in several respects. As far as health care is con-
cerned, there is higher income elasticity, with demand for
health services initially rising a tenth faster than the stand-
ard of living measured by GDP per capita. Furthermore, in
terms of increased life expectancy, half is expected to be
spent in good health (as opposed to any increase in poor
health in the baseline scenario). Moreover, the reference
scenario for long-term care includes the assumption of
higher growth in the compensation of employees in social



services as labour productivity in the economy increases
(instead of GDP per capita growth, which is lower).

Demographic impacts increase health care expenditure by
1.4 pp, higher income elasticity by another 0.3 pp, while
the effect of good health in the extra life expectancy re-
duces the increase of expenditure in the reference scenario
by 0.6 pp. For long-term care, the impact of demographic
development is quantified at 1.4 pp, and higher compensa-
tion of employees at additional 0.3 pp. The effect of good
health in half of the additional life expectancy in the projec-
tion outweighs the higher income elasticity, thus moderat-
ing the increase of expenditure slightly by 0.1 pp.

Finally, the last major item of long-term expenditure, edu-
cation, should grow from 3.2% of GDP in 2016 to

4% of GDP in 2070. This is basically the same as in the pre-
vious projections and, at the same time, it is the highest
increase in the EU as a whole. The increase is due to higher
growth in the compensation of employees in education
relative to the projected economic growth.

The total increase in expenditure between 2016 and 2070
is more than 6 pp, as shown in Table 5.2.1. The increase for
health care, long-term care and education, taken together,
is 3.5 pp. However, these are just the baseline scenarios.
With health care and long-term care in particular, most
alternative (sensitivity) scenarios show an increase that, for
the most part, is higher (see European Commission, 2018).
The only exception is scenarios that include the impact of a
healthier lifestyle.

Table 5.2.1: Age-related Expenditure Projection — Reference Scenarios

in % of GDP

2016 2020 2030 2040 2050 2060 2070

Age-related expenditure
Pensions
Health-care
Long-termcare

Education

18.1 18.3 19.6 21.1 234 25.1 243
8.2 8.1 8.2 9.2 10.8 11.6 10.9
5.4 5.6 5.9 6.2 6.5 6.6 6.5
1.3 1.4 1.8 2.1 2.4 2.8 2.9
3.2 3.2 3.7 3.6 3.7 4.1 4.0

Source: EC (2018).

5.3 Sustainability Analysis

A sustainability analysis, identifying the extent of any
fiscal consolidation to ensure the stability of public fi-
nances, builds on the long-term projections. Sustainabil-
ity indicators are calculated. These show how far-
reaching measures would be needed to reduce the ex-
penditure ratio or increase the revenue-to-GDP ratio
accordingly.

The European Commission regularly publishes three
sustainability indicators (see the European Commission,
2019). In general, the S1 indicator expresses the per-
centage of GDP by which the primary structural balance
of the general government sector needs to be changed
so that general government debt in 2030 is 60% of GDP.
This indicator for the Czech Republic currently stands at
-2.9% of GDP (European Commission, 2020b). That
negative value documents that the increase in age-
related expenditure up to 2030 is “cancelled out”, in
particular, by the relatively low general government
debt, compounded by the fact that this debt has fallen
in recent years.

The S2 indicator determines the degree of fiscal effort
required to achieve equality between discounted reve-
nue and expenditure over an infinite horizon. According
to recent calculations, it is 4.8% of GDP. The value of this

indicator is fully influenced by the ageing costs, which is
at the same level.

The SO indicator indicates potential fiscal or financial
risks in the short term. SO is therefore different in nature
from S1 and S2, in that it quantifies the level of risk. The
Czech Republic’s current SO value is 0.22, well below the
critical limit of 0.43.

In terms of the long-term sustainability of public financ-
es, the Czech Republic is currently rated as a medium-
risk country. In order to return to the low-risk zone, it is
necessary to resolve, in particular, future pressure ex-
erted on public finances by demographic changes. This
applies to all components of long-term projections,
i.e. pensions, health care and long-term care, and edu-
cation.

Table 5.3.1: Sustainability Indicators S1 and S2
in % of GDP

S1 S2
Cost of Ageing 0.9 4.8
Initial budgetary position -1.6 0.0
Impact of current debt -2.2 -
Total -2.9 4.8

Source: EC (2019b).
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5.4 General Government Guarantees

The view of the long-term sustainability of public financ-
es is complemented by the issue of guarantees provided
by the general government sector to other entities.
These guarantees comprise an increase in general gov-
ernment expenditure when debtors are unable to meet
the obligations for which the guarantee was provided.
The volume of guarantees provided has been steadily
declining in recent years. At the end of 2019, they to-
talled 0.1% of GDP.

The major share of general government guarantees is
taken up by guarantees provided by local governments,
amounting to 0.1% of GDP. The most important of these
is the guarantee made for Prague Public Transit Compa-
ny and relates to deferred payments for the purchase of
trams amounting to CZK 4.5 billion. Other guarantees
are provided by local governments for loans related to
housing needs (CZK 0.3 billion).

State guarantees have been steadily falling mainly because
the financing of infrastructure has not been covered by
guarantees since 2001. In 2016, Czechoslovak Trade Bank’s
rights to activate the guarantee deriving from the takeover
of Investment a post Bank expired. Although only a fraction
of the guarantee was paid out (CZK 6.1 billion out of a total
of CZK 160 billion), the final court case, with a potential
claim exceeding CZK 23 billion, has yet to be concluded. In
2019, a credit facility for a programme to improve the
condition of international roads in the Czech Republic, from
which more than CZK 0.5 billion was drawn, was paid off.

No new state guarantees were provided in 2019. The
last state guarantee was provided in 2018 to secure a
CNB loan to the International Monetary Fund from its
foreign reserve assets (Act No. 179/2018 Coll.) under a
new contract. The promised credit line is up to EUR
1.5 billion, but the amount of the guarantee reported
depends on the credit drawn. The guarantee has not
been drawn yet.

In order to address the crisis inflicted by the pandemic,
the government approved the COVID Il Guarantee
Scheme (Government Resolution No.260) in March
2020, with a guarantee capacity of CZK 20 billion in the
form of state guarantees as indirect support for affected
businesses. At the end of April, the COVID IIl Scheme
(Chamber of Deputies Print No. 832) was submitted,
which will provide guarantees through the Bohemian-
Moravian Guarantee and Development Bank. The
scheme guarantees 90% of the principal of a loan up to
CZK 45 million for operational financing of a company
with up to 250 employees. For an entrepreneur with 250
to 500 employees, it is responsible for 80% of the
amount of the operating loan up to CZK 40 million. The
program is limited by a portfolio guarantee of 30% mul-
tiplying the total of loans which may potentially be
guaranteed to CZK 500 billion.

Furthermore, Ministry of Finance and Ministry of Indus-
try and Trade were tasked with preparing guarantees of
the Export Guarantee Insurance Corporation for compa-
nies with more than 250 employees up to an aggregate
insurance capacity (including existing products) of CZK
330 billion (Government Resolution No. 297). On 1 April
2020, the government approved a draft of Act amending
Act No. 58/1995 Coll., on the insurance and financing of
exports with state aid in order to enable the Export and
Guarantee Insurance Corporation to provide guarantees
beyond the scope of guarantees related to export activi-
ties (Act No. 214/2020 Coll.).

On 20. April 2020, the COVID PRAGUE program was
announced as a supplement to COVID II. Under similar
conditions, it provides a guarantee capacity of
CZK 1.5 billion for Prague entrepreneurs.

Further changes may yet be made to the volume of
guarantees provided to businesses affected by the pan-
demic. However, specific proposals have not yet been
approved by the government.



6 Quality of Revenue and Expenditure of Public Finances

The main objectives pursued by the Czech Republic’s tax policy are to increase the transparency of the tax environ-
ment, including the revision and gradual abolition of certain tax exemptions, and to minimise distortions. An equally
important area is the digitalisation of tax collection and easing the administrative burden in this area. For example,
this is the aim of the MOJE dané (MY Taxes) project and the idea behind the simplification of tax liability administra-
tion for sole traders. Tax changes aimed at promoting the health of the population and the fight against tax evasion

also remain key government interests.

Several changes were made last year with a view to rationalising expenditure, especially in centralised public pro-
curement, where different systems are being unified. In addition, the information obligation for technology procure-
ment in the information technology area was extended and the processes related to the management of state assets

were streamlined.

6.1 Tax Policy Outlook

6.1.1 Upcoming Tax Changes

From 1 May 2020, the last phase of electronic registra-
tion of sales (Act No. 256/2019 Coll.), encompassing all
remaining sectors (e.g. liberal professions, transport,
agriculture, crafts, manufacturing activities, etc.) was
meant to take effect. It is associated with the launch of a
simplified “paper” registration system, intended to elim-
inate the disproportionate impact and burden on small
businesses. Only natural persons who are not registered
for value added tax, engage in business activities with no
more than two employees, and have generated sales
revenue of not more than CZK 600,000 over the last
12 months (and do not expect to exceed that amount in
the next 12 months) may apply for this special sales
registration mode. The same law reduces the value
added tax rate on selected services with a high share of
human labour and on some other goods. These include
bicycle repairs, repairs of shoes, leather products and
clothing, hairdressing and barber services, household
cleaning services, and water supply and wastewater
services. In connection with the coronavirus pandemic,
on 23 March 2020 (Government Resolution
No. 271/2020) the government approved a draft bill
postponing the statutory obligations relating to elec-
tronic registration of sales. This postponement will re-
main in place until three months have passed after the
state of emergency is lifted.

In keeping with the policy of limiting the affordability of
harmful commodities, excise duties on alcohol and to-
bacco products were raised (Act No.364/2019 Coll.).
Further hikes in excise duty on tobacco products are
planned gradually over the years 2021 to 2023.

The Ministry of Finance is submitting a draft bill that will
considerably simplify tax liability and reduce the admin-
istrative burden of doing business for small-scale sole
traders. If these entrepreneurs have an annual income
of not more than CZK 1 million, they will be able to meet
their personal income tax, social insurance and health
insurance obligations by making a single flat-rate pay-

ment. The flat-rate tax is planned for introduction from
1 January 2021.

The goals of the forthcoming amendment to the Income
Tax Act are to simplify the provision of the meal allow-
ance for employers and to reduce the transaction costs
incurred by both employers and entrepreneurs receiving
payments via meal vouchers. As a result, the law will
allow even small employers to use the meal allowance
as an employee benefit, and the scheme will also be
open to those who have not joined a meal voucher or
card distribution system.

A draft bill on digital services tax (Chamber of Deputies
Print No. 658) is passing through the legislative process.
It is based on the proposal for a directive on the com-
mon system of a digital services tax. The proposal intro-
duces a 7% tax on the placement of targeted advertising
on digital interfaces by companies with certain global
turnover. It also imposes a tax on the sale of data col-
lected on users and on the use of multilateral digital
interfaces. It has been proposed that the unilateral
measure be limited in time. The Czech Republic keenly
supports work on a global solution within the Organisa-
tion for Economic Co-operation and Development.

6.1.2 Effectiveness of Taxation Collection and Digitalisa-
tion
The priority is to digitalise tax administration and intensify
the pro-client approach. This approach primarily encom-
passes projects MOJE dané (My Taxes) Portal, New Tax
Information System, and Data Warehouse. The MY Taxes
(Modern and Simple Taxes) project remains the flagship
behind the gradual computerisation of tax administration,
major client simplification, and a friendly approach towards
taxpayers. The portal is expected to be operational by the
end of 2020. This project includes the establishment of the
MY Taxes portal. This will be a virtual tax office offering
taxpayers services such as the option of pre-filled tax forms
containing basic information about the taxpayer, payroll
input from the employer, and third-party data important
for the final establishment of the tax liability (information
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from banks and/or pension funds). An integral part of the
digitalisation of tax administration is the streamlining of tax
collection using software (analytical) tools and controlled
checking activities in order to reduce the burden on taxable
entities. The New Tax Information System project builds a
modern, maximum-automated system for tax administra-
tion meeting all cyber security requirements and satisfying
the conditions of Czech and European eGovernment. Work
is under way on proposed variants of the future solution of
the system. The timetable for the implementation phase
will be specified after the solution is selected. The output of
the Data Warehouse project will be used to integrate di-
verse data from both internal and external source infor-
mation systems. The Data Warehouse will be part of the
overall financial administration architecture and will pro-
vide data and information for the various activities of finan-
cial administration employees, including decision-making
support. The project is expected to be completed in 2023,
and analytical preparations for the actual implementation
are currently in progress.

6.1.3 International Co-operation against Tax Evasion
The Czech Republic remains committed to introducing
a blanket reverse charge mechanism that would funda-

mentally clamp down on any remaining value added tax
evasion. Discussions are being held with the EU on pro-
longing of the exemption that has been granted.

Another important tool for combating tax evasion on the
international stage is the ever-evolving mechanism for
the international exchange of information on tax admin-
istration. A new range of information is currently being
implemented that should be shared by EU Member States
as of October 2020 as part of the so-called automatic
information exchange system. This will involve standard-
ised information on tax optimisation schemes that are
risky in terms of tax liability circumvention.

In support of international standards of proper tax gov-
ernance, the Czech Republic has undertaken to extend
the scope of provisions relating to the taxation of con-
trolled foreign companies (without examining other facts
relevant to the application of these provisions) to all
companies — controlling entities whose controlled com-
panies are resident in a state or jurisdiction classified
among non-cooperative jurisdictions. In this situation, the
activities of foreign controlled entities will now be viewed
(in terms of income tax) as having been carried out by the
Czech controlling company.

6.2 Rationalisation of General Government Expenditure

6.2.1 Act on Management and Control of Public Finances
In 2017, a government draft bill on the management and
control of public finances was submitted to the Chamber of
Deputies to replace Act No.320/2001 Coll., on financial
control in public administration and amending certain acts
(the Financial Control Act), with a view to create a trans-
parent public finance control system encompassing the
clearly defined responsibilities of specific persons for au-
thorising and controlling public expenditure. If this bill had
been passed, it would also have completed the transposi-
tion into Czech law of Council Directive 2011/85/EU, which
was largely implemented by the adoption of Act
No. 23/2017 Coll. on the rules of budgetary responsibility
and Act No. 25/2017 Coll. on the collection of selected data
for the monitoring and management of public finances.
However, as the government’s draft bill did not enter into
force, only a technical amendment was approved in 2019
(Act No. 126/2019 Coll.). With effect from 1 January 2020,
this amendment extended the scope of entities (voluntary
associations of municipalities, related allowance organisa-
tions, and the Railway Administration) defined by the term
“body of public administration” in accordance with the
requirements of the Directive, while the public finance
control system itself remains unchanged.

6.2.2 Joint Procurement of the State

Since 2016, two systems of centralised public procure-
ment have existed parallel to each other in the Czech
Republic. Since 2012, central government entities with at
least two subordinate organisations have been obliged to
implement a departmental system of centralised public

procurement. Government Resolution No. 24/2016 ap-
proved the minimum requirements for their operation
and a list of commodities that must be purchased through
the centralised system. In 2016, on the basis of Govern-
ment Resolution No. 924/2014, specific commodities also
started to be purchased via the system of central state
purchases, which is administered for general government
entities by the Ministry of Finance and the Ministry of
Interior. According to the 2018 Report on the Assessment
of Central State Purchasing and Departmental Systems of
Centralised Procurement (MF CR, 2019d), central state
purchases totalling CZK 1.2 billion were made in 2018. In
2016-2018, the total savings generated by central gov-
ernment purchases amounted to CZK 3.1 billion. In 2018,
purchases worth CZK 4.5 billion were made under de-
partmental centralised procurement systems. This system
resulted in total savings of CZK 3.3 billion in 2014-2018.

Under Government Resolution No. 487/2019, both sys-
tems of centralised public procurement are replaced by
“joint procurement”, with the aim of spending public
funds economically and using administrative capacities
efficiently. This system unifies the central state purchas-
ing, the departmental system of centralised procure-
ment, and interdepartmental joint purchasing, enabling
a delegating contracting authority to make joint pur-
chases via a central contracting authority on a voluntary
basis. Joint purchasing is managed and coordinated by
an interdepartmental coordination group under the
control of the Ministry of Finance and the Ministry of
Interior. This group approves technical standards that



are binding for all public contracts carried out by minis-
tries and their subordinate organisations, regardless of
who the contracting authority is. Technical standards for
passenger cars, office supplies, cleaning services and ICT
commodities have been published.

6.2.3 Public Procurement in the Field of Digitalisation
and Information Technology

Since 2016, public administration projects related to
information and communication technologies have been
assessed by the Service of the Chief eGovernment Archi-
tect at the Ministry of Interior (Government Resolution
No. 889/2015) before a public tender is announced or a
contract is signed. Consequently, project authors are not
allowed to enter into a contract or to complete the
preparation of the tender dossier before receiving an
affirmative opinion from that service. This obligation
applied to projects with an estimated value of more
than CZK 6 million per year, or CZK 30 million over five
years, and related to ministries, central administrative
authorities, other organisational units of the state, and
the Office of the Chamber of Deputies and the Office of
the Senate. Because this procedure identifies shortcom-
ings in the submitted projects, inefficiencies in future
implementation were avoided to a total amount of ap-
proximately CZK 2.7 billion in 2016—-2019. According to
Government Resolution No. 86/2020, since February
2020 the information obligation has applied to all ex-
penditure related to digitalisation and information and
communication technologies, where this expenditure is
intended for the acquisition or technical enhancement
of a designated public administration information sys-
tem, or is expected to entail performance exceeding
CZK 6 million. The scope of liable entities is also being
extended to include organisations or legal persons in
respect of which the central administrative authority
managed by them acts as a founder or sponsor, or which
fall within the competence of that authority, and to
subordinate organisational units of the state. The Ser-
vice of the Chief eGovernment Architect will thus gain
an overview of the different systems, which can then be
interconnected to exploit various synergies.

6.2.4 Budgetary Rules Act

In 2019, the Czech government submitted a draft bill
amending Act No. 218/2000 Coll. on budgetary rules to
the Chamber of Deputies (Chamber of Deputies Print
No. 567). This is a broader amendment to the Act that
proposes, among other things, to rationalise state budg-
et spending on the salaries of state employees. The
essence of the proposed change is to tie part of the
budgetary expenditure to compensation of employees
of state organisational units in cases where posts are not
occupied; specifically if a position is vacant for all of the
calendar days in the calendar month (funds will not be
tied to the first month of the vacancy). Vacancies are

those that can be filled by an employee, a member of
the security corps or a professional soldier and that are
budgeted for. However, a position that is not occupied
due to an employee’s illness or quarantine will not be
treated as a vacancy.

6.2.5 Property of the Czech Republic

In the management of state fixed assets, property worth
CZK 1.2 billion was sold or leased in 2019. In 2018, the
first ever state electronic auction system for the sale of
redundant state movable and immovable property was
launched. By the end of 2019, a cumulative amount of
CZK 237 million had been generated via the auction sys-
tem. In 2019, Decree No. 54/2019 Coll. amending Decree
No. 62/2001 Coll. on the management of state organisa-
tional units and state organisations with state property, as
amended, took effect. It requires state institutions to
advertise offers of redundant state property via the web-
site of the Office for Government Representation in Prop-
erty Affairs, thereby centralising all offers of redundant
state assets. The number of idle properties registered to
defunct or missing state entities is also continuing to
decrease thanks to the State Asset Mapping project. To
increase efficiency in the use of public funds, the Central
Register of Administration Buildings was set up. The sys-
tem keeps records of all state-owned administration
buildings and is helpful in optimising the occupancy of
buildings by relocating state institutions to them that had
been paying rent to non-public entities. In 2019, there
were 83 relocations from private rentals to state buildings
leading to savings in rent, operating and maintenance
expenses totalling CZK 22 million. Since 2015, 309 reloca-
tion plans have been implemented, saving public funds of
nearly CZK 150 million per year in rent and more than
CZK 42 million in operating and maintenance costs.

In 2020, the government approved the State Ownership
Policy Strategy (Government Resolution No. 115/2020),
which is based on the Organisation for Economic Cooper-
ation and Development’s Guidelines on Corporate Gov-
ernance of State-Owned Enterprises (OECD, 2015) and
aims to define the principles of state behaviour as the
owner or co-owner of companies or state-owned enter-
prises, and ensure that the state exercises its ownership
rights transparently and effectively. According to this
Strategy, the state shall own companies only if they are
strategically important in order to pursue economic policy
objectives, or if they are needed to effectively ensure its
functioning or to provide the necessary services to the
public. All other companies in which the state has a par-
ticipating interest or state-owned enterprises should
subsequently be privatised or liquidated. The strategic
importance of and need for existing companies in which
the state has a participating interest and state-owned
enterprises will then be continuously evaluated, along
with their business strategies.
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Graph 6.2.1: Companies in Which the State has a Participating Interest and State-owned Enterprises

No. at the end of 2018
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Note: The category “State-owned Enterprise” includes, for simplification, also a National Corporation managed by the Ministry of Agriculture.

Source: CZSO (2020d). MF CR calculations and forecast.

6.3 Composition of General Government Expenditure

In 2009-2017, with the exception of 2012, the total
amount of general government expenditure relative to
GDP decreased by an average of 0.6 pp per year. The
downtrend in the relative amount of total expenditure
versus GDP stopped in 2018, when expenditure grew by
1.8 pp year-on-year. In absolute terms, total expendi-
ture rose by more than CZK 200 billion year-on-year.
More than half of this increase was driven by expendi-
ture in the Education section (mainly the compensation
of employees and gross fixed capital formation in re-
gional education), in the Social Affairs section (thanks to
the growth of cash social benefits in the Old Age group),
and in the Health section due to the rise in the compen-
sation of employees in the Hospital Services group.

In 2018-2021, we expect general government expendi-
ture to increase both in absolute terms and relative to
GDP (with the exception of 2021). The year-on-year
decline in relative expenditure in 2021 is due to the high
level of expenditure in 2020, mainly on account of the
higher growth of spending in the Social Affairs section
(especially in the Old Age, Unemployment, and Family
and Children groups) and other various current transfers

in connection with the coronavirus pandemic’s impact
on the economy, and also the decline in the absolute
amount of the nominal GDP. In 2021, expenditure rela-
tive to GDP should grow by 5.3 pp compared to 2018,
and we expect expenditure to increase in all sections
(except Recreation and Social Infrastructure, which is
expected to stagnate). We estimate that the largest
increase will be in the Social Affairs section (by 2.0 pp)
mainly due to the increase in cash social benefits. We
also predict a significant increase in expenditure in the
Health section (by 1.3 pp). In absolute terms, we fore-
cast an average year-on-year growth rate of 7.8% in
general government expenditure in 2018-2021, with the
highest average contribution to growth being reported
in Social Affairs, Health, Economic Affairs and Education.

Graph 6.3.1 shows the structure of expenditure by func-
tion relative to total general government expenditure
in 2018 and the expected composition thereof in 2021.
In 2021, we expect more than half of total general gov-
ernment expenditure to be spent on social security and
health care for the population (i.e. 23.4% of GDP,
an increase of 3.2 pp compared to 2018).

Graph 6.3.1: Structure of General Government Expenditure, Divided by Function
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ECB (2009).
Source: CZSO (2020d). MF CR calculations and forecast.



7 Changes in the Institutional Framework of Fiscal Policy

A high-quality and credible institutional framework for fiscal and budgetary policy is an essential prerequisite for
sound and sustainable public finances. The overall framework for fiscal policymaking is established by clear rules un-
der the Act on the Rules of Fiscal Responsibility. National fiscal rules are compatible with the EU’s budgetary discipline
requirements for Member States. Measures aimed at extending the competence of the Supreme Audit Office from the
point of view of the general government entities it audits, along with the revision of rules on the selection of members
of the management and supervisory bodies of legal persons in which the state has a participating interest, should
contribute to a further improvement in efficiency. The strengthening of the role played by investments in economic
development is symbolised by the creation of the first National Investment Plan for the Czech Republic, as well as the

establishment of the National Development Fund.

7.1 Changes Related to Investment and the Capital Market

7.1.1 National Investment Plan and National Devel-
opment Fund

In 2019, the Czech government approved the 2020-
2050 National Investment Plan of the Czech Republic
(Government Resolution No.939/2019), which should
help to increase the efficiency and economic develop-
ment of the Czech economy. It encompasses all of the
Czech Republic’s investment potential feasible up to
2050 and will be interlinked with the Czech Republic’s
Economic Strategy. It summarises almost 20,000 pro-
jects worth a total of approximately CZK 8 trillion, more
than three quarters of which deal with transport infra-
structure.

Graph 7.1.1: Structure of Investment Projects under

the National Investment Plan
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Source: Government Office (2019). MF CR adjustment.

Individual projects should gradually be reflected in fu-
ture state budgets and the budgets of local govern-
ments. In 2019, the Government Council on Public
Investment (Government Resolution No. 61/2019) was
also set up to initiate and oversee the creation of a pub-
lic investment system and the approval of major strate-
gic projects. A State Expertise Unit will be established to
coordinate the preparation of investment projects, the

interconnection of individual investors and the creation
of methodological and procedural rules for public in-
vestment. It will be an advisory body to the Government
Council on Public Investment.

In 2019, a memorandum was also concluded between
the Czech government and four commercial banks on
the establishment of a National Development Fund with
the aim of creating conditions for the efficient imple-
mentation of long-term public investment projects
linked to the Czech Republic’s Economic Strategy. In-
vestments are expected to be channelled primarily into
transport infrastructure, medical capacities and educa-
tion. In February 2020, Bohemian-Moravian Guarantee
and Development Bank applied to the CNB for a permit
to operate the fund (for more details, see Box 2).

7.1.2 Investments of Resources from the Modernisa-
tion Fund

In December 2019, Act No. 1/2020 Coll. amending Act
No. 383/2012 Coll., on the conditions of greenhouse gas
emission allowance trading, as amended, was approved.
This transposes, into Czech law, Directive (EU) 2018/410
of the European Parliament and of the Council
of 14 March 2018 amending Directive 2003/87/EC es-
tablishing a scheme for greenhouse gas emission allow-
ance trading within the EU. The adoption of the Act
introduces the Modernisation Fund, which will be ad-
ministered by the State Environmental Fund. The re-
sources of the Modernisation Fund will come from all
revenues generated by derogation allowances and half
of the revenues derived from solidarity allowances. The
estimated total volume of revenues for 2021-2030
should be approximately CZK 135 billion. The fund’s
resources will be used to finance investment projects to
reduce emissions, increase energetic efficiency and
develop renewable energy sources.
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Box 2: Working Principle of the National Development Fund

The first step in establishing the National Development Fund was the signing of a memorandum on 19 September 2019 between
the state, Bohemian-Moravian Guarantee and Development Bank and four commercial banks. The fund will be established in
accordance with Czech and EU legislation and will function as a structure with a permit to operate under Act No. 240/2013 Coll.,
on investment companies and investment funds. The Fund will take the form of a joint-stock company with variable capital and
will be authorised to accumulate funds, issue investment shares, to be received by the commercial banks and other entities
involved in financing, and pursue investments based on an investment strategy. The aim of the fund’s investment strategies is,
above all, to make a return on investments, to achieve maximum investment efficiency under a particular project, and to in-
crease the yield of the invested funds in order to motivate other investors to join the fund. Investment products will thus com-
plement the private financing available for projects in the public sector. In particular, this will concern subordinated and
unsecured debt instruments, and perhaps guarantee products with a higher degree of risk.

A National Investment Council will also be appointed as an advisory body to the fund, with representatives from among the
investors, the state and independent experts. The council’s activities will include, in particular, assessing investment strategies,
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running quarterly evaluations of the fund’s activities and performance, and nominating members to the fund’s bodies.
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7.1.3 Long-term Investment Account

The Ministry of Finance worked out draft bill aimed at
implementing legislative measures resulting from the
Concept for the Development of the Capital Market in
the Czech Republic in 2019-2023, which was approved
by the Czech government on 4 March 2019 (Govern-
ment Resolution No. 156/2019). Among other things,
the draft introduces a long-term investment account
and an alternative participation fund. The long-term
investment account, a new product on the financial
market, is an alternative to existing and tax-assisted old-
age savings products, such as pension funds and life
insurance. Like these products, it is intended to create
savings for old age. It is the introduction of a form of

“individual savings account”. Personal savings accounts
of this type are widely used on developed markets and
help to motivate investors to build up their savings for
old age. In this context, an extension to the Financial
Arbitrator’'s competence is proposed in order to cover
long-term investment account managers. Investment
opportunities should also be expanded. A new type of
participation fund (an “alternative participation fund”) is
planned to serve as an alternative to existing dynamic
funds. The fee policy will be designed to allow pension
companies to invest, for example, in private equity
funds. In this way, they will be able to offer participants
potentially higher returns in the long term, though at
the cost of higher risk.



7.2

7.2.1 Open Data of Public Administration

Open data of public administration have been defined in
Czech law since 1 January 2017, when an amendment to
Act No. 298/2016 Coll., amending Act
No. 106/1999 Coll., on free access to information, as
amended, took effect. The list of information to be dis-
closed is specified in more detail in Government Regula-
tion No. 425/2016 Coll., as amended by Government
Regulation No. 184/2018 Coll. Open data is published in
a national open data catalogue, managed by the Minis-
try of Interior. Under Government Regulation
No. 425/2016 Coll., information from 24 registers run or
administered by state authorities, local governments
and their bodies, public institutions and other entities
pursuant to Section 2(2) of Act No. 106/1999 Coll. is
disclosed mandatorily. With effect from 1 July 2020, the
list of information to be disclosed mandatorily as open
data should be expanded to include 23 new registers. At
present, 39 entities (the Office of the Government of the
Czech Republic, 10 ministries, CNB, Czech Radio, the
Supreme Audit Office and eight other authorities, eight
regions, and 9 municipalities) provide 135,000 datasets
to the national open data catalogue on either
a mandatory or voluntary basis.

Open data related to public finances is primarily dis-
closed by the Ministry of Finance, with 57 datasets cur-
rently published (e.g. data from the Central Register of
Subsidies, the Central Register of Administrative Build-
ings, and an overview of checks in the field of electronic
registration of sales). The open data also includes Moni-
tor, an information portal that provides data on budget-
ary and accounting information from all levels of state
administration and local governments, including illustra-
tive graphical outputs.

7.2.2 Nomination Act

With the adoption of the Nomination Act (Act
No. 353/2019 Coll.), from January 2020, persons are
selected for the management and supervisory bodies of
legal persons in which the state has a participating in-
terest (this concerns companies in which the state has a
participating interest, state and national enterprises,
and the Railway Administration) transparently based on
objective criteria and under public scrutiny. The criteria
consist mainly of setting up selection procedures for
management bodies and a nomination process for su-
pervisory bodies. Individual nominations made by the
ministry responsible for the given legal person in which
the state has a participating interest are reviewed by the
Nomination Committee established by the government.
This is an advisory body to the Czech government — the
government appoints and removes committee members
according to statutory conditions. The committee’s
individual assessments are recommendations, i.e. they
are not binding on the Czech government. However, for
the sake of transparency the whole selection process or

Increasing Effectiveness and Transparency of Public Finances

nomination of persons and their subsequent assessment
must be documented and published.

7.2.3 Supreme Audit Office Act

In December 2018, the Czech government approved
adraft bill amending Act No. 166/1993 Coll., on the
Supreme Audit Office, as amended (Chamber of Depu-
ties Print No. 360). This law will be an implementing
regulation for an amendment to the Constitution of the
Czech Republic, currently under discussion, that extends
the constitutional framework of supervisory compe-
tence wielded by the Supreme Audit Office. The aim of
the amendment is for audited entities to include local
governments, health insurance companies, public uni-
versities, legal persons majority-owned or controlled by
the state or a local government, etc. In parallel with the
government draft bill, a Chamber of Deputies draft
amendment to the Act on the Supreme Audit Office
(Chamber of Deputies Print No. 230) was submitted to
the Czech Parliament, but it does not cover all entities.
Furthermore, the Chamber of Deputies Print No. 626
proposes to extend the Supreme Audit Office’s powers
to include the auditing of the management of the Czech
Television and Czech Radio properties.

7.2.4 Budgetary Rules Act

The government draft amendment to the Budgetary
Rules Act (Chamber of Deputies Print No. 567) aims to
make a change relating to the withdrawal of subsidies or
repayable financial assistance. When a final decision is
taken to withdraw a subsidy, any claim to the release of
funds not yet paid would be lost. In addition, it would be
possible to order the return of part of a subsidy already
provided if it is discovered that the decision to grant a
subsidy or repayable financial assistance was issued in
contravention of national or EU law.

A Chamber of Deputies’ draft amendment to the Budg-
etary Rules Act and the Act on Budgetary Rules of Mu-
nicipalities (Chamber of Deputies Print No. 319) changes
the conditions applicable to those applying for subsidies.
The draft includes an obligation to identify the beneficial
owner of an applicant for public assistance if the appli-
cant is a legal person. This identification procedure is to
be carried out by the subsidy provider. If it is impossible
to identify an applicant’s beneficial owners on the basis
of the registration thereof, public aid cannot be granted.
The requirement for beneficial owners to be registered
is linked to an amendment to Act No. 304/2013 Coll., on
public registers of legal and natural persons, as amend-
ed (Chamber of Deputies Print No. 318).

7.2.5 Public Spending Review Project

In its efforts to engage in public spending as efficiently,
economically and effectively as possible, the Ministry of
Finance has joined EU project focused on spending re-
view. Under the project, the Ministry of Finance will
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cooperate with the Organisation for Economic Coopera-
tion and Development. The first phase of the project will
primarily involve the sharing of information on experi-
ence of this instrument in other countries and the de-
velopment of methodology. A pilot review will then be
carried out in a selected area of public expenditure in
order to gain practical experience. Afterwards, the re-
view will be extended to other areas of expenditure. The

7.3 Budgetary Policy

7.3.1 Use of the State Budget Surplus

In July 2019, the Czech government approved a draft bill
amending Act No. 218/2000 Coll., on Budgetary Rules
and Amending Certain Related Acts, as amended
(Chamber of Deputies Print No. 567). The amendment
includes a proposal which, with effect from 1 January
2021, stipulates that any state budget surplus should be
used exclusively to reduce the state debt. If the state
budget reports a deficit, the procedures to cover that
deficit remain unchanged.

7.3.2 Amendment to the Act on the Rules of Fiscal
Responsibility
In 2020, the Czech economy is very likely to experience
an unprecedented slump. This will result in significant
public finance deficits, to which it will be impossible to
respond by means of the traditional scheme of fiscal
rules. If the current situation is not addressed, in 2021
the government would be forced to carry out fiscal re-
strictions running to hundreds of billions of koruna.
Besides being unrealistic, such restrictions would, natu-

Organisation for Economic Cooperation and Develop-
ment will also prepare recommendations for the Minis-
try of Finance on how to implement spending reviews in
individual stages of the budgetary process, especially in
the preparation of the state budget. It is estimated that
the project will last for 18 months, starting in March
2020, when the project was officially approved.

rally, very probably trigger another recession. Therefore,
it has been necessary to adopt an amendment to Act
No. 23/2017 Coll., on the Rules of Fiscal Responsibility,
as amended (Act No. 207/2020 Coll.), and to modify the
procedure for deriving expenditure frameworks for the
state budget and the budgets of state funds. The aim of
the Act is to mitigate the consolidation efforts of public
finances, and by extension the state budget, after 2020.
It is hence proposed that, for 2021, a fiscal space of up
to 4% of GDP be created and that public finances subse-
quently be consolidated by at least 0.5 pp year-on-year
in accordance with the provisions of Council Regulation
(EC) No. 1466/97 of 7 July 1997 on the strengthening of
the surveillance of budgetary positions and the surveil-
lance and coordination of economic policies, as amend-
ed. This trajectory should ensure gradual convergence
towards the current level of the Czech Republic’s medi-
um-term budgetary objective and its secure achieve-
ment in 2028, without endangering the economy with
an excessive one-off negative fiscal shock.
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Table Annex

Table A.1a: Macroeconomic Prospects
levels in CZK billions, growth in %, contributions to growth in percentage points

ESA Code 2019 2019 2020 2021
Level Rate of change
Real GDP Bl*g 5460 2.6 5.6 3.1
Nominal GDP Bl*g 5653 6.2 -2.2 4.5
Components of real GDP
Private consumption expenditure P.3 2603 3.0 -1.5 0.8
Government consumption expenditure P.3 1086 2.6 2.6 2.0
Gross fixed capital formation P51g 1402 2.8 -13.6 3.2
Changesin inventories and net acquis. of valuables (% of GDP) P.52+P.53 a4 0.8 0.1 0.7
Exports of goods and services P.6 4226 1.2 -17.0 6.8
Imports of goods and services P.7 3900 1.7 -16.8 6.3
Contributions to real GDP growth

Final domestic demand - 2.7 -3.6 1.6
Changesin inventories and net acquis. of valuables P.52+P.53 - 0.2 -0.8 0.8
External balance of goods and services B.11 - -0.3 -1.2 0.7

Note: Real levels are in 2018 prices. Changes in inventories and net acquisition of valuables on the sixth row express change in inventories as a per
cent of GDP in current prices. The contribution of the change in inventories and net acquisition of valuables is calculated from real values.
Source: CZSO (2020a), MF CR (2020a). MF CR calculations and forecast.

Table A.1b: Price Developments
indices 2010=100, growth in %

2019 2019 2020 2021
Level Rate of change

GDP deflator 116.4 3.5 3.7 1.4
Private consumption deflator 114.4 3.0 3.2 1.6
Harmonised index of consumer prices 116.4 2.6 3.2 1.5
Public consumption deflator 125.4 5.4 3.1 2.0
Investment deflator 111.3 2.7 2.8 1.1
Export price deflator (goods and services) 105.5 1.0 3.2 -0.2
Import price deflator (_goods and services) 104.1 0.6 2.3 0.4

Source: CZSO (2020a), Eurostat (2020). MF CR calculations and forecast.

Table A.1c: Labour Market Developments
growth in %

ESA Code 2019 2019 2020 2021
Level Rate of change

Employment (thous. of persons) 5454.9 0.7 -1.7 -0.2
Employment (bn. hours worked) 9.8 0.8 -1.6 -0.2
Unemployment rate (%) 2.0 2.0 3.3 3.5
Labour productivity (thous. CZK/person) 1001.0 1.9 -4.0 3.2
Labour productivity (CZK/hours) 558.3 1.8 4.1 3.2
Compensation of employees (bn. CZK) D.1i 2454.9 7.1 2.6 0.8
Compensation per employee (thous. CZK/person) 523.1 6.2 4.0 0.9

Note: Employment and compensation of employees are based on domestic concept of national accounts. Unemployment rate is based on the Labour
Force Survey methodology. Labour productivity is calculated as real GDP (in 2018 prices) per employed person or hour worked.
Source: CZSO (2020a, 2020c). MF CR calculations and forecast.
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Table A.1d: Sectoral Balances
in % of GDP

ESA Code 2019 2020 2021

Net lending/borrowing vis-a-vis the rest of the world B.9 1.1 1.7 1.8
Balance of goods and services 6.1 5.9 6.0
Balance of primaryincomes and transfers -5.4 -4.7 -4.8
Capital account 1.0 1.0 1.2
Net lending/borrowing of the private sector B.9 0.8 6.8 5.9
Net lending/borrowing of general government B.9 0.3 5.1 4.1
Statistical discrepancy 0.0 0.0 0.0

Note: Data from national accounts. Net lending/borrowing of the general government for 2019-2020 based on notification, for 2021 outlook.

Source: CZSO (2020b). MF CR calculations and forecast.



Table A.2a: General Government Budgetary Prospects
level in CZK billion, others in % of GDP

ESA Code 2019 2019 2020 2021
Level In % of GDP
Net lending (+)/borrowing (-) (B.9) by sub-sectors
General government S.13 15 0.3 5.1 4.1
Central government S.1311 -32 -0.6 -5.3 -4.3
State government S.1312 - - - -
Local government 51313 36 0.6 0.2 0.2
Social security funds S.1314 11 0.2 0.0 0.0
General government (S.13)
Total revenue TR 2381 42.1 41.8 42.5
Total expenditure TE 2366 41.9 46.9 46.6
Net lending (+)/borrowing (-) B.9 15 0.3 5.1 -4.1
Interest expenditure D.41 41 0.7 0.9 1.0
Primary balance 56 1.0 -4.2 -3.1
One-off and other temporary measures 0 0.0 -2.2 0.0
Components of revenues
Total taxes 1172 20.7 19.4 20.0
Taxes on production and imports D.2 689 12.2 12.2 12.4
Current taxes onincome, wealth etc. D.5 482 8.5 7.2 7.6
Capital taxes D.91 0 0.0 0.0 0.0
Social security contributions D.61 895 15.8 16.6 16.9
Propertyincome D4 32 0.6 0.6 0.5
Other 282 5.0 5.2 5.1
Total revenue TR 2381 42.1 41.8 42.5
p.m.: Tax burden 2067 36.6 36.0 36.9
Components of expenditures

Compensation of employees + Intermediate consumption D.1+P.2 913 16.1 17.5 17.7
Compensation of employees D.1 574 10.2 11.0 11.1
Intermediate consumption P.2 338 6.0 6.5 6.6
Social payments 883 15.6 17.7 18.3
ofwhich: Unemployment benefits 10 0.2 0.3 0.3
Social transfers in kind supplied via market producers D.632 176 3.1 3.4 3.4
Social transfers other thanin kind D.62 707 12.5 14.3 14.8
Interest expenditure D.41 41 0.7 0.9 1.0
Subsidies D3 130 23 2.6 25
Gross fixed capital formation P5lg 248 4.4 4.4 4.6
Capital transfers D.9 32 0.6 0.6 0.6
Other 120 2.1 3.1 2.0
Total expenditures TE 2366 41.9 46.9 46.6
p.m.: Government consumption (nominal) P.3 1145 20.2 21.9 22.0

Note: Years 20192020 notification. Year 2021 outlook.

1) Includes cash benefits (D.621 and D.624) and transfers in kind (D.631) related to unemployment benefits.

Source: CZSO (2020b). MF CR calculations and forecast.
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Table A.2c: Amounts to Be Excluded from the Expenditure Benchmark
level in CZK billion, others in % of GDP

2019 2019 2020 2021
Level In % of GDP

Expenditure on EU programmes fully matched by EU funds revenue 64 1.1 1.2 1.1
Non-investment expenditure 20 0.3 0.4 0.3
Investment expenditure 44 0.8 0.8 0.8
Cyclical unemployment benefit expenditure -1 0.0 0.1 0.0
Effect of discretionary revenue measures (year-on-year changes) 13 0.2 0.4 0.1
Revenue increases mandated by law - - - -

Note: Revenue increases mandated by law can be defined as revenue increases that occur automatically to offset corresponding increases in speci-
fied expenditures (such as an automatic increase of social security contributions in reaction to a surge in social security expenditure).

Source: MF CR.

Table A.3: General Government Expenditure by Function

in % of GDP
Code 2018 2021
General public services 1 4.5 4.6
Defence 2 0.9 1.1
Public order and safety 3 1.9 2.0
Economic affairs 4 6.0 6.9
Environmental protection 5 0.9 1.0
Housing and community amenities 6 0.8 0.9
Health 7 7.6 8.9
Recreation, culture and religion 8 1.5 1.5
Education 9 4.6 5.1
Social protection 10 12.6 14.5
Total expenditure TE 41.2 46.6
Note: Year 2023 outlook.
Source: CZSO (2020d), MF CR (2020a). MF CR calculations and forecast.
Table A.4: General Government Debt Developments
in % of GDP, average maturity in years, contributions in % of debt
ESA Code 2019 2020 2021
General government gross debt 30.8 37.0 40.0
Change in gross debt ratio -1.8 6.2 3.1
Contributions to changesin gross debt
Primary balance 1.0 -4.2 3.1
Interest expenditure D.41 -0.7 -0.9 -1.0
Stock-flow adjustment 0.3 0.4 0.6
Difference between cash and accruals 0.0 0.0 0.0
Net accumulation of financial assets 0.4 0.4 0.6
Privatisation proceeds 0.0 0.0 0.0
Valuation effects and other 0.0 0.0 0.0
p.m.: Implicit interest rate on debt -2.3 -2.4 -2.4
Liquid financial assets 14.5 15.2 15.1
Net financial debt 16.3 21.8 24.9
Debt amortization (existing bonds) since the end of the previous year 2 4.3 3.4 6.8
Foreign-currency exposition of the state debt 2" ¥ 2.9 3.1 2.9
Average maturity > 6.2 5.6 5.8

1) Net financial debt is a difference between gross debt and liquid financial assets (monetary gold, Special Drawing Rights, currency and deposits,
securities other than shares (consolidated at market value), shares and other equity quoted in stock exchange).

2) Figures only for the state debt. The state debt represents a debt generated by the state budget financing.

3) The foreign-currency exposure of the state debt is debt denominated in foreign currency, which is exposed in term of foreign-currency Exchange
rate movement after being adjusted for the foreign-currency exposure of state financial assets.

Source: CZSO (2020b). State debt data MF CR. MF CR calculations and forecast.



Table A.7: Long-term Sustainability of Public Finances
expenditures and revenues in % of GDP, growth and rates in %

2016 2020 2030 2040 2050 2060 2070

Total expenditure 39.9 41.2 42.4 43.9 46.8 49.6 50.0
of which: Age-related expenditures 18.1 18.3 19.5 21.1 234 25.1 243
Pension expenditure 8.2 8.1 8.2 9.2 10.8 11.6 10.9
Social security pensions 8.2 8.1 8.2 9.2 10.8 11.6 10.9
Old-age and early pensions 6.8 6.7 6.8 7.7 9.4 10.2 9.5
Other pensions 1.4 1.4 1.4 1.5 1.5 1.5 1.5
Occupational pensions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Health care 5.4 5.6 5.9 6.2 6.5 6.6 6.5
Long-term care 1.3 1.4 1.8 2.1 2.4 2.8 2.9
Education expenditure 3.2 3.2 3.7 3.6 3.7 4.1 4.0
Other age-related expenditures 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Interest expenditure 0.9 0.8 0.6 0.5 1.1 2.2 3.4
Total revenue 40.7 42.2 42.5 42.5 42.5 42.5 42.5
of which: Propertyincome 0.8 0.5 0.5 0.5 0.5 0.5 0.5
of which: Pension contributions 7.9 7.9 7.9 7.9 7.9 7.9 7.9
Pension reserve fund assets 0.5 0.0 0.0 0.0 0.0 0.0 0.0
ofwhich: Consolidated public pension fund assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Systemic Pension Reforms
Social contributions diverted to mandatory private scheme - - - - - - -

Pension expenditure paid by mandatory private scheme - - - - - - -

Assumptions

Labour productivity growth 1.1 2.0 2.0 1.9 1.7 1.6 1.5
Real GDP growth 2.4 1.6 1.8 1.1 1.1 1.5 1.4
Participation rate of males (aged 20-64) 87.7 87.9 87.0 85.6 86.8 87.5 86.4
Participation rate of females (aged 20-64) 72.0 729 73.7 71.8 72.7 74.3 73.0
Total participation rate (aged 20-64) 80.0 80.5 80.4 78.8 79.8 81.0 79.8
Unemployment rate 4.0 3.2 4.2 4.2 4.2 4.2 4.2
Population aged 65+ over total population 18.6 20.3 22.6 25.7 29.1 30.4 28.3

Note: Macroeconomic assumptions are based on long-term projections of the EC and can differ from the medium-term macroeconomic scenario
presented in Chapter 2.
Source: EC (2017a, 2018c). MF CR calculations.

Table A.7a: Contingent Liabilities

in % of GDP
2019
General government sector guarantees 0.1
of which: Linked to the financial sector 0.0
Source: MF CR.
Table A.8: Basic Assumptions
interest rates and growth in %
2019 2020 2021
Short-term interest rate (CZ) (annual average) 2.1 0.8 0.3
Long-term interest rate (CZ) (annual average) 1.5 1.5 1.5
Nominal effective exchange rate (2010=100) 108.9 105.3 106.6
Exchange rate CZK/EUR (annual average) 25.7 26.5 26.2
World excluding EU, GDP growth 3.8 3.8 3.9
EU GDP growth 1.5 5.5 2.8
Growth of relevant foreign markets 1.9 -14.7 5.4
World import volumes, excluding EU 3.9 3.6 3.4
Oil prices (Brent, USD/barrel) 64.3 37.9 39.8

Source: CNB (2020a), EIA (2020), Eurostat (2020a). MF CR calculations and forecast.
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Glossary of Terms

Accrual methodology means that economic transactions are
recorded at the time an economic value is created, transformed or
cancelled or when receivables and liabilities increase or decrease,
regardless of when the transaction will be paid (unlike the cash
principle, which is the basis of, for example, the state budget).

Balance of payments captures economic transactions between
residents and non-residents for a given territory in a certain period
of time. The basic structure of the balance of payments is based
on the methodology of the International Monetary Fund and
includes the current, capital and financial accounts (including
changes in foreign-exchange reserves).

Capital transfers include acquisition or loss of an asset without
equivalent consideration. They may be made in cash or in kind.
Capital transfer in cash is defined as cash transfer without ex-
pected consideration from the unit which received the transfer.
Capital transfer in kind is based on the transfer of ownership of an
asset (other than inventory and cash) or decommitment by a
creditor for which no consideration, assumption of debt, etc. was
received.

Comparative price level is the ratio of the GDP at market ex-
change rate to the GDP in purchasing power parity.

Consumer price index is one of the indexes measuring the price
level. It is constructed on the basis of regular monitoring of the
prices of selected goods and services (so-called representatives) in
the consumption basket of households. Each representative has a
certain weight. The consumption basket is divided into 12 catego-
ries (e.g. food and non-alcoholic beverages; alcoholic beverages,
tobacco; clothing and footwear; housing, water, electricity and
fuel; etc.). Harmonised index of consumer prices is calculated in
EU countries according to uniform and legally binding procedures,
which (unlike national indexes) allows for comparability of this
indicator among countries.

Cyclically adjusted balance of the general government sector is
used to identify the fiscal policy stance because it does not include
the impact of those parts of revenues and expenditures which are
generated by the position of the economy in the business cycle.

The debt rule of the national fiscal framework activates legally
defined measures if the relative government debt ratio (minus the
cash reserve of government debt financing) exceeds 55% of GDP.
These measures set out the conditions for the preparation of
budget drafts for individual segments of the general government
sector (state budget, budgets of the state funds, health insurance
plans of health insurance companies and budgets of local gov-
ernments) and other public institutions limit new liabilities leading
to an increase in the general government debt with a maturity of
more than 1 year.

Dependency rate (demographic) is the ratio of the senior-age
population (over 64 years old) to the working-age population — it
thus does not reflect retirement age extending. Dependency rate
according to the applicable legislation is the ratio of the retire-
ment-age population according to the applicable legislation to the
number of other inhabitants over 14 years of age. Effective de-
pendency rate refers to the ratio of the number of old-age pen-
sions paid to the number of employees.

Discretionary measures represent direct interventions of execu-
tive or legislative authorities in general government revenue and
expenditure.

The expenditure rule of the national fiscal framework serves as
the basis for the preparation of the draft of the state budget and
the budgets of state funds. The rule derives the maximum amount
of government sector expenditure from the structural part of the
government sector revenue increased by 1% of GDP. This increase
represents the established medium-term budgetary objective of
the Czech Republic. The rule is supplemented by an automatic
correction mechanism reflecting in retrospective the gap between
the actual level of expenditure and the expenditure prescribed by
the rule, and is accompanied by precisely defined escape clauses
under Act No. 23/2017 Coll., on fiscal responsibility rules.

The expenditure rule of the Stability and Growth Pact limits the
growth of adjusted real expenditure of general government sector
adjusted by discretionary revenue measures (so-called adjusted
expenditure), thus the given member state shall reach the medi-
um-term budgetary objective and would follow it henceforward.
The adjusted expenditure of countries which meet their medium-
term budgetary objective shall grow at most by the average rate
of growth of the potential output calculated in 10-year horizon
containing 5 past years, the current year and 4 following years.
The average rate of the potential output growth is updated annu-
ally, based on the Spring European Economic Forecast with the
validity period for the following year. For countries which have not
yet reached their medium-term budgetary objective, the highest
acceptable rate of adjusted expenditure growth is lower than the
average growth of the potential output. The difference between
the two rates is referred to as the convergence margin, which
reflects the fiscal effort required for the gradual achievement of
the medium-term budgetary objective.

Fiscal effort is a year-on-year change in the structural balance
indicating expansive of restrictive fiscal policy in a given year.

Fiscal sustainability indicators, proceeding from long-term projec-
tions based on demographic and macroeconomic assumptions by
the Eurostat and the EC, highlight potential problems in the sus-
tainability of public finances and the extent of the necessary
changes. The EC uses three main indicators, SO, S1 and S2. Indica-
tor SO is a composite indicator consisting of 28 macro-financial
and fiscal indicators and is to detect fiscal risks for the short-term
horizon (coming year). Indicator S1 indicates by how many per-
cent of GDP the primary structural balance must be improved
from that year (usually from the year following the EC prediction
horizon) for a period of time (usually 5 years) to make the general
government sector debt reach 60% of GDP in 2030. Indicator S2
indicates by how many percent of GDP the primary structural
balance must be permanently (from the given year) improved to
make the general government debt remain stable in an infinite
time horizon (i.e. the condition of intertemporal government
budget constraint is fulfilled that the current value of primary
balances is equal to the current general government debt).

The general government sector is defined by internationally
harmonised rules at the EU level. In the Czech Republic, the gen-
eral government sector includes, in the ESA 2010 methodology,
three main subsectors: central government, local government and
social security funds.

Government Deficit and Debt Notification is the quantification of
fiscal indicators submitted by each EU member state twice a year
to the EC under Council Regulation (EC) No. 479/2009 on the
application of the Protocol on the excessive deficit procedure
annexed to the Treaty establishing the European Community, as



amended. It is compiled for the general government sector using
the accrual methodology. The Czech Statistical Office processes
the data for the past four years and MF CR prepares the prediction
for the current year. The notification contains both a basic set of
notification tables, including key indicators such as balance and
debt, with an explanation of the transition from the balance in the
national methodology to the accrual balance and contributions to
the change in debt, as well as a number of supplementary ques-
tionnaires, such as the guarantee table.

Government final consumption expenditure includes govern-
ment payments which are subsequently used for consumption of
individuals in the household sector (mainly reimbursement of
health care by health insurance companies for services provided
by medical facilities) or are consumed by the entire society (such
as expenditure on army, police, judiciary, state administration,
etc.). General government services, provided for consumption to
the entire society, are usually valued at the level of own costs for a
given service because they do not pass through a market which
would value them. For the above reasons, consumption consists
mainly of intermediate consumption (i.e. goods and services,
excluding fixed assets consumed in the production of other goods
or services), compensation to employees (wages and salaries
including the part of social security contributions paid by employ-
ers), social transfers in kind to households (in particular payments
by health facilities outside the general government sector) or
consumption of the fixed capital. The value calculated is not the
entire value of these transactions but only the value associated
with the production valued at own costs. The costs associated
with the production of activities which pass a market fully or partly
and for which the general government sector receives payment
are excluded from its consumption.

Gross fixed capital formation represents the investment activities
of units. Fixed capital is represented just by assets used in produc-
tion for more than one year. It also includes for example military
equipment, expenditure on research and development, etc.

Gross domestic product (GDP) is the monetary expression of the
total value of goods and services newly created in a given period
in a given territory. Real GDP is the gross domestic product, ex-
pressed in the prices of the reference year. This transformation
enables, in analysing GDP (or other variables), to eliminate the
impact of price changes over time and to focus only on the chang-
es in physical volume. Gross value added represents the differ-
ence between the value of production and intermediate
consumption (production consumed in the production of other
goods or services).

Inflation is a sustained growth in the general price level, i.e., inter-
nal currency depreciation. The price level is measured using price
indices, such as the consumer price index or the harmonised index
of consumer prices. The most commonly mentioned year-on-year
inflation rate is the relative change in the consumer price index
compared to the same month of the previous year. The average
inflation rate is the relative change in the average of the consum-
er price index in the last 12 months compared to the average of
the consumer price index in the previous 12 months. Inflation
rates are expressed as a percentage. By administrative measures
on consumer prices are meant state measures that directly affect
the price level. They include the effect of changes in indirect taxes
(value added tax, excise and energy taxes) and regulated prices
(e.g. electricity, gas, heat, water and sewerage, public urban
transport).

Long-term interest rates are measured on the basis of yields of
long-term government bonds or comparable securities until ma-

turity in percent per year. Bonds with residual maturity ranging
from 8 to 12 years (the use of these limits is fully based on the
conditions of the Czech government bond market, which were set
based on the periodicity of Czech government bond issues) are
classified as representative. From this set, a combination of bonds
whose average residual maturity is closest to the 10-year limit is
then generated.

Medium-Term Budgetary Objective is expressed in the structural
balance of general government sector and should ensure the
sustainability of public finance of the given country. It reflects both
the growth potential of the country and its level of indebtedness.
Compliance with the medium-term objectives should allow Mem-
ber States to maintain sufficient reserves of -3% of the GDP
against the reference value of the balance of general government
sector during common cyclical fluctuations, to secure the progres-
sive steps towards sustainability and ensure space for any neces-
sary budgetary operations. The procedure for its calculation is
determined by the Code of Conduct (EFC, 2017). For the Czech
Republic it currently corresponds to the level of structural balance
of —0.75% of GDP and is revised every three years.

One-off and other temporary measures are revenue or expendi-
ture measures that only have a temporary impact on the general
government balance and often stem from events outside the
direct control of executive or legislative authorities (e.g. flood
relief expenditure).

Output gap is the difference between real and potential output
measured in percent of potential output. It serves to identify the
position of the economy in the cycle.

Potential output is the level of economic output in the “full”
utilisation of available resources. Full utilisation of resources is
meant here rather as optimal and balanced, which does not lead
to pressures such as changes in the inflation dynamics, etc.

PRIBOR 3M is the reference value for the interest rate indicating
the average rate, for which banks can borrow on the market for
interbank deposits with a maturity of three months.

Using the purchasing power parity method, comparison of the
economic performance of individual countries within the EU is
carried out in Purchasing Power Standards, which is an artificial
currency unit that expresses a quantity of goods that can be pur-
chased on average for 1 euro in the EU after currency conversion
for countries using a different currency unit than the euro.

Social benefits in cash are social benefits (e.g., pension insurance
benefits, state social security benefits) paid to households from
the general government sector.

Structural balance is the difference between cyclically adjusted
balance, and one-off and temporary measures (for both compo-
nents see above).

Total fertility rate is defined as the number of live-born children
per 1 woman, if her fertility throughout her entire reproductive
period remained the same as in that year.

Unemployment (Labour Force Sample Survey) corresponds to the
number of persons who simultaneously met three conditions in
the reference period (reference week): they were not employed,
actively sought work and were ready to take up work within 14
days at the latest. Unemployment rate expresses the ratio of the
number of the unemployed and the labour force. A person unem-
ployed for more than 12 months is considered long-term unem-
ployed.
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