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Introduction and Summary

The public finances have been consolidating since the great recession in 2009, culminating in 2017 with the best result in
the history of the Czech Republic. The general government surplus of 1.6% of GDP was also reflected in the record high of
the structural balance of 1.1% of GDP. In addition, for the first time, all three parts of the general government sector —
not only local governments and social security funds, but also for the first time the central government — contributed to
the surplus. The state budget, which posted a surplus of 0.2% of GDP in accrual terms for the first time, also contributed
significantly. The prudent and sustainable management of the general government sector should be ensured by the fiscal

responsibility laws approved in 2017.

The Convergence Programme of the Czech Republic for
2018-2021, submitted in accordance with Article 121 of
the Treaty on the Functioning of the European Union and
the applicable version of Council Regulation (EC) No.
1466/97, was approved by the Government of the Czech
Republic on 30 April 2018 and is consistent with the Na-
tional Reform Programme of the Czech Republic (Govern-
ment Office, 2018). The Convergence Programme has been
prepared in line with the opinion of the Council’s Economic
and Financial Committee on the contents and format of
stability and convergence programmes (EFC, 2016). The
document was also presented, discussed and acknowl-
edged in the relevant committees of the Chamber of Depu-
ties and the Senate of the Parliament of the Czech Republic
in April 2018. There have also been discussions with social
partners. The opinion of the Council of the European Union
on the Convergence Programme of the Czech Republic of
April 2017 was acknowledged in June 2017 by a resolution
of the competent Committee on European Affairs of the
Chamber of Deputies, and in July 2017, it was discussed in
the Senate which recommended the Government to take
Council’s conclusions into account.

The Convergence Programme of the Czech Republic is
divided into seven interconnected chapters. The first chap-
ter presents the intentions and objectives of the Govern-
ment’s fiscal policy, the basic elements of structural policies
and the monetary policy framework of the Czech National
Bank, whose implications for the macroeconomic and fiscal
scenarios are covered in the following chapters.

The macroeconomic scenario in Chapter 2 is based on the
Macroeconomic Forecast of the Ministry of Finance pub-
lished in April (MF CR, 2018a). The favourable develop-
ments of our main trading partners as well as the positive
situation within the Czech economy create the conditions
for continued economic expansion in the Czech Republic.
Gross domestic product growth reached 4.4% in 2017; for
the years 2018 and 2019 we predict the economy to grow
by 3.6% and 3.3%, respectively. The labour market situa-
tion, which shows symptoms of overheating, can be con-
sidered as the main barrier for a higher growth. We believe
that the unemployment rate has already reached its bot-
tom, and in the forecast horizon it should be around 2.3%.
The inflation rate should remain close to the 2% inflation
target of the Czech National Bank, despite the current
inflationary trend in the national economy. In terms of
external balance, positive aspects include the development
of the current account balance, which should reach a sur-

plus of 0.4% of GDP this year. It should remain positive until
the end of the prediction horizon.

General government sector performance in 2017, forecast
for 2018 as well as the Government’s fiscal strategy for the
years ahead are covered in Chapter 3. Its content is based
on the results of the government deficit and debt notifica-
tion, confirmed by Eurostat on 23 April 2018, and on the
economic policy plans as of 4 April 2018 approved by the
Government. For 2018, we anticipate a surplus of 1.5% of
GDP, and its decrease to 1.1% of GDP in 2019. The struc-
tural balance should fall from a surplus of around 1% of
GDP closer to balanced budget. The Czech Republic would
therefore continue to fulfil its medium-term budgetary
objective. The general government debt should reach just
below the 30% of GDP at the end of the forecast period.

In Chapter 4, the macroeconomic and fiscal scenarios are
validated through comparisons with forecasts of other
public and private independent institutions including eval-
uation of macroeconomic forecast by a panel of independ-
ent experts. The baseline scenario is supplemented by a
sensitivity analysis, which simulates the impact of different
interest rate, lower economic growth of main economic
partners and higher price of crude oil. An equally important
part of this chapter is also the analysis of deviations of the
current scenario from the previous Convergence Pro-
gramme.

Chapter 5 looks at aspects of long-term sustainability. The
chapter provides information on the state of the pension
system and public health-care system in the Czech Republic
and contains current expenditure projections of the sys-
tems most affected by ageing. The chapter also pays atten-
tion to the size and structure of the government
guarantees.

Chapter 6 deals with qualitative aspects of revenue and
expenditure in the general government sector. These as-
pects mainly include the characteristics of tax changes
related to the fight against tax evasion or the simplification
of the tax administration. In addition, measures to rational-
ize public spending are presented.

The last chapter 7 deals with implemented or planned
changes in the institutional environment of fiscal and
budgetary policy and enhanced transparency of public
finances. Emphasis is placed on the implementation of
measures related to the rules of fiscal responsibility, the
scope and quality of published data and anti-corruption
measures, such as the act on conflicts of interest.



1 Overall Policy Framework and Objectives

Elections for the Chamber of Deputies of the Parliament of the Czech Republic were held on 20 and 21 October 2017.
Based on the results of these elections, a minority government was formed by the ANO 2011 movement; however, it lost
the vote of confidence in the Chamber of Deputies in January 2018. The outgoing government has prepared several major
legislative proposals. Concerning investment activities, its aim is to maximize the utilization of the European Structural and

Investment Funds.

After the end of the exchange rate commitment in April 2017, the monetary policy implemented by the Czech National
Bank has returned to the standard interest rate regime. Since then, monetary policy rates have risen three times to the
current 0.75% for the two-week repo rate. However, monetary conditions are heavily tightened by the strengthening ex-

change rate of the koruna.

1.1 Fiscal Policy

The ongoing second round of negotiations on the estab-
lishment of a new government was not yet concluded at
the time of preparation of the Convergence Programme
of the Czech Republic (CP). The current outgoing gov-
ernment has approved several measures that are pre-
dominantly of a social nature. It also aims at changes in
the tax system. These, however, do not have a definitive
form yet, and, therefore, are not reflected in the fore-
cast; however, they are compared with the baseline
scenario in subchapter 3.2.3.

In February 2017, new fiscal responsibility laws became
effective; these laws create limits for the government’s
budgetary and fiscal policies. There has been a change in
the setting of spending limits for the state budget and
state fund budgets, which now have an explicitly defined
limit — the medium-term budgetary objective. This en-
sures not only counter-cyclical impact of fiscal policy,
but also long-term sustainability of public finances as a
whole. Although the specific amount of state budget
and state fund budget balances depend on the decision
of the government and the Chamber of Deputies, it
must be set within the framework of medium-term
budgetary objective. Compliance with the framework
should be facilitated by new institutions — the National
Budgetary Council and the Committee for Budgetary
Forecasts. The members of the National Budgetary

1.2 Monetary Policy

The monetary policy of the Czech National Bank (CNB) has
been carried out in the inflation targeting regime since
1998. Since 1 January 2010, the inflation target is defined
as a YoY growth in the consumer price index of 2% with a
tolerance band of +1 pp. The CNB defines the inflation
target as medium-term. Actual inflation may therefore
temporarily deviate from the inflation target, for example
due to adjustments to indirect taxes, whose primary im-
pacts are not usually reflected by the monetary policy—it
only focuses on secondary effects.

In response to deflationary risks, the CNB used from No-
vember 2013 to April 2017 the exchange rate as an addi-
tional monetary policy instrument, with commitment not

Council took office at the end of January 2018. However,
the Committee for Budgetary Forecasts, whose mem-
bers are approved by the government on proposal by
the National Budgetary Council, was not selected as of
the CP deadline. Nevertheless, the Committee should
review macroeconomic and fiscal forecast for the pur-
pose of compiling the state budget and state funds
budgets already this year.

The revenue side is largely conditional on the develop-
ment of relevant macroeconomic fundamentals, practi-
cally throughout the CP period. On the expenditure side,
the government has approved several measures, partic-
ularly in relation to pensions, as well as higher fare dis-
counts for selected population groups or increased
funding for regional education. All this, along with the
growing positive output gap, should reduce the struc-
tural surplus in 2019 to around 0.2% of GDP, which
should remain at this level until the end of the CP fore-
cast horizon (see Table 1.1).

Table 1.1: Fiscal Policy Stance

(in % of GDP)

2019 2020 2021
General government balance 1.1 1.0 0.9
Structural balance 0.2 0.2 0.2
Primary structural balance 0.9 0.9 1.0

Source: MF CR.

to allow the koruna to strengthen below 27 CZK/EUR. The
total volume of foreign exchange interventions in its de-
fence reached EUR 75.9 billion over the entire commit-
ment period. Since the end of the exchange rate
commitment, the CNB has increased the two-week repo
rate three times (by 0.20 pp in August 2017, by 0.25 pp in
November and by 0.25 pp to 0.75% in February 2018).

The average monthly exchange rate of the koruna versus
the euro appreciated by 6.3% YoY to 25.4 CZK/EUR in
March 2018. We expect the exchange rate to appreciate
also in the coming year, although at a less dynamic pace.
These expectations are similar to those of the latest CNB
Inflation Report (2018b).



The joint document of the Ministry of Finance and the
CNB “Assessment of the Fulfilment of the Maastricht
Convergence Criteria and Degree of Economic Alignment
of the Czech Republic with the Euro Area” approved by
the Government in December 2017 (Resolution No.
894/2017) stated that neither economic (alignment of
economic development, fiscal and banking sector issues
or structural policies) nor the institutional situation in the
euro area is sufficiently stabilized, thus not creating a
favourable environment for the future adoption of the
single European currency in the Czech Republic. In terms
of own readiness for the adoption of euro, the issue of
real and nominal economic convergence (see Chapter

1.3 Structural Policies

The priorities and objectives of the Czech Republic in the
area of structural policies are described in detail in the
2018 National Reform Programme of the Czech Republic
(Government Office, 2018). The following in this subchap-
ter is only a list of some of them focusing primarily on the
potential to have a more significant impact on macroeco-
nomic development and at the same time approved in this
or the previous year.

In addition to the VAT reporting, electronic registration of
sales is one of the most important measures in the field of
fighting the tax evasion, where the selected business enti-
ties are obliged to register their sales through a permanent
electronic connection. The drastic reduction of proportion-
al cost deductions for entrepreneurs has reduced the exist-
ing fictitious reporting of employment as self-employment
and has brought the rate of taxation of self-employed per-
sons closer to that of employees. Finally, the Czech Repub-
lic continues to strive to introduce a comprehensive
reverse charge mechanism, which would further signifi-
cantly reduce value added tax evasion.

In order to introduce rigorously digitized tenders, reduce
administrative burden and combat corruption, electronic
procurement is being further developed. Compulsory elec-
tronic communication in public procurement between the
contracting authority and the contractor will be extended
to all contracting authorities during 2018.

Simpler conditions for starting construction and a consider-
able acceleration of the building permit proceedings have
been brought by the amendment to the Building Act (Act
No. 225/2017 Coll.), which introduced the concept of joint
proceedings allowing simultaneously a structure to be

2.4), long-term sustainability of public finance in connec-
tion with population ageing (see Chapter 5.2) or the issue
of differences in the structure of the Czech economy vis-
a-vis the Euro area have to be dealt with. With these
unresolved problems and with the the loss of national
monetary and exchange rate policy, the common mone-
tary policy might not be effective enough and, at the
same time, adequate space for the stabilization function
of public finances might not be created. With this in mind,
the government has not yet determined the target date
of Euro-area accession, and it will not seek to enter the
European exchange rate mechanism in 2018.

placed, permitted and its environmental impact to be as-
sessed. At the same time, the deadlines for reviewing land-
use planning documentation were significantly reduced.

In the business environment, investment incentives were
further strengthened. If an investor invests at least CZK 75
million in the Czech Republic and creates at least 20 new
jobs, he or she and his/her family can obtain a long-term
residence permit for two years.

The reform of the financing of regional education (Act No.
101/2017 Coll.) should eliminate relatively large salary
differences between schools of the same type in different
regions as well as improve the quality of teaching. The
reform, among other things, provides funds for the division
of classes into smaller groups for the teaching of certain
subjects, and provides for a fairer calculation of the funds
for non-teaching staff, and takes into account to a greater
extent the obligations of schools as separate legal entities.

In the case of higher education, the funding of public higher
education institutions has been modified, introducing the
division into fixed and performance components. In this
context, a new performance indicator has been introduced
to reflect student success.

Equally important are measures to reconcile family life and
work. In nursery schools a place for children from the age
of 4 is guaranteed, and this age limit will be gradually re-
duced. In addition, the weekly paternity leave was intro-
duced, along with the possibility to receive higher annuity
of parental allowance for a shorter period. Last but not
least, the tax deductions concerning children, child allow-
ances and parental allowance for multiplets were in-
creased.



2 Macroeconomic Outlook

The Czech economy is in the phase of a strong boom. In 2018 and 2019 we expect its above-average growth, driven
solely by domestic demand. In the coming years, the dynamics of the economy and other key macroeconomic indica-
tors should gradually slow down. The average inflation rate should be around the CNB'’s inflation target of 2%. The
labour market shows signs of overheating with implications for further extensive economic growth. A record low
number of job seekers relative to vacancies is reflected in wage development. The external position of the Czech
economy in the form of net lending / borrowing abroad is in surplus.

2.1 World Economy and Technical Assumptions

In 2017, the pace of global economic growth rose to 3.6%.
In both the US and the Eurozone, real GDP grew by 2.3%
(the fastest growth in the euro area since 2007), while the
Chinese economy has kept its dynamics thanks to the boost
in export growth. A number of large emerging economies
succeeded in overcoming the economic recession and
returning to the trajectory of growth.

The real GDP in the EU grew by 2.4%, driven by domestic
demand, particularly private consumption and investment.
Household consumption was positively affected, in particu-
lar, by improving labour market situation, high levels of
consumer confidence and low interest rates, while gross
fixed capital formation was positively affected by global
recovery and favourable financial conditions.

In the coming years, the world economy could grow slightly
faster. We expect the EU GDP to increase by 2.4% in 2018
(compared to 2.3% in the EC’s winter forecast, 2018a) and
then slow down slightly to 2.0% in 2019 (in accordance
with the EC, 2018a). Growth should continue to be driven
in particular by final consumption expenditure of house-
holds, supported in the medium term by employment and
wage growth. In some European economies, however,
economic growth is likely to be dampened by persisting
structural problems, notably by low labour productivity
growth or high public sector indebtedness.

The dynamics of the export markets of the Czech economy
should gradually decrease over the CP period with regard
to the expected slowdown in the economic growth of our
main trading partners and the development of their import
demand.

Table 2.1: Assumptions of the Scenario

In 2017, the average Brent crude oil price was about USD
54 per barrel. In 2018 and 2019 we expect a price of USD
65 per barrel (USD 68 per barrel forecast by the EC 2018a)
and USD 61 per barrel (USD 64 per barrel forecast by the
EC, 2018a), respectively. In the following years, the crude
oil price could slightly decrease to USD 57 per barrel in
2021. The expected development in Brent crude oil prices
over the CP period reflects the declining curve of futures
prices. The change in oil prices is reflected mainly in the
average inflation rate and, to a lesser extent, in consump-
tion and investment. By contrast, the impact on public
finances is negligible.

Based on the recent developments of the USD/EUR ex-
change rate, we have made a technical assumption of
exchange rate stability at 1.23 USD/EUR for 2018-2021.
Therefore, we anticipate the same USD/EUR exchange rate
for 2017 and 2018 as the Commission in its winter forecast
(2018a).

After the end of the CNB’s exchange rate commitment in
early April 2017, the koruna started to strengthen against
the euro. We expect this trend to continue in the years to
come, given the differential in labour productivity growth
as well as interest rates relative to the euro area. However,
the rate of appreciation of the koruna against the euro
should gradually slow down from 4.7% in 2018 to 1.5% in
2020 and 2021 in the context of rising interest rates by the
European Central Bank.

Taking into account the expected inflation development
and the anticipated set-up of the CNB’s monetary policy,
we expect a gradual increase in long-term interest rates up
10 2.9% in 2021.

2017 2018 2019 2020 2021
USD/EUR exchange rate annual average 1.1 1.2 1.2 1.2 1.2
CZK/EUR exchange rate annual average 26.3 25.1 24.7 243 23.9
Government bond yield to maturity 10Y in % p.a. 1.0 1.9 2.2 2.6 2.9
PRIBOR3M in%p.a. 0.4 1.0 14 1.9 2.5
GDP EU real growth in % 24 24 2.0 1.9 1.9
Oil prices (Brent) USD/barrel 54.2 65.2 61.4 58.6 57.1

Source: CNB (2018a), EIA (2018), Eurostat (2018). MF CR calculations.



2.2 Actual Developments and Medium-term Scenario

2.2.1 Economic Growth and the Demand Side

Real GDP growth accelerated to 4.4% in 2017. The main
factor was household consumption, which increased by
4.0% compared to 2016. It was supported by the dynamics
of employment, wages and salaries, and a decline in sav-
ings rate, reflecting the labour market situation. Low inter-
est rates and a high level of consumer confidence were also
among the drivers of growth. The growth of real disposable
income and further decreases in savings rate will positively
affect the dynamics of final consumption expenditure of
households in 2018 and 2019. In 2018, a number of discre-
tionary changes in social area and in 2019 the planned
changes in the pension system should be reflected favour-
ably in the development of household consumption. In real
terms, household consumption could thus increase by
4.3% in 2018, then slow down slightly to 4.1% in 2019. Due
to the predicted wage bill and the expected inflation,
household consumption growth should be between 2.5
and 3% in the following years.

The general government sector’s real expenditure on final
consumption could increase by about 2% per year over the
CP period. Growth in the consumption of the general gov-
ernment sector will be strengthened by the development
in compensation of employees accompanied by higher
employment, as well as the dynamics of intermediate con-
sumption and social transfers in kind (see Chapter 3).

Gross fixed capital formation increased by 5.4% in 2017,
thanks to both the continued growth of private investment
and the recovery of government investment activity. In
connection with the start of the new 2014-2020 financial
perspective and with regard to factors supporting private
investment, such as gross operating surplus growth, eased
monetary conditions and labour market development,
gross fixed capital formation could increase by 5.7% in
2018. For 2019, especially as a result of lower general gov-
ernment investment, we predict a slowdown to 4.4%. We
expect investment to grow by approx. 3% per year in 2020—
2021. Private investment and general government invest-

Chart 2.1: Decomposition of GDP Growth
(growth in %, contributions to growth in percentage points)
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ment should contribute positively to the dynamics of gross
fixed capital formation throughout the CP period.

The contribution of net exports to the year-on-year in-
crease in real GDP growth in 2017 reached 1.0 pp. Given
the expected developments in the export markets (see
Chapter 2.1) and the predicted growth in investment,
which is the most import-intensive component of domestic
demand, the external trade balance between 2018 and
2019 should have a slightly negative effect on economic
growth; after that, the contribution of net exports to
growth should be slightly positive.

With respect to the development of individual expenditure
components of GDP, in 2018 and 2019 we expect real GDP
to increase by 3.6% and 3.3%, respectively. In the following
years, the economic growth could be around 2.5%.

2.2.2 Potential Product and Position within the Busi-
ness Cycle

After overcoming the recession in 2013, the growth of the
potential product accelerated to 2.8% in 2016 and 2017,
which is slightly higher than the long-term average growth
of real gross value added since 1995 (2.7%). The most sig-
nificant component was the increase in total factor produc-
tivity with a contribution of 2 pp. The capital stock shows a
fairly stable contribution of around 0.5 pp. The population
ageing, manifesting itself by the decline in the number of
working-age people since 2009, has shrunk the dynamics of
the potential product to a similar extent. On the other
hand, the marked increase in participation rates more than
offsets this decline. Due to shortening of the usual average
working hours and approaching the standards of more
advanced economies, the contribution of hours worked
remains slightly negative.

With the predicted gradual decline in economic dynamics,
potential product growth should be between 2.6% and
3.0% in the coming years. The structure of individual con-
tributions should remain similar to that in previous years.

Chart 2.2: Output Gap
(in % of potential product)
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Table 2.2: Economic Output

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

ESA Code 2017 2017 2018 2019 2020 2021
Level Rate of change
Real GDP Bl*g 4983 4.4 3.6 3.3 2.6 2.4
Nominal GDP Bl*g 5055 5.9 5.2 5.2 4.4 4.3
Components of real GDP
Private consumption expenditure P.3 2331 4.0 4.3 4.1 29 2.6
Government consumption expenditure P.3 931 1.5 1.9 2.0 1.8 1.8
Gross fixed capital formation P.51g 1256 5.4 5.7 4.4 3.0 2.8
Changesin inventories and net acquis. of valuables (% of GDP) P.52+P.53 60 1.2 1.1 1.0 0.9 0.9
Exports of goods and services P.6 4043 6.5 5.2 4.9 4.5 4.4
Imports of goods and services P.7 3639 5.8 5.9 5.4 4.8 4.5
Contributions to real GDP growth

Final domestic demand - 3.5 3.9 3.4 2.5 2.3
Changesin inventories and net acquis. of valuables P.52+P.53 - -0.1 0.0 0.0 0.0 0.0
External balance of goods and services B.11 - 1.0 -0.2 -0.1 0.1 0.2

Note: Real levels are in 2016 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 increase of the change in inventories and net acquisition of valuables is calculated from real values.

Source: CZSO (2018a), MF CR (2018a). MF CR calculations and forecast.

The output gap, which reached almost —4% during reces-
sion in 2013, closed at the beginning of 2015. In 2017 it
reached +1.4%. Over the CP period, it should remain posi-
tive between 2.1% and 2.5% of the potential product, with
an estimated peak in 2019 and a gradual closing in the
following years. This trajectory reflects the predicted rates
of economic growth in relation to the expected dynamics
of the potential product.

2.2.3 Prices

In 2017, the inflation rate, measured by the harmonized
consumer price index, was 2.4%. Throughout 2017 year-
on-year inflation was between 2% and 3%, but dropped
below 2% at the start of 2018 due to a slowdown in food
price growth. For the entire 2018, consumer prices
should increase by an average of 1.9%. An important
anti-inflationary factor will be the expected strong ap-
preciation of the Czech koruna against the euro by 4.7%.
Also food prices should lead to slower consumer price
increase this year. More intense inflationary pressures,
on the other hand, are created by the ongoing growth in
unit labour costs and domestic demand in a positive

Chart 2.3: Harmonised Index of Consumer Prices
(YoY growth in %)
7

6

5

1

0
2005 2007 2009 2011 2013 2015 2017 2019 2021

Source: Eurostat (2018a). MF CR calculations and forecast.

output gap environment. Projected year-on-year rise in
oil prices should also play its role.

In 2019, the pro-inflationary effect of several factors
should be mitigated. We estimate that growth in unit
labour costs will slow down, the USD price of crude oil
should even fall. The output gap, however, will probably
remain in clearly positive values. Anti-inflationary effect,
although less significant than this year, can be expected
from further strengthening of the Czech koruna. As a
result, the inflation rate could remain at 1.9%. An anti-
inflation risk for 2019 is the potential reclassification of
some services and goods to the second reduced rate of
value added tax.

In the following years, growth in the harmonized con-
sumer price index could moderate slightly to 1.7% in
2021 in the context of oil price developments, the con-
tinued strengthening of the koruna, the position of the
economy in the economic cycle and the lower growth in
unit labour costs. Over the entire CP period, the admin-
istrative measures should have a slightly positive contri-
bution to the inflation rate.

Chart 2.4: GDP Deflator

(YoY change in %, contributions in percentage points)
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Table 2.3: Prices of Goods and Services
(indices 2010=100, rate of change in %)

2017 2017 2018 2019 2020 2021
Level Rate of change

GDP deflator 109.6 1.4 1.5 1.8 1.7 1.9
Private consumption deflator 108.7 2.5 2.2 2.0 1.8 1.8
Harmonised index of consumer prices 111.3 2.4 1.9 1.9 1.8 1.7
Public consumption deflator 113.1 4.0 3.0 3.8 2.4 2.5
Investment deflator 106.2 1.3 0.5 0.6 0.9 1.4
Export price deflator (goods and services) 104.7 -0.9 3.2 -0.2 0.4 0.5
Import price deflator (goods and services) 103.7 0.1 -3.3 -0.2 0.3 0.3
National consumer price index 110.9 2.5 2.1 1.9 1.8 1.8

Source: CZSO (2018a), Eurostat (2018). MF CR calculations and forecast.

2.2.4 Labour Market and Wages

The strong demand for labour at the record low unem-
ployment rate was reflected in the dynamics of all key
indicators. At the end of 2017, the unemployment rate fell
to 2.4% (being 2.9% on average for the whole year), thus
remaining by far the lowest across the EU. Despite a slight
deceleration in employment growth to 1.6%, the annual
increase in compensation of employees accelerated to
8.4%. Wage and salary increases were particularly noticea-
ble in low- and middle-earning professions. The favourable
economic condition of households thus significantly sup-
ported the growth of consumption.

The age structure of job seekers (more than a third is more
than 50 years old), and the inadequate transport accessibil-
ity of some workplaces are reflected in the rapidly growing
number of vacancies, which may exceed the number of
unemployed people registered at labour offices in 2018.
For these reasons, the potential for further growth in em-
ployment is significantly diminished, despite the compa-
nies’ attempt to motivate job seekers with a range of cash
and non-cash benefits. The unemployment rate could thus
stagnate at around 2.3% over the CP period.

The increasing labour market tensions could be mitigated
in the short term by the higher recruitment of foreign
workers from EU and non-EU countries, although the posi-
tions offered, their remuneration and administrative obsta-
cles limit this possibility. In 2018, employment could thus

Table 2.4: Employment and Compensation of Employees
(price levels in common prices, rate of change in %)

increase by 0.7%; in the following years it should almost
stagnate.

Increased earnings and structural factors increase labour
supply and, as a result, participation rates. The impact of
temporarily higher population cohorts in age groups with a
naturally high participation rates should wane over the CP
period. On the contrary, a steadily positive contribution to
economic activity could come from an increasing statutory,
and therefore effective retirement age. These factors,
together with the incentive effect of rising wages and sala-
ries, could continue to outweigh the effect of the declining
population of working age.

In 2018, wage and salary dynamics will be boosted by staff
shortages as well as a significant year-on-year increase in
minimum and guaranteed wages. However, the growth
rate of real earnings will be dampened by the inflation rate
just above the inflation target and by the relatively higher
demand in the worse-paid professions. As a result of the
expected slowdown in the economy and the associated
weakening of labour demand, wage and salary dynamics
should gradually slow down. The share of compensation of
employees in GDP should not deviate from the long-term
sustainable zone; in 2019-2021 it could range between
43% and 44%. Possible persistence or even acceleration of
the growth rate of the average nominal wage over the
entire CP period may pose a risk in terms of the competi-
tiveness of the Czech economy.

ESA Code 2017 2017 2018 2019 2020 2021
Level Rate of change

Employment, persons 5330.7 1.6 0.7 0.2 0.2 0.1
Employment, hours worked 9.5 1.4 0.8 -0.2 0.0 0.0
Unemployment rate (%) 2.9 2.9 2.4 2.3 2.3 2.3
Labour productivity, persons 794.9 2.8 3.0 3.2 2.5 2.3
Labour productivity, hours worked 441.7 2.9 2.8 3.5 2.6 2.4
Compensation of employees D.1f 2089.9 8.4 7.7 6.5 5.5 5.4
Compensation per employee 460.2 6.7 7.0 6.3 5.3 5.3

Note: Employment and compensations of employees are based on domestic concept of national accounts. Rate of unemployment is based on the
methodology of the Labour Force Sample Survey. Labour productivity is calculated as real GDP (in 2016 prices) per employed person or worked hour.

Source: CZSO (2018a, 2018c). MF CR calculations and forecast.
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2.3

This part is elaborated in the national accounts method-
ology, which enables to divide the surplus or deficit,
based on the relationship between investments and
savings, among the individual economic sectors. It dif-
fers from the analogous, commonly used methodology
of balance of payments, for example, in the manner of
data processing or classification of some items.

External Transactions and Sectoral Balances

In 2017, the Czech economy recorded, for the fifth year
in a row, a slight surplus of net lending/borrowing to
non-residents, this time at 1.0% of GDP.

The surplus of goods and services decreased to 7.2% of
GDP in 2017, with 4.8% of GDP accounting for the sur-
plus of goods and 2.4% of GDP for the surplus of ser-
vices. The slight decrease of the surplus was related to
the development of the goods balance, which deterio-
rated year-on-year due to the strong domestic demand
for imports (mainly of investment character); the dete-
rioration of the terms of trade also played a role.

Conversely, the long-term deficit of primary incomes,
which is mainly influenced by distributed incomes of
businesses under foreign control, improved slightly to
-5.6% of GDP. Also, the balance of current transfers was
in a deficit of -1.1% of GDP. The balance of current

Table 2.5: Sectoral Balances
(in % of GDP)

Chart 2.6: Unemployment Rate
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transactions with non-residents thus reached a surplus
of 0.5% of GDP, the first recorded surplus since 1993
(current account in the balance of payments methodol-
ogy has been in surplus since 2014).

The capital transfers surplus reached only 0.6% of GDP
due to the slow start of projects co-financed by EU funds
from the 2014-2020 financial perspective.

Between 2018 and 2019, the net lending/borrowing
surplus should be temporarily reduced to around 0.4%
of GDP. The surplus of the goods balance should contin-
ue to decline, as a result of a moderate slowdown in
export growth in the strengthening of the koruna’s ex-
change rate and higher imports due to growth in domes-
tic demand. Other balances should remain more or less
stable. In the following years, the surplus of net lend-
ing/borrowing vis-a-vis non-residents should rise again
to 1% of GDP due to a slowdown in growth of domestic
demand.

In terms of sectoral balances, with the given trajectory
of the general government surplus, the balance of the
private sector should show a gradual reduction in defi-
cits and be at a slight surplus at the end of the period.

ESA Code 2017 2018 2019 2020 2021

Net lending/borrowing vis-a-vis the rest of the world B.9 1.0 0.4 0.4 0.6 1.0
Balance of goods and services 7.2 6.5 6.1 6.1 6.2
Balance of primaryincomes and transfers -6.7 -6.7 -6.5 -6.3 -6.1
Capital account 0.6 0.7 0.8 0.9 1.0
Net lending/borrowing of the private sector B.9 -0.6 -1.0 -0.7 -0.4 0.1
Net lending/borrowing of general government B.9 1.6 1.5 1.1 1.0 0.9
Statistical discrepancy 0.0 0.0 0.0 0.0 0.0

Note: National Accounts Methodology. Net lending/borrowing of general government for 2017-2018 notification, years 2019-2021 outlook.

Source: CZSO (2018a). MF CR calculations and forecast.



2.4 Convergence

In 2017, the economic level of the Czech Republic, ex-
pressed as GDP per capita in current purchasing power
parity, reached, according to preliminary estimates,
approximately 90% of the economic level of the EU and
73% of the economic level of Germany. Thanks to strong
economic growth in 2000-2008, the relative economic
level of the CR in comparison with EU increased by
13 pp. Then the convergence process stopped in the
period of recessions and low economic growth (see
Chart 2.7). In 2009 to 2013, the economic level of the
Czech Republic fluctuated between 82% and 85% of the
EU average. The economic recovery in 2014 and strong
economic growth in 2015 lead to restoration of the
convergence process, which should also continue in the
coming years.

The Czech Republic’s comparative price level had been
increasing almost continuously from 1995 to 2008, when
it reached 71% of the EU average (Chart 2.8). A period of
relative stability of the price level around 70% of the EU

Chart 2.7: Relative Economic Level
(EU=100, GDP in current purchasing power parities per capita)
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average followed in 2009 to 2012. Subsequently, the
comparative price level decreased to 63% of the EU
average due to weakening of the CZK/EUR exchange
rate by monetary policy in 2014 and 2015, which helped
improve price competitiveness of the Czech economy in
that period. From 2017, when the exchange rate com-
mitment was terminated, the Czech Republic’s price
level should again move closer to the EU average due to
the appreciation of the exchange rate, although at a
slower pace than before 2008.

Concerning average wage in the private sector, its con-
vergence with the EU has temporarily stopped after
2008. Both in 2008 and 2017, it was roughly 45% of the
average wage in the EU, fluctuating between 40% and
45% in this period. Between 2018 and 2021, however,
the relative average wage of the private sector should
start to move closer to the EU average in view of the
expected dynamic wage growth and the appreciation of
the koruna against the euro.

Chart 2.8: Comparative Price Level
(EU=100, a ratio of GDP in purchasing power parity and GDP at ex-
change rate)
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3 General Government Sector Development

In 2017, the general government sector of the Czech Republic achieved a surplus of 1.6% of GDP. At the same time,
for the first time in the history of the Czech Republic, all subsectors contributed to the surplus. The positive balance
was due to an increase in the tax revenue and social security contributions, which grew by almost CZK 130 billion year-
on-year, as well as the low dynamics or even decrease in some items on the expenditure side. With the structural
balance of 1.1% of GDP, the Czech Republic was also one of the EU Member States that definitely fulfil its medium-
term budgetary objective and excel in overall fiscal discipline. We are predicting compliance with the medium-term
budgetary objective over the entire CP period, also due to new fiscal rules.

3.1 Actual Development of the General Government

3.1.1 Developmentin Year 2017

According to data published by the Czech Statistical Of-
fice, in 2017 the general government sector reached a
surplus of CZK 80.6 billion, i.e., 1.6% of GDP. The surplus
has been achieved for the second consecutive year, and
at the same time it was the highest surplus in the entire
available time series (i.e. since 1995). In comparison with
2016, it is an improvement by 0.9 pp, and after adjust-
ment for the business cycle and one-off or other tempo-
rary operations, it was an improvement by 0.2 pp.

In 2017 revenues increased by 6.5% year-on-year to
40.4% of GDP, with tax revenue including social security
contributions being the determining factor for the dynam-
ics. In comparison with 2016, these were higher by CZK
127.6 billion, which is historically the second highest year-
on-year increase in absolute terms after the 2007 pre-
crisis year. The composite tax quota increased by 0.6 pp
to 35.2% of GDP due to the elasticities of tax revenues in
relation to economic development and the increase in tax
collection efficiency.

Revenue from indirect taxes increased by 7.3%. This year-
on-year development was significantly facilitated by the
value added tax rising by 9.5%, exceeding the nominal
household consumption dynamics by 3 pp. This was in
particular the consequence of the measures introduced
since 2016, namely the VAT reporting (Act No. 360/2014
Coll.) and the electronic registration of sales (Act No.
112/2016 Coll.), with a quantified discretionary impact of
CZK 14 billion in 2017. The collection was slightly nega-
tively affected by the reduction in value added tax appli-
cable to catering services from 21% to 15% (Act No.
113/2016 Coll.) as well as the reclassification of newspa-
pers and magazines to the second reduced 10% rate (Act
No. 33/2017 Coll.) with a total negative impact of CZK 1.1
billion. The measure allowing the Czech Television and
Czech Radio to claim tax refunds to the same extent as for
commercial stations (Act No. 170/2017 Coll.) also had a
negative impact on tax revenues (an impact of CZK 0.3
billion).

The excise tax revenue increased by 3.1%, mainly driven
by an increase in the tax rate on tobacco products (Act
No. 315/2015 Coll.). Conversely, the excise tax on tobacco
products was negatively influenced by the adoption of the

anti-smoking law (Act No. 65/2017 Coll.), whose discre-
tionary impact was approx. CZK 0.7 billion. Further nega-
tive impact on excise tax revenue, even higher by CZK 0.4
billion than in the previous case, namely on mineral oil
tax, was caused by the tax return to primary agricultural
producers who could claim back tax also for 2016 (Act No.
453/2016 Coll.).

Direct taxes grew at almost 8% pace mainly due to the
high dynamics of personal income tax, whose collection
was up 11.4% year-on-year. In addition to a strong wage
growth in 2017 of 8.3%, this is also the result of electronic
registration of sales with an impact of approx. CZK
3.3 billion (after taking into account a one-off tax credit
offsetting acquisition of hardware and software for the
electronic registration of sales). By contrast, some pro-
family policy measures (e.g., higher tax advantage for the
second and further children with a year-on-year impact of
CZK 1.6 billion) or modification of conditions for the use
of lump sum tax with an impact of CZK 1.8 billion (Act No.
170/2017 Coll.) had the contrary effect. Also, the personal
income tax revenues were negatively affected by the
exemption of service housing benefits for armed forces
(an impact of approx.CZK 1 billion, Act No. 454/2016
Coll.) and an increase in the limit for pension and life
insurance contributions deductible from the tax base (an
impact of approx. CZK 1.4 billion, Act No. 377/2015 Coll.).

Corporate income tax revenue increased by 4.3% year-on-
year, also reflecting a positive effect of electronic registra-
tion of sales (CZK 1.7 billion), although to a lesser extent
than in the case of personal income tax or value-added
tax.

The dynamics of social security contributions was deter-
mined by the growth of employment and, more im-
portantly, of the average wage. A positive effect in the
form of a YoY increase by approx. CZK 3.8 billion can be
attributed to the electronic registration of sales. All these
factors, together with an increase in payments for state-
insured persons coverage by CZK 3 billion, account for a
total of 8% year-on-year growth in social security contri-
butions.

Concerning other revenues, property revenue decreased
by almost CZK 7 billion year-on-year; this includes lower
income from dividends from state-owned enterprises



(e.g. Forests of the Czech Republic — CZK -2.3 billion) and
other state-co-owned enterprises (e.g. CEZ a. s. — CZK -2.2
billion).

General government sector expenditure grew by 4.2%
YoY, but due to a faster nominal GDP growth, they de-
clined by 0.6 pp to 38.8% of GDP. Within these, the final
consumption of general government sector increased by
5.4%, the pace of which was mainly determined by com-
pensation of employees. More than 10% growth in com-
pensation was due to both salary increases from
November 2016 and salary scales adjustments in several
segments of the general government sector from Ju-
ly/November 2017. The cumulative impact of compensa-
tion of employees to the general government expenditure
thus amounted to more than CZK 40 billion. Another
component of government final consumption, social
transfers in kind, grew by nearly 4% due to increased
healthcare system spending. On the other hand, interme-
diate consumption grew very slightly (by 1.3%).

Cash social benefits reflected several discretionary chang-
es, such as the full utilization of the new possibility of
setting the statutory indexation of pensions up to 2.7%
instead of 1.3% according to the strict indexation formula
(Act No. 212/2016 Coll.). The fiscal effect of this measure
was approx. CZK 5.6 billion. An increase in expenditure by
CZK 1.3 billion was also associated with an increase in the
care allowance by 10% on the basis of Act No. 189/2016
Coll., which was already increased in 2016 but with a
fiscal impact also in 2017. Total social security benefits in
cash increased by 2.8%.

For the third consecutive year, interest expenditure fell by
more than 10%. In 2017 it was almost 14%, which repre-
sented a year-on-year absolute savings of CZK 6 billion.
The interest payments reached pre-2007 level.

Nominal investment expenditure of the general govern-
ment sector grew by 8.6% year-on-year in 2017. The
sources of funding were both national sources (growth of
7.2%) and EU funds (growth of 15.4%). National sources
accounted for around 70% of the investment activity.

3.1.2 Development in Year 2018

We expect for 2018 the general government sector with a
surplus of 1.5% of GDP, of which the surplus of local gov-
ernment budgets should account for almost two thirds. In
terms of the structural balance, there should be a slight
decline in the surplus by 0.3 pp to 0.8% of GDP.

In 2018, general government revenue should see similar
year-on-year growth as in 2017 (6.4%) to 40.9% of GDP,
and, similarly to 2017, tax revenues, including social securi-
ty contributions, should dominate with a growth of 6.1%.
A more efficient tax collection as a result of the introduc-
tion of effective measures against tax avoidance (see be-
low) should be reflected in the growth of the composite tax
quota by 0.3 pp to 35.5% of GDP.

For indirect tax revenues, we predict a slower year-on-year
growth of 3.8% for 2018, driven in particular by the value
added tax. Its expected autonomous growth corresponds
to the growth in nominal household consumption and a
relevant share of government consumption of around 6%.
Measures to combat tax evasion should now have a lower
discretionary effect. For VAT reporting, we expect a year-
on-year increase in value added tax revenue of CZK 3 bil-
lion; due to electronic registration of sales CZK 1 billion
increase in revenue is estimated. The corrected estimate of
the impact of the latter measure results from the post-
poned start of the third and fourth phases of electronic
registration of sales based on the decision of the Constitu-
tional Court (for details, see Chapter 6.1). Higher value
added tax revenue from the increase in the tax rate on
tobacco products (CZK 0.3 billion) is likely to be fully offset
by the expected lower consumption of tobacco in connec-
tion with the so-called anti-smoking law (Act No. 65/2017
Coll.). Measures that negatively affect value added tax
revenues include the additional impact of some measures
already introduced in 2017 allowing Czech Television and
Czech Radio to claim tax refunds to the same extent as
commercial stations and the reclassification of newspapers
and magazines from 15% to 10% tax rate, with a cumula-
tive budgetary impact of CZK 0.4 billion.

The year 2018 is the last year of the three-year plan when
the rate of excise duty on tobacco products is increased
(Act No. 315/2015 Coll.). The expected positive effect on
the year-on-year excise tax revenue growth isCZK
1.4 billion. A slightly positive growth is also expected due to
the commencement of the second period of excise tax
refund on diesel fuel consumed in agricultural primary
production by livestock producers (Act No. 453/2016 Coll.).
Introduction of three tax rates depending on livestock
production intensity, applicable between 1 July 2017 and
31 December 2018, should mitigate the YoY negative effect
on revenues by CZK 0.1 billion compared to 2017. These
positive impacts of the above mentioned discretionary
measures should be countered by the aforementioned Act
on the Health Protection from the Harmful Effects of
Addictive Substances, effective from the end of May 2017,
whose full effect will not be seen until 2018 due to the
anticipated decrease in the consumption of tobacco prod-
ucts. The excise tax revenue should thus fall by 0.8%.

The dynamics of direct taxes should slow down due to
corporate income tax, yet we expect an overall tax revenue
growth of 6.8%. This is due to the expected growth in per-
sonal income tax of more than 12%. Similarly to 2017,
growth in wages and salaries (7.7%) should have a positive
impact, as well as a change in their distribution after in-
creasing the minimum and guaranteed wages, taking into
account the method of tax calculation. Similarly, the impact
of the electronic registration of sales is expected, but it
should be significantly smaller compared to 2017 due to
the postponed start of its third and fourth phases. As re-
gards pro-family policies, Act No.200/2017 Coll. was
adopted, which, among other things, changes laws in the
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area of income tax. With effect from 1 January 2018, tax
credit for the first child increased by CZK 150 per month,
which should lead to a drop in personal income tax by CZK
2.1 billion in 2018. Other measures negatively influencing
tax revenue include introduction of new sickness insurance
allowances, in particular long-term care allowance (Act
No. 310/2017 Coll., effective from 1 June 2018) with an
impact of CZK 0.2 billion.

Similar factors to those applicable to personal income tax
will influence the developments of social security contribu-
tions; in addition, increased payments for state-insured
persons will amount to approx. CZK 3.5 billion in 2018. The
increase in social security contributions is predicted at 7.7%
after taking into account the discretionary measures. The
positive impact of the electronic registration of sales is
expected to amount to CZK 0.6 billion. Introduction of new
sickness insurance allowances, in addition to the aforemen-
tioned long-term care allowance, and also paternity leave
(Act No. 148/2017 Coll.), for which we expect a total effect
of approx. CZK 0.7 billion, should have a contrary effect on
the social security contributions in 2018.

As noted above, corporate income tax is expected to slow
significantly in year-on-year terms in 2018. We expect
higher wage costs to be reflected in company profits, while
at the same time the dynamics of nominal GDP should
moderate. Among the discretionary measures, we can
mention again the electronic registration of sales with a
planned positive impact of CZK 0.3 billion.

In line with the expected gradual acceleration of the im-
plementation of projects funded from European sources,
we expect in 2018 an increase both in current and invest-
ment subsidies from EU funds utilised in the 2014-2020
programming period.

General government expenditure should increase by 6.8%
compared to 2017 and reach 39.4% of GDP, which is a year-
on-year increase of 0.6 pp.

Compared to 2017, we expect a moderate slowdown in the
growth of government final consumption expenditure this
year, which should be up 5% year-on-year. Similarly to last
year, this growth should be mainly due to the strong dy-
namics of compensation of employees (7.5%), reflecting a
10% increase in the tariffs of practically all employees in the
general government sector (15% for teachers), which oc-
curred already in 2017. Since January 2018, healthcare
wage tariffs have also risen by 10%. All these measures
should mean a total year-on-year increase in compensation
of employees in 2018 by about CZK 31 billion. The net im-
pact on the balance is, however, significantly lower due to
the fact that a large part of the increased volume of wages
and salaries at the same time represents higher general
government revenue in the form of personal income tax
and social security contributions, leaving aside higher con-
sumption tax revenues as a secondary effect.

In addition to compensation of employees, social transfers
in kind should also increase. The primary reason for their

expected 4.5% increase is the prognosis of healthcare sys-
tem revenue, which will to some extent be reflected in
expenditure adjustment. The vyear-on-year increase in
social transfers in kind will also be influenced by the discre-
tionary measures of CZK 0.7 billion as a result of higher
disability benefits (Act No. 301/2017 Coll.) and of
0.4 billion CZK in connection with reduction in protective
limits for co-payments for drugs for children under 18 years
and pensioners (Act No. 290/2017 Coll.).

We predict that intermediate consumption will accelerate
to 3.5% compared to 2017 due to higher real consumption,
but also due to the expected inflation rate.

The growth rate of cash social benefits should accelerate
significantly to almost 6% year-on-year, reflecting both the
social measures already approved in 2017 and the project-
ed macroeconomic developments. The most important
item is pension benefits. As a result of the rise in the price
level and the substantial real wage growth in recent years,
pensions are indexed by 4%, which will require additional
expenditure of approx. CZK 17 billion. Part of this increase
(approximately CZK 2.5 billion) is due to a change in the
indexation formula (Act No. 203/2017 Coll.), which, since
2018, is the sum of consumer price index or pensioner cost
of living index growth (whichever is higher) and one half of
real wage growth, instead of one third (see also subchapter
5.1).

Other measures adopted aim to support people with disa-
bilities, both by increasing the benefits and providing them
to a wider range of applicants and by supporting their em-
ployment (Acts No. 301/2017 Coll., No. 93/2017 Coll. and
No. 327/2017 Coll.). The target group is also persons who
are long-term ill or caring for the long-term ill (Acts No.
259/2017 Coll. and No. 310/2017 Coll.). Last but not least,
the state aims to support families with children, by increas-
ing social benefits, supporting the return of mothers to the
labour market or introducing paternity leave (Acts No.
148/2017 Coll. and No. 200/2017 Coll.). The discretionary
increase in expenditure on these social measures (exclud-
ing the above-mentioned effects in the pension area) is
predicted to be CZK 9.7 billion. Of this, the most significant
influence is expected for pro-family policy measures (about
CZK 5 billion) and the measures related to the adjustments
in the area of sickness insurance (CZK 3 billion). Cash social
benefits also include payments for state-insured persons,
which should be up CZK 3.5 billion in 2018 year-on-year.

Investments in fixed capital began to grow again after a
significant fall in 2016. The forecast predicts for 2018 a
further acceleration of investment spending to almost 15%,
financed more than in the last year by funds from the
2014-2020 financial perspective.

Considering the expected development of the Czech mone-
tary policy, we expect a gradual increase in interest rates,
which should reverse the current trend of decreasing inter-
est costs. In 2018, we expect them to increase by almost
4%, but their ratio to GDP should remain at the level of
2017 (0.7% of GDP).



As part of other expenditure, we expect a negative discre-
tionary impact in 2018 amounting to approximately CZK 3.3
billion, in connection with the introduction of a 75% dis-

3.2 Medium-term Budgetary Outlook

The current fiscal policy setting which serves as the basis
for the outlook, is mainly based on state budget and
state funds expenditures, which, combined with reve-
nue forecasts, simply speaking, must not exceed the
medium-term budgetary objective. For the years 2018
and 2019, Act No. 23/2017 Coll. allows these expenses
to be increased by 0.5 and 0.25% of GDP, respectively.
The approved state budget and state funds expenditures
in the state budget medium-term outlook were set so
that the total state budget deficit in the years 2018 to
2020 is not higher than the budgeted deficit for 2017.

Chart 3.1: Government Balance by Sub-sectors
(in % of GDP)

4 Social security funds
Local government
-5 = Central government
= General government
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Note: Years 2017-2018 notification, years 2019-2021 outlook.
Source: CZSO (2018b). MF CR calculations and forecast.

In the case of local governments, we expect continued
surplus, albeit with a decreasing trend as a result of
expected higher current and capital expenditures. The
balance of social security funds is based in particular on
the predicted growth in wages and salaries in the econ-
omy which is a key determining factor of the future
growth in revenues. Given the declining dynamics (see
Chapter 2.2.4), we expect surpluses in the sub-sector of
health insurance companies to decrease. The other
components of the general government sector should
report moderate surpluses on average.

3.2.1 Expected Development of Revenue

The revenue of the general government sector will be
affected primarily by the favourable macroeconomic de-
velopments in the forecast period. There will be far fewer
discretionary revenue measures compared to previous
years. We expect an average increase in general govern-
ment sector revenue of 4.3%, of which tax revenues (in-
cluding social security contributions) should increase by
4.5%.

In the years of the outlook, we predict that the personal
income tax revenue will grow at an average rate of 6%;

count on the fare in buses and trains for pupils, students
under 26 and senior citizens over 65 (Government Resolu-
tion No. 206/2018).

however, the dynamics should slow down slightly. The
growth rates in individual years are influenced mainly by
the expected wage bill development in the economy while
taking into account wage distribution and the method of
tax calculation. The prediction is burdened by the decision
of the Constitutional Court (see Chapter 6.1) concerning
the two last phases of the electronic registration of sales.
Their launch requires legislative changes, which are being
prepared. The deadline for launching the last two phases of
electronic registration of sales is thus not yet known. Long-
term care allowance, which was approved with effect from
1 June 2018, affects both 2018 and 2019; the year-on-year
impact in 2019 is estimated at around CZK 0.2 billion.

Social security contributions should also develop in line
with the increase in wage bill in the economy and higher
payments for state-insured persons by approx. CZK
3.5 billion annually until 2020 (Act No. 297/2017 Coll.). For
2021 payments for state-insured persons, we have the
technical assumption of a similar growth in absolute terms.
The average rate of social security contributions should be
5.7% over the forecast period. As part of the discretionary
measures, the aforementioned long-term care allowance,
which is estimated to have an impact of CZK 0.4 billion,
affects negatively the revenue of the social and health
insurance systems.

Corporate income tax revenue should grow on average by
2.2%. The development is determined by the rate of net
operating surplus in the forecast period, which rather slows
down as the share in GDP of compensation of employees
grows in the prediction.

Consumption taxation is determined almost exclusively by
the autonomous development of macroeconomic funda-
mentals in the forecast period. As regards value added tax
revenues, we predict an average growth by 4.9%. The rev-
enues correspond to the growth in nominal household
consumption and a part of relevant government consump-
tion. The revenue on excise taxes should slightly increase in
the entire forecast period, by around 0.8%, with its dynam-
ic decreasing over time. This is because in 2019, there will
be a unification of the refund of excise tax on diesel fuel for
all activities in primary agricultural production (Act No.
453/2016 Coll.). Starting this third phase should reduce the
initial negative impact of this measure on revenue by CZK
0.6 billion.

As regards other revenue, for 2019-2021 we expect
growth especially in investment subsidies in line with the
approaching end of possible implementation of EU-funded
projects in the 2014-2020 programming period.

13



3.2.2 Expected Development of Expenditure

In 2019-2021, we estimate an average YoY increase in
general government expenditure to 4.7%. In relation to
GDP, spending should increase by 0.1 pp to 39.5% of GDP
in 2019 and then remain at that level until the end of the
forecast period.

In 2019, we expect a significant increase in the area of
cash social benefits which reflects the proposed measures
and, in terms of public finances, less favourable autono-
mous development. The most significant item of growth
in social expenditure is an increase in the volume of funds
for pension benefits. As a result of the expected inflation
rate around the CNB’s inflation target and, in recent
years, the higher real wage growth, we expect the pen-
sion indexation to be around 5% in 2019, followed by
statutory indexation between 3-4% in the years after
that. The proposed amendment to the pension insurance
scheme approved by the government (Chamber of Depu-
ties Print No. 120), which increases the flat-rate compo-
nent of pensions from 9% to 10% of the average wage
and adds CZK 1000 to persons aged over 85 years (for
more details, see Chapter 5.1), would increase pension
expenditure by about CZK 14 billion in 2019 compared to
the autonomous scenario. The balance in 2019 is also
negatively affected by the introduction of the long-term
care allowance in the amount of CZK 0.6 billion. The de-
velopment of cash social benefits also reflects, in the
ESA 2010 methodology, higher payments for state-
insured persons by CZK 3.5 billion per year until 2021. As
a result of the autonomous development and the afore-
mentioned discretionary measures, the growth in cash
social benefits should accelerate to 6.8% in 2019, fol-
lowed by a decrease in the growth rate to a value slightly
below 4% annually.

General government final consumption expenditure will
be driven, in the years of the outlook, by increasing ex-

penditure on compensation of employees, social transfers
in kind and, to a lesser degree, by intermediate consump-
tion. In 2019, we expect a strong acceleration in the
growth of compensation of employees expenditure to
around 9%, mainly due to the increase in salaries in the
education system, both by raising salary scales and by
reforming regional education. However, the issue of wage
growth will only be negotiated by the government and,
therefore, this is not an approved issue yet. The impact
on the balance is, of course, again lower due to higher tax
revenues through higher revenue and consumption. As a
result of the relatively rapid salary growth in recent years
and the expected moderation in the average wage
growth in the economy, we expect growth in compensa-
tion of employees to be around 5% per annum over the
forecast period.

The growth in social transfers in kind should slow down to
approx. 3.5% in 2019. We predict a similar growth also in
the remaining years of the forecast period, based primari-
ly on the assumption of a future, fundamentally stable
inflationary trend and a slowing pace in the volume of
wages and salaries in the economy. At the same time, in
view of the actual results in the balance of social security
fund subsector due mainly to the higher dynamics of the
revenue side, we expect larger surpluses at the beginning
of the forecast period. Relatively stable expenditure
growth should thus gradually lead to a balanced finances
of health insurance companies, which corresponds to the
long-term average of their balances.

The intermediate consumption growth rate should be 3%
in the years of the outlook. The expected moderate slow-
down in the dynamics compared to the expected 3.5%
rate in 2018 is mainly caused by a predicted lower infla-
tion rate, which should oscillate close under 2% in 2019—
2021 (for more details, see Subchapter 2.2.3).

Table 3.1: A Structure of Discretionary Measures in 2018-2021

(vear-on-year discretional change, in CZK billion)

2018 2019 2020 2021

Revenue Discretioanry Measures 21.3 4.0 0.3 0.4
Personal income tax 2.6 0.7 0.1 0.1
Corporate income tax 0.3 - - -
Social security contributions 11.6 2.6 0.3 0.3
Value added tax 3.6 - - -
Consumption taxes 0.8 0.6 - -
Other revenue measures 2.5 0.1 -0.1 -0.0
Expenditure Discretionary Measures -65.3 -21.0 -0.9 -1.0
Cash social benefits -11.5 -14.5 0.1 -
Compensation to employees -31.0 9.0 -1.0 -1.0
Health care -13.0 - - -
Other expenditure measures 9.8 2.5 - -
Total -44.0 -17.0 -0.6 -0.6
% of GDP -0.8 -0.3 -0.0 -0.0

Source: MF CR calculations and forecast.



As regards fixed capital investment, we predict a stable
dynamics in the first two years of the outlook. In 1919 and
2020, we expect an increase in investment co-financed
from EU funds of 10% annually. This dynamics still leaves
room for acceleration of implementation of these pro-
jects towards the end of the 2014—-2020 financial perspec-
tive, i.e. between 2021 and 2023. For 2021, in line with
the approaching end of the financial perspective, we
expect a slight acceleration of EU-co-financed invest-
ments to 14%. National investments should, to a certain
extent, follow the development of investments co-
financed from the EU, which was also evident at the end
of the previous financial perspective in 2014 and 2015.
Financial resources from EU funds should complement
national resources mainly in the areas of investment into
infrastructure, science and research, and employment.

Interest expenditure in the forecast years increases on
average by CZK 3.5 billion annually, in line with the as-
sumptions of monetary policy and interest rate develop-
ments. In relative terms, interest expenditure should
oscillate around 0.8% of GDP throughout the outlook. For
more details, see Subchapter 3.4.

3.2.3 Comparison of Intentions with the Forecast
Scenario

Table 3.2 presents a comparison of the baseline scenario

of the fiscal prediction comprising autonomous develop-

ment and the impact of, at least by government, ap-

proved measures, with quantified impact of plans whose

final form is not yet definitive.

In terms of budgetary impacts, the prediction already
includes the most important measures recently adopted
by the government in the baseline scenario. The first such
measure is the change in the pension system, which in-
creases the level of retirement benefits for persons over
85 and increases the basic amount of all pensions to 10%
of the average wage (for more details see Chapter 5). Also
included were measures approved by the government on
27 March 2018, namely adherence to the schedule of the
reform of regional education funding (with a projected
impact of around 0.2% of GDP since 2019), and increased
fare discounts for seniors over 65 and students under 26
years of age to 75% (with the expected impact of 0.1% of
GDP spread over 2018 and 2019).

The government also prepares several changes in the tax
area. A complex proposal of amendment of tax laws is
currently in the external comment procedure and its final
form is thus not definitive. However, it brings a number of
changes to income taxes, value added tax, excise taxes,
gambling taxes, the Tax Code, the Customs Act, etc. How-
ever, the overall budgetary impact should be negligible.
Nevertheless, the public budget balance would be posi-
tively affected by a proposal (also in the comment proce-
dure) to reintroduce the third and fourth phases of the
electronic registration of sales, which should, however, be
accompanied by a reclassification of selected services to
the reduced value added tax rate. The net positive impact
of these two measures on revenue should be around
0.1% of GDP.

Table 3.2: Comparison of the Convergence Programme Forecast Scenario with the Intentions of Fiscal Policy

(in % of GDP)

2018 2019 2020 2021

Total revenue 40.9 40.6 40.5 404
Total revenue with proposed measures 40.9 40.7 40.6 40.5
Cumulative proposed revenue measures - 0.1 0.1 0.1
Total expenditure 39.4 39.5 39.5 39.5
Total expenditure with proposed measures 39.4 39.5 39.5 39.5
Cumulative proposed expenditure measures - - - -
General government balance without proposed measures (baseline) 1.5 1.1 1.0 0.9
General government balance with proposed measures 1.5 1.1 1.1 1.0
Total cumulative proposed measures - 0.1 0.1 0.1

Note: Intentions of Fiscal Policy reflect proposed measures which are currently discussed (usually in commentary procedure) and do not have defini-
tive form, they are not yet approved by the government. Discretionary measures are represented cumulatively, thus containing effect of changes in

previous years.
Source: MF CR calculations and forecast.

3.3 Structural Balance and Fiscal Stance

3.3.1 Cyclical Component and Structural Balance

In 2017, the structural balance reached a surplus of 1.1%
of GDP, and it should decrease to 0.8% of GDP in 2018.
We expect a structural surplus of 0.2% of GDP in 2019—
2021. Interest expenditure in relation to GDP should be
broadly stable throughout the forecast period. The pri-
mary structural balance should, accordingly, remain
around 1% of GDP.

In 2017 there was no one-off revenue or expenditure.
The only included measure for 2018 is the one-off ex-
penditure for the realization of the Czech Export Bank
guarantee for the Adularya power plant in Turkey in the
amount of CZK 4.7 billion. We do not expect any one-off
measures in 2019-2021.
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Chart 3.2: General Government Balance Decomposition
(in % of GDP)
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Source: CZSO (2018b). MF CR calculations and forecast.

Chart 3.2 shows the general government balance devel-
opments taking into account the effect of items which
show sensitivity to the position of the economy in the
economic cycle. As shown in Chart 2.2, the Czech econ-
omy seems to be still in the period of increasing positive
output gap which is expected to gradually close from
2020. The cyclical component should reach 0.7% of GDP
in 2018, then, in 2019-2021, we expect it to decline
from 0.9% of GDP in 2019 to below 0.8% of GDP at the
end of the period.

3.3.2 Fiscal Effort and the Expenditure Rule of the
Stability and Growth Pact

Positive fiscal effort in 2017, as shown in Table 3.3, was
associated mainly with an increase in tax revenue. Higher
social expenditure, a continued rise in wage and salary
expenditure and also a rise in investment activity are the
main causes of the expansionary fiscal policy of the gen-
eral government sector in 2018 and 2019. We expect
fiscal policy to be neutral in 2020 and 2021.

A look at fiscal effort and the structural balance in 2019-
2021 is complemented by the Stability and Growth Pact’s
expenditure rule, which stipulates that the growth of
adjusted real expenditure of general government sector
should be in line with the average growth of potential
output (2.5% for the Czech Republic, according to EC,
2018a). The Czech Republic should achieve better struc-
tural balances than the medium-term budgetary objective
over the forecast period. In this case, the growth rate of
real adjusted expenditure may exceed the potential
product. The dynamics of the real adjusted expenditure
(Table 3.3) fulfils the provisions of the Stability and
Growth Pact’s expenditure rule in all years, even without
including any adjustment.

Table 3.3: Structural Balance, Fiscal Effort and Adjusted Real Expenditures Growth

(in % of GDP, pp of GDP, growth in %)

2017 2018 2019 2020 2021
General government balance % of GDP 1.6 1.5 1.1 1.0 0.9
Structural balance % of GDP 1.1 0.8 0.2 0.2 0.2
Fiscal effort pp of GDP 0.2 -0.3 -0.7 0.0 0.0
Adjusted réglmexpenditures ................ growth in % . - 2.4 25 2.2

Note: Adjusted real expenditures are the general government expenditures adjusted for the gross fixed capital formation, investment expenditure
volatility, interest expenditure, transfers from the EU (current international co-operation and investment subsidies), change in the unemployment

benefits and discretionary revenue measures.
Source: CZSO (2018b). MF CR calculations and forecast.

3.4 General Government Debt, Strategy and Stability of the State Debt

In 2018, we expect general government debt at 32.9% of
GDP, down 1.7 pp from 2017. It will be determined by
state debt decrease in relative terms and a decrease in
the local government debt (in absolute and relative
terms) in connection with their expected surplus finances.

The relative debt ratio of the general government sector
has been significantly improving recently and we expect
this trend to continue with the predicted surplus of the
general government sector performance. Since 2013,
general government debt has fallen by more than 10 pp,
which today ranks the Czech Republic’s public finances
among the least indebted ones in the EU. This creates a
fiscal space in the event of major shocks. The level of the
debt quota also fulfils the national rule laid down in Act
No. 23/2017 Coll., on fiscal responsibility rules, which
assesses the level of general government debt adjusted
for the cash provision created by government debt financ-
ing against the 55% of GDP ceiling. For the year 2017, the
value of this adjusted debt reached 34.6% of GDP.

We also predict a decrease in debt-to-GDP ratio in the
years 2019-2021, in total by approx. 3 pp down to 29.9%
(for year-on-year decreases, see Table 3.4). The develop-
ment in the absolute general government sector debt is
co-determined by planned or expected performance of
the state budget and the balances of local governments.

Contributions of interest expenditure to change in the
debt-to-GDP ratio should be at 0.8% of GDP in 2019-
2021. Their growth by 0.1 pp compared to 2017 is due to
maturities of major issuance of government bonds with
negative interest yield and their replacement by bonds
with higher yield to maturity. In 2015-2017, the Czech
Republic regularly achieved negative yields to maturity in
auctions of medium-term and long-term government
bonds with shorter maturity and also in auctions of treas-
ury bills. As a result of these issues, additional state budg-
et revenues of CZK 2.4 billion were collected by the end of
2017. The share of state debt which is not associated with
any interest expenditure expressed in the cash method-



ology, but, conversely, leads to collection of additional
cash revenue, increased to 15.2% of the overall state debt
at the end of 2017. The Czech Republic is still successful in
international comparison (see MF CR, 2017b) in achieving
low yields of government bonds in all maturity segments.
This is mainly due to the positive perception of the Czech
Republic’s fiscal discipline on financial markets, highlight-
ed by international institutions and rating agencies. The
valued budgetary stability is a basic prerequisite for resili-
ence to external shocks. Another factor contributing to
lower yields to maturity is related to the lower supply of
government bonds in the primary market due to the cash
performance of the state budget in recent years. It is
precisely due to the above factors that in the years ahead,
we expect only a modest increase in interest rates on
government bonds.

The current forecast does not anticipate any significant
privatisation revenue under Act No. 92/1991 Coll., on
conditions of transfer of state property to other persons,
as amended. However, if such revenues are realised and
are used to finance general government sector expendi-
ture, this should have a positive effect on further slow-
down in debt growth.

After adjusting the level of gross general government
debt by the value of liquid financial assets (defined in ESA
2010 as currency, deposits and securities including listed
shares), the net financial debt was at 19.6% of GDP at the
end of 2017. If necessary, the amount of potential liquidi-
ty for debt repayments would then be about 15.0% of
GDP. Its development was influenced both by the general
government surplus and the decrease of the relative
amount of the general government debt.

Table 3.4: General Government Debt by Sub-sectors
(in % of GDP)

The highest share in the general government debt is rep-
resented by central government (see Table 3.4). In 2018,
the value of the debt is expected to be CZK 1,739 billion,
which is approx. a 96% share in the total government
debt. The local government debt represents the remain-
ing 4% of the total debt; for 2018, we predict its amount
as CZK 79 billion. Its value should gradually decrease in
2019-2021 due to an expected surplus performance of
this subsector and the effect of Act No. 23/2017 Coll., on
fiscal responsibility rules, which stipulates for local gov-
ernments a minimum amount of principal repayment
above the prudent level of use of liabilities (see MF CR,
2016). The subsector of social security funds has been
showing negligible debts for a long period of time.

Since most of the central government debt is state debt,
it is necessary to focus on its sustainability and stability in
terms of key risk indicators. Their management was par-
ticularly important in the period of above-average volatili-
ty on financial markets associated with the debt crisis
events in the euro area countries. However, portfolio
management continues to contribute to a prudent ap-
proach to debt sustainability and increases the country’s
transparency on the government bond market. In design-
ing a medium-term state debt management strategy (MF
CR, 2017b), emphasis is placed on the refinancing, inter-
est rate and monetary risks as the most important
sources of uncertainty. The basic indicators for the as-
sessment of the individual risks are given in Table 3.5. The
values of individual indicators for 2018-2021 fulfil strate-
gic objectives announced for the medium term.

ESA Code 2016 2017 2018 2019 2020 2021

General government S.13 36,8 34,6 32,9 31,6 30,7 29,9
Central government $.1311 35,9 34,3 32,7 31,5 30,8 30,0
Local government $.1313 1,9 1,7 1,5 1,3 1,2 1,0
Social security funds 51314 0,0 0,0 0,0 0,0 0,0 0,0
Net financial debt 23,9 19,6 17,2 15,3 13,6 12,1
Public sector institutions debt acc. to Act No. 23/2017 Coll., art. 13 2 36,7 34,6 32,9 31,6 30,7 29,9

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 (2018b). MF CR calculations and forecast.
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Table 3.5: The State Debt’s Refinancing, Interest and Debt Denominated in Foreign Currency

(in % of debt, average maturity in years)

2016 2017 2018 2019 2020 2021
Refinancing
Average maturity years 5.1 5.0 5.5 5.9 6.0 6.0
Debt due within 1 year % of debt 14.3 18.5 17.8 13.5 13.0 124
State Debt's Interest
Debt with interest fixation within 1 year % of debt 29.6 33,5 33.9 30.7 30.1 30.8
Fixed interest long-term debt due within 1 year % of debt 11.0 15.5 14.4 6.8 8.5 9.4
Variable interest long-term debt % of debt 15.9 12.7 13.8 18.4 17.7 17.5
Monetary instruments % of debt 0.3 2.7 3.0 2.9 2.8 2.8
Effect of derivative operations % of debt 2.5 2.6 2.7 2.6 1.1 1.1
Foreign Currency Exposition

Foreign-currency exposition of the state debt? % of debt 11.5 109 7.7 7.5 7.3 7.3
EUR exposition % of debt 11.1 10.6 7.4 7.2 6.9 6.9

Note: Data are in the national methodology.
1) State debt denominated in foreign currencies adjusted for collateral and assets.
Source: MF CR. MF CR calculations and forecast.



4 Comparison with Previous Update and Sensitivity

Analysis

4.1 Comparison with Previous Convergence Programme Update

4.1.1 Macroeconomic Scenario

The economic activity grew much faster in 2017 com-
pared to the April 2017 CP scenario. On the domestic
demand side, the largest deviations were noticed in the
household expenditure on final consumption and in the
gross fixed capital formation. Moreover, economic
growth was much more favourably reflected in the devel-
opment of the labour market, which saw a more marked
increase in employment, decrease in unemployment and
higher growth of wages. The strong economic boom has
therefore also been reflected in macroeconomic devel-
opment for the years 2018 and 2019. The largest quanti-
tative change was again seen in household consumption
and investment, which we expect to grow more dynami-
cally in both years (see Subchapter 2.2.1).

The global economic recovery has also led to an increase
in the forecast of economic growth of the main trading
partners as well as the EU. The stronger global economic
growth, together with the prolongation of the agreement
of the Organization of the Petroleum Exporting Countries
and some other states on oil drilling cuts was also reflect-
ed in the expectations about oil price development (see
Subchapter 2.1).

The adjustment of the predicted inflation rate (Subchap-
ter 2.2.3) in 2018 and 2019 reflects the strong growth in
unit labour costs, the dynamics of domestic demand in a
situation of a positive output gap, higher but slightly de-
creasing expected oil prices and a stronger koruna ex-
change rate against both the euro and the US dollar.

On the labour market, deviations from 2017 scenario,
such as a more pronounced drop in unemployment and
higher employment growth, are also reflected in the CP
forecast years. However, the resources for higher em-
ployment growth and room for further decline in unem-
ployment rate are probably already significantly limited
(see Subchapter 2.2.4).

In terms of external balance characteristics, the observed
net lending / borrowing balance showed a change in
trajectory. In particular, this is due to the growth of do-
mestic demand, particularly import-intensive investment
activity, and a stronger exchange rate of the koruna (see
Subchapter 2.3).

In view of the above, the forecast of the GDP and other
fiscally important macroeconomic indicators is more
favourable than the prediction in the previous CP.

4.1.2 Fiscal Scenario
As regards the general government balance, as already
described in Chapter 3, there was a significant improve-

ment compared to the previous CP. In 2017, the im-
provement took place particularly on the side of revenue,
which grew by 6.5% in comparison of the expectations of
4.0%, while in the ratio to the GDP it decreased by 0.2 pp.
The difference of forecasts since 2018 is thus caused not
only by different macroeconomic development (see Sub-
chapter 4.1.1) but also by different 2017 base, which
influences the forecast for the following years.

Excise taxes shall experience markedly lower fluctuations
in the whole horizon and also lower dynamics in the fu-
ture, compared to the last CP. The fluctuation rate is
particularly affected by the update of discretionary
measures’ impact. The value added tax has seen signifi-
cantly stronger growth, as the revenue increased by 9.5%
(expected growth was 4.9%), which is caused by different
rate of growth of consumption of households and rele-
vant part of final government consumption. While in the
last year we expected the base to grow slightly above
4.5% in 2017 and 2018, the current scenario operates
with the growth about 6%, especially due to the effect of
year 2017. The income tax revenue increased by 8.0%
(compared to the 4.5% estimate). The difference was
caused to the greatest extent by different development of
the personal income tax, whose revenue should increase
by approx. 12% in 2017 and 2018 on average, while in the
last year we expected the dynamics about half for the
period. The difference stems not only from different rate
of growth of wages and salaries in the economy, but also
from the change in the wages and salaries’ distribution
due to growth of the minimum and guaranteed wage.
Social security contributions revenue grew by 8.6% (in
comparison to 5.9% in the last CP), which, after taking
into account the increase of payments for the state-
insured persons (increase is the same in both CP scenari-
os), reflects the different development of wages and
salaries. For 2019 and 2020, the dynamics of tax revenue
is quite similar to the last year scenario (difference ap-
prox. 0.4 pp), the more distinct difference apparent for
social security contributions is explicable by the macroe-
conomic base.

On the expenditure side, one of the causes of its lower
growth was the development of intermediate consump-
tion in 2017; the rate of growth being by more than 2 pp
lower in comparison with last year assumptions. As for
the prediction and outlook, we presume the growth
around 3%, which is similar as the last year scenario. On
the other hand, more pronounced growth in 2017 and
beyond is apparent for the compensation of employees.
Year 2017 was affected by three wage increases in the
government sector, while only the first increase (in effect
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since November 2016) was known in April 2017. Years
2018 and 2019 are naturally updated in the current sce-
nario by new facts. Social transfers in kind develop simi-
larly in both scenarios. Expenditure forecast is also
influenced by lower than expected growth of gross fixed
capital formation. The 2017 scenario had taken into ac-
count more marked rise in projects co-financed by EU
funds, which didn’t materialized. On the other hand,
investment financed purely from national resources grew
faster. Taking into account conditions of EU funds draw-
ing, the dynamics for 2018 has been increased for both
domestic and EU funds co-financed investments. Years of
the forecast reflect adjustment of growth especially of
domestic investments particularly due to the base effect.

Table 4.1: Change in the Indicators of the Scenario

As for the cash social benefits, the difference between
both scenarios is notable in 2019, which reflects two
factors. The first one is higher expected indexation of
pensions due to the development of relevant macroeco-
nomic indicators, the second reason is the additional
discretionary measure approved at the beginning of 2018.
For 2020, there is also higher expected indexation than in
the last year scenario. The last CP anticipated the indexa-
tion about 2.7% for both years, which was approx. 1-2
pp. lower than the current CP scenario.

Higher surpluses of the general government sector as well
as both higher levels and faster growth of GDP are the
main factors of faster reduction in general government
debt in relative terms.

April 2017 CP April 2018 CP
2017 2018 2019 2020 2017 2018 2019 2020
External Assumptions
GDP growth in EU28 % 1.8 1.9 1.7 1.8 2.4 24 2.0 1.9
Prices of oil (Brent) UsD/barrel 56.3 56.8 56.4 56.6 54.2 65.2 61.4 58.6
Exchange rate USD/EUR USD/EUR 1.05 1.05 1.05 1.05 1.13 1.23 1.23 1.23
Exchange rate CZK/EUR CZK/EUR 26.9 26.3 25.6 25.0 26.3 25.1 24.7 243
Real Values
GDP changein % 25 25 2.4 2.3 4.4 3.6 3.3 2.6
Households consumption changein % 2.4 2.7 2.2 2.1 4.0 4.3 4.1 2.9
Government consumption changein % 1.7 1.5 1.4 1.4 1.5 1.9 2.0 1.8
Gross fixed capital formation changein % 3.8 3.0 3.0 3.0 5.4 5.7 4.4 3.0
Contribution of final domestic demand p-p. 2.4 2.3 2.1 2.0 35 3.9 3.4 2.5
Contribution of foreign trade p-p. 0.2 0.2 0.4 0.3 1.0 -0.2 -0.1 0.1
Output gap % 0.8 0.8 0.8 0.8 1.4 2.1 2.5 2.4
Others
Nominal GDP CZK bn. 4889 5103 5322 5550 5055 5320 5596 5840
Harmonised index of consumer prices changein % 24 1.8 1.8 1.8 2.4 1.9 1.9 1.8
GDP deflator changein % 1.1 1.8 1.9 1.9 14 15 1.8 1.7
Employment changein % 1.1 0.3 0.3 0.3 1.6 0.7 0.2 0.2
Unemployment rate % 3.4 3.3 3.2 3.1 2.9 2.4 23 23
Wages and salaries change in % 5.7 4.8 4.5 4.2 8.3 7.7 6.5 5.5
Balance of goods and services % of GDP 6.6 6.8 7.2 7.6 7.2 6.5 6.1 6.1
Net lending/borrowing % of GDP 0.3 0.6 1.2 1.9 1.0 0.4 0.4 0.6
General Government

General government revenue % of GDP 40.6 40.6 40.4 40.1 40.4 40.9 40.6 40.5
Taxes on production and imports change in % 2.2 3.7 2.8 2.5 7.3 3.8 3.2 3.3
Current taxes onincome, wealth etc.  changein % 4.4 5.0 4.6 4.4 7.9 6.8 5.1 3.9
Social security contributions change in % 5.4 5.1 4.6 4.3 8.0 7.7 6.3 5.4
General government expenditure % of GDP 40.2 40.3 39.9 39.6 38.8 39.4 39.5 39.5
Compensation of employees change in % 5.2 5.5 3.5 3.5 10.2 7.5 9.0 5.0
Intermediate consumption change in % 3.4 3.0 3.0 3.0 1.3 3.5 3.0 3.0
Social transfers in kind change in % 4.1 4.0 3.5 3.5 3.9 4.5 3.5 3.5
Social transfers other thanin kind changein % 3.0 5.5 33 3.2 2.8 5.9 6.8 3.8
Gross fixed capital formation changein % 14.9 4.9 5.8 6.6 8.6 14.9 6.9 6.9
General government balance % of GDP 04 0.3 0.5 0.5 1.6 1.5 1.1 1.0
General government debt % of GDP 36.0 35.3 343 32.7 34.6 32.9 31.6 30.7

Source: CNB (2018a), CZSO (2018a), EIA (2018), Eurostat (2018), MF CR (2017a).



4.2 Sensitivity Analysis

Sensitivity analysis is a product of a dynamic stochastic
general equilibrium model as developed by the MF CR.
Alternative scenarios focus on some current issues of
possible future developments. The first scenario shows
an impact of worse than expected EU growth on the
Czech economy; it reflects the high dependence of the
Czech economy on the foreign environment. The next
scenario assesses a possible sudden increase in the cur-
rent very low interest rates. Finally, the last analysis
concerns the uncertainty about the future evolution of
crude oil prices, and discusses a situation of its sharp
rise. The CP forecast as described in the Chapters 2 and
3 serves as benchmark for the evaluation of these plau-
sible alternative developments. In these scenarios, we
simulate impact of assumptions divergent from those
included in the baseline scenario. The various shocks are
assumed to always take place in the first quarter of
2019.

4.2.1 Slower Growth of GDP in the EU in 2019

The economic development of the Czech Republic’s EU
trading partners is essential for the economic growth of
the Czech small open economy. This scenario assumes
lower GDP growth in the EU by 2 pp; this value corre-
sponds to the standard deviation of EU GDP growth
between years 2002 and 2017.

At the first stage, the decline of the foreign demand for
Czech products would negatively affect net exports.
Subsequent pressure on currency depreciation would
increase price of imported goods and in turn lessen the
decrease of net exports. The adverse effect of the shock
on the foreign trade balance would result in lower than
expected real GDP growth by 0.6 pp. The decrease of
export, which diminishes profitability of domestic firms,
would in turn reduce the firms’ interest in investment
activities. Investment growth would slow down by 0.1
pp. Lower output of companies would also negatively
affect their demand for labour which would lead to
lower nominal wage growth. Negative income effect in
the form of relatively lower wages and capital returns
would contract consumption growth by approximately
0.1 pp. Finally, the decline in wage growth and capital
returns would create disinflationary pressures of 0.1 pp.

The slowdown in aggregate demand growth would less-
en revenue from tax collection and worsen general gov-
ernment balance. The decrease of general government
surpluses would then be reflected in a slower drop of
the debt-to-GDP ratio.

4.2.2 Rise in the Domestic Interest Rate

The dynamic model in this alternative scenario simulates
the additional tightening of monetary policy by 1.2 pp
above the baseline scenario. The value of 1.2 pp corre-
sponds to the standard deviation of the short-term in-
terest rate in the period from the year 2002 to 2017.

The more restrictive monetary policy would have a neg-
ative effect on the Czech economic development. Sub-
sequent appreciation pressure for the Czech currency
would raise the price of export; foreign demand for the
Czech products would drop in consequence. On the
contrary, imported goods would become relatively
cheaper. Sizeable import intensity of exports character-
istic for the Czech economy explains the tendency of
import to shrink in accordance with the decline of ex-
port. The outcome of these tendencies would result in a
slight decrease of the import growth between 0.1 and
0.2 pp.

Lower wage growth following the downsizing tendencies
of firms would negatively influence consumption of
households. Moreover, the higher interest rate moti-
vates individuals to increase savings and postpone their
consumption to future. Altogether, the restrictive mone-
tary policy would slow down the consumption growth by
0.2 pp.

Profitability of companies would decrease due to the
decline in both domestic and foreign demand. Compa-
nies would respond to the decrease in profit and to the
more expensive credit by lowering their demand for
investment by 0.2 pp. This fall of aggregate demand
would aggravate the unemployment rate relatively to
the benchmark scenario by 0.3 pp which in turn would
foster the reduction of the wage growth.

Given the negative impact of the higher interest rate on
investment, consumption and export, the resulting im-
pact on GDP growth would also be negative (0.6 pp).
The slowdown in the economic growth would lead to
disinflationary pressures of 0.1 pp.

The decline of household income and corporate profit
would generate lower tax revenue causing decline of
general government surplus. This shrinkage of the sur-
plus including the elevation of debt service costs would
reduce the decline of the debt quota.

4.2.3 Higher Oil Prices

The presented scenario builds on an assumption of 50
percent upward shock in average oil price for the year
2019 (92.1 USD/barrel versus 61.4 USD/barrel).

Higher oil prices are reflected in the increase of import
prices as well as in the prices of inputs. Companies fac-
ing more expansive energy costs would consequently
increase prices of their final products. Inflation would in
turn increase by approximately 1 pp. Higher price levels
would result in lower domestic demand. The slowdown
in the demand for domestic and foreign goods would be
reflected in the fall of consumption up to 0.3 pp.

Declining aggregate demand would negatively affect
domestic production. The profitability of companies
would also decrease due to the rising energy costs and
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lower export opportunities. There would also be a cer-
tain downturn tendencies concerning investment activi-
ty. The growth rate of investment would decrease by 0.3
to 0.6 pp. Another effect of the reduced production
activity would be a fall in employment growth. Lower
demand for labour would result in the increase in the
unemployment rate by 0.1 pp. Overall, the higher price

of crude oil would slow down the real GDP growth by
0.3 pp.

The government sector balance would be relatively
worse off due to the associated lower tax collection. The
effect on the general government spending would be
negligible.

Table 4.2: Basic Macroeconomic Indicators — Sensitivity Scenarios

2018 2019 2020 2021
Baseline Scenario
Gross domestic product Y-0-Yin % 3.6 3.3 2.6 24
Private consumption Y-0-Yin % 4.3 4.1 2.9 2.6
Gross fixed capital formation Y-0-Yin % 5.7 4.4 3.0 2.8
Exports of goods and services Y-0-Yin % 5.2 4.9 4.5 4.4
Imports of goods and services Y-0-Yin % 5.9 5.4 4.8 4.5
Harmonised index of consumer prices Y-0-Yin % 1.9 1.9 1.8 1.7
Unemployment rate in % 2.4 2.3 2.3 2.3
General government balance % of GDP 1.5 1.1 1.0 0.9
Gross government debt % of GDP 32.9 31.6 30.7 29.9
Alternative Scenario | - Lower GDP Growthin EUin 2019
Gross domestic product Y-0-Yin % 3.6 2.7 2.5 24
Private consumption Y-0-Yin % 4.3 4.0 2.8 2.5
Gross fixed capital formation Y-0-Yin % 5.7 4.3 2.9 2.8
Exports of goods and services Y-0-Yin % 5.2 3.1 4.2 4.4
Imports of goods and services Y-0-Yin % 5.9 4.5 4.4 4.5
Harmonised index of consumer prices Y-0-Yin % 1.9 1.8 1.7 1.7
Unemployment rate in % 2.4 2.8 2.5 2.3
General government balance % of GDP 1.5 1.0 0.9 0.9
Gross government debt % of GDP 32.9 31.7 30.9 30.1
Alternative Scenario Il - Higher interest rates
Gross domestic product Y-0-Yin % 3.6 3.1 2.5 2.4
Private consumption Y-0-Yin % 4.3 4.0 2.7 2.4
Gross fixed capital formation Y-0-Yin % 5.7 4.2 2.8 2.7
Exports of goods and services Y-0-Yin % 5.2 4.6 4.4 4.4
Imports of goods and services Y-0-Yin % 5.9 5.3 4.6 4.4
Harmonised index of consumer prices Y-0-Yin % 1.9 1.8 1.7 1.7
Unemployment rate in % 2.4 2.7 2.6 2.3
General government balance % of GDP 1.5 0.8 0.8 0.8
Gross government debt % of GDP 32.9 31.8 31.2 30.4
Alternative Scenario lll - Higher oil prices

Gross domestic product Y-0-Yin % 3.6 3.2 2.3 2.2
Private consumption Y-0-Yin % 4.3 4.0 2.7 2.2
Gross fixed capital formation Y-0-Yin % 5.7 4.1 2.4 2.3
Exports of goods and services Y-0-Yin % 5.2 4.5 4.1 4.1
Imports of goods and services Y-0-Yin % 5.9 5.0 4.4 4.1
Harmonised index of consumer prices Y-0-Yin % 1.9 2.9 2.4 2.1
Unemployment rate in % 2.4 2.4 2.4 2.3
General government balance % of GDP 1.5 0.9 0.8 0.7
Gross government debt % of GDP 32.9 31.7 31.0 30.4

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

Source: CZSO (2018a), EIA (2018), Eurostat (2018), MF CR calculations.



4.3 \Verification of the Macroeconomic Scenario by Other Institutions’ Forecasts

Macroeconomic scenario of the CP has also been com-
pared with forecasts of relevant institutions. The survey
was conducted in April 2018 and its results are based on
forecasts of 16 domestic institutions, together with the
latest forecasts of the EC (2018a) and the IMF (2018).
However, the whole CP timeframe is at least for some
indicators covered by forecasts of only 9 institutions.

Key trends of the macroeconomic scenario of the
CP 2017 are consistent with the average of forecasts of
other institutions. The real GDP should increase by 3.5%
in this year, while in the following years the growth
could decelerate to 3.0% in 2019 and to about 2.5% in
2020 and 2021. The growth of the Czech economy
should be driven solely by the domestic demand, com-
posed by both consumption (of households and gov-
ernment) and gross fixed capital formation.

The inflation rate should proceed close to 2% in the
whole horizon of the CP. The appreciation in exchange
rate shall have counter-inflationary effect on the con-
sumer price development, while the growth in the do-

mestic demand and the dynamics of wages and salaries
should act pro-inflationary.

The labour market situation shall reflect the favourable
economic development. The unemployment rate should
remain at very low levels markedly below the 3% bor-
der, while the employment shall continue to increase.
Wages and salaries shall grow this year by nearly 8% and
the next year by 6%; the growth expected by the institu-
tions for 2020 and 2021 shall be around 5%.

Individual respondents of the survey from the ranks of
institutions independent on the government were also
asked to evaluate the CP macroeconomic scenario on
ascale of conservative—realistic-optimistic. Of the 13
institutions addressed (3 out of 16 survey respondents
are government-dependent institutions) 10 institutions
evaluated the macroeconomic scenario, of which
7 institutions deem it as realistic, 1 institution as rather
conservative and 2 institutions as optimistic. Based on
the external evaluation of government-independent
experts, it is possible to consider the CP macroeconomic
scenario as realistic.

Table 4.3: Verification of the Convergence Programme Scenario by Other Institutions’ Forecasts

Avearage of Forecasts April 2018 CP
2018 2019 2020 2021 2018 2019 2020 2021
Growth in Real Terms

Gross domestic product % growth, s.p. 3.5 3.0 2.6 2.5 3.6 3.3 2.6 2.4
Households consumption % growth, s.p. 4.2 3.7 2.6 2.6 4.3 4.1 2.9 2.6
Government consumption %growth, s.p. 2.3 2.0 1.9 1.8 1.9 2.0 1.8 1.8
Gross fixed capital formation % growth, s.p. 5.8 4.0 3.6 3.4 5.7 4.4 3.0 2.8
National consumer price index (aop) in % 2.1 2.0 1.9 1.9 2.1 1.9 1.8 1.8
GDP deflator % growth 1.9 1.8 0.8 0.9 1.5 1.8 1.7 1.9
Employment (LFS) %growth 0.9 0.4 0.5 0.5 0.7 0.2 0.2 0.1
Unemployment rate (LFS) average in % 2.5 2.5 2.7 2.7 24 2.3 2.3 2.3
Wages and salaries % growth, c.p. 7.8 5.8 4.7 5.3 7.7 6.5 5.5 5.4

Note: LFS stands for the Labour Force Survey.
Source: MF CR (2018a, 2018b).
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5 Sustainability of Public Finances

Long-term sustainability is a consistently discussed issue of Czech public finances. The highest risk is associated with
the expected demographic development, which will, in the next decades, probably significantly increase the ratio of
people of retirement age to the economically active population. However, the ageing of the population is not a matter
of a distant future, but it is already evident today. The number of seniors is growing faster than the number of chil-
dren and the number of working-age people has been decreasing since 2009 (CZSO, 2017a). This creates pressure on
future expenditure of social security systems, and hence a need to reform these systems. Parametric adjustments to
the pay-as-you-go pension system take place quite often in the Czech Republic. However, a wider political consensus
has not yet been found for a comprehensive reform of the pension system. The phenomenon of population ageing
does not only apply to old-age pensions but also to other parts of public finances such as health care, long-term care

or education.

5.1 The Government’s Strategy and Executed Reforms

5.1.1 Status Quo of the Public Pay-as-you-go Pension
Scheme

The pay-as-you-go pension system underwent a number of
changes concerning, in particular, the adjustments of re-
tirement age, the calculation of pensions and the method /
amount of indexation. The pension calculation technique
was last changed with effect from 30 September 2011,
when the so-called reduction limits affecting the assess-
ment base of insured persons were adjusted. Starting in
2015, the income level relevant to the calculation of pen-
sions is included in full up to 44% of the average wage and
above this limit up to 400% of the average wage, only 26%
is included. Income above 400% of the average wage does
not affect the assessment basis for the calculation of pen-
sion.

The current pension system legislation in respect of retire-
ment age applies with effect from 1 January 2018 (Act No.
203/2017 Coll.). The retirement age will increase until it
reaches 65 years around 2030. The law envisages the Min-
istry of Labour and Social Affairs’ periodical reporting, every
five years, on the pension system to the Government. The
report will evaluate the current retirement age and, where
applicable, determine any proposals for its adjustment so
that insured persons can spend a quarter of their lives in
retirement. Moreover, changes to the retirement age
should not apply to persons over 55 years of age at the
time of revision. However, the revision mechanism does
not oblige the government to present an amendment to
the retirement age to the Parliament for approval; it is only
a recommendation. The development of the statutory
retirement age also influences the conditions for perma-
nent widows and widowers pensions, where the age limit is
associated with old-age retirement age. As regards early
retirements, the limit is gradually shifting from three to five
years before the statutory retirement age. This maximum
five-year period may be used, at the cost of significant
penalties, by persons whose statutory retirement age is
65 years (or more, eventually).

On 27 February 2018, the government has adopted so far
the latest amendment to the pay-as-you-go pension sys-
tem (Chamber of Deputies Print No. 120) with effect from
September 2018. The proposal changes the flat-rate com-

ponent of all types of pensions from 9% of the average
wage to 10%. This increase will concern both newly granted
pensions and already paid pensions, with the increase of
the flat-rate component going beyond the standard indexa-
tion. The second change is that for people aged 85 and
above, the pension benefit will be increased by CZK 1,000
per month. The estimated impact of both adjustments for
the year 2019 is approximately CZK 14 billion.

In the area of early old-age retirements, several penalty
rates apply, which progressively reduce the resulting pen-
sion benefit throughout the period of its provision. Up to
360 days before the statutory retirement age, there is a
decrease by 0.9%; between the 361st to the 720th day
before reaching the retirement age, there is a decrease by
1.2%, and, finally, for periods exceeding 720 days (until the
statutory retirement age), the decrease is by 1.5%. The
earnings-related part of old-age pension subsequently
decreases by these values for every commenced period of
90 days.

In addition, a so-called pre-retirement scheme has been
established which enables those subscribing to a supple-
mentary pension scheme (the 3rd pillar) to draw funds up
to 5 years before reaching the statutory retirement age
without imposing any sanctions. However, pre-retirement
is conditional upon having a minimum amount of accumu-
lated funds in the private 3rd pillar so as to provide a
monthly pension amounting to at least 30% of the average
wage. The old-age pension will not be subsequently re-
duced for the years when the pre-retirement benefits are
drawn. At the end of 2017, there were only 2,676 persons
that used the possibility of pre-retirement, with an average
benefit of CZK 9,189. In terms of sustainability of the pen-
sion system, this measure has a completely negligible ef-
fect.

Concerning disability pensions in the Czech Republic, there
are three groups depending on the disability level. Disabil-
ity pension can be granted to a person whose working
ability has fallen by at least 35% due to long-term adverse
health condition. Level 1 disability applies to a decrease in
working ability from 35% to 49%, level 2 from 50% to 69%,
and level 3 from 70%.



The indexation of pensions paid from the pay-as-you-go
system is determined as a sum of consumer price index
growth or pensioner cost of living index growth (whichever
is higher) and one half of real wage growth. This regulation
applies from 1 January 2018, also following the adoption of
Act No. 203/2017 Coll. Previously, the indexation formula
was a sum of consumer price index growth and one third of
real wage growth. Moreover, given the low inflation rate in
the recent past, a change in the indexation of pensions was
approved that, with effect from 2017, returned limited
discretion to the government (Act No. 212/2016 Coll.).
Should the increase in the average pension not reach 2.7%
under the standard indexation formula, the government
may order indexation of pensions up to that value. In other
cases it is proceeded strictly in accordance with the statu-
tory indexation formula.

5.1.2 Development in the Healthcare System

The relatively rapid growth of health care expenditure
results in a decline in the reserves of health insurance
companies (i.e. the ratio of health insurance company’s
balance accounts to total health care expenditure). This
adverse effect reduces the resilience of the public health
insurance system to negative shocks, such as a significant
slowdown in economic growth. In connection with the
ageing of the population, the risks of the current public
health insurance system are not negligible in terms of sus-
tainability in the medium and long term. It is clear that
measures will have to be implemented to address its avail-
able resources, including the structure of funding sources,
as well as the financial requirements in the individual
health care segments.

As regards resources of healthcare financing, since 1 Janu-
ary 2018 the assessment base for payments for state-
insured persons has increased to CZK 7,177 (Government
Regulation No. 140/2017 Coll.). In the years 2019 and 2020,
this assessment base will increase to CZK 7,540 and CZK

5.2 Fiscal Impact of a Population Ageing

The results of impacts of population ageing are based on
long-term projections carried out in cooperation with the
Ageing Working Group at the EU Council’s Economic Policy
Committee. The analyses are based on assumptions about
demographic development and a methodologically con-
sistent macroeconomic framework for EU countries and
Norway (EC, 2017a). The projections, therefore, do not
reflect the current medium-term macroeconomic and fiscal
outlook of the Czech Republic. The projections are carried
out under the assumption of unchanged policies; there-
fore, they give information about a system that is legisla-
tively anchored at the time of projection calculation, taking
into account common practice where discretion is allowed
by law. Long-term analyses do not aim to predict specific
values but show the trends and dynamics in the long run
until 2070.

7,903 per calendar month, respectively (Act No. 297/2017
Coll.). This will lead to regular year-on-year increases in
payments for state-insured persons by approx. CZK
3.5 billion. The purpose of this measure was to introduce a
certain level of stability and to increase the predictability of
the development of part of revenues of the public health
insurance system. As a result of the increase in the mini-
mum wage (Government Regulation No. 286/2017 Coll.),
as of 1 January 2018 the monthly health insurance contri-
butions for persons without taxable income also increased
to CZK 1,647. However, the impact of this increase is negli-
gible within the overall system resources.

From 1 January 2018, health insurance contributions are
redistributed among health insurance companies according
to pharmacy-based cost groups, the so-called PCG model
(Act No. 145/2017 Coll.). The aim is to achieve a fairer re-
distribution of health insurance contributions among
health insurance companies by taking into account very
costly insured persons with chronic illnesses. Combined
with preventive programs, we can subsequently expect the
cost of care for this patient group to be reduced.

In the inpatient care segment, the DRG Restart project
continues; it is scheduled to be completed in 2021. As part
of the project, a network of reference health care facilities
for acute inpatient care was established; on its basis, a pilot
cost assessment of hospitalization cases, and then an esti-
mate for the entire segment of acute inpatient care was
carried out. Between 2018 and 2019, further data will be
collected to verify the reliability of the pilot valuation, and
methodological and legislative standards for the entry of
the patient classification system for acute inpatient care
(CZ-DRG) into reimbursements will be prepared. The reim-
bursement method change should lead to higher effective-
ness of inpatient care funding as the system will reflect real
prices of procedures.

The current update to long-term projections was made in
autumn 2017 in connection with the 2018 Ageing Report.
The projection thus reflects all approved changes in the
pension system with effect from 1 January 2018 (Act No.
203/2017 Coll.).

The new demographic projection foresees a relatively large
decline in the population of the Czech Republic in the long
term. The dependency ratio measured as the ratio of peo-
ple aged over 65 to the working age population (15-64
years) should almost double by 2060 and reach approxi-
mately 56% (see Chart 5.1). That is, of course, not only a
consequence of the decline in the working age population
but also of increasing average life expectancy. The share of
people aged 85 and older in the population of people aged
65 and older should more than double in the forecast hori-
zon.

25



26

Chart 5.1: Old-age Dependency Ratio
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In the last decade of projections, the dependency ratio
should decrease. The strong growth after 2035 and the
peak in the period between 2045 and 2060 are mainly due
to the baby boomers born in the 1970s. After 2060, their
influence should diminish.

The participation rates for age cohorts above 54 years are
increasing in the projection until 2030 in line with the statu-
tory retirement age increase. However, they remain ap-
proximately constant after 2030, which reflects the
institutional set-up of the pension system. A revision
mechanism is, as described above, included in the pension
system. However, it does not oblige the government to
present an amendment to the retirement age to the Par-
liament for approval; it is only a recommendation. For this
reason, the EC has rejected a proposal for application of
this revision mechanism in long-term projections. The
projection thus works with retirement age as a fixed ceiling
at 65 years from 2030 onwards.

The development of pension expenditure relative to GDP
has been relatively favourable in the recent years, especial-
ly due to the macroeconomic development. The initial
value of expenditure in previous projections was 9.0% of
GDP in 2013, whereas pension expenditure was 0.8 pp
lower in 2016. Higher wage and salary growth, employ-
ment and participation rates, on the other hand, led to a
dynamic growth in the revenue side of the system. This
positively influenced the balance of the system, which was
-0.3% of GDP in 2016 (baseline year of projections), and
almost balanced in 2017.

The trend of long-term pension projections is primarily
determined by the demographic development and the
statutory retirement age. It follows from these assump-
tions that pension expenditure until 2030 should be (in
relation to GDP) basically stable at the level of the value of
the baseline year 2016 (Table 5.1). After 2030, however,
the increase in retirement age will stop and the baby
boomer generation of the 1970s will gradually retire. That
will lead to a relatively dramatic expenditure increase to
11.7% of GDP just before 2060, followed by a decrease to
10.9% of GDP at the end of the forecast period in 2070. The
decline in expenditure-to-GDP ratio is again due to demo-
graphic factors, where people from less strong generations

born in the 1990s will retire, replacing those of stronger
generations.

The system’s revenue-to-GDP remains constant over the
projection period. That is based on the assumption of de-
velopment of wages and salaries in the economy, which
should, in the long term, develop in line with labour
productivity. As a result, the share of the labour factor of
production in GDP, from which the constant rate of pen-
sion insurance at 28% of gross wage or salary is paid, re-
mains constant. The system’s revenue thus reaches the
level of the baseline year 2016 and is at 7.9% of GDP.

Considering the constant revenue, the resulting projection
of the pension system balance (Chart 5.2) follows the
course of pension expenditure. We expect that until 2030
this balance will be relatively stable at a level around -0.3%
of GDP. Subsequently, the balance will deteriorate and fall
almost to -4% of GDP around 2060; the deficit should start
decreasing in the last decade of the projection. This is a
significant deterioration compared to the previous projec-
tion (EC, 2015), where the balance fell just before the end
of the projection to a minimum level of less than -2% of
GDP.

Chart 5.2: Projection of Pension Account Balances
(in % of GDP)
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Source: MF CR and the Ageing Working Group of the Economic Policy
Committee.

As the method of modelling pension expenditure re-
mained unchanged since the last round of projections,
the reasons for the pension system balance deteriora-
tion can be divided into two groups. The assumptions
(e.g., different demographic development) are the first
group, while changes to the pension system (different
indexation formula and the retirement age ceiling) form
the second group.

While updates to the assumptions play a role in the
dynamics of expenditure over time, favourable devel-
opment in the past years act against it. In comparison
with the base value in the last projection around 9% of
GDP, pension expenditure decreased to 8.2% of GDP
in 2016. Although expenditure grows more dynamically
in the new projection, it grows from a lower base and
will end at virtually the same level in 2060 as it did in the
previous projection (9.7% of GDP). The higher deficit is
thus caused mainly by the systemic changes. According



to calculations of the MF CR, the deterioration of the
pension system balance in 2060 is mostly due to the
retirement age ceiling (an impact of 1.6 pp), whereas
the change in the indexation formula increases expendi-
ture by approx. 0.3 pp. In other words, the absolute
ceiling on the retirement age has led to an increase in
pension expenditure, in current terms, by approx. CZK
75 billion, and the indexation formula change will in-
crease expenditure by further approx. 15 billion CZK.

In the area of health care and long-term care, the situa-
tion is similar to the previous projections in terms of the
dynamics of expenditure growth. For health care, the
baseline scenario involves an increase by 20% (from
baseline of 5.4% of GDP in 2016 to 6.5% of GDP in 2070),
and for long-term care the increase is 116% (from 1.3%
of GDP in 2016 to 2.9% of GDP in 2070). However, the
difference from the previous projections is in base lev-
els, namely at the level of long-term care, which is al-
most double to that in the 2015 Ageing Report. The
explanation for this change is shown in Box 1.

The reference scenario differs from the pure demo-
graphic scenario in several respects. In health care, the
difference is in higher income elasticity, with demand
for health care services rising initially 10% faster than
living standards, measured as GDP per capita. Further-
more, half of the life expectancy increase is assumed to

Table 5.1: Age-related Expenditure Projection
(in % of GDP)

be spent in good health. Moreover, in the case of long-
term care, there is the assumption in the reference
scenario that the growth of compensation of employees
in social services is linked to labour productivity increas-
es (instead of GDP growth per capita, 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 expec-
tancy reduces the increase of expenditure in the refer-
ence scenario by 0.6 pp. For long-term care, the impact
of demographic development is quantified at 1.4 pp,
and higher compensation of employees at additional 0.3
pp. The effect of good health in half of the additional life
expectancy in the projection outweighs the higher in-
come elasticity, thus moderating the increase of ex-
penditure slightly by 0.1 pp.

Finally, the last significant item of long-term expendi-
ture, education, should grow from 3.2% of GDP in 2016
to 4% of GDP in 2070. This is basically the same as in
previous projections.

Total expenditure increase between 2016 and 2070
exceeds 6 pp, as shown in Table 5.1. However, these are
baseline scenarios; most alternative (sensitivity) scenar-
ios show a more or less higher hike. The only exceptions
are scenarios that include the impact of a healthier life-
style in both health care and long-term care.

2016 2020 2030 2040 2050 2060 2070

Age-related expenditure 18.1 18.3 19.6 21.1 23.4 25.1 24.3
Pensions 8.2 8.1 8.2 9.2 10.8 11.6 10.9
Health-care 5.4 5.6 5.9 6.2 6.5 6.6 6.5
Long-termcare 1.3 1.4 1.8 2.1 2.4 2.8 2.9
Education 3.2 3.2 3.7 3.6 3.7 4.1 4.0

Source: MF CR calculations and forecast.

Box 1: Expenditure on long-term care in the System of Health Accounts 2011

Since 2013, a new methodology of the System of Health Accounts 2011 (SHA 2011) has been used to describe the structure of
expenditure on health care and long-term care, replacing the original SHA 1.0 methodology. The year 2013 was also the starting
point for the previous long-term projections of public expenditure related to population ageing (pensions, health care and long-
term care, and education), which are carried out at regular three-year intervals. In the case of projections of public expenditure
on health and long-term care, Member States provide relevant data and calculations are carried out by the EC according to the
agreed methodology. In the previous long-term projections, the data for year 2012 was used, i.e. data reported using the origi-
nal SHA 1.0 methodology. Total public expenditure on long-term care was CZK 30.2 billion (about 0.7% of GDP) according to SHA
1.0 in 2012. If the new SHA 2011 methodology were to be applied for 2012, it would increase public expenditure by about CZK
23 hillion to CZK 52.9 billion (1.3% of GDP) compared to the original methodology. It would be an increase in expenditure about
CZK 18.2 billion for the state and local government budgets and an increase in expenditure about CZK 4.6 billion for the health
insurance companies.

Public expenditure on long-term care is defined by the EC (2017b) as the sum of public expenditure on long-term health (code
HC.3) and social (code HCR.1) care. Long-term health care (HC.3) according to SHA 2011 includes:
— inpatient long-term care, which includes services provided in hospitals, long-term care hospitals, nursing homes, re-
tirement homes, homes for people with disabilities, etc.;
— day cases of long-term care provided in day-care hospitals, day-care centres, etc.;
—  outpatient long-term care not reported in the Czech Republic; and
— home-based long-term care, including personal assistance and nursing care.
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Table 5.2: Comparison of methodologies for reporting of expenditure on long-term care by financing schemes
(in CZK billion, in % of GDP)

SHA code 2012 2015

SHA1.0 SHA2011 SHA2011

Total HF TOT CZK bn. 30.2 53.0 61.2
% of GDP 0.7 1.3 1.3

Government scheme and compulsory contributory health care financing scheme HF.1 CZK bn. 30.2 52.9 61.1
% of GDP 0.7 1.3 1.3

Government scheme HF.1.1 CZK bn. 21.5 39.7 46.9

% of GDP 0.5 1.0 1.0

Compulsory contributory health care financing scheme HF.1.2 CZK bn. 8.6 13.2 14.2

% of GDP 0.2 0.3 0.3

Household out-of-pocket payment HF.3 CZK bn. 0.1 0.1 0.1

Note: In the System of Health Accounts 2011 the government scheme is defined as a type of financing care through which long-term care services
are provided to citizens and paid by central government or local government. The mode of participation is automatic for all citizens in this scheme
and the funding source for care are primarily taxes. Expenditure reported by SHA 1.0 methodology also includes cash benefits (approx. CZK 19
billion) based on the Eurostat ESSPROS database. Such an approach accords with the EC’s approach in long-term projections.

Source: CZSO (2017b), OECD (2018), Eurostat (2018). MF CR calculations.

Long-term social care (HCR.1) includes expenditure on:
—  social services which include the so-called “assistance services” defined by Act No. 108/2006 Coll., on social services,
as amended; and
— cash benefits on long-term social care, which include mobility allowance, a special aid allowance, and part of the ex-
penditure on care allowance.

In terms of the type of long-term care provided, the transition to the SHA 2011 methodology was reflected in a significant in-
crease in the expenditure on long-term inpatient care (about CZK 22 billion) and long-term day care (about CZK 1.4 billion),
where the coverage of the expenditure was extended to include selected social services facilities (e.g. day-care and week-care
hospitals). In the SHA 2011 methodology, expenditure on long-term social care (which includes cash benefits) is now also explic-
itly reported. Expenditure on cash benefits was included in total long-term care expenditure in the past projections. The differ-
ence of about CZK 4.5 billion in cash benefits between the two methodologies is due to a different data base. In the previous
projections, these costs were obtained from the Eurostat ESSPROS database, which, however, has a different coverage of ex-
penditure than the System of Health Accounts.

Table 5.3: Comparison of methodologies for reporting of expenditure on long-term care by functions
(in CZK billion)

SHA code 2012 2015

SHA1.0 SHA2011 SHA2011

Total HC.3+HCR.1 30.2 52.9 61.1
Long-term care (health) HC3 11.2 37.0 42.5
Inpatient long-term care HC3.1 9.1 30.8 34.9

Day cases of long-term care HC.3.2 0.0 1.4 1.7
Outpatient long-term care HC3.3 - - -
Home-based long-term care HC3.4 2.1 4.8 6.0
Long-term care (social) HCR.1 - 15.9 18.6
Cash benefits 19.0 14.5 16.8

Note: Expenditure on long-term social care is not reported in SHA 1.0.In previous projections, only cash benefits were available based on data
from the Eurostat ESSPROS database.
Source: CZS0O (2017b), OECD (2018), Eurostat (2018). MF CR calculations.

In the previous long-term projections, based on data in the original SHA 1.0 methodology, total public expenditure on long-term
care increased by 78%, according to the baseline scenario, i.e. from 0.8% of GDP in 2016 to 1.4% of GDP in 2060 (i.e. by 0.6 pp).
When applying the SHA 2011 methodology and assuming the same macroeconomic and demographic assumptions, the same
scenario would lead to public expenditure growth of 98% from 1.3% of GDP in 2016 to 2.7% of GDP in 2060 (i.e. by 1.3 pp).

Table 5.4: Comparison of methodologies for projection of expenditure on long-term care
(in % of GDP)

2016 2020 2030 2040 2050 2060 2070

2015 Ageing Report

SHA 1.0 methodology 0.8 0.9 1.0 1.2 1.2 1.4 -

SHA 2011 methodology 1.3 1.5 1.9 2.2 2.4 2.7 -
2018 Ageing Report

SHA 2011 methodology 1.3 1.4 1.8 2.1 2.4 2.8 2.9

Source: EC (2018c). MF CR calculations.




In the current long-term projections (starting in 2016), the increase of public expenditure on long-term care is estimated at
about 105%, from 1.3% of GDP in 2016 to 2.8% of GDP in 2060 (or about 116% to 2.9% of GDP in 2070) under the baseline sce-
nario. When comparing past projections with data according to the SHA 1.0 methodology and current projections, expenditure
increases by 0.8 pp in the years 2016—-2060. According to EC calculations, this difference is significantly influenced by the meth-
odological change in the reporting of expenditure on long-term care (contribution of 0.3 pp), change in expected GDP growth
(contribution of 0.3 pp), change in coverage of long-term care recipients (contribution of 0.3 pp) and a change in the expendi-
ture profile (contribution of -0.2 pp). If, in the last round of projections, the expenditure had been reported in the SHA 2011
methodology, the change in expenditure growth in 2016—2060 would be only 0.1 pp.

5.3 Sustainability Analysis

A sustainability analysis follows up on the long-term
projections, which identifies the extent of any fiscal
consolidation to ensure stability of public finance. So-
called sustainability indicators are calculated, showing
the scope of measures required for decreasing ratio of
expenditure or increasing ratio of revenue to GDP in
order that they correspond to the required levels.

The European Commission publishes three standard
sustainability indicators (see EC, 2016). In general, the
S1 indicator expresses the percentage of GDP by which
it is necessary to improve the primary structural balance
of the general government so that general government
debt amounts to 60% of GDP in 2030. This indicator for
the Czech Republic is currently at -3.1% of GDP (an im-
provement from -1.2% of GDP in the last year’s CP, MF
CR 2017a). The negative value documenting an increase
in expenditure associated with population ageing until
2030 is “offset” mainly by a relatively low general gov-
ernment debt, supported by its reduction in the past
years.

The S2 indicator specifies the amount of fiscal effort
necessary for fulfilling the intertemporal budget con-
straint on an infinite horizon. According to recent calcu-
lations by the EC (2018b), it is at 1.7% of GDP (an
improvement from 2.9% of GDP in CP 2017).

5.4 General Government Sector Guarantees

In terms of long-term sustainability of public finance, it
is necessary to focus, in addition to impacts of popula-
tion ageing, also on the state of provided guarantees of
the general government sector to other entities. The
guarantees represent increased general government
expenditure at a time when debtors are unable to repay
their obligations for which the guarantee has been pro-
vided. The volume of provided guarantees has been
steadily decreasing in recent years. Their total amount
at the end of 2017 was 0.2% of GDP, which represents a
negligible risk for Czech public finances.

The majority share of guarantees in the general gov-
ernment sector is made up of guarantees provided by
local governments of 0.2% of GDP. The most important
of these is one to the Prague Public Transit Company to
deferred repayments for the purchase of trams in the

The SO indicator specifies possible fiscal or financial risks
over a short period of time. The nature of SO thus makes
it different from indicators S1 and S2 because SO quanti-
fies risk. The SO indicator level for the Czech Republic is
currently around 0.19, which is significantly below the
critical limit of 0.43.

The Czech Republic is currently evaluated as a low-risk
country in the area of long-term sustainability of public
finances. However, caution should be exercised in rela-
tion to this evaluation for at least two reasons. The first
reason is the very favourable current state of public
finances, while the component related to population
ageing deteriorates the indicators. The second reason is
the data base. The last EC evaluation (2018b) is still
based on previous long-term projections that were more
favourable for the Czech Republic.

Table 5.5: Sustainability Indicators S1 and S2 for the
Czech Republic

(in % of GDP)

S1 S2
Cost of Ageing 0.6 2.2
Initial budgetary position -1.6 -0.5
Impact of current debt -2.1
Total -3.1 1.7

Source: EC (2017b).

amount of CZK 6.1 billion. Other include guarantees
provided by local governments for loans associated with
housing needs (CZK 0.4 billion).

State guarantees have been steadily decreasing espe-
cially because financing of infrastructure development
has been addressed by loans from the European Invest-
ment Bank since 2001, which are directly reflected in the
general government debt. Until 2016, when Czechoslo-
vak Trade Bank’s claims in the issue ceased to exist, the
majority was made up of the guarantee for the banking
sector, namely in the case of the takeover of Investment
and Post Bank by the Czechoslovak Trade Bank. Alt-
hough only a fraction of the value of the guarantee has
been paid so far (CZK 6.1 billion), the last litigation with
a potential settlement of up to CZK 20 billion has not yet
been concluded in this case.
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While no new state guarantee was granted in 2017, a
new agreement is expected to be concluded this year to
secure a CNB’s loan for the International Monetary Fund
from its foreign reserves. The previous contract was
terminated in 2016. The guarantee, laid down in a draft
law, is currently submitted to the Chamber of Deputies
(Chamber of Deputies Print No. 66). The promised credit
facility should be EUR 1.5 billion, but the amount of the

guaranteed amount depends on the loan drawing. In the
case of the previous agreement for securing the CNB’s
loan to the International Monetary Fund, the drawing
ranged between CZK 0.4 billion and CZK 2.2 billion in
individual years. Due to the drawing of the loan in the
past and the reliability of the borrower, this guarantee
does not pose a significant risk to public finances.



6 Quality of Public Finances’ Revenue and Expenditure

One of the main priorities of the outgoing government is to fight against tax evasion and to increase tax collection
effectiveness. The key benefit for introducing related measures is not only their positive impact on tax revenue with-
out the need to increase statutory rates or extend tax bases, but also straightening of the market environment. The
main priorities of the Czech Republic include the overall simplification of the tax system. A new law on income tax is
also currently in the process of preparation. As part of the rationalization of expenditure, an amendment to the Act on
the Registry of Contracts was adopted. It has removed some of the contentious points from the original text, which
threatened the market activities of the entities concerned. At the end of 2017, an evaluation report on the Central
Procurement System was also prepared, confirming the considerable savings of current costs that this system brings.

6.1 Tax Policy Outlook for 2018-2021

6.1.1 Measures against Tax Evasion

Tax evasion has long been identified as a serious prob-
lem for the efficient functioning of market mechanisms.
The magnitude of the problem was also indicated by the
so-called “value-added tax gap”, which in the past was
about 20% in the Czech Republic (EC, 2018d). The key
measures to reduce this gap include VAT reporting,
electronic registration of sales and the reverse charge
mechanism.

The institution of VAT reporting targets frauds with
unjustifiably claimed excessive tax deductions. Since
1January 2016, VAT payers have a statutory duty to
provide, in the electronic form, the tax administrator
with tax document information defined by the law. In its
first year, the VAT reporting increased the revenue from
value added tax for public budgets by CZK 13.7 billion
and by another CZK 8.0 billion in 2017, which exceeded
the original expectations. For 2018, we expect additional
discretionary impact of CZK 3.0 billion.

The main objective of the Act on Registration of Sales
(Act No. 112/2016 Coll.) is to prevent concealment of
taxable income. The first phase of electronic registration
of sales was launched in December 2016 and it applied
to food services and accommodation services. The sec-
ond phase commenced in March 2017, and applied to
retail and wholesale. An amendment to Act No.
586/1992 Coll., on income taxes, was adopted in con-
nection with introduction of electronic registration of
sales. It introduced a one-off tax deduction from income
tax of CZK 5,000 for entrepreneurs who became obliged
to record sales in the given year. In 2017, after the
launch of the first two phases, the measure brought
over CZK 5 billion in value added tax revenue to the
public budgets and again exceeded the original budget-
ary expectations. The motivation of the public to engage
in electronic registration of sales was supported by re-
ceipt lottery.

In March 2018, the Ministry of Finance submitted a draft
amendment to the Electronic Registration of Sales Act to
external comment procedure. The draft responds to the
Constitutional Court’s decision (ref. Pl. CC 26/16) and
previous application practice, requiring a law rather than

a decree to specify who is obliged to register sales and
to what extent. The draft regulates the start of the 3rd
and 4th phases of registration of sales, which should be
triggered simultaneously after a three-month time limit
for preparation after the law enters into force. However,
the exact date will depend on the length of the legisla-
tive process. As part of launching the third phase, the
obligation to register sales should include persons doing
business in transport or agriculture and independent
professionals (physicians, lawyers, accountants, etc.).
The fourth phase should apply to selected crafts and
other manufacturing activities (e.g. manufacture of
textiles and garments, processing and production of
wood, paper, plastic or metal; repair and installation of
machinery and equipment).

Also, the Czech Republic has been consistently seeking
to introduce reverse charge mechanism that would
substantially reduce further value added tax evasion.
The reverse charge mechanism shifts the obligation to
declare and pay tax from the supplier to the customer,
and it is an efficient tool to combat carousel fraud.

6.1.2 International Co-operation against Tax Evasion

In the EU internal market, it is also necessary to fight
against tax evasion at international level. The current
strategy is based on deepening international exchange
of information in tax matters. Following the transposi-
tion of Council Directive (EU) 2015/2376, the automatic
exchange of information on Member States’ tax rulings
and advance pricing arrangements (Act No. 92/2017
Coll.) has been in place since April 2017. From Septem-
ber 2017, the transposition of Council Directive (EU)
2016/881 introduced an obligation for large multina-
tionals to report on selected indicators for each tax
jurisdiction in which they operate (Act No. 305/2017
Coll.). Subsequently, this information is subject to auto-
matic exchange of information between tax administra-
tions and serves to identify possible discrepancies in
transfer pricing. Currently, EU Council is finalizing an-
other amendment to Council Directive (EU) 2011/16,
which extends the automatic exchange of information to
include tax optimization schemes. The aim of the pro-
posal is to prevent aggressive tax planning through a
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special reporting obligation. This reporting obligation
will also apply to intermediaries, such as tax advisers,
lawyers, accountants, and other entities that will be
required to notify tax authorities of tax optimization
schemes.

The Czech Republic should also transpose Council Di-
rective (EU) 2016/1164 laying down rules against tax
avoidance practices that directly affect the functioning
of the internal market. The measure should prevent
practices of mainly transnational corporations that avoid
their tax obligations. The proposed text is in the so-
called “tax package” and currently it is in the comment
procedure.

6.1.3 Tax Administration Simplification

At present, intensive work is underway on the overall
digitization of tax administration, which is being imple-
mented gradually and is also one of the main priorities
in the field of taxation. In June 2016, the MF CR pre-
sented the project MOJE dané (MY Taxes; MOJE stand-
ing for Modern and Simple in Czech), which aims to
substantially simplify the entire tax system in the Czech
Republic. The prepared recodification of income taxes is
to bring substantial simplification of income taxes, over-
all reduction in administration and abolition of manda-
tory employer reporting for individual employees.

The “MOJE dané” project includes several important
institutes that will allow easier tax compliance for most
tax entities. The tax kiosk (a “virtual tax office”) will offer
taxpayers the possibility of pre-filled tax forms with
taxpayer data and wage entries from the employer or
data from third parties (such as banks or pension funds)
that are important for the final tax assessment. The self-
assessment institute will, for example, allow only the
disputed part of the excess VAT deduction to be seized.

6.2 Tax Assignment

The latest amendment to Act No. 243/2000 Coll., on the
tax assignment (Act No. 260/2017 Coll.), with effect
from 1 January 2018, increased the VAT revenue share
for municipalities from 21.40% to 23.58% at the expense
of the state budget revenue. The impact of this change
is estimated at CZK 9.1 billion for 2018. The act also
regulated the way in which shared taxes are distributed

The implementation of the “MOJE dané”
planned for 2020 at the earliest.

project is

In the future, the Integrated Tax and Social security
contribution Management System is also planned. The
project will enable the taxpayers to transfer insurance
funds to a single account of the Financial Administration,
which will bring savings to taxpayers and the tax and
social security contribution administration.

6.1.4 Reducing Labour Taxation

Better tax collection and rigorous fight against tax eva-
sion have created room for further reduction in the tax
burden of selected population groups also in 2018. In
support of families with children, the tax benefit for the
first child was increased by 150 CZK per month. From
July 2017, entrepreneurs using the proportional cost
deductions may also enjoy child tax benefit or discount
for the spouse. With the rise in the minimum wage,
there was also an increase in the discount for the child’s
pre-school placement by CZK 1,200.

6.1.5 Tax Changes for Entrepreneurs

In January 2018, there was a reduction in the limit for
employing the proportional cost deductions for entre-
preneurs. The maximum expenditure limit for which
entrepreneurs do not have to follow actual costs has
decreased from CZK 2 million to CZK 1 million. The
measure has reduced the benefits of reporting of em-
ployment as self-employment and brought the level of
taxation on self-employed persons closer to the taxation
of employees. From April 2018, entrepreneurs are affect-
ed by the amendment to the Income Taxes Act (Act No.
170/2017 Coll.), which allows them to amortize tangible
assets more simply and regulates other changes leading
to a reduction in the overall tax system complexity.

among municipalities according to several criteria as
well as adjusted the weightings of these criteria, namely
according to the size of the municipality, the number of
inhabitants, and the number of children and pupils.
Currently, there is no amendment to the tax assignment
under discussion.

6.3 Rationalisation of General Government Expenditure

6.3.1 Management and Control of Public Finances

Finalising the transposition of Council Regulation
2011/85 requires an amendment to Act No. 320/2001
Coll., on financial control in public administration and on
amendment to certain acts (the Financial Control Act),
as amended. In 2016, the Ministry of Finance submitted
to the Chamber of Deputies of the Parliament of the
Czech Republic a draft act on the management and con-
trol of public finances, which would have not only com-

pleted the full transposition of the Directive into the
Czech legal order, but also would create a simple and
transparent system of public finance control, which
would clearly establish the responsibility of specific
persons for the approval and control of public expendi-
ture. However, this draft act was rejected by the Senate
of the Parliament of the Czech Republic in August 2017,
and its veto was subsequently not overridden by the
absolute majority of all deputies. For this reason, the



Ministry of Finance prepared an amendment of a tech-
nical nature, which extends the scope of entities defined
as a public administration body, leaving the system itself
unchanged. The effect of this amendment is proposed
from 1 January 2020.

6.3.2 Central Procurement of the State

Pursuant to Government Resolution No. 924/2014, pur-
chase of specific commodities through a system of cen-
tral procurement of the state started in 2016. Based on
the knowledge of the structure of expenditure of select-
ed departments and conducted analyses of good prac-
tice in the area of central procurement in five EU
countries, Government Resolution No. 289/2015 stipu-
lated a list of commodities for standardisation for the
purposes of central procurement. Consequently, Gov-
ernment Resolution No. 913/2015 approved a central
procurement framework schedule for 2016-2020. Addi-
tionally, Government Resolution No. 24/2016 approved
the minimum requirements for the operation of ministe-
rial centralized procurement systems and a list of com-
modities  (electricity, telecommunications, office
technology, cars, etc.) that are obligatorily purchased by
a central contracting authority within these systems. Of
the total number of 25 central state administration bod-
ies, 16 of them had the obligation to establish a ministe-
rial centralized procurement in 2016. In November 2017,
the Ministry of Finance submitted to the Government
the first Report on the Evaluation of Centralized Pro-
curement and Central Procurement System of the State
for 2016 (MF CR, 2017c). According to the report, sav-
ings achieved as a result of the centralized procurement
reached more than CZK 0.8 billion in 2016. The most
successful commodities in terms of quantified savings
are electricity, cars and gaseous fuels.

6.3.3 Registry of Contracts Act

The Registry of Contracts Act entered into effect on
1 July 2016 (Act No. 340/2015 Coll.), aiming to increase
transparency in the management of financial resources
of the public sector, reduce potential for corruption and,
ultimately, contribute to cost reduction in goods and
services purchasing. The law obliges state institutions,
local governments, state-owned enterprises, legal enti-
ties with majority ownership by the state or a local gov-
ernment and other public institutions to publish, in an
information system of contract registry, newly conclud-
ed contracts exceeding CZK 50 thousand excl. VAT, with-
in 30 days of their conclusion. From 1 July 2017, the

effect of contracts is conditional upon their publication
in the registry, and where a contract is not published
through the register within 3 months of its conclusion, it
is considered cancelled ab initio. Due to the threat to
the competitiveness of state-owned enterprises, the
Chamber of Deputies of the Parliament of the Czech
Republic approved on 22 February 2017 an amendment
to the law granting state-owned enterprises, the nation-
al enterprise Budéjovicky Budvar, commercial and indus-
trial companies with majority ownership of the state or
a local government and public authorities, an exemption
from the obligation to publish contracts with private
businesses that would harm these entities in a competi-
tive environment by disclosing a business strategy or
business secret. However, the Senate of the Czech Par-
liament returned this amendment to the Chamber of
Deputies of the Parliament of the Czech Republic, which
subsequently rejected the draft. On 19 May 2017, a
parliamentary draft amendment (which was published
under Act No. 249/2017 Coll.) was submitted instead,
which contains more systemic adjustments, i.e. not
exemptions for individual companies. With effect from
18 August 2017, the obliged entities established for the
purpose of meeting industrial, commercial or research,
development or testing requirements do not have to
publish contracts concluded in the ordinary course of
business within the scope of their objects of business. In
addition, the law includes changes in the case of public
service media, public higher education institutions and
public research institutions.

6.3.4 Property of the Czech Republic

The amendment to the Act on the Property of the Czech
Republic and her Representation in Legal Matters (im-
plemented by Act No. 51/2016 Coll.) contributes to the
more efficient administration of state property; this
amendment has allowed the gradual concentration of
selected state property with the Office for Government
Representation in Property Affairs. An efficient instru-
ment to increase the effectiveness of the use of public
funds is the Central Registry of Administrative Buildings,
whose administrator and operator is the Office. The
system records all state-owned buildings and is helpful
for optimizing the occupancy of buildings which the
state institution rents to non-public entities. This results
in significant savings on rental and operation of build-
ings (in 2016 the savings were about CZK 0.5 billion). The
system is also used to identify unnecessary property
that will be subsequently intended for sale.

6.4 Composition of General Government Expenditure

In 2009-2015 (except 2012), the total general govern-
ment expenditure in relation to GDP showed a down-
ward trend. During this period, overall general
government expenditure, despite a decreasing trend
relative to GDP, increased in absolute terms, on average
by about 1.7% per year. The largest average contribu-

tion to expenditure growth was expenditure in the So-
cial Affairs (0.6 pp) and Health (0.4 pp) sections. In 2016
there was a year-on-year decline in total general gov-
ernment sector, both in relative terms (by 2.3 pp) and in
absolute terms (by CZK 33.9 billion). This decline was
mainly due to a reduction in gross fixed capital for-
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mation (compared to a high benchmark in 2015), name-
ly in the sections Economic Affairs (Transport group),
Environmental Protection and Education. In the years
2019-2021, we expect the general government expendi-
ture to increase in absolute terms, although it should
remain stable in relation to GDP. In 2021, compared to
2016, expenditure should increase by 0.1 pp, with ex-
pected increase in half of the sections. The largest in-
crease is expected in the Defence section by 0.6 pp to
1.4% of GDP in 2021. This increase is in line with the
approved Long-term Defence Outlook 2030 (Govern-
ment Resolution No. 466/2015). A significant increase in
expenditure is also expected in sections Education (0.3
pp) and Social Affairs (0.2 pp), which is mainly due to the
increase in pension expenditures (Age group).

In absolute terms, we expect, in the years of the out-
look, an average YoY dynamics of general government

expenditure growth of approx. 4.7%, and we anticipate
that the largest average contribution to growth will be
reported by expenditure in the Social Affairs, Health,
Education and Economic Affairs sections.

Chart 6.1 captures the structure of expenditure by func-
tions in relation to total general government expendi-
ture in 2016 and its expected structure in 2021. The
forecast shows, in the given period, a decrease in ex-
penditure in the General Public Service and Private Ac-
tivities categories for the benefit of the Health and
Education, Pure Public Goods, and Social Affairs catego-
ries. We expect that at the end of the forecast period,
more than half of total general government expenditure
will be spent on social security and health care for the
population (i.e. 20.0% of GDP), representing an increase
in this share relative to 2016 by about 0.3 pp.

Chart 6.1: Structure of General Government Expenditure, Divided by Function

(in % of total expenditure)
2016

Privateactivities

Social protection
(redistribution)
31.2%
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10.6%
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2021 X o
Privateactivities

21.0%

Social protection
(redistribution)

General public 31.6%
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9.0%
Health and
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Note: The category “Pure public goods” includes “Defence” and “Public Order and Security”. The category “Private activities” is a sum of “Economic
Affairs”, “Environmental Protection”, “Housing and Community Amenities”, and “Recreation, Culture and Religion”. For details about the division see

ECB (2009).
Source: CZSO (2018d). MF CR calculations and forecast.



7 Changes in Institutional Framework of Public Finances

High-quality and reliable institutional framework of fiscal and budgetary policy is a basic prerequisite for healthy and
sustainable public finances. In this context, therefore, the fiscal responsibility laws were adopted at the beginning of
2017, whereby, for the first time, the expenditure frameworks for the state budget and state fund budgets compatible
with the medium-term budgetary objective were prepared for the first time in 2017. The National Budgetary Council
and the Committee for Budgetary Forecasts have also been set up under the law. Besides the fiscal rule for the majori-
ty of central government institutions, the laws also strengthened the budgetary discipline of local governments,
whose importance, proportionality and consistency with the constitutional order of the Czech Republic was confirmed

by the Constitutional Court in March 2018.

7.1

7.1.1 Fiscal Responsibility Regulations

Act No. 23/2017 Coll., on fiscal responsibility rules, and
Act No. 24/2017 Coll., amending certain laws in relation
with the adoption of fiscal responsibility legislation,
entered into effect on 21 February 2017. The provision
on remediation to ensure at least the specified mini-
mum repayments of a debt incurred by local govern-
ments became effective on 1 January 2018, leaving
room for local budgets to adjust the debt repayment
instalments. Together with these laws, Act No. 25/2017
Coll., on the collection of selected data for public finance
monitoring and control, as amended by Act No.
183/2017 Coll., which supplements the transposition of
EU law in the field of budgetary framework require-
ments to include an equally important component of
reporting.

In March 2017, most senators filed a complaint to the
Constitutional Court concerning the provisions relating
to the new fiscal rules of local governments due to state
interference into municipalities’ rights to self-
government and financial management. The Constitu-
tional Court has rejected the notion that the amend-
ment to the laws on fiscal responsibility of local
governments would be contrary to the right to be an
owner and manager (Pl. CC 6/17): “Local governments
are therefore limited by their status as public-law corpo-
rations when they manage their own assets and create
their own budgets. ... In other words, the contested pro-
visions do not empty or de facto eliminate the constitu-
tionally guaranteed right of local governments to have
and manage their own property according to their own
budget as part of the right to self-government.” The
Constitutional Court has also recognized the legitimacy
of the objective of the relevant legislation in the form of
long-term sustainability of public finances: “Ensuring
healthy and sustainable public finances creates a space
for free decision making on the implementation of budg-
etary and fiscal policies and thus allows to spend in the
future the funds of local governments on areas whose
development is necessary and beneficial. It cannot be
forgotten that the ability of the Czech Republic to meet
its international obligations even in the context of a
downturn in the economic cycle (recession) is guaran-
teed by sustainable sound public finances.” At the same

Fiscal Responsibility and Government Finance Statistics

time, it was acknowledged in the reasoning that the
legal regulation in the Czech Republic belongs to the
most moderate ones in the whole Europe.

Pursuant to Act No. 23/2017 Coll., the National Budget-
ary Council (hereinafter the “Council”) was established.
The Council is an independent expert body in the field of
fiscal rules and budgetary policy evaluation. Its members
were appointed on 25 January 2018. In cooperation with
the Council, the MF CR set up a methodology for setting
one-off and temporary measures, which are one of the
areas entering in the process of deriving binding ex-
penditure frameworks of the state budget and state
fund budgets. In addition, the methods used for the
cyclical adjustment of the general government sector
balance and the calculation of expenditure frameworks
were discussed with the members of the Council, and
the Council agreed.

Act No. 23/2017 Coll. also stipulates an obligation to
assess the probability of fulfilment of predictions used
for purposes of preparing the state budget, budgets of
the state funds and health insurance companies and
their medium-term outlooks by an independent Com-
mittee for Budgetary Forecasts. The committee will
evaluate MF CR forecasts from 2018, especially in terms
of probability of their fulfiiment, and in terms of the
requirement of Council Directive (EU) 2011/85 to make
budgetary planning based on the most probable or pru-
dent macroeconomic scenario. Its members should
include the representatives of institutions independent
of the government who prepare their own economic
forecasts. Before the Committee for Budgetary Fore-
casts actually starts to carry out its activities, its role is
performed by an expert panel composed of experts
from national institutions independent of the govern-
ment focusing on the prediction of the developments in
the national economy. Since 2016, they have been ex-
plicitly evaluating the macroeconomic predictions of MF
CR serving as an input for the creation of convergence
programmes, proposals for the state budget and the
budgets of the state funds.

On 1 January 2018, the amendment to the budgetary
rules, as amended by Act No. 367/2017 Coll., became
effective. The amendment regulates the process of
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providing subsidies and recoverable financial assistance
from the state budget. The reason for the amendment
was above all the judgment of the Supreme Administra-
tive Court (No. 9 Ads 83/2014-46), which found the
original procedure to be inconsistent with the applicable
legislation because it excluded the application of the
Administrative Procedure Code and judicial review of
the decision from the grant provision process. A regula-
tion has therefore been adopted that respects the Ad-
ministrative Procedure Code; it contains reasoned and
necessary derogations from the general regulation of
the administrative procedure. The regulation thus en-
sures rational decision-making on grants and, on the
other hand, the right of applicants to a fair trial. In prac-
tice, full-scale application of the Administrative Proce-
dure Code would entail a considerable time-consuming
process and a substantial increase in the administrative
burden on grant providers. For that reason, a system of
single-instance administrative proceedings has been
introduced. An applicant for a grant or a repayable fi-
nancial assistance cannot therefore appeal a decision
terminating the administrative proceedings. Revision of
the proceedings is also excluded. However, it is possible
for the MF CR to review the case if the claimant seeks
the annulment of the decision before an administrative
court.

7.1.2 Government Finance Statistics

Starting in 2018, Act No. 25/2017 Coll. on collection of

selected data for the purposes of monitoring and man-

agement of public finances, as amended by Act No.

183/2017 Coll., will enter into effect. It will provide the

Ministry of Finance with monthly or quarterly data on

the cash-based management of the general government

units for which the Ministry of Finance has so far had no
necessary data sources. This concerns the following
groups of units:

—  public higher education institutions;

—  public research institutions;

— other units in the central government subsector
(e.g. Czech Export Bank, Czech Television, Czech Ra-
dio, Financial Market Guarantee System, the Sup-
port and Guarantee Farming and Forestry Fund and
the Railway Infrastructure Administration);

—  public hospitals with a legal form other than a pub-
licly co-funded organization included in the subsec-
tor of local government.

State allowance organizations which submitted data on
their cash management in 2017 on the basis of account-
ing legislation (Decree No. 410/2009 Coll. on the imple-
mentation of Accounting Act for certain selected
accounting entities) now have this obligation under Act
No. 25/2017 Coll.

In addition to data on revenue and expenditure, the
units concerned also submit annual data on guarantees
provided and annual data on public-private partnership
projects under this Act. They will have this obligation for

the first time in 2018. From 2014, this information (alt-
hough only for some selected entities) was originally
collected on a quarterly basis under the above men-
tioned responsibility legislation.

The structure of the individual statements is regulated
by Decree No. 272/2017 Coll. on implementation of
certain provisions of the Act on the collection of select-
ed data for the purposes of monitoring and manage-
ment of public finances. It also sets a limit of CZK 400
million of average annual costs over the last two years
as a criterion for determining the periodicity of submit-
ting a statement of cash revenues and expenditures. On
the basis of its assessment, the central government
institutions submit the statement in question monthly (if
their average annual costs are at least CZK 400 million)
or quarterly (if their average annual costs are less than
CZK 400 million). Local government institutions submit it
only quarterly.

The obtained data serve, among other things, as a
source of information, which the MF CR has to publish
on its website pursuant to Act No. 23/2017 Coll. (pursu-
ant to Council Directive (EU) 2011/85).

Table 7.1: Fulfilment of the data requirements of Act
No. 23/2017 Coll. by the MF CR

Public sector
List of general government institutions A

>

List of public corporations
Fiscal data

Statement of sources and uses of cash
Budgetary organisations and state funds
Central semi-budgetary organisations
Public universities
Public researchinstitutions
Other units in central government subsector
Municipalities, regions, VAM and RCCR
Hospitals other than semi-budgetary organisations

o oL oL =L L L L

Public healthinsurance companies
Revenue and expense transactions, balance

Local semi-budgetary organisations

Other units inlocal government subsector

Other units in social security funds subsector

L 00

Cash flow and balance of public health insurance comp.

Tax expenditures

>

Report on the impact of tax expenditures on revenues
Contingent liabilities and other information

General government guarantees

Non-performingloans

Liabilities of public corporations’ operations

> > > >

Liabilities of public-private partnership

Shares and other equities

Shares and other equities held by government sector A

Note: VAM — voluntary associations of municipalities, RCCR — regional
councils of cohesion regions, A — annual periodicity, Q — quarterly
periodicity, M — monthly periodicity.

Source: MF CR.



7.2

7.2.1 Open Data of Public Administration

The Ministry of Finance started publishing open data in
2015, when it launched the first ministerial open cata-
logue of open data in the Czech Republic. Within the
catalogue, 50 datasets have been published to date,
including, for example, the Central Register of Adminis-
trative Buildings, an overview of operating costs, an
overview of paid invoices, or a list of valid and invalid
contracts. In the recent past, the Central Register of
Subsidies (IS CEDR Ill) and a complete set of data from
the Administrative Register of Economic Entities have
been added among the data sets.

In the open data project of the Ministry of Finance,
there was also an ongoing effort to present information
through visualizations. The plan was launched by the
application “Supervizor” for invoice visualization, which
is currently being used by ten organizations (including
six ministries — MF CR, regional development, defence,
transport, environment and justice), and the application
“ZkoumejPrezkum”, which shows the results of the eco-
nomic management review. In 2017, the application
“CityVizor”, a platform for visualizing the economic data
of local government sector, was developed within the
open data project. The Ministry of Finance also offers
source codes for all its applications under open licences.

The Ministry of Finance provides open data also through
the Treasury Monitor Portal, which, using the web ana-
lytics tool and data catalogue, provides free access to
budgetary and accounting information at all levels of
state administration and local government, publishes
the financial statements of the state organizational units
and enables data analysis using reporting tools.

7.2.2 Financial statements for the Czech Republic

For the accounting period 2016, the consolidated finan-
cial statements for the Czech Republic were compiled in
2017. This involved a consolidation unit with more than
18,000 entities, which is 11,000 units more than in the
accounting period of 2015. The state accounting consol-
idation process includes, in particular, municipalities,
regions, voluntary associations of municipalities,
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regional councils of cohesion regions, state funds, state
organizational units, allowance organizations, state-
owned enterprises, public research institutions, health
insurance companies and significant commercial corpo-
rations controlled by the state or a local government. By
compiling the consolidated financial statements for the
Czech Republic, information was obtained on the overall
financial situation and performance of the state admin-
istration, local governments or state-owned enterprises,
which should also serve as a supporting element in
strengthening financial and budgetary planning within
the rationalization of public funds management and in
the development of management and control systems
of public administration.

7.2.3 Amendment to the Conflict of Interest Act

On 1 September 2017, Act No. 14/2017 Coll., amending
Act No. 159/2006 Coll., on Conflict of Interest, as
amended, and other related Acts, became effective. The
act clarifies the original text and tightens the sanctions
for offences defined in the Conflicts of Interest Act. The
act also establishes a central registration office managed
by the Ministry of Justice, where public officials submit a
report on property, whose form was also modified by
the amendment. The records are kept electronically and
the first report must be made by public officials when
they take office. Among the public officials defined by
the act are now also judges and state prosecutors. In
their case, however, the Supreme Court is the registra-
tion authority. Property reports of public officials regis-
tered by the Ministry of Justice are publicly and freely
accessible; reports administered by the Supreme Court
are not public.

Provisions that restrict the ownership of private entities
by selected public officials who may not own or co-own
a TV or radio broadcaster or periodical press are in ef-
fect from 9 February 2017. Furthermore, all companies
in which a public official (defined by law) has more than
a 25% share must not compete for public contracts and
apply for subsidies and investment incentives.
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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 2017 2017 2018 2019 2020 2021
Level Rate of change
Real GDP Bl*g 4983 4.4 3.6 3.3 2.6 24
Nominal GDP Bl*g 5055 5.9 5.2 5.2 4.4 4.3
Components of real GDP
Private consumption expenditure P.3 2331 4.0 4.3 4.1 2.9 2.6
Government consumption expenditure P3 931 1.5 1.9 2.0 1.8 1.8
Gross fixed capital formation P.51g 1256 5.4 5.7 4.4 3.0 2.8
Changesin inventories and net acquis. of valuables (% of GDP) P.52+P.53 60 1.2 1.1 1.0 0.9 0.9
Exports of goods and services P.6 4043 6.5 5.2 4.9 4.5 4.4
Imports of goods and services P.7 3639 5.8 5.9 5.4 4.8 4.5
Contributions to real GDP growth

Final domestic demand - 3.5 3.9 3.4 2.5 2.3
Changesin inventories and net acquis. of valuables P.52+P.53 - -0.1 0.0 0.0 0.0 0.0
External balance of goods and services B.11 - 1.0 -0.2 -0.1 0.1 0.2

Note: Real levels are stated in 2016 prices. Change in inventories and net acquisition of valuables on the row 6 expresses a share of change in inven-
tories on GDP in current prices. Increase in change in the stock of inventories and net acquisition of valuables is calculated from real figures.
Source: CZSO (2018a), MF CR (2018a). MF CR calculations and forecast.

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

2017 2017 2018 2019 2020 2021
Level Rate of change

GDP deflator 109.6 1.4 1.5 1.8 1.7 1.9
Private consumption deflator 108.7 25 2.2 2.0 1.8 1.8
Harmonised index of consumer prices 111.3 2.4 1.9 1.9 1.8 1.7
Public consumption deflator 113.1 4.0 3.0 3.8 2.4 2.5
Investment deflator 106.2 1.3 0.5 0.6 0.9 1.4
Export price deflator (goods and services) 104.7 -0.9 3.2 -0.2 0.4 0.5
Import price deflator (_goods and services) 103.7 0.1 3.3 -0.2 0.3 0.3

Source: CZSO (2018a), Eurostat (2018). MF CR calculations and forecast.

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

ESA Code 2017 2017 2018 2019 2020 2021
Level Rate of change

Employment, persons 5330.7 1.6 0.7 0.2 0.2 0.1
Employment, hours worked 9.5 1.4 0.8 -0.2 0.0 0.0
Unemployment rate (%) 2.9 2.9 2.4 2.3 2.3 2.3
Labour productivity, persons 794.9 2.8 3.0 3.2 2.5 2.3
Labour productivity, hours worked 441.7 2.9 2.8 3.5 2.6 2.4
Compensation of employees D.1; 2089.9 8.4 7.7 6.5 5.5 5.4
Compensation per employee 460.2 6.7 7.0 6.3 5.3 5.3

Note: Employment is based on domestic concept of national accounts. Rate of unemployment is based on the methodology of the Labour Force
Survey. Labour productivity is calculated as real GDP (in 2016 prices) per employed person or worked hour.
Source: CZSO (2018a, 2018c). MF CR calculations and forecast.



Table A.1d: Sectoral Balances

(in % of GDP)
ESA Code 2017 2018 2019 2020 2021
Net lending/borrowing vis-a-vis the rest of the world B.9 1.0 0.4 0.4 0.6 1.0
Balance ofgoods and services 7.2 6.5 6.1 6.1 6.2
Balance of primaryincomes and transfers -6.7 -6.7 -6.5 -6.3 6.1
Capital account 0.6 0.7 0.8 0.9 1.0
Net lending/borrowing of the private sector B.9 -0.6 -1.0 -0.7 0.4 0.1
Net lending/borrowing of general government B.9 1.6 1.5 1.1 1.0 0.9
Statistical discrepancy 0.0 0.0 0.0 0.0 0.0

Note: Data from national accounts. Net lending/borrowing of general government for 2017-2018 based on notification, for 2019-2021 outlook.

Source: CZSO (2018b). MF CR calculations and forecast.

43



44

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

ESA Code 2017 2017 2018 2019 2020 2021
Level In % of GDP
Net lending (+)/borrowing (-) (B.9) by sub-sectors
General government S.13 81 1.6 1.5 1.1 1.0 0.9
Central government S.1311 30 0.6 0.3 0.3 0.4 0.5
State government S.1312 - - - - - -
Local government S.1313 42 0.8 0.9 0.6 0.5 0.4
Social security funds 51314 8 0.2 0.3 0.1 0.1 0.0
General government (S.13)
Total revenue TR 2042 40.4 40.9 40.6 40.5 40.4
Total expenditure TE 1962 38.8 39.4 39.5 39.5 39.5
Net lending (+)/borrowing (-) B.9 81 1.6 1.5 1.1 1.0 0.9
Interest expenditure D.41 38 0.7 0.7 0.8 0.8 0.8
Primary balance 118 2.3 2.2 1.8 1.8 1.7
One-off and other temporary measures 0 0.0 -0.1 0.0 0.0 0.0
Components of revenues
Total taxes 1019 20.2 20.1 19.9 19.7 19.5
Taxes on production and imports D2 629 12.5 12.3 12.0 11.9 11.8
Current taxes on income, wealth etc. D.5 390 7.7 7.8 7.8 7.8 7.8
Capital taxes D.91 0 0.0 0.0 0.0 0.0 0.0
Social security contributions D.61 760 15.0 15.4 15.5 15.7 15.9
Propertyincome D4 31 0.6 0.6 0.5 0.5 0.5
Other 233 4.6 4.8 4.6 4.6 4.5
Total revenue TR 2042 40.4 40.9 40.6 40.5 404
p.m.: Tax burden 1779 35.2 35.5 35.4 35.4 35.4
Components of expenditures
Compensation of employees + Intermediate consumption D.1+P.2 757 15.0 15.1 15.3 15.3 15.3
Compensation ofemployees D.1 462 9.1 9.3 9.7 9.7 9.8
Intermediate consumption P.2 295 5.8 5.7 5.6 5.6 5.5
Social payments 751 14.9 14.9 15.0 15.0 14.9
ofwhich: Unemployment benefits ¥ 15 0.3 0.2 0.2 0.2 0.2
Social transfers in kind supplied via market producers D.632 154 3.0 3.0 3.0 2.9 2.9
Social transfers other thanin kind D.62 597 11.8 11.9 12.1 12.0 11.9
Interest expenditure D.41 38 0.7 0.7 0.8 0.8 0.8
Subsidies D3 111 2.2 2.2 2.1 2.1 2.1
Gross fixed capital formation P.51g 169 3.3 3.6 3.7 3.8 3.9
Capital transfers D.9 27 0.5 0.6 0.6 0.6 0.6
Other 109 2.2 2.3 2.0 2.0 1.9
Total expenditures TE 1962 38.8 39.4 39.5 39.5 39.5
p.m.: Government consumption (nominal) P.3 969 19.2 19.1 19.2 19.2 19.2
Note: Years 2017-2018 notification. Years 2019-2021 outlook.
1) Includes cash benefits (D.621 and D.624) and transfers in kind (D.631) related to unemployment benefits.
Source: CZSO (2018b). MF CR calculations and forecast.
Table A.2b: No-policy Change Projections
(level in CZK billion, others in % of GDP)
2017 2017 2018 2019 2020 2021
Level In % of GDP
Total revenue at unchanged policies 2042 40.4 40.9 40.6 40.5 40.4
Total expenditure at unchanged policies 1962 38.8 39.3 39.2 39.2 39.2

Note: Measures approved in 2018 on pension insurance and increased fare discounts for selected population groups are excluded.
Source: MF CR.



Table A.2c: Amounts to Be Excluded from the Expenditure Benchmark
(level in CZK billion, others in % of GDP)

2017 2017 2018 2019 2020 2021
Level In % of GDP

Expenditure on EU programmes fully matched by EU funds revenue 38 0.7 1.0 1.0 1.0 1.1
Non-investment expenditure 12 0.2 0.3 0.3 0.3 0.3
Investment expenditure 26 0.5 0.7 0.7 0.7 0.8
Cyclical unemployment benefit expenditure 1] 0.0 -0.1 0.0 0.0 0.0
Effect of discretionary revenue measures (year-on-year changes) 24 0.5 0.4 0.1 0.0 0.0
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 2016 2021
General public services 1 4.2 3.6
Defence 2 0.7 1.4
Public order and safety 3 1.7 1.6
Economic affairs 4 6.0 5.6
Environmental protection 5 0.7 0.7
Housing and community amenities 6 0.6 0.7
Health 7 7.4 7.5
Recreation, culture and religion 8 1.3 1.3
Education 9 4.5 4.7
Social protection 10 12.3 12.5
Total expenditure TE 39.4 39.5

Note: Year 2021 outlook.
Source: CZSO (2018d), MF CR (2018a). 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 2017 2018 2019 2020 2021
General government gross debt 34.6 32.9 31.6 30.7 29.9
Change in gross debt ratio -2.2 -1.7 -1.2 -0.9 -0.8
Contributions to changesin gross debt
Primary balance 2.3 2.2 1.8 1.8 1.7
Interest expenditure D.41 0.7 0.7 0.8 0.8 0.8
Stock-flow adjustment 1.5 1.5 1.4 1.4 1.4
Difference between cash and accruals -0.6 0.0 0.0 0.0 0.0
Net accumulation of financial assets 2.3 1.5 1.4 1.4 1.4
Privatisation proceeds 0.0 0.0 0.0 0.0 0.0
Valuation effects and other -0.2 0.0 0.0 0.0 0.0
p.m.: Implicit interest rate on debt 2.2 2.2 2.4 2.6 2.7
Liquid financial assets 15.0 15.7 16.3 17.1 17.7
Net financial debt " 19.6 17.2 15.3 13.6 12.1
Debt amortization (existing bonds) since the end of the previous year 2! 4.4 4.8 4.4 3.1 29
Foreign-currency exposition of the state debt 2" * 3.5 2.4 2.3 2.2 2.1
Average maturity ? 5.0 5.5 5.9 6.0 6.0

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 (2018b). State debt data MF CR. MF CR calculations and forecast.
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Table A.5: Cyclical Developments

(growth in %, output gap in % of potential GDP, contributions in percentage points, other in % of GDP)

ESA Code 2017 2018 2019 2020 2021

Real GDP growth (%) 4.4 3.6 33 2.6 2.4
Net lending of general government B.9 1.6 1.5 1.1 1.0 0.9
Interest expenditure D.41 0.7 0.7 0.8 0.8 0.8
One-off and other temporary measures 0.0 0.1 0.0 0.0 0.0

One-offs on the revenue side 0.0 0.0 0.0 0.0 0.0

One-offs on the expenditure side 0.0 0.1 0.0 0.0 0.0
Potential GDP growth (%) 2.8 3.0 2.9 2.8 2.6

contribution of labour 0.1 0.1 0.0 0.0 0.0

contribution of capital 0.5 0.6 0.6 0.6 0.7

total factor productivity 2.2 2.3 2.2 2.1 2.0
Output gap 1.4 2.1 2.5 2.4 2.2
Cyclical budgetary component 0.5 0.7 0.9 0.8 0.8
Cyclically-adjusted balance 1.1 0.7 0.2 0.2 0.2
Cyclically-adjusted primary balance 1.8 1.5 0.9 0.9 1.0
Structural balance 1.1 0.8 0.2 0.2 0.2
Note: Years 2017-2018 notification. Years 2019-2021 outlook.
Source: CZSO (2018b). MF CR calculations and forecast.
Table A.6: Divergence from Previous Update
(GDP growth in %, general government balance and debt in % of GDP, differences in pp)

ESA Code 2017 2018 2019 2020 2021

Real GDP growth (%)

Previous update 2.5 2.5 2.4 2.3 -

Current update 4.4 3.6 3.3 2.6 2.4

Difference 1.9 1.1 0.9 0.3 -
General government net lending (% of GDP)

Previous update B.9 0.4 0.3 0.5 0.5 -

Current update B.9 1.6 1.5 1.1 1.0 0.9

Difference 1.2 1.2 0.6 0.5 -
General government gross debt (% of GDP)

Previous update 36.0 35.3 343 32.7 -

Current update 34.6 32.9 31.6 30.7 299

Difference -1.4 -2.4 -2.7 -2.0 -

Source: MF CR (2017a, 2018a). 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
ofwhich: Age-related expenditures 18.1 18.3 19.5 21.1 23.4 25.1 24.3
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 24 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)
2017 2018
General government sector guarantees 0.2 0.0
ofwhich: Linked to the financial sector 0.0 0.0
Source: MF CR.
Table A.8: Basic Assumptions
(interest rates and growth in %)
2017 2018 2019 2020 2021
Short-terminterest rate (CZ) (annual average) 0.4 1.0 1.4 1.9 2.5
Long-term interest rate (CZ) (annual average) 1.0 1.9 2.2 2.6 29
Nominal effective exchange rate (2010=100) 105.4 111.5 113.7 115.5 117.2
Exchange rate CZK/EUR (annual average) 26.3 25.1 24.7 24.3 239
World excluding EU, GDP growth 3.8 4.1 4.1 4.2 4.2
EU GDP growth 2.4 2.4 2.0 1.9 1.9
Growth of relevant foreign markets 5.6 5.1 4.4 3.8 3.5
World import volumes, excluding EU 4.2 4.1 4.1 4.3 4.4
Oil prices (Brent, USD/barrel) 54.2 65.2 61.4 58.6 57.1

Source: CNB (2018a), EIA (2018), Eurostat (2018a). MF CR calculations and forecast.
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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.

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 limit new debt-increasing liabilities of the general
government sector 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 YoY 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 adds 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 —1% 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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