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Introduction

In the sphere of fiscal policy, several exceptional events occurred in 2015, In spite of recard-breaking investment and the
compensation of austerty cuts, the lowest general government sector deficit in the modem history of the CR was
achieved. The amount of general governme nt se ctor inve st ent was the highest since at least 1995, that vearbeing the
earliest vear the relevant data are available for comparison. Evenvwhenthe lease of the 1A%-39 Grpen aircraft is included,
the value of investment exceeded the highest pre-crisis level by &K 4 billion. Quicker utilisation of resources from EU
funds made a significant contdbution. The second extraordinary phenome non were the record-breaking low vields of
government bonds, On 28 August 2015, medium-tenm state bondswere sold on the primary market for the first time in
the history of the CRwith ne gative vields. dince then, a furtherten auctions of me dium-term state bonds have been held
on the primary market with negative vields, Govemment treasury bills have continually achieved negative interest vields
an the primary market more ar less since Septermber 2015, On the secondary market, average monthly rates for medi-
urn-term bonds with a residual maturity of 2 vears got into negative values for the first time in Aprl 2015 and have re-
mained there continuausk since August 2015, Since October 2015 (except for an intedude in January 2016), a ne gative
average monthly rate has also been recorded continually on the secondary market for bonds with a residual maturity of

Syears

The submitted update of the Convergence Programme
[CP) for the period 2016-2019 was approved by the
Govermnment of the CR an 11 May 2016 and is con-
sistent with the Mational Programme of Reforms of
the CR approved by the Govemment of the CR on the
same day. The CP is fully in line with the rules defined
in the updated opinion of the Economic and Financial
Committee of the Council on the content and format
of the Programmes of Stability and the Convergence
Prograrmes (EFC, 2012). In April 2016, the CP was
also presented and discussed with the relevant com-
mittees of the Chamber of Deputies and the Senate of
the CR.

CP is divided into seven interconnected chapters
Chapter 1 sets out the economic and political inten-
tions and targets of the Government of the CR in the
sphere of fiscal policy and the basic elements of struc-
tural reforms, as well as the monetary polioe frame-
work.

The macroeconomic scenario of the CP, based on the
April Macroeconomic Forecast of the MF CR [2016a),
is detailed in Chapter 2. The economy was stimulate d
by several exceptional factors in 2015: a positive sup-
phe shock resulting from low oil prices and fiscal ex-
pansion, reflecting - among other factors - the effort
towards maximal absorption of resources from EU
funds from the financial perspective 2007-2013. As a
result, the econormy accelerated considerably and real
GOP increased by 4 2% for the whale vear In 2016, we
expect a slowdown in real GDP growth to 2.5%. The
yvear 2016 should be characterised by inflation staving
extrermely low and by a further reduction in the un-
emplovment rate.

The economic policy in 2015, the forecast for 2016, as
wee || as the fiscal strategy of the government in future
veatrs are discussed in Chapter 3. This Chapter is based
on the results of the Deficit and Debt Motification
approved by Eurostat on 21 April 2016, and on the
novwe more precise economicpaolice intentions of the
Govermment ([closing date for data sources was

11 =y 2016). For 2015, the general government sec-
tor deficit of 0.4% of GDP and govermment debt of
41.1% of GDP were notified. The forecast estimates
the general govemment sector deficit of 0.6% of GDFP
in 2016 with a subsequent decrease to 0.5% of GDP in
the whole horizon of the outlook. The structural bal-
ance should stay at around —1% of GDP in the same
period, i.e. at the level of the medium-term budgetary
objective of the CR. In 2015, the EU Council recom-
rmended that the CR should realise fiscal effort from
2015 to 2016 at & level of 0.5 pp, whereby it should
return to the medium-term budgetary objective. From
the perspective of current results, we can consider the
given recommendation to have little point now, since
in both these vears as well as in the vears of the out-
look the CR should meet its medium-term budgetary
obje ctive.

Macroeconormic and fiscal scenarios are verified in
Chapter 4 by comparison with the forecasts of other
public and private independent institutions, including
an evaluation of the macroeconomic forecast by a
panel of independent experts. Moreover, the scenario
i supplermented with a sensitivity analysis in which
the impacts of altemative scenarios of economic de-
velopment are simulated. These alternatives encom-
pass different interest rates, lower econamic growth
of the main economic parthersinthe EU and a higher
oil price. &n equally important part of the chapter is
also the analvsis of the variance s between the cumrent
scenario and the scenario from the last update of the
CP.

In Chapter 5, some aspects of long-term sustainability
are monitored. The chapter provides information on
the pension scheme and the public health insurance
scheme, including reform measures. In terms of long-
term sustainability, the updated pension projectionsin
the Ageing Waorking Group of the Economic Paolicy
Committee [EPC/&WG) are also described. This chap-
ter also examines the size and structure of general
governtment sector guarantee s
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Chapter & addresses the qualitative side of general
government sector revenues and expenditure. At
present, priority is given to a description of planned
and implemented changes in the tax systern which
should result in preventing tax evasion and improving
tax collection. Measures for rationalising gove mment
expenditure are also presented here.

The last section, Chapter 7, deals with already imple-
mented or planned changes in the institutional &nvi-
ronment, the transparency of public finances and
strengthening their efficiency. $pecial emphasis is paid
to issues around strengthening the fiscal and budget-
ary frarmewo .
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1 Overall Policy Framework and Objectives

The intention of the current Govermment of the R is to support and develop "a sociallk and environmentally orented
market econary” [Policy Statement of the Government, 20141 The aim of the econamic and palitical m is to incre ase
the competitive ness of the e conary and strengthen the country’ ssocial and regional cohesion through long-term sustain-
ahle economic growth. The prorty is to identify and imple ment growth-supporting measures across different spheres of
the economy. From the perspective of fiscal policy, the government has also expressk declared that it will take painsto
ensure that development of the general gove mment deficitwill rermain at a safe level belowe the reference value of 3% of
GDP. In monetary policy, in Movermber 2013 the CNB begzan to use the exchange rate as an additional monetary policy
instrume nt after the possibilities of using the traditional channel of interest retes were more orless exhauste d. According
to the CMB's current statermnent, this regime of a one-sided exchange rate commitment with a lower limit of 27 CZE/EUR is
tobe used atleast until 2017; the HE Bank Board considers it probable that the cormmitime nt will end ne arerto mid-2017.

1.1 Fiscal Policy

In the area of fiscal policy, the Government of the CR
has set out several main objectives. The most im-
portant of these can be identified as the improved
collection of taxes, more effective and transparent
sovernment expenditure and improvement of the
absorption and drawdown of resources from EU funds.

In the first wvear of the government’s term of office, an
audit was conducted in order to implerment measures
aimed at increasing the effe ctiveness of public admin-
istration. The following wear 2015 was charaderized
by a high increase in tax revenues, including social
contributions, which increased by CZK 95 billion in
accrual terms. In addition to macroeconomic devel
opment, measures resulting in more effective financial
and custorns administration (e.g. the extension of the
reverse charge svsterm of value-added tax, the intro-
duction of a nationwide control system for carousel
frauds, a new tax annex to the corporate income tax
allowing better supervision of transfer pricing or the
squad Kobra at the general and regional level) were
also reflected in a better tax collection. At present,
measures aimed at increasing the effectiveness of tax
collection are being introduced. The electronic WAT
repart came into effect an 1 January 2016, and fiscali-
sation of cash payments will come into force at the
end of 2016 (see subchapter 6.1). Both aforemen-
tioned measures should result in improvement of the
revenue side that would enable the financing of govw-
erfiment priorties on the expenditure side or reduce
the tax burden in the future.

Measures in the social area work inthe opposite direc-
tion, either in govemment final consumption concern-
ing increased expenditure of health insurance
cormpanies and growth in the wage bill in the general
government sectar, ar in the areaof social benefits. In
2015, the govemment carried out extraordinary in-
dexation of pension benefits by 1.8% as compensation
for the cuts of previous governrments in this area In
February 2016, a one-off benefit of CZK 1,200was paid
out to each pensioner due to the low increase in pen-
sions given by the calculation of the indexation formu-

la in which the low inflation is reflected. For following
vears, the Govermment of the CR has approved the
reintroduction of discretion into the indexation system
[Govemment Resolution Mo, 146,/2016), which will
enable it in future to respond exacthy to these types of
situations with low inflation [more detail — see Chap-
ter 5). Another aspect of the expenditure policy is an
increase in the wage bill in the general govemment
sector, where we estimate the compensation of ermn-
ployvees to increase by approximately 4% Undoubted-
I, the national security is also an expenditure priority.
In reaction to the current situation, bath in connection
with the migration crisis and terrorist attacks in Eu-
rope, the government has decided to increase ex-
penditure in the area of the interior, defence and
foreign affairs.

In 2015, the CR exceeded its medium-term budgzetary
objective [corresponding to a structural balance of
-1% of GDP for the CR) when the structural balance
reached —0.3% of GDP. Since 2014, when the medium-
term budgetary objective had been met exactly, 3
positive fiscal effort of 0.7 pp was achieved. This out-
cofmne has been achieved even in spite of areduction in
the rate of value added tax for medicines, books and
eszential child nutrition, the reintroduction of tax
credit far warking pensioners, extraardinary pension
indexation, increase in tax credit for families with
more than one child arthe gift tax returns on emission
allowances. Cne of the primary factors of the Yoy
positive fiscal effort is the succe ssful dravwdown of the
European resources from the financial perspective
2007-2013. With the gradual start of the new per-
spective, we again expect an increase in investment
fram national resources that should lead to a gradual
deterioration of the structural balance to the value of
the medium-termrn  budgetary objective, where it
should last until the end of the outlook horizon (Table
1.1).
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Table 1.1: Fscal Policy Stance

fin % af GGF)

01T 2018 2019
General sovernment balance 0.5 .5 1.5
Structural balance -0 -1 -1.0
Frimary structural balanoe ol an 0.0
Sauvroe: WIF CR.

In the area of state debt management, the main ob-
jective has been the optimisation and increased effi-
ciency of the systern of asset management in the state

1.2 Monetary Policy

The monetary police of the CMB is urwwaveringly con-
ducted as an inflationtargeting regime. Since 1 January
2010, a new medium-term inflation target has been set,
defined as a¥ oY increase in the consurmer price index of
% with a tolerance range of 21 pp. Actual inflation can
therefore te mporarily deviate from the inflation target,
for example due to modifications of indire ct taxe s, the
prirnary impacts of which the CHE typicallk does not
react to at all, concentrating only on their secondary
rmanife ations.

Considering the fact that the undershooting of the infle-
tion target continued in spite of a decrease in interest
rates to the technical minirmum, in Movernber 20013 the
CMB decided to further relax the monetary conditions
and started using the exchange rate as an additional
rmonetary policy instrument. This has taken the form of
an asyrmmetdc commitment not to allow any strength-
ening of the exchange rate below 27 CZK/EUR. although
this regime isto be used at least until 2017, in fact the

1.3 Structural Policies

I its Policy Statement, the govemment committed itse f
to enforcing an economic programime based on support
for business, an effective labour market, a functioning
and transparent state administration, a long-term sus
tainable pensdon scheme, investment in education, sck
ence and research and social hammony across society.

In this context, a number of measure s and refanms have
already been taken or are being prepared. The most
important of the m include a decrease in the ta burden
on the [abour of pensioners and families with children, ar
relaxing the conditions for providing materal support for
creating new jobsin the inve stment incentive system. In
the business environment, the Act on Public Procure-
rment will increase transparency and reduce the adminis
trative requirernents of the procurement process As far
as the fight against tax evasion is concerned, the gow-
emment has introduced the electronic AT report and
the Ak on Fiscalisation of Cash Paviments will come into

treasury systern: this has acted as a significant brake
on the increase in general government debt [in 2014,
it even decreased by approx. C2K 21 billion in absolute
terms). In 2015, the share of zeneral government debt
in GOP continued its decline to 41.1% of GDP, whereas
in 2016 stabilisation of this share is expected. Consid-
ering the planned performance of the general gow-
ernment sector in the faollowing wears and the
rmacroeconomic outlook, we expect a decrease in
general government debt to a value of around 39% of
GOP [more detail - see subchapter 3.4).

CME Bank Board considers its termination of the com-
mitment to be probably closerto mid-2017.

Considering the potential accession of the CR to the
euro zone, the Government of the CR stated, on the
basis of the joint document of the BAF and CME “As
sessrment of the Fulfilment of the Maastricht Conver-
gence Criteria and the Degree of Economic Alignment of
the Czech Republic with the Euro Aread” [MF CR, CNE,
2015), that the situation inthe Euro Area is still not yet
creating conditions sufficie ntly favourable forthe future
adoption of the single European currency in the CR.
Regarding the country’s actual level of preparedness to
adopt the euro, it is necessary to solve in particular the
issue of the long-term sustainahbilite of public finances,
to reduce administrative barriers to business and in
crease labour market flexibility in certain aspects. Con-
sidering these facts, the govemment has not wet
established a target date for joining the Euro Area and
will naot endeavour to enterthe ERM 1l during 2016,

effect on 1 December 2016 (see subchapter 6.1). In the
area of science and research, a draft of long-te nm budget
of national expenditure on research, development and
innovation to 2021 is currently prepared. The budget
should contribute to strengthening the assurance and
long-term stability of the research, developrment and
innovation sestem, within the meaning of Government
Resolution no. 10672015, after the end of the financial
perspective of 2007-2013. Strengthening of the assur-
ance and long-tertm stability of the research, develop-
ment and innovation is also address=d in the Mational
policy of research, development and innovation of the CR
for the vears 2016-2020, approved by the Government
Resolution no. 135, of February 17, 2016

The R's priorities and targets in the sphere of structural
policies are detailed inthe Mational Reform Programme
of the Czech Republic 2016 [Govermnment Office, 2016).
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2 Economic Outlook

The macroeconomic scenario of the Convergence Programme of the CR is based on the Aprl Macroeconomic Fore cast
of the MF CR [20163). ltsverification by an independent panel of experts and compar san with other forecasts is pro-
vided in Chapter 4.

The Czech econaormy isin the boorn phase of the business cvcle; in 2016 we expect real GDP to grow by 2.5%. Econom-
ic groveth should be driven primarily by dame stic dermand. The vear 2016 should still be chamcerised by low inflation
due to a marked decrease in crude oil prices. The ecanomic recovery is also reflected in the labourmarket, where the
unemployment rate is decreasing and employment is growing. These favourable tendencies should alsa continue in
the next fewvears The extemal position of the Czech econormy inthe form of net lending/borrowing vis-&vis the re st

of the waorld should rernain balanced.

2.1 World Economy and Forecast Assumptions

The global economic situation and the outlook in indi-
vidual regions of the world are gradually getting slight-
Iy weorse. The economic growth rate in both developed
and emerging economies is slowing down and some
larze economies, such as Russia and Brazil, are going
through a deep recession. The impadk of low prcesfaor
crude oil and other commodities differs in individual
regions. Whereas in oil-importing countries it can be
considered as an important supply stimulus, countries
exporting oil face a number of economic and social
problems.

For 2015, GDP of the EU28 showed growth of 1.9%
The economic recovery during the vear was mainly
caused by private consurmption due to the improving
labour market situation and low energy prices. In con-
trast, the growth of exports was unfavourably influ-
enced by foreign demand dvnamics and net exports
dampened economic groweth.

Ve expect GDP of the ELU28 to increase by 1.7% in
2016 [versus growth of 1.9% in the EC Winter Fore-
cast, 2016a); for 2017 we expect growth of econormic
performance of 1.9% (versus growth of 2.0% in the
VWinter Forecast of the EC, 2016a). Growth should
continue to be driven especially by private consump-
tion expenditure supported by the improving labour
market situation. Conversely, economic growth will be
mitigated by the worsened global outlook orthe high
debt level of some economies.

Cther asaurmptions of the CP scenario are comparable with
the assumptions of the 2016 Spring Forecast ofthe EC

Table 2.1: Bxogenous Assumptions of the Scenario

In 2015, the average price of Brent crude oil was 52
UED per barrel, while its decrease in the period 2014-
2016 surpassed all expectations. In the forecast hori-
ton of the CP we expect a gradual price rise to 54 UsD
per barrel in 2019; for 2016 and 2017 we expect the
crude oil price to be similar to that assumed in the
Spring Forecast of the EC, i.e. approx. 41 and 47 U3SD
per barrel, respe chively.

Based on the recent development of the USD/EUR
exchange rate, we made a technical assumption for an
exchange rate stabiliby of 1.10 USD/EUR for 2016-
2019. This scenario has a slightly stronger EURSUSD
exchange rate compared to the assumptions of the
spring Forecast of the EC, which expects an identical
exchange rate of 1.09 USD/EUR for both vears.

The CHE will continue to use the CZK exchange rate as
an additional manetary policy instrument (mare detail
— =ee also Part 1.2). Therefore, the assumption of
exchange rate stability at 27 CZK/EUR was adopted for
the period until the second quarter of 2017, In line
with the CHEBE's staterment, we expect the CZK to agzain
strengthen slightly againstthe euro afterthe exchange
rate commitment is abandoned.

Considering the outlook for inflation, even in the me-
dium-term horzon we cannot expect any marked
tightening of the CNB's monetary police, and naor
therefore any marked growth in interest rates either,
which have been hovering at extremely low walues
since the end of 2012,

2015 2016 2017 2013 2019
LISDYEUR exchange rate annual a e e 111 110 1.10 1.10 L1
CZK/EUR exchange rate annual a perage 213 250 26,9 25,2 255
Gover nnvert bond yie ld to meatur ity LY nEpa [1R:] 0B 0.3 1.2 1.6
PRIBOR IM M 0.3 0.3 0.3 0.3 0.5
GOP ELLZE real grawthin % 19 LT L9 2.0 20
Oil prices [Brent} 150/ basrel 52.4 40.9 47.4 51.4 54,0
Source s (VA [20060), B4, (2016), Eumsint (2316 WF (R coloui ons.
5
8495/16 ADD 1 MCS/ah 11

ANNEX

DGG 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=103677&code1=RAT&code2=&gruppen=Link:8495/16;Nr:8495;Year:16&comp=8495%7C2016%7C

2.2 Actual Developments and Medium -term Scenario

221 GDPand the Demand Side

In 2015, the real GDP growth accelerated to 4.2%.
However, a number of one-off factors contributed to
this dynamic economic growth, in particular strength-
ened investment ackivity due to the ending of the
financial perspective 2007-2013 and decline in crude
oil prices. In 2016, the first factor will expire while the
second should continue, but now to a more limited
extent. GOP growth should slow to 2.5% in this vear
and should also fluctuate around this level in the fol-
lowving v ears,

Improving howsehold incomes, growing employment
with low inflation and increasing consumer confide nce
all resulted in an acceleration of household consump-
tion groveth to 2.8% in 2015, In 2016, the se favourable
factors should cause household consumption growth
to further accelerate to 3.1%. In the CP horizon, due to
gradually accelerating inflation, we expect real house-
hold consurmption to slow to 2. 3%, with growth in the
naminal wage bill being relatively similar.

The trajectory of real expenditure of the general gow-
ernment sector on final consurmption is based an the
propaosal of the medium-term expe nditure fram ewaork
and the approved deficit amount for the 2017 state
budget. The growth rate of this general government
expenditure should gradually decrease from 2.8% in
2015 to 1.3% in 2019, All the most important compo-
nents of general govemment sector consumption in
terms of volumes will participate in a real slowdown,
i.e. intermediate consumption, social benefits in kind
and compensation of employees, where we expedt
emplovment growth to gradually decline in this sector,

In 2015, the dvnamics of gross fixed capital formation
were strongly supported by investment of the general
sovernment sector, the impact of which culminated
thanks to the final opportunity to use resources from
EU funds for the previous financial perspective and
also due to the inclusion of the financial lease of the
145-39 Gripen aircraft in investment expenditure in
the ES& 2010 methodology. The increase in invest-
ment activity also corresponded to growing dormestic
and foreign demand and, together with the favourable
development of firms' own resources for financing
ifvestment projects, was in response to a growth in

capacity utilisation. Once the financial perspective
2007-2013 is terminated, we expect a one-off slow-
down in gross fixed capital formation growth to 0.8%
in 2016, In the following wears of the outlook, we can
expect investrnent to grow by approximately 32¢.

The contribution of foreign trade to¥oY growth of real
GDP in 2015 reached —0.2 pp, in particular due to
import growth caused by the high dvnamics of domes
tic dermand. Considering the expected development an
export markets and the forecasted slowdown of do-
mestic demand, the contribution of foreign trade to
economic output should be slightly positive in the next
few vears.

2.2.2 Potential Product and Position within the
Business Cycle

Due to a long period of recessions and the sluggish
econamic growth in 2011-2013, growth of potential
product has slowed considerably; the bizgest contn-
bution stemmed fraom the trend in total factor produc-
tivity., Since 2014, growth accelerated up to 1.8% in
2015 alongside the groweth in total factor productivity.
The decrease ar only slight growth in grossfixed capi-
tal formnation in 2008-2013 has led to a drop in the
contribution of capital stock. Moreover, from 2010 on,
the negative impadcks of demographic changes have
started to manifest themselves quite strongly. The
decline in the working-age population, however, is
compensated by an increase in the participation rate.
Considering that regular working time is being short-
ened and that the CR is approaching the standards of
more developed econormies, the contribution of the
number of worked hours to potential product growth
still te nds towards the negative.

In the next few wvears, bound up with stable growth in
the econaormy, growth in potential product could hover
above 2%. Most of this growth can be ascribed to total
factor productivity growth, and to a lesser extent also
to growth in capital stock contribution.

The output gap, reaching up to —-3.5% of potential
product during the culmination of the recession in
2013, closed during 2015, At the end of the CP hori-
1oh, we expect a positive output gap of around 19%.

8495/16 ADD 1
ANNEX

DGG 1A

MCS/ah

www.parlament.gv.at

12

EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=103677&code1=RAT&code2=&gruppen=Link:8495/16;Nr:8495;Year:16&comp=8495%7C2016%7C

Chart 2.1: Decomposition of GDP Growth Chart 2.2: Output Gap
|growthin %, contrbutons to growth fn peroentage painis) (in % afpotential product)
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Table 2.2: Bconomic Output
{Yewel in CFK Billian, inmreases in %, montributiane tagrawh in peroentage paints)

ESA Code 2015 2015 2016 2017 1014 2009
lewel Rale af change
Real GOF Bl%g Ay 4.2 15 18 14 1.4
NominalGOP Bl%g 472 5. 35 4.0 4.1 4.2
Components of real GOP
Private consunpt iomex pend it ure P.3 2123 1.3 3.1 7 1.4 13
GOVer Nent oorsumption ex penditu re P.3 451 2.3 2.1 L& L4 1.3
Gross fixed capital formation Phlg 1143 73 0.5 3.0 31 3.1
Changes in inventor ies and net acquis, of valuables [%of GDP| PE24P53 39 0.9 L 0.9 3 o
Exports of goods and services & 322 70 L5 ER: B0 B0
Imports of soods and services P.7 ELTE T4 LB a1 b1 b1
Comtributions to real GOP growth

Final conwest ic dena nd - ir i1 14 12 i1
Changes in inventories and net acquis, of valuables PHM4PES - 0T o1l 0.0 LIN1] 0.0
Extermal balance of soods and se rvices. B.11 - 0.2 0.2 0.2 0.3 0.4

Mate: Real e vels are in 2514 prices. Changes in inventones and net oo wisition of valuables on the sixth row express change in ineventaries a5 g per
gent af GGF in current prices. The increase af the change in inwentanies and net aggwiition af wiwables i alsa mikwated from real values,
Source: G290 (2016a), WP OF [2016a)

22.3 Prices

Inflation rmeasured by the hammonised consumer price should rermain low, though a more significant acceler
index reached 0.3% in 2015, ie. it was the second gtion can be expected as late as in the fourth quarter
lowest in the available time series [since 1997). Fac of 2016, when ¥oY growth in the CZK crude oil price
tors in the external environment participated strongly will probably becaome positive. In addition to the crude
inthe very low inflation. These included especially the oil price, the main factors in price developments in
aforementioned marked fall in crude oil and energy 2016 will likely have a nearly neutral [(CZEFEUR ex-
prices and the related decrease of the producer prices change rate] or a pro-inflationary effect [growing de-
in the euro zone. Domestic ecanomic development, rnand in connection with a slightl positive autput gap,
characterised by growing demand against the back- and rising unit labour costs). The contribution of ad-
drop of a closed output gap and low unemplovrment ministrative measures should be similady as low as it
rate, had a pro-inflationary effect, but the develop- was in 2015.

ment of unit labour costs mitigated these effects.
Admministrative measures contributed to consurmer
price growth anly very slightly.

In 2017, inflation should increase further to 1.5%,
while simnilar factors as those at the end of 2016
should take effect. In the vears of the outlook, the
In 2016, inflation rate should reach 0.6%. In the first harmonised consurmer price index growth should fluc
three quarters of 2016, ¥o¥ growth of consumer prices tuate below 2%
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Table 2.3: Prices of Goods and Services
[indlices 2030= 334, rate af change in %)

2015 2015 2016 2017 2014 2009

Lewl Rale af change
GOP deflator 1059 orF 1.0 L3 - 1.&
Private consumptio ndefla tor 105.5 o1l 0.5 L4 L3 1.9
Harmonised index of consune 1 prices 1030 0.3 0.6 L5 1.3 19
Public comsunaption def latar 1.2 1.2 1.2 20 Lo 1.1
Imvestmwent def latar 103.9 0.9 0.9 L3 15 1.7
Export price deflator [soods and services) 107 -1l -7 1.5 0.0 0.2
Import price deflator [_g\cluds and services} 1078 -L.5 -2.3 0.5 0.2 0.0

Sourse: 290 [20164), Eurastat (200 6) WF CR mlcuio tans.

Chart 2.3: Harmonised Index of Consumer Prices
[k~ grawth in %)
7

[

5
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Sourse: Eumstmt (2016 MF (R calowiations.

224 Labour Marketand YWages

High economic growth in 2015 resulted in favourable
development for the main labour market aggregates.
Emplovment based an national accounts methodologye
increased by 1.2%, which was the highest figure since
2008,

In spite of relatively dvnamic economic growth, in the
CP horizon we are expecting a somewhat gradual
increase in ermployment, which will be reflected, how-
evet, in more considerable growth in the ermplovment
rate due to the falling working-age population. The
unermplovme nt rate should decrease gradually to 4 2%
in 2019,

& problematic aspect of the Czech labourmarket is the
high proportion of long-term unemploved persans,
wehich will prevent any more significant increase in
ermnployment or any decrease in the total unemploy-
ment rate. & barrier to more significant improvement
of labour market aggregates will also be increasing
friction in the market, i.e. the shortage of qualified
emplovees especially in technical professions. This
aspect can be largely interpreted as structural, though
at present it is also accented by the position of the
Czech econormy inthe business cycle.

Chart 2.3: GDP Deflator and Terms of Trade
[i-0-p change in %)

* 5[ P = laLar
E] Tearmeal Lrade
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-3 |
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Sourge: CB0 (20160) WF CR molubtions.

The participation rate in the CR has a counter-cyclical
character. The improving position of the Czech econ-
oy in the business cycle brings about pressures to-
wards lowering the participation rate.  Structural
factors should counteract such pressures, however.
The most important of these include the rise in statu-
tory retirement age, which should also manife st itse |
in the increasing effective retirernent age, and the
favourable change in the demographic structure. In
the CP horizon the share of population in age groups
with a naturally high participation rate is increasing
[especially those aged 40-49); after including the im-
pact of the development in all agze groups, the dermo-
graphic effect will be positive.

For 2016, we expect an increase in the compensation
of emplovees by 4.5%, whereby sewveral tendencies
will impact wage developrment in the CP harizon in
opposite directions. In particular in 2016, nominal
wage growth should be dampened by low inflation.
The aforementioned shortage of gqualified workers in
some professions or regions should, on the contrary,
further increase pressures on wage growth. With sta
ble economic growth, adecrease inthe number of less
weell remunerated jobs in the grey economy can also
be expected.
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Chart 2.5: Employment and Participation Rates

Chart 2.6: Unemployment Rate
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Table 2.4: Bmploymentand Compensation of Employees
[orice fevele in scomman poces, mte af change in %)

ESA Code 2015 2015 2016 2017 1014 2009

lewel Rale af change

Employneent, persons LLTD 1.2 0.5 o1 LR o1
Emyplaynvent, hours worked 9.2 1.3 o7 .1 4.2 0.2
Lime myplonynee it rate |%| 51 L1l 4.4 4.3 4.2 4,2
Labour productivity, persons T3 3.0 1.9 1.5 1.4 1.4
Labour productivity, hours wor ked a1 23 1.7 1.5 L7 7
Compers ation of employees 0.l 1737 4.4 4.5 4.6 4.5 4.5
Compers-ation per em plovee 405 2.4 13 4.4 4.5 4.5

Mate: Emplayment s bosed on damestic cansept of notional accounts. Fote af unemplopment je based on the methodolngy of the Labour Farce
Survey. Lobaur pradustuity i oafoulated g reof GOF in 20149 prices) per employed persan ar warked four.

Saurse: (Z90 [2016a, 2MEL). IF OF moluia fians,

2.3 External Transactions and Sectoral Balances

This subchapter has been prepared using the national
accounts methodology, which allows - based an the
relationship between investment and savings - the
surplus or deficit in economic relations vis-a-vis the
rest of the world to be completely divided among
individual economic sectors. The difference from the
analogous and commonly used balance of payments
methodalogy lies, for example, in the methad of pro-
cessing data sources or classifying certain ite m s,

In 2015, the Czech economy recorded positive net
lendingfbormrowing vis-a-wvis the rest of the world of
1.1% of GDP, i.e. it once again became a net exporter
of capital, as it had been in 2003,

The surplus in the balance of goods and services
reached 6.4% of GDP. The YoY decrease of 0.3 pp was
caused by domestic demand dynamics and the inclu-
sion of the lease of the JA5-39 Gripen aircraft. The
long-term deficit balance of primary incomes, which is
influenced predominantly by the distributed income of

companies under foreign control, achieved a negligible
improvement of 0.1 pp to =7.7% of GDP. The balance
of current transfers showed a slight deficit of —0.7% of
GOP. The surplus of capital transfers reached a record-
breaking value of 3.1% of GDP due to accelerated use
of funding fram the financial perspective 2007 -2013.

In 2016, the balance of net lending/barrowing should
return to a deficit of approx. —0.4% of GDP, especially
due to alower surplus in the balance of capital trans-
fers. In the next few vears, net lending/bormrowing vis
Zvis the rest of the word as a percentage of GDP
should fluctuate around the value of zero, with a
slightly increasing tendency while keeping the curmrent
structure of individual balances.

Intermns of sectoral balances, with the given trajectory
of the percentage of the general government sector
deficit in GDP, the balance of the private sector should
fluctuate below 1% of GDP.
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Table 2.5: Sectoral Balances

fin % af G0F)
ESACode 2015 2016 2o1r 2013 2019
Net lending/borrowing vis-a-vis the rest of the world B4 L1 0.4 0.3 0.0 0.3
Balance of goods and services EA E.E BT B3 T2
Balamce of primary incomes and trarcfers EA -E.5 -EA -EA -E.5
Capital aocount 11 113 14 15 1E
Net lending/borrowing of the private sector B9 L5 0.2 0.2 0.5 0.7
Net lending,bor rowing of general gover nme mt B9 0.4 0.6 1.5 0.5 0.5
Statistical discre pancy 0.0 0.0 0.0 0.0 0.0

Nate : Natianal Aocaunts Mvethadaiagy. et fendingbarmwing afgenaral gavernment far 201 52516 natfication, years 2317—-2519 au ook

Sourse: (290 (23164l WF OF sojoulagans,

24 Convergence

According to the preliminary estimate, the econoric
level of the CR, expressed in terms of GDP per capita
adjusted by current purchasing power parity, reached
approxirmately 24,400 PPS in 2015, corresponding to
a6% of the EAZS econormic level or 63% of the eco-
namic level of Germany. Thanks to strong economic
growwth, the relative economic level of the CR in com-
parison with the EA2E8 countries increased by 11 pp in
20002007, Subsequently, howewer, due to periods of
recession and sluggish economic growth, the conver
gence process stopped [see Chart 2.7). In 2008-2013,
the economic level of the CR fluctuated between 81%
and 83% of the EA28 averaze. Economic recovery in
2014 and strong growth the following vear has result-
ed in renewal of the convergence process that should
also continue gradually in the next few vears

Chart 2.7: GOP per Capita — Using Current Purchasing
Power Parities
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Az far as @ comparison of price levels is concerned, the
price level in the CR increased almost continuously
from 1995 to 2008, when it reached 73% of the EU25
average [(Chart 2.8). In 20092013, there followed a
period of relative stability in the price level at around
70% of the EU28 average. Subsequently, the compara
tive price level decreased due to a strong weakening
of the CZK/EUR exchange rate as a result of monetary
policy, specifically to 63% of the EU25 average in 2015,
which assisted in improving the price competitiveness
of the Czech economy in the aforementioned period.
In the following vears, the prce level of the CR should
again start approaching the EU2E8 averagze owing to a
slight strengthening of the exchange rate, although we
estimate that now the rate will be slower than it was
before 2008.

Chart 2.8: Comparative Price Level of GDP
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3 General Government Balance and Debt

The general government sector deficit in 2015, at —0.4% of GDP, was the record-breaking lowest, both absolute and
relative, in the history of the CR. The deficitwas unequivaocally the lowest, despite a number of discretionary measures
that eitherreduced income or increase d expenditure. Expenditure co-financed fram EU funds plaved a sub stantial role
in how 2015 actually tumed out. We estimate utilisation of 96% of the total allocation for the recently finished pro-
gramming period 2007-2013. Anothervery positive impact include s conditions an the financial markets, which even
allowe state bonds to be issued with negative vields, bringing additional income to the state budget. The objective of
the Government of the CRin the vears of the outlook isto implement its priorties while keepingthe general zovern-
ment sector performance at the level of the medium-term budgetary objective.

3.1 Actual Balances and Updated Budgetary Plans for the Current Year

311 Developmentin Year 2015

According to data published by the C230, the general
govermment sector deficit in 2015 was 0.4% of GDP. In
cormpanson with 2014, this is a considerable improve-
ment of 1.5 pp, while in structural te s it is a decrease
of 0.7 pp. Approximately half the improverment can be
attributed to the development of the business oycle
lclosing the ne gative output gap) and one-off measure 5;
nevertheless, in spite of this it has been the best result
in the available time series even surpassing the existing
record-breaking deficit lowy in 2007 (0.7% of GDP). That,
however, was largely caused by an extrermely postive
output zap.

The total growth of incomes reached 3.5% in 2015.
Incomes from taces and social security cortributions
increased by 6.5%, while revenues from indire ot taxes
amounted to the highest increases. In relative terms,
total revenues reached 42.2% of GDP. The composite
tac burden increased by 0.5 pp tao 34.6%. Haowever, this
value was not caused by an increase in statutory tax
rates, which actually fell in 2015, but by improved tax
collection.

The collection of indirect taxe s increased by more than
¢, especially due to VAT revenues and at the same
time due to a wery high increase in excise duties an
tobacco products. During 2014, a measure introducing
the time limitation on the additional sale of tobacco
stamps with the immedistely preceding rate was ap-
proved. The motive for stockpiling was thereby reduced
considerably, resulting in a steep decline in tax reve-
nues in 2014 and at the same time their retuming to
the current level a vear later, as dictated by real con-
sum ption of tobacco products. This extraordinary fluc-
tuation considerabl accelerated the dvnamics of
accrual tac revenues in 2015, To a lesser extent, the
increased rate of tax on tobacco products also contrib-
uted to the increase intax revenues,

Despite weaker WaT collection in the first quarter of
2015, its annual revenues grew by 4.3%, far in excess of
household consumption dynamics. TaEo reve nues were
also dampened by the introduction of the second re-

duced rate for medicines, books and irreplaceable child
nutritian.

Direct tax revenues increased by 4.3% compared to
2014, maink due to corporate income tas (growth of
6.8%) that refle ted the fast pace of economic growth.
In contrast, slower developrent was apparent in per-
sonal income tax, which only increased by 2.0%. Howe-
ever, the result was caused by discretionary influences
that supported selected groups of households, such as
reintroduction of the basic personal tac credits for
wiotking pensione s and support for families with more
children, and athers. The developrment in social security
contributions was also a dvnamic that increased by
5.5% ¥ o¥, while additional revenues due to an increase
in the payment for state insured persons were only
slight.

Howewver, the biggest contribution to growth of the
revenue side sternmed from accrual capital transfers
from EU funds, which increased by more than 34%
comparedto 2014, The developrment was caused by the
successful effort to draw down the remaining resources
from the programming perod 2007-2013 Because of
the n+2 rule, 2015 was the |last vear possible to draw
down funds, Such transaction has adirect impact on the
expenditure side, since investment expenditure of the
general govermnment sector is being increased in tan-
dern. Current subsidies were alsa increasing relatively
strongly in annual termn s, again due to the drewdown of
European funds, although i this case for non-
ivestment projects, which swas maink reflected in
intermediate consurnption and compensation of ern-
ployees an expenditure.

Total expenditure increased by 4.6%, thus reaching
42 6% of GDP in relative tenms.

The nominal final consum ption expe nditure of general
govemment increased by 4.8% in 2015, thus contrib-
uting to nominal GDP growth relatively strongly. The
developrment of general govemment sector expendi-
ture was maink driven by an increase in salaries in
public administration, due partly to increased pavment
tariffs and partly to the wage bill co-financed from the
EU funds [growth of 4 %) A similar developrment was
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also apparent in intermediate consurmption; its growth
of 4 2% was also largely determined by European pro-
jects. In contrast, a ¥o¥ slowdown could be seen inthe
social transfers in kind that represent payments of
health insurance companies for health-care to health
facilitie s that are not part of the general government
sectar.

Expenditure on financial social benefits increased by
2.3%. Discretionary influence s of approximate by 0.1%¢ of
GOP were reflected in the dynamics these maink in-
cluded an extraordinary pension indexation of 1.8% as
compe nsation for decreased indexation in the previous
vears that reduced the real purchasing power of pen-
sion benefits (se e alsa ChapterS).

Investment activity of the general government sector
increased by approdimatel 30% Yo, Investment
reached the highest value in the whole tirme series so
far since 1995, In particular, the increase ininve ssment
weent to EU projects and therefore has onbe a limited
impact an the deficit in the amaount of Czech financing.
It weas possible to generate a substantial fiscal impulse
for the econormy with relatively small costs for Czech
public finances. Investment was also increased by the
inclusion of the lease of the JAS-39 Gripen aircraft,
wehich is included as one-off expenditure in the fourth
quarter of 2015. Resources for purely national projects
weere slightly mitigate d, which resulted in ifnprove ment
of the balance of the general gzovernmert sector.

& wery favourable development could be seen in the
interest costs of debt servicing. Their decrease by neary
ZK & hillion was caused by state debt stahilibe, a de-
cline in the whole revenue curve of state bonds, the
time-restricked regime of foreign exchange interven-
tions by the CHNBE and confidence in the government’s
fiscal policy.

The expenditure side was also influenced by the gift tax
retums  on  emission  allowances  amounting  to
ZK 4.5 billion. In reality, the tax return was paid out
from the corporate income tac account, but according
to the ESA 2010 methodology it is accounted for as
capital transfersto non-financial corporations.

31.2 Developmentin Year 2016

In 2016, we expect aslight incre ase in the deficitto 0.6%
of GOP, but with the structural balance still above the
mediurn-terrm  budgetary objective. A negatie fiscal
effort of 0.3 pp is pAimaril due to a change in the snic-
ture of investre nt expenditure financing.

In 2016, revenues should decrease by 0.4% to 40636 of
GDP due to adecrease inthe use of funding from the EU.
Mevertheless, the decrease will be dam pened by incomes
from taxes and social security contributions, swehich
should incre ase by 3.6

Indire ct tax revenues should increase by approxirmate b
3.2%, mainly due to WAT collection. The expected growth

of WAT revenues of 8.2% in 2016 is based on additional
incornes from measures that should lead to a considerar
ble reduction in tax evasion. In 2016, the impact of elec-
tronic WaT reporting should be the main manife station of
these measures. A limited dvnamics is expected in excise
duties where a negative effect is expected in relation to
the so-called Anti-Srmoking Act curre nth being approved,
as a cansequence of which we expect a reduction in
tobacco product consumption.

Direct taxe s should increase by 2.9% compared to 2015
Theirdeveloprmert should be determined by the increas
ing of personal income tax and sacial securty cortrbu-
tions, which amount to approximately 4%, a similar
amoaourt as the forecasted growth of the wage bill. The
termination of the 2nd pillar will be reflected in the social
secutty contributions;, specifically in the amount of ap-
progirmately 2K 0.9 billion (see Chapter 5). We expect 3
lovwe r groswth of approximately 2% in corporate income
tax due to the moderate dvnamics of the development of
zross operating surplus cormpared to 2015.

Once the possibility to use money from the old financial
perspective 2007-2013 is finished, we expect a decrease
in both current and especialle capital accrual subsdies.
The introduction of the new prograrmming period is not
fully able to compensate for the termination of the old
perspective. At the same time, we assume that the time
pattern of drawdown will be more fluid and uniform in
this period than inthe previous one.

Expenditure of the general government sector should
sagnate compared to 2015, reaching 41.2% of GDP. It
will therefore continue to decline as a percentage of
GDP.

After s relatively high growdh in 2015 expenditure on
zovemment final consumption should slow to 3.4%. We
expect the highe st growth of government consumption
in social transfers in kind {4.5%), due to legislative chang-
es in health-care (support for spa care, etc ) We alao
forecast relatively higher growth of compensation for
emplovees of 3.9%, where the implemented growdh of
wages in state administration should be reflected. Faor
intermediate consumption we expect a slowdown to
3.1% due to lower drawdown of current money from the
EU funds compared to 2015,

Cash social benefits should incre ase by 2.3%. In addition
to current statutory indexation, the extraordinary contri-
bution of CZK 1,200 to pensioners paid out in February
2016 is reflected inthe i growth.

Interest costs should decrease again, although rmore
dightly this time, due to the continuing favourable condi-
tion in the given segment of the financial market and the
interest in Czech state bonds strengthened by the CHME's
exchange rate policy.

Total subsidies and transfers should increase by more
than 3%, and they should refle ct an increase in contribu-
tions of the state to reneveable enersy sources.
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Irtee ment activity of the government sector should be
lowwer compated to 2015 for the aforementioned reason
of the transition to the EU financial perspective 2014-
2020. However, this decline is partially compensated by
an increase in Czech investment that, in contrast to Euro-
pean projects, has full influence on the balance of the

3.2 Maedium-term Budgetary Outlook

Forthe period of the medium-term outlook, we expect
balances of the general govemment sector to stabilise
at —0.5% of SDP. This development implies maintain-
ing structural balances at the level of the medium-
term budgetary objective.

The current setting of fiscal policy is determined an
the one side by the state budget deficits approved by
the Govemment of the CR and by the draft of the
medium-term expenditure framewoaork for 2017-2019,
and on the other side by assumptions regarding the
development of other general government sector
units, General government sector performance has
always been strongly influenced by the central zeneral
government balance [(Chart 3.1), which is unlikely to
change in the future. The positive output gap should
extend relatively slowely, which implie s that the weight
of ite s sensitive to the business cvcle will play arels
tively small rale in annual tenm s,

Chart 3.1: Government Balance by Sub-sectors
{in % af G0F)

-4 Zocial z=curity funds
Lacal gawarnmenl

-3 B C =niral grvmrn manl
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Mate: Years 2015-201F notification, pears 200 72019 outkoak.
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3.21 Expected Development of Revenue

The rmain strategy of the CR's budgetary policy on the
revenue side is the fight against tax evasion and the
increased effectiveness of tay collection. However, as
far as these measures are concerned, the MF CR is
aware of risks related, for example, to the technical
implementation of the fiscalisation of cash payments.
The materdalisation of such risks would affect imple-
mented revenues. We do not expect an increase in the
tax burden in the period 2017-20192 through any
growth of statutory tac rates. The only exception is
growwth of tobacco producks taxation.

zeneral govemmenrt sector. In YoY cormparison, invest-
rment expenditure is also decreased by the basis for com-
patison, which was increased by the extraordinary lease
of the 143-39 Gripen aircraft that was accounted for in
2015,

Higher tax collection in 2015 led to a more optimistic
revision of the forecasted revenues of the general
government sector compared to the last update of the
CP. Their increase is due to both development of the
macroeconomic bases directly influencing tac reve-
nues on the one hand and to the increased effective-
ness of tax collection and more effective prevention of
tax evasion on the other. In the vears of the outlook,
we expect a stronger Yo¥ growth on the revenue side
in tae revenues [including social securty contrbu-
tions), which should exceed 4% on average. The faol-
lowwing text brefly sets out the specific budgetary
impacts of measures being prepared in 2017-2019. A
rore detailed description of them is included in sub-
chapters 6.1 and 6.2

The collection of personal income tax should be influ-
enced positively by the development of the wagze bill
in the domestic econorny, which is expected to be
4.6% on average in the vears of the outlook. Due to
the introduction of the fiscalisation of cash pavments,
we expect an increase in revenues from personal in-
come taxes of those doing business in the affected
sectors by approx. CZK 4.8 billion in 2017, by another
approx. C2K 2.2 billion in 2015 and by C2K 0.2 hillion in
2019, in line with the gradual introduction of the obli-
gation ta record sales on-line in the individual sectars.
Hawing an effect in the reverse direction will be the
one-off ta: credit of C2K 5,000 for all persanal income
tax pavers who become obliged to record sales in the
ziven vear. The tax credit was approved in order to
compensate for initial costs incurred by tax pavers in
connection with the effect of the Act Its impact is
calculated as a one-off amount of CZK 1 billion, dis
tributed overthe period 2016 and 2017. The forecast
for discretionary measures in connection swith the
effect of the Act on Fiscalisation of Cash Payments and
am endm e nts to accom panving acts has been modified
compared to the last update of the CP due to the later
date of the legislation becaming effective.

In terms of social security contributions, which in
budgetary terms is the most important item for the
general government sector, we expect development in
line with growth in the wage bill in the economy and
the expected development of payments for state in-
sured persons. The averaze growth of vields is fore-
casted at 4.6% in the vears of the outlook. An incre ase
inthe tax assessment base for persons doing business
due to the introduction of the fiscalisation of cash

13
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pavrments is also to contribute to its growth. In con-
nection with the effect of the Act on Fiscalisation of
Cash Pavments and the gradual involvement of addi
tional sectors, we expect discretionary measures for

Table 3.1: Impact of Measures Fighting Tax Evasions
[Wear-anrpear disoetional change. in CZK piliian)

social  security contributions to  be  approx.
CZE 4.3 billion in 2017, 2K 2.0 billion in 2018 and
another CZK 0.2 billion in 2019,

2016 1T 013 2019
Elext ronic evidence of sales 05 15.7 &3 0.7
Personal income tax - 4.2 1.0 0.2
Corporate inoom e tax a1 15 0.5 0.1
Social sscurity contii but ions 0.2 43 2.0 0.2
Value added tax 0l 5.3 14 0.2
VAT rieporting 100 2.0 3.0 -
Value added tax 100 2.0 1.0
Tatal 10.5 177 113 0.7
Souvroe: WIF CR.

The forecasted economic growth will also manifest
itself positively in revenues from corporate income
ta. Collection of this tax itern should also increase
slightly in connection with the introduction of the
fiscalisation of cash payvments (by approx. CZK 1.9
billion in 2017, C2K 0.9 billion in 2018 and an addition-
al CZk 0.1 billion in 2019). Considering the absence of
other negative discretionary changes, in 2017-2019
wee Expect an average growth of corporate income tax
revenues of 4 9% pervear.

Forvalue added tax revenues we expect an accelera
tion in the dvnamics to 4.8% in the vears of the out-
look. Growth of household consumption, increased
effe ctiveness of tax collection and key measuresin the
fight against tax evasion will have a positive impadt
that should finally result in making the business &nvi-
ronment fair. The introduction of measures in the fight
against tax evasion is also expected for 2007-20119 in
line with the gradual invalvement of entities in the
ohligation, in the case of the fiscalisation of cash paw-
ments, to immediately record sales an-line, or the
ohligation to submit an electronic WAT report. With
the introduction of electronic ¥AT reporting, we ex-
pect an impact only on YAT revenues In 2016, from
this itemwe expect a¥oY increase in VAT collection by
CZE 10 billion, by another CZE 2.0 billion in 2017 and
by wet another CZK 3.0 billion in 2018, Considering its
effectiveness from 1 December 2016, the impact of
the Ack on Fiscalisation of Cash Pavrme nts will manifest
itself primarily in 2017-2019. 'We estimate a discre-
tionary impact on the increase in WAT colle ction to be
CZK 5.8 billion in 2017, C2K 2.4 billion in 2018 and an
additional CZK 0.2 hillion in 2019 Alongside the Act an
Fiscalisation of Cash Payvrents, an amendment to Act
Mo, 2352004 Coll, on Walue Added Tax [Act Moo
133/2016 Coll), was also approved. The amendment
reduced, among other changes, the tax rate for food
services from 21 to 15%, except for alcoholic beverag-
es, from the moment when the &ct on Fiscalisation of

Cash Pavments caomes into effect. This measure, which
has an impact of 2K 0.5 billion, is simed at compen-
sating possible pressure to increase prices, which was
assessed as arisk factorin this sector.

Excize duties will be influenced by active measuresfor
tobacco produdt taxation. The amendment to the Act
on Excise Duties (Act Mo, 315/2015, Coll.] sets out a
trajectory for increasing the tax burden on tobacco
productsin compliance with European legislation until
2013, The effects on VoY growth in excise duty reve-
nues should be approx. CZK 1.1 billion in 20017 and CZK
1.4 billion in 2018. We take into consideration a nega
tive additional impact on excise duty revenuesin con-
nection with the approval of the government bill on
health protection against the harmful effects of addic-
tive substances [the so-called Anti-Smoking Act,
Chamber of Deputies Print Mo. 508). “When it comes
into effect, a reduction in tobacco product consurmp-
tion is expected, the effect of which on consumption
tax colle ction should be a decrease of CZK 0.3 hillion in
2017 and another CZZK 1.4 billion in 2018,

Az far as other revenues are concerned, we expect
zrowth of investrnent subsidies in 2017-2012 in line
with the gradual increase in the drawdown of re-
sources frorm EU funds in the programming period
2014-2020.

Forthe period of the mediurn-te rm outlook, we do not
forecast any one-off revenues for general govemment
sectorbudgets.

3.2.2 Expected Development of Expenditure

In 2017-2019, we expect an average YoY growth in
general govemment expenditure of 3.7%, which is less
than the forecasted growth of nominal GDP. In 2017,
expenditure in relative terms should stagnate at 41.2%
of GOP. In the following two vears of the outlook, we
forecast a slight decrease to 40,62 of GDP. On the ex-
penditure side, we do not expect amy legislative chang-
es in the medium-tern outlook that would have an
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important impact on the general government sector
deficit. Mevertheless here we do identify risks, mainly
in the securty sphere in connection with the migration
crisis threat of terrorism or in the sphere of export
sybsidies that could possibly require an increase in
expenditure in the respective chapters of the sate
budget.

Government final consumption expenditure should be
driven by growth in expenditure on social transfers in
kind (nearly 5%), compensation of employees (approx.
4.0%) and intermediate consumption, for which an
increase of approx. 3% on average is expected. An im-
portant change in govemment final consumption is a
change in the definition of this sector. This mainly ap-
plies to health-care, where a number of entities were
transferred to the general government sector in 2015.
The transfer had a considerable impact on the fore cast
for social transfers in kind, the intermediate consump-
tion and compensation of employees since he ke we can
see reflected the assumption of balanced finances for
the social securty subsedtor. Expenditure in this subsec-
tor should grow in line with its revenues, which are
determined by anincre ase in the wage bill.

Growth dynamics will be mainly driven by pendon bene-
fits. On 17 February 2016, the govemment approved the
amendment to the Act on Pension Insurance [Chamber
of Deputies PHnt Mo, 725), amending the pension indexe
tion systern. Mow the govemrert will be able to adjust
indexation up to 2.7%, if the indexation amount is lower
according to the standard rule. It has been decided that
the wvalue of indexation for 20017 would be 1.7% (2K
200). The current macroeconomic forecast [(MF CR,
2016a) implies an impact in every vear of the outlook.
The impact in 2017 is estimated to approximate b CZE 1
billion, in 20158 to approximately 2K 2 billion and in 2013
to approcimately K 0.5 billion. The approval of the
amendment to the Act on Social Services [(Chamber of
Deputie s Print Mo. 639) will alao have an impact ofn ex-
penditure on cash social berefits. The amendment in

creases the contribution for care by 10% with effect from
1 August 2016, thus reacting to a decrease in the real
value of the contribution. The discretionary growth of
expe nditure due to the introduction of this measure is
expected to be CZK 2 billion in total, of which an impact
of &K 1.2 billion will occur in 2017, The forecast also
takes into account the amendment (approved by the
Govermnment] of act on health insurance with a discre-
tionary impact of CZK 1.9 billion in 2017,

Considering the termination of the financial perspective
2007-2013 at the end of 2015 and the gradual intro-
duction aof the new period, we expect a sv ematic in-
crease in investment activity in 2007-2019 with Yoy
groweth of approx 4.5%. At present, the Governme nt of
the CR is negotiating with the EC in conne ckion with the
transition to the new standard for assessing the effects
of structures on the environment [Environmental m-
pact Assesstment, ElA). The result of this negotiation will
impact the amount of drawdown of European resources
in the first vears of the outlook, the amount of irvest-
ment of the general govemment sector and, through
the component of Czech financing, also its balance. We
also expect growth in inve stment finance d from nation-
al resources. Such expectation takes into account both
the relatively lower level of investment from the EL
funds and also the expected and gradual increase in
irvestment activity of local gove mments.

Considering the continuing favourable conditions anthe
financial markets, the expected gradual termination of
the foreign exchange interventions regime, and onl a
slowe increase in interest rates in the economy in con-
nection with the expected inflation rate, the outlook
expects expenditure on debt servicing to stabilise =t
1.0% of GDP. In nominal terms, for the perod 2017-
2019 we expect a growth of expenditure on interest
pavments of approx. 2.3% perveardue to the expected
increase in general govemment debt and the increase
in interest rates on newly issued debt The subchapter
3.4 dealswith these issuesin detail.
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Table 3.2: Structure of Discretionary Measures in 2016-2019

[Fear-orryear disoretional change, in CZK billion)

2016 2007 2018 2019
Fevenue Discretiocanny Measures 21.4 244 11.3 or
Personal inoo me tax 0.5 4E 10 [
Lorpovats income tax 0.4 1= a5 a1
Social sscur ity contributiore E.E 114 20 0.2
Valve addedtax 1.2 73 54 02
Lorsum ption tases 112 0g - -
Tax on lotteries LE - - -
Other rewenue measures 0.5 -14 - -
Expenditure Discretionary Measures -12.3 -124 1 -
Lazh social berefits -1.5 Rl - -
Compensation o employess EENE -15.E 41 -
Healthcare -£.1 -b.1 - -
Other expenditure measures 14.1 <01 - -
Total 37 20 11.2 o7
Fafsor 0.2 ula} 0l 0.a

Sovroe: WIF CR.

3.2.3 Comparison of Intentions with a Mo-policy-
change Scenario

The intentions of economic policy compared to the

autonomous scenario, i.e. the scenario in which only

the currently walid situation is taken into considera

tion, are presented in Table 3.3,

Cn the revenue side, major measures have been ap-
proved for more effective tac collection, i.e. electronic
WAT reporting and the fiscalisation of cash payments.
Electronic WAT reparting has been valid since 1 January
2016 while the fiscalisation of cash payments, approved
in the first quarter of 2016, will come into force on 1
Decermber 2016, We already include these measuresin
the autonormous scenario. The onl rmeasures being
currentl discussed with a more significant impact an
the revenue side are the so-calle d Anti-Smoking Act and
an act on gambling tac. On the expenditure side, we
take into consideration the proposal to increase state
social support [contribution to care), the proposal of

compensation for emplovees of the OKD company, the
proposal of amendment of act on health insurance, the
proposal to minimal pension indexation and increase
the wage bill in the government sector by approx. 4%.
This also has an impact on revenues and partially com-
pensatesthe ne gative impact on expenditure.

Assuming that these measures are not approved, gov-
ernment sector revenues would be lower by 0.1% of
GOP in 2016, by 0.2% of GOP in 2017, by 0.9% of GOP
in 2018 and by 0.4% of GDP in 2019. The measures
hawe a negligible impact on the expenditure side in
2016, but they further increase expenditure by 0.5% of
GOP in 2017, by 1.0% of GDP in 2018 and finally by
1.53% of GDP in 2013. The general government sectar
deficit would be, without the discretionary measures,
0.4% of GDP lower in 2017, 0.6% of GDP lower in 2018
and 0.9% of GDP lowerin 2019, WWe also get a similar
picture after adjusting the whole balance for the busi-
ness oycle and one-off measures.

Table 3.3: Comparison of the No-policy-change Scenario with the Intentions of Ascal Policy

fin % af GCFY
2016 2017 2018 2019
Total revenue .5 40.7 4.5 40,2
Total rewenue at unchangsd policies 40.5 405 a0.2 5.7
Cumulative discretionan revenue measures 0.1 02 a3 0.4
Total ex pendit ure 41,2 412 410 )b
Total expenditure at unchangsd palicies q1.2 107 a0.1 323
Cumulative discretionany e penditure measuies 0.0 05 10 113
General government balanoe with discretiomary nweasures L& -0.5 .5 .5
(x=neral government balance without not yet appiovwed diecretionany measures EiN] 0.2 a1 a4
Total cumulative discretionany measures 0.0 04 0B 0.5

Iate: Autonomaous ssenaria docs nat cansider any additional gavernment maasunes, Lo it mkSE fNto aocount the curkent kegal state and thue
measures aooroved in the pocst may be included. The sconari with ditaretionary measunes taks £ inta acqount the prepared measurss which are part
af the authak and fiscal srategy af the gavernment. Wsoretionary Megsures N thic table incarpamte all nan-auonomaus changes, e, bath thase
Jmproving and warsening the balange. Giscretionary measures 1 200 620519 are represented cumulatively, thus cntaining efect af changes in

Drevials pears.
Sauvroe: WIF CR.
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3.3 Structural Balance, Fiscal Stance

The structural balance in 2015 reached —0.3% of GDP,
ahd it should decrease to —0.6% of GDP in 2016, In
2017, we expect a further decrease in the structural
balance to —1.0% of GOP and it will probably also stay
at this level in 2018 and 2019. Interest expenditure
should, after a slight decrease, stabilise at 1.0% of
GDP. As a consequence, in the vears of the outlook the
primary structural balance will be balanced and will
develop similarly to the structural balance.

In 2015, the most important one-off revenue was the
revenue of the Deposit Insurance Fund from bank-
rmuptoy proceedings and settled disputes amounting to
CZK 5.2 billion. The most important ane-off expendi-
ture in 2015 was the inclusion of the principal of the
lease of JAS-39 Gripen aircraft, accounted for in the
armount of CZK 2.9 billion, and further the tax returns
on emission allowances amounting to CZK 4.5 billion.
In 2016, we expect one-off revenues from the auction
sale of frequency bands to mobile operators of CZK 1.3
billion. The one-off contribution to  pensioners
amaounting to CZK 3.5 billion is included on the ex-
penditure side in 2016, furthermore expenditure an
interest from state guarantees in 2016-2017, which,
however, will not exceed C2K 0.5 billion pervear.

Chart 3.2 [and in more detail, Table &.5) recaords the
development of the cvclical component of the deficit,
i.e.the impact of items which are clearly sensitive to
the position of the economy in the business orcle.
since the second half of 2013, the negative output gap
had been closing in tandem with the gradual econormic
recovery [see Chart 2.2); this proce ss was concluded in
2015, For 2016-2018, we expect a slow extension of
the positive output gap and that, as a consequence,
the cyclical component of the balance will rse from
0.0% of GOPin 2015 to 0.5% of GDP in 2019,

Chart 3.2: General Government Balance
{in % af G0FY

Cne-a [T e ures
Cpchcalcampanent
N Inleres L papmen ks
B Primargs irucl. balance
P b alanz

2005 07 20 2011 2013 2015 217 219
Sourse: 290 (23160 WIF (R sajouka gans.

3.3.1 Fiscal Hfort and the Expenditure Rule of the
Stability and Growth Pact
The values for the structural balance and fiscal effort in
20152019 are shown in Table 3.5 The positive fiscal
effort in 2015 was related to financing inve stment of
projects co-financed by the EU from the programming
period 2007-2013. Replacement of these resources by
irvestment financed from national resource s will prob-
ably result in a deterioration of fiscal effort in 2016 and
2017, and therefore also of the structural balance. The
latte r should nat, however, drop under the value of the
rmedium-tenn budgetary ohjective. In 2018 and 2019,
we expect aneutral fiscal policy in orderto maintainthe
e diurm-te mm budgetary objective.

The wview of fiscal effort and structural balance in
2017-2019 is also supplermented by the expenditure
rule of the Stability and Growth Pact, which compares
the growth of the adjusted real expenditure of the
zeneral government sector with the averaze growth of
potential produdk. If a country is not in line with its
mediurm-term  budgetary objective, the average
groweth of potential product (1.6% for the CR) is de-
creased by the convergence clause (1.2 pp forthe CR],
which provides an improvement in the structural bal-
ance of 0.5 pp per vear, however, at present the CR is
in line with its medium-tenn budgetary objective. The
commnparison is shown in Table 3.4,

Table 3.4: Adjusted Real Expenditures Growth and
the Expenditure Benchmark of the Stability and
Groweth Pact

[arawth in %)

2017 2013 2019
Adjusted Real Ex penditunes. 19 1.4 o7
Ex pe nditure Benc hmark [SGF} 1.6 1.6 L&

Saurce: EC (201 63} MF (R calowations.
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Table 3.5: Structural Balance and Fiscal Bfort

% af GGF, pp af GGFI
2015 2016 2017 2013 201%

Geperal government balance FafGOF 0.4 0.6 -5 -5 -0.5
Structural balanoe Hafonr 0.3 .6 -l -l -1
Fiscal Effort ppafanr 0.7 03 0.3 0.0 0.0
Saurse: sourser C20 [20060) VIF CF mkuintians.

Box 1: Comparison of structural balances according to the methods of the MF CR and EC

Table 3.6: Differences in Potential Product Estimates by MF CR and EC Methods

MF CR Method EC Wethod

Met hodo logical differences
Potential indicator Gices Walue Added

Parameter alpha cakulated as a ratioof compersations

of em plovees tothe sum of compersations of

em ployees and the aroes opeiating surplus [net of the

Gi0ss Dom estic Product
Paiameter alpha fised at 0.65

Pioduction function parameters

mived income|
t+3

Miedium-term horizon The output 3ap linsarhly conwerges to 2emo [betwesn 143

andt+5].

Fitters used HF fitter [for the tatal factor pioductivity]; moving HFfilter [for the capital, hours worked and rates of
awerages participation|; Kalman filker [for the NAWRU andthe
total factor productivity|
Data differences.
Lata periodicity Ouarterhy Annual

Urem ployment Labour Foice Sunvey
Ratioof the labowr foree [regardless of agel tothe

active population 15—641

Labowui Foroe 5 ureey
Active population 15-64

Participation rates

How s warked Labour Foioe Survey Mationa | Acoou nts

Mational Aooounts

Stock of capital National Acoou nts

Saurse: Lang and Mareg (2015 ) WF £R adiustments.

Budgetary supervison in the EU is based nat anly on monitoring the amount of the total balance and debt of the general goverre
rent sector & a percentaze of GDP, but dso on monitoring the structural balance its changes and growth of adjiusted real ex-
penditure (“expenditure benchinark™). To calculate the sructural baance of expenditure firss requires that the position of the
ECOnO in the business cycle be determined. & number of methods are wsed. For the Fiscal Outlooks of the CR, the M acroeconom-
ic Forecass of the CR and the Cornvergence Programmes of the CR, the MF CR uses the modified method of the EC (Havik er al.,
2014 far estimating potential product (MF CR, 2013). Both methods are based on a sirilar production function; nevertheless, their
paraneters, estimates of trend cormponetts, sources used, definitions of individual data caegories and assurmptions gbout the end
of the forecast horizon, all differ. Their brief differences are summearised in Table3.6.

If calculations are ta be used for budgetary planning, we consider the assumption of the behaviour of the output gap at the end of
theforecast horizon to be crucid. The EC method considers that the output gap will gradually close during the vears of the outlook.
Ih contrast, the MF CR forecasts a slight extension of the postive output g2p (see Chart 3.3).

Chart 3.3: Output Gap according to MF CR and EC
[in % af the patential paduct)
2

The assurmption of the EC is purdy technical and has its justifica-
tion for the purpose of lonsterrn projections. Although both
calculation mnethods are made on the same macroeconomic
forecast, they differ at the end of the forecast horizon not only in
relaion to growth of potential products, but also with estimates
a of real GDP. Unlike the MF CR methad, the EC miethod adjusts the
edtitnate of real GOP growth in the years t+3 to 45 so that the
-1 output Zap is closed. As shown in Chart 3.4, whereas there zre
generally no differences between the reauls of the methods in
2017, & the end of the horizon the differences are dready no-
ticeable and originate precisel frorm the different methodologies,

W EC meLhad
1 W FCR mesLhad

Frorm the perspective of s=tting fiscal policy, the assurmption of a
closed output gap at the end of the forecas harizon is highly
disputable. In 2016, the general governtnent sector in the CR
should perform within the band above the medium-term budget-

010 mil
Sourss: WF CR.
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Chart 3.4: Difference between EC and MF CR Method
fin pp}
10

ImpacLal methadalagical dilferanes
I | mpaclal dals difarences
wmC ulpul gap il e noe

0.5

a0

-0.5

-1.0

2010 2011 2012 2013 2014 X015 2016 2017 X013 2019
Sourss: WF CR.

ary objective. Considering the EU requirements to maintain the
structural balance at the medium-term budgetary objective asthe
wery minimum once it has been achieved, the clodng af the ou-
put gzp during the forecast horizon irnplies relaking of the budg-
etary position and expansionary fiscal policy. The size of the
enabled expansion is the determined by the starting postion of
the ecanarny in the ovcle from which the production gap was
closed.

Table 3.7 shows the calculated cyclicd component of the baance
after the application of the different methods for esimacing the
output gap. If we take into account the one off measures, we get
the structural balances of the general government sector. The EC
technique enables fiscd policy o be set in armore edpansionary
rnaniner without the necessty of having ary economically justifiz-
blereasonfor doing so.

Table 3.7: Cyclical Component and Structural Balance according to EC and MF CR Methods

fin % af GGF}
2013 2014 2015 2016 01T 2014 2019

Cyclical component of balance

EC method -1.2 -0 01 o1 a4 k| ol

WIF CF method -1.1 07 uli] 0l a4 a4 0.5
Structural balance

EC method ulli} 0E 0.2 07 -1 0E -0TF

WIF CR method 0.1 -1.0 <03 0.6 -1.0 -0 -110

accarding ta the actwual CF.
Sourge: BC (261 64), IWIF CR. IWIF CR cmlicwin tion s,

Nate: One-aff mensures for the FC 20132015 from the EC [20164) dotabase. One-aff measures far the FC 2581 62019 and far the WIF CF 2043-2019
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3.4 General Govemment Debt, Strategy and Stahility of the State Debt

In 2016, we expect the nominal value of general gow
emment debtto be 41.1% of GDP. General gove mment
de bt would thus remain unchanged as a percentage of
GOP comparedto 2015,

In cormparison with the update of the CP in 2015, public
hospitals and all remaining allowance institutions have
been included in the general govemment sector [see
MF CR, 2015c); other institutions were further included
in 2016, such as public-service rmedia. The impact of this
change on debt is negligible; it was less than 0.1% of
GOPin 2016,

Looking &t the trend, the relative debt rate of the gen-
eral govemment sector in recent vears has been im-
proving considerably, and with the given setting of fiscal
policy we expect this trend to continue. In 2014 a de-
crease inthe debt quota was recorded for the first time
since 2007. In total, general govermment debt de-
creased in relative terms by 4.1 pp in 2013-2015. The
CR is still relatively one of the least indebted countries
inthe EU. The debt quota level is at a safe distance both
fram the debt reference walue given by the Maastricht
Convergence Criteria and the Stability and Growth Pact,
and below the limit of the proposal of the national debt
rule included in the govemment bill on budgetary re-
sponsibilite miles [(see Chapter 7.1). We also forecast a
decrease in the debt quota in 2017-2019, in total by
approx. 1.5 pp to 39.3% of GDP (¥oYf decrease is shown
in Table 3.8). The contributions of interest expenditure
to the debt quota change should stabilise at 1.0% of
GDP in 2017-2019. The decrease in the relative armount
of interest expenditure is caused by the concurrence of
state bond revenues being at the historical minima and
a decrease in the debt quaota. The record-bre aking low
revenues on state bonds in all maturity segments have
been achieved thanks to the positive perception onthe
financial markets of financial discipline of the CR, the
surplus of available liquidity an the interbank markets,
the effect of which has been to relzx the CHB s and
ECE's monetary policies, and due to the time-restricted
regitne of foreign exchange interve rkions At the end of
August 2015, for the first tirne in the history of the CR
medium-term state bonds were sold on the primare
market with negative vields. Since Septermber 2015, the
MF CR has been regulady achieving negative vields to
maturity in auctions of medium-term and long-term
state bonds with a time to maturity of 5 vears;, negative
vields are also achieved in auctions of treasury bills.

The current forecast does not envisage ary significant
privatisation revenues according to Act Mo, 9271331
Coll., on the conditions of transfer of the state assets to

other persons, as amended. However, if such incomes
are realised and it will be used to finance govemment
expenditure, it should have apositive impact on further
slowwdowen of growth in a debt

After adjusting the level of gross government debt by
the value of liquid financial assets [defined in ESA 2010
as currency, deposits and securties, including holdings
in exchange-listed companies), net financial debt at the
end of 2015 amounted to 27.9% of GDP. In otherwords,
the size of the liquid amount for repayment the debt, if
required, would amount to 13.1% of GDP. The devel
opment of this iqguid amount has been impacted partly
by more effective management and administration of
assets in the state treasury systermn in financing the state
budget deficit, and partly by the surplus performance of
the local gove mment subse ctor. Possibilities for the use
of disposable liquidity in the next few vears will depe nd
on the amount of financal assets on state treasury
accourts. The central government subsector has the
biggest share in general govermment debt [see Table
3.8) In 2016, it is expected to reach a value of CZK
1,800.6 billion, i.e. 3 95% share in total general zovern-
ment debt. The debt of the local government subse ctor
re presents the rermaining 5% of the share in total debt;
in 2016 we forecast it to amount to CZK 103.5 billion. Its
value should decrease gradually in 2017-2019 due to
the expected surplus of this subsector (among other
reasons, due to more effective tax collection and an
increase in revenues from shared tace s according to the
amendment to Act Mo, 243,/2000 Call,, on Tax Assighn-
ment). The subsector of social security funds shows a
long-lasting negligible debt rate.

Since moast of the central govemment subsector debt
consists of state debt, itisvery important to focus on its
sustainahility and stability in terms of kev risk indica-
tors. Their stahilisation and management were funda-
mertal in the period of above-average volatility on the
international financial markets, which occurred in rela
tion to events of the debt crisis, and they continue to
help ensure a prudent approach to debt sustainability
and increasing the country’ s transparency on the state
bond market. &t present, a debt managzement stratesy
iz also fundamental due to the possibility of using the
situation on the primare market to receive additional
revenues for the state budget by issuing state bonds
with negative vields When drafting the medium-term
strate gy for state debt management, emphasis has
been given to refinancing, interest rate and currency
risks as the mostimportant source s of uncertainty in its
management,
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Table 3.8: General Government Debt by Sub-sector and Het Anancial Debt

fin % af GGF)
ESACode 2014 2015 2016 2017 2014 2009
General gover nnent 513 427 a1.1 a1.1 40,7 40,2 39.3
Centralaowern mernt 51511 0.2 ES IES JEE &3 EER
Localgower nment 5.1513 27 25 23 112 11 2.0
Saocial security funds 5.1314 an an 0.0 0.0 0.0 0.0
Met financial debt " T8 279 23.4 23,1 Ir9 1.3

Wate: Years 2815—2016 chaw natificatian ¥ears 20172019 chaw outfonk
1 et financial dehbt & a difference betwesn gracs deht and liguid financial aceets [manstary gold, Speoal Grawing FigAts, cumency and depacits,
secunties ather than shares jconsalidatad at market walue). shares and ather equty quated in stodk exchange)

Sourse: 290 (23160 WIF (R sajouka gans.

Prirmarily in connection with sufficient liquidity and the
relatively stable balances in the state treasury system,
the MF CR has adopted a new concept for refinancing
and interest rate risk management. Strategic obje cives
and limits will be announced from 2016 inthe medium-
term horizon, ie.in the outlook farthe 3vears from the
be ginning of drafting the strategy forthe current vear.
Where conditions for issue are advantageous and
would mainly result in a decrease in expenditure an
state debt servicing, there can be a short-te rmn deviation
of these objectives and limits, lssuing activity will be
planned so that obje ctive s and limits set in the medium-
term horizon are met. The reason for the partial change
in strategy is a flexible response to short-term market
conditiohs and possible spe cific demands of inve stors.

The key indicators for assessing re-financing risk in-
clude the share of short-term debt, the share of medi-
um-term debt and the average time to rnaturity of
state debt. The share of short-termn debt (ie. debt
pavable within 1 vear] in total state debt reached
16.4% at the end of 2015, representing a ¥ oY increase
of 1.5 pp, and it fluctuated below the limit of 20% of
total state debt. The increase is exclusively caused by
the higher demand for state debt financing due tothe
relatively high repayments of bond principals in 2016.
The same limit is also set in the medium-term horizon.
In addition to the short-term debt, medium-term debt
[defined as debt payable within five vears) is also
managed actively. Its upper limit is set at 70% of total
state debt. At the end of 2015, the value of the share
of mediurm-term debt was 52.4%, meaning its share
had increased by 3.7 pp. Medium-term debt is also
managed by the indicator for the share of state debt
pavahble within three vears, the walue of which was
41.1% in 2015 (¥ o¥ growth of 5.4 ppl. Another indice
tor used in re-financing risk management is the aver
age time to maturity of state debt, which is crucial for
determining the timing and volume structure of state
bond issues With the new risk management concept,
its limit value has been set for the mediurm-term hori-
zon at & level of 6.0 yvears with the possibility of a de-
vigtion of 0.25 vear. At the end of 2015, the average
time to maturity of state debt reached 5.1 years [¥ oV
decrease of 0.3 vear]. The indicator level decreased
due to MF CR'sflexible response to the current market

conditions. There was an increase of issues of medi-
um-tertm and long-term bonds with a relatively short
tirne to maturity in auctions for ne gative yields.

Replacing part of the pavable principals of state bonds
by issuing state bonds with a shorter time to maturty
and with negative average interest revenues, has ena
bled the state treasury to collect extraordinary in-
Comes.

The most important market risk for managing state
debt is the interest rate dsk. Prudent management of
this risk can help mitigate the impact of fluctuating
interest rates on the financial markets. With the new
risk management concept, the value of the indicatoris
newly set at 4.0 vears in the medium-termn harizon.
The target is set with regard to optimising the costs of
state debt and the risks resulting from re-fixing inter
est rates. The monitored indicator for the average
time to the re-fixing of state debt recorded adecrease
of 0.3 vearto 4.0 vears at the end of 2015. The value
of the average time to re-fixing lies within the target
band of 4-5 vears valid for the given vear. The de-
crease in the walue is in line with a decrease in the
average time to maturity of the debt portfolio during
2015. Anaother monitared indicatar conceming inter
est rate risk is the re-fixing of interest an the debt
portfolio within 1 vear, i.e. the share of debt which is
sehnsitive to interest rate fluctuations an the financial
market in the following vear. For the medium-term
horzaon, the target band is set at 30-40% of total state
debt. The walue &t the end of 2015 is neary in the
rmiddle of the target band at 33 7% (Yo decrease of
1.7 ppl. &sfar as the interest structure is concerned,
the share of state debt with variable interest to total
state debt reached 19.9% in 2015. In 2016-2019, this
indicatar should fluctuate around 20% (see Table 3.9).
The effect of derivative transactions on interest rate
exposure s relate s to aperations hedging the cumrency
risk during foreign issues.

Another market risk assessed as part of state debt
management is currency Hsk related to exchange rate
fluctuation. BF CR actively manages net foreign-
currency exposure, This represents the value of that
part of foreign-currency debt that is exposed to ex-
change rate moverment after adjustment for the for
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eign-currency exposure of state financial assets. The
exposure level can be influenced by derivative opera
tions, thus securing part of foreign-currency debt
against unfavourable fluctuation of exchange rates.

The explicit limit of 15% + 2 pp has been set for the
share of net foreign-currency exposure in total state
debt. Exceeding the 15% limit in any sustained rmanner
iz ot possible, and the limit may only be overstepped
in the short term, i.e. in the case of sudden dorestic
curre oy depreciation, by 2 pp at most. At the end of
2015, this indicator reached 10.9% of total state debt
and was safely below its limit value. The darminant
part of net foreign-currency exposure has been for a
long time the euro. At the end of 2015, the share of
net foreign-currency exposure of state debt denormi-
nated in euros reached 89.8% in net foreign-currency
exposure. Ih the medium-term horizon, an increase in
the share of debt denominated in euros in net foreign-
currenicy exposure is evident (Table 3.9) due to m=
turity of state bonds denominated in Swiss francs in

2016. The share of foreign-currenoy state debt in total
state debt atthe end of 2015 was 13 6% Compared to
the end of 2014, there was a decrease of 0.8 pp due to
repayment in 2015 of the first issue of euro bonds,
totalling EUR 0.2 billion, and its replacement by state
bonds in the domestic currency. The BF CR did not
carry out any issue of state bonds on foreign markets
in 2015. The reason was the government's law bor
roveing requirement and the higher potential expendi-
ture related to such issue compared to an issue of
state bondsin the dome stic curre noy.

The targets and limits, set accarding to requirements
resulting from a prudent approach to risk manage-
rment in minimising costs in the lang-term horzan, are
in line with best intemational practice. The declared
targets and limits were fulfilled in 2015 and the values
of individual indicators for 2016-2019 meet the given
strategic targets declared in the medium-term hor-
z0m,

Table 3.9: The State Debt’s Refinancing, Interest and Debt Denominated in Foreign Currency

fin % afdeht, average maturity in pears)

2014 2015 2016 2017 2013 2009
Refinancing
Average maturity Pears 55 L1l L3 LT B0 B0
Debt duewithin L year % qf deht 149 16.4 166 15,5 14.9 14,3
State Debt’s Inte rest
Debt withinterest f kation within L wear Hafdeht 355 EES 33.0 359 363 309
Fized interest long-ter m debt dus within Lyear Haf deht T5 E3 1n.2 135 1213 5.5
Wariabbe interest lorg-tem debt % aqf deht 187 133 171 16.3 1813 12.7
Wornetany instruments Haf deht E.E 51 14 ERE| 2 .2
Effectof dervative operations % af deht 25 24 213 14 14 2.5
Foreign Currency Exposition

Foreign-currency ex position of the state debt" % af deht 1.4 0.9 1.3 110 .5 1.9
ELIR ex pozition % qf deht 54 3E 10.4 10.7 10.2 10.5

Mate: The srate debr Aere represen s de br generatad by the state budget finanang. Gae in che national mefadaing y.
1) State debt denaminated in foreign currendes adiuz ted far caliateral and ocsets.

Souros: WF CR.
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4 Comparison with Previous Update and Sensitivity

Analysis

4.1

In 2015, economic activity increased rmuch faster com-
pared to the CP scenario of April 2015, while GDP
growwth was drive n exdusively by dome stic demand. The
ECONOMIC recovery was also favourably refle cted in the
labour market development. Considering the continuing
decline inthe oil price, the inflation rate only reached a
wery lowe value [for more details — see Chapter 2.2).

In contrast, estimates of indicators for 2016 and 2017
retnain relatively stable. Onke the view of the structure
of the GDP use components has changed. In particular
wee expect higher growth of household consumption
and general govermment sector consumption. House-
hold consumption will be supported by a good labour
market situation, growth of real disposable income, a
decrease in the savings rate and consumers’ optimistic
expectations. In contrast, investment growth in 2016
will be appreciably slowed by the general zovernment
sector inve stime nt, which is caused by the transition to

Table 4.1: Change in the Indicators of the Scenario

Comparis on with Previous Convergence Programme Update

the new financial perspecive 2014-2020 of the EU
funds aswell as by the high comparative base of 2015,

The foreign trade contribution to GDP growth should
already be positive in 2016, Low oil prices are reflected
positively in an improvement of terms of trade and
represent a positive suppl shock, not only for the do-
rmestic economy, but also for economies of the main
trading partners of the CR.

With regard to the aforementioned facts, the forecast
for the development of GDP as a whole cormpared to
the forecast in the previous CP is roughby the same.

As described above in subchapter 3.1, there has been a
considerable improverment in the general govemment
sector balance compared to the previous CP. Impacts in
the future should come not anly from higher economic
zrowth, but also from measures contributing to rmore
effective tax collection [for more details — e subchap-
ters 3.2and 6.1).
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April 2005 CP April 2006 CP
2015 2016 01T 2015 2016 20LF
External Assumptions
GOP growth in ELL2E ¥ L& 19 1 L2 LF 1.9
Prices of oil [Brent} Lesa harre! 0.2 B33 T35 514 40.9 474
Exchange rate USOFELIR LEA/ELR LafF L5 L5 111 1.1a L1
Exchange rate {2k /ELR CERFELR g st 72 273 Ira 16,9
Real Values
Gop change 0% 17 15 13 4.2 15 1.8
Househo kds oo msumption changs n % 1.3 23 2.2 2.3 3.1 7
GOVer Nent oo rsumption change n % 17 1.6 1.5 1.3 2.1 1.6
Gross fixed capital formation change n ¥ 53 4.2 3.2 7.3 0.5 3.0
Contribution of fimal do mwest ic denvand LE} 30 15 22 3T 11 1.4
Cortribution of foreign trade LY 0.3 0.0 0.1 0.2 0.2 0.2
Qutput gap % ol 0.9 1.2 .1 0.4 1.0
Others
NominalGOP 2 b, 67 Abadd 4516 a7 4629 4312
Harmvon sed incex of consuner prices change n % 02 1.4 1.3 03 I K] L5
GOP deflator change n % 19 14 1.4 o7 L 1.3
Enmploymeent change n % LA 0z ol L2 5 LU
Lime nuployrnne it rate % 5T L5 L4 ENE 4.4 4.3
Balance of goods and serrices Fafonr T3 3.0 3.0 B4 b3 87
Net lending,/borrowing FafGOF 21 1.0 0.9 1.1 -0.4 -0.3
Ge peral Gowe mment
General sovernaent balance [B.9} TafooF -19 -1.2 0.3 0.4 0.5 0.5
General gover nent debt ¥afonr 40,9 40.9 40,7 411 41,1 0,7
Source s (VA [20160), CRS0 (201 6a), EIA (261 6), Furnstat (209 6L MF CF (20150
23
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4.2 Sensitivity Analysis

The sensitivity analvsis is calculated by means of dy-
namic stochastic general equilibium model, devel-
oped by the MF CR. The altermative scenarios focus an
several current guestions conceming possible future
development. Considering the high level of openness
and the dependence of the Czech economy on the
external environment, the first scenario shows the
importance of the impact of worse than expected
grovwth dynamics inthe EU an the domestic econornmy.
Another altemative scenario evaluates a potential
sydden increase in the currenth wery low interest
rates. The last analvsis is in response to uncertainty
regarding future il price developments, and analyses
what would happen during a sharp price increase. All
alte rhative scenardos are derived from the baseline
scenario of the CP described in Chapters 2 and 3.1

4.2.1 Slower Economic Growth in the EU in 2016

The first scenario is based on the assumption that GDP
grovwth in the EU will be by approximately 2 pp lower
in 2016 than in the baseline scenario. This difference
carre sponds ta the amount of standard deviation of
growwth forthe period of 2000-2015.

Considering the significant interdependence of the
Czech economy with the EU, this sce nario would impact
negatively on real growth in the CR, maink through
exports, more than 80% of which head directly to EU
countries. Lower foreign demand would lead to a de-
crease in export activity and a deterioration of the cur
rent account balance; however, this would be partially
compensated by lower imports. & worse result of for
eign trade would be negatively reflected in real GDF
growwth, which would consequently increase more slowe-
b, by 0.6 pp in 2016 and by approx. 0.2 pp in 2017

Loweer export performance would be negatively re-
flected in the investment activity of firms, the growth
rate af which would slow by 0.8 pp in 2016 and 0.4 pp
in 2017 compared to the baseline scenario. The total
production of firms would also be lower, which would
lead to a downward pressure on the growth rate of
weages and a rise in unemplovment. This effect would
be most marked in 2006,

Greater uncertainty on the labour market would be
reflected in the househald consumption, which would
record a decrease in its growth rate of approx. 0.6 pp.
In addition to the aforementioned effect of slower
weage groveth, a CZK exchange rate depreciation would
have @ negative effect on consumption, making im-
ports of consurmer goods mare expensive.

" In the alternative scenarias we assume a develapment different
fram the bazeline scenaria, a bways starting fram the secand quarter
af 2016.

The impacts on inflation appear rather small, since twao
opposing effects would be at wark here: [i) wage pres
sures would diminish due to lower production in the
Czech economy, dampening inflation; (i) on the other
hand, the deteroration of the current account balance
would have adepreciating influence on the Czech kor-
na, thus increasing prices paid by companies for im-
ported inputs and consumer goods for households.
Depreciation would as a conse quence partially compen-
sate a decrease in exports which would, howewver, not
reverse the resulting effect, and prices would increase
by 0.4% in 2016 compared to 0.6% in the baseline sce-
naro. Their subsequent growth in the following vears of
the outlook would be slower by 0.3-0.4 pp compared to
the base line scenario.

The general zovernment balance would be influenced
by a lower collection of income takes. Together with
an increase in spending due to a greater amount of
social benefits paid, government deficits would dete-
riorate by 0.2 pp in the first two vears of the outlook.
Higher deficits would subsequently accumulate into
higher debt, approximately by 0.7 ppin the lastvear of
the monitored perod.

The Ciech economy would gradually recover in line
with the gradual recovery of foreigh dermand during
the course of 2017,

4.2.2 Rise in the Domestic Interest Rate

The second scenario assurnes a 1.5 pp higher dome stic
interest rate in 2016, also corresponding to the stand-
ard deviation of its development in 2000-2015.

Higher interest rates suppress domestic demand, in
particular investment. Investment would increase by
approximately 0.1 pp slower due to higher costs as a
result of higher rates for corporate loans. The growth
rate of household consumption would also gradually
decrease as the problems of fimns are transferred to
households through lower growth in wages. Due to
higher interest rates, people with higher incomes
could see an increase in their share of savings to the
detrdment of consumption. In contrast, a slightly lower
domestic price level would work favourably for con-
surmnption. Considering a delay of 4—6 quarters within
the monetar-political haorizon, this domestic price
level would increase more slowly by approx. 0.3 pp.
Thus household consurmption would ultimate by slowe
groweth by 0.3-0.2 pp in the vears of the outlook.
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Table 4.2: Basic Macroeconomic Indicators — Sensitivity Scenarios

2015 2016 2017 2008
Baseline Sce mario
Gross domestic product o im E 4.2 2.5 1.6 2.4
Private consum ption EarmE 1E ER S L7 24
Groes fised capitalformation [N 73 0.5 1.0 31
Exports of goods and semvices EarmE T.a 5.5 53 E.0
|mparts of goods and services Eavm 75 5.k E.l E.l
Harmvon sed incex of consuner prices FaimE 0.3 [ K] L5 L3
Lime nuployrnne it rate ny L1l 4.4 4.3 4.2
General government balance Hafanr 0.4 .6 4.5 0.5
Gross sovernment debt TafooF 41,1 411 4.7 40,2
Alternative Scenario | - Lower GOP Growth inEL in 2016
Gross domestic product EarmE 4.2 L9 1.4 2.4
Private consum ption Eavm 1E a5 113 24
Gices fived capitalformation raYn % 73 0.2 113 3.0
Expoits of goods and services o in E F0 1.1 5.5 E.O
Imports of gonds and services o im E 75 15 5E E.0
Harmonised index of consumer prices EarmE 0.3 0.4 11 L5
Lime nuployrnne it rate ny L1l LX) 4.4 4.2
General government balance FafGnrF 0.4 0.3 -0.7 -0.5
Gros: sove rnaent debt Hafonp a1.1 41.3 41.3 40.9
Alternative Scenario |l - Higher inte rest rates
Gross domestic product o in E 4.2 2.0 2.2 2.3
Private corsum ption EaimE 1E 1E 24 1.1
Gnoes fived capitalformation e ¥ 73 0.5 19 3.0
Exports of goods and semvices e im E r0 5.5 55 E.O
|mports of goods and services EarmE I 5.4 E.0 E.0
Harmonised index of consune 1 prices Eavm 0.3 0.5 1.3 1.7
LIme myplonsnee it rate LE: L1l 4.9 4.9 4.5
General government balance HafonrP 0.4 -7 L EIE:
Gross soue rnasent debt TafGnrF a1.1 a1.2 41,2 4.9
Alternative Scenario Ill - Higher il prices

Gross domestic product e im E 4.2 21 1.8 1.4
Private corsum ption EarmF 1E 1.6 2.7 24
Groes fised capitalformation o ¥ 73 0.5 19 3.0
Exports of goods and semvices EarmE T.a 1.5 53 E.0
|mparts of goods and services Eavm 75 5.0 E.O E.l
Harmvon sed incex of consuner prices EaimE 0.3 %] L& L&
Lime nuployrnne it rate ny L1l 4.7 4.3 4.2
General government balance Hafonr 0.4 .7 .8 0.5
Gross sove rnaent debt Hafonp 41,1 41,2 40,9 40.3

Sourse: 290 [20164), B (2016), Eumstat (2916), VF (R calculatons.

This scenario would also have negative impacts an
foreign trade, where the effect of a slight CZK appreci-
ation® would ranifest itself, followed by a certain
decrease in the volume of exports. On the aother hand,
aslightly stronger C2K exchange rate would retard the

* However, the effect af an eschanze @te appreciation wauld nat
mea n that the exchange rate wauld fall cansiderably belaw the limit
of 27 ZKSEUR, et by the CHA until apprasimately first half of 2017,
Ac an average of the individual wears 2016 and 2017, the exchange
mAte wauld be at 270 CZKFEUR [ac in the Baceline soenagal and
26.8 CZKSELR [rermus 26 9 O EUR in the haceline scenaria).

decrease in consumption through itsimpact on import
prices.

In total, the aforementioned effects would be reflect-
ed in decreased GDP growth of approximately 0.4-0.5
pp and corre spondingly higher unemployment.

Asin the case of lower GDP growth inthe EU, buttoa
lesser extent, general government revenue would be
influenced by a lower collection of taxes, both fram
businesses and from individuals. Ywith higher unem-
ployment, general government expenditure would
also rise. Subsequently, deeper deficits of 0.1-0.2 pp

25
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would again be reflected in the accumulation of debt,
an which higher interest rate s would also impact. Asa
result, the debt level at the end of the outlook would

reach 40.9% of GDP, i.e. alevel 0.7 pp higher than the
baseling scenario expects.

Table 4.3: Assumptions of Alternative Scenario of Higher 0il Prices

2015 2016 2017 2013

Baseline
Leflator of imports

Crude oil Bient

awe Fag e 30101080 107.3 105.3 1,7 1.4
grawthn & -1.5 -1.3 0B 0.2
Lrsny/barrel 52.4 40,9 47.4 51.4

Alternative Scenario Ill - Higher il prices

Deflator of imports

Crude oil Brent

awe g 3010 - 108 1073 7.1 1.5 1.2
grawthin & -1.5 0B 0B 0.2
50/ barre) 51.4 53.2 6.7 b3

Saurse: (290 [2016a), EIA [2018), MF OF cal-ulations,

4.2.3 Higher 0Oil Prices

The last scenario considered shows the possible im-
pacts of an altemative developrment in ail prices cam-
pared to the baseline scenaria. Here we assume that
the current, still very low, il price is only a termporary
phenomenon and that already during 2016 there
could be a sharp increase of 30%. 7 The ail price during
2016 would be 53.2 USD per barrel on average [in-
stead of the 40.9 USD per barrel considered in the
baseline scenario). For 2017-2018, we then consider
the ¥aoY increase in the ail price at the level of the
baseline scenario. The increase in the oil price [or its
stnaller decrease] in 2016 on average would manifest
itself mainky in an increase in the import price index,
as shown in Table 4.3, A higher oil price would also be
reflected in the lower growth of export markets
Therefaore, we also expedt weakening foreign demand
[GDP growth rate in the EU) approximated by lower
grovwth inthe EU of approx. 0.1 pp in 2016,

The effects of both aforementioned shocks, ie. the
increase in oil prices and lower growth of foreign de-
mand, would impact negatively on the Czech econo-
my, in particular in 2016, In the following vears of the
outlook, they would only manifest themse lves margin-
ally.

The primary effect of higher oil prices would be an
increase in import prices, which would be reflected by
a direct decrease in the volume of imports and by a
slightly positive impact on net exports. Subsequenthy,
howewver, there would be a decrease in the volume of
exports due to a growth of export prices and a de-
crease in foreign demand. Growth of howsehold con-
symption would be slower (by approx. 0.5 pp) due to
the relatively higher prices of foreign and dormestic
goods, while investment in fixed capital would also
growe 0.1 pp more slowly in 20016-20138. The total im-

: Technically, we assume in thizs scenara that the ail price will be
3% higher in each vear of the authak [starting fram 2016} com-
pared ta the baceline scenaria.

26

pact an real GDP growth in 2016 would be around
-0.4 pp.

Due to negative changes in the economy, the expected
production of firms would decrease, which could lead
to downrmward pressures on wages and an unermploy-
ment rate approximately 0.3 pp higher than in the
baseline scenario. In this case, the growth of import
input prices would have a positive impact on the in-
crease in the price level [reaning its higher growth);
on the other hand, the decrease or slighter groweth of
wages would have a negative impact. As a result, the
inflation rate would be 0.3 pp higher than inthe base-
line scenario.

Due to a lower collection of taces caused by lower
consumption dvnamics, lower production of firms and
glso a decrease in the groweth rate of wages, the gen-
eral government balance would record a negative
impact of —0.1% of GDP. This would also be ultimately
reflected inthe accumulation of debt, which would be
slightly higher compared to the baseline scenario.
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4.3 Verification of the Macroeconomic Scenario by Other Institutions’ Forecasts

Macroeconomic scenario of the CP was also compared
with forecasts of other relevant institutions. The sur
vey was conducted in April 2016 and its results are
based on forecasts of 20 domestic institutions, to-
gether with the late st forecasts of the EC (2016a) and
the International Monetary Fund (IMF, 2016). Howew-
er, the whaole CP timeframe isatleastfor some indice
tors covered by forecasts of only 13 institutions.

Key trends of the macroeconamic scenario of the CP
2016 are consistent with the average of forecasts of
other institutions. The growth of the Czech economy,
wehich could reach around 2.5% in 2016-2019, should
be driven by the domestic demand, composed by both
consumption (of households and govemment) and
gross fixed capital formation. The positive contrbution
of net exports should gradually decrease, while in
2019 the foreign trade balance should even slightly
darnpen the GDP growth.

The inflation rate should remain wery low also this
yvear, mosth due to a counter-inflation impact of the

oil price. Despite the presurmed acceleration of con-
sumer price growth in 2007, the inflation should re-
main in the lower half of the tolerance range of the
CMB's inflation target. Modest growth of consumer
prices should continue also in 2018 and 2019,

Economic growth should have a positive impact on the
labour market. Thus, the unemplovment rate should
gradually decrease, while the employment should
corversely incre ase,

Individual respondents of the survey from the ranks of
institutions independent on the government were also
asked to evaluste the CP macroeconomic scenario on
a scale of conservative—realistic—optimistic. Of the 17
institutions addre ssed (3 out of 20 survey respondents
are govemment-dependent institutions] 13 institu-
tions evaluated the macroe conomic scenario, of which
12 institutions deem it as realistic and 1 institution as
conservative. Based on the extermal evaluation of
government-independent experts, it is possible to
consider the CP macroe conomic scenaro as realistic,

Table 1.4: Verification of 2016 Convergence Programme Scenario by Other Institutions' Forecasts

www.parlament.gv.at

Avearage of Forecasts April 2016 CP
201h 201 2013 2019 2016 2017 2013 2019
Growth inReal Terms
Gross domestic product 1.5 7 15 23 1.5 16 1.4 1.4
Howssholds coreum ption 0 1E 16 17 i1 1T 14 213
Goe ment cone U m ption 23 15 17 15 i1 LE 14 113
G0z fined capital fomation 1E 34 11 40 0.6 10 ERS ERS
Mational consumer price index |aopl LA LT 1.3 1.9 0.6 1.4 1.3 19
GOP deflator [growth| 11 Lb L7 LT 1.0 L3 L& 1.&
Employnwent |LF3| 0.3 0.4 L) 0.4 0.5 o1 o1 0.1
Line mployme mt rate [LF5, kevelin %] 4.6 4.5 4.4 4.4 4.4 4.3 4.2 4.2
Sourge: IWIF CF (203 6a, 20160 L
27
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5 Sustainability of Public Finances

Long-te rm sustainability has consistently been one of several significant challenges for Czech public finances. The most
serious risk lies in the projected dermographic development, ie. the expected considerable increase over the next
several decades of the ratio of persons in retirement age to the economically active population. This risk continues
despite the last dernographic projection of the EC(2014a) being more optimistic than the previous one.

5.1 The Govemment's Strategy — Reforms

After seeking to address the long-term sustainabilite
of the pav-as-vou-go public pension system [PAYG) by
adjusting the parameters of the pension insurance
systern in 2011, measures have been taken inthe area
of pension security and the public health insurance
systern, primarly aimed at short-term or medium-
term consolidation of public finance s,

%14 Status Ouo of the Public Pay-as-you-go Pen-
sion Scheme

In response to a miling of the Constitutional Court (pub-
lished as Regulation MNo. 13572010 Coll), which found
patt of the provisions of the Act on Pension Insurance
stipulating the calculation of pension entitlement {in
patticular the section on the amount of reduction
thre shaolds) to be unconstitutional a set of parametric
changes to the pension systern was approved with
effect from 30 Septernber 2011 (for rore details — see
MF CR, 2012). These involve modifeing reduction
threshaolds when calculating pensions (in a budget-
neutral manner] and moving from a statutory retire-
ment age to one without a fixed upper limit and, at the
same time, removing benefits for warmen with children
li.e. @ uniform retirermnent age will be applied to all per
sons bom in a certain vear). The govemment approved
i March 2016 that a limit on retirerment age will be
reintroduced, howewver, this would be subject to the
regular revisions according to demographic projections.
The concrete value of the limit (either 85, or 7] is still
being discussed.

For 2013-2015, the total increase in pensions paid out
[regular indexation) was arginaly limited to one third
of the consurer price index growth and one third of
real wage growth. Howewver, the govemment approved
an armendment to Act Mo, 15571995 Caoll. [Act No.
13352014 Coll) according to which the walidity of the
reduced indexation was shortened by one vear and an
extraordinary indexation of 1.8% (calculated for the
average old-age pension) was effective for 2015, Since
1 lanuary 2016, the indexation forrula has reverted to
the total sum of full consumer price growth and one
third of real wages growth; moreover, an extraordinary
be nefit of 2K 1, 200 was paid out in Februar: 2016

On 17 February 2016, the government approved [Gow-
emment Resolution Mo, 146)] 3 change in the pension
indexation system, partially retuming the possibility of
discretion to the government. The govemment hereby

reacted to the cumently wery low inflation walues and
subsequent low indexations. If a situation occurred
whereby an increase in the average pension would not
reach 2.7% according to the standard indexation formuw
la, then the govemment would be authordsed by this
regulation to increase the percentage assessment ofthe
pension up to the value of 2 7% If the indexation value
equals or is higher than 2.7%, the government is not
authorised to wse its discretion. This modification
should have impact on the long-term sustainability
based on EPC/AWWSE projections amounting to 0.2 pp,
taking into account the late st assumptions on the comr
sumer price index and real wages. It means that the
expenditure on pension would be 9.9% of GDPin 2060,
At the same time, the period decisive for calculation of
irflation used in indexation formula will both start and
end two mornths earlier.

Since 2010, the penalty for early old-age retirement has
been increased, thus reducing the attractiveness of
retiing before reaching the statutory reticement age.
Specifically, the penalty rate was increased from 0.9%
to 1.2% for the period from the 361st day to the 720th
day before reaching the statutory retirement age. The
percentage assesstment of eamingsrelated old-age
pension subsequentl decreases by this percentage for
every whole 90-day perod.

In addition, there exists a so-called preretirernent
scheme, which enables those subscribing to the sup-
plementary pension savings scherme [the 3rd pillar) to
already dravwe funds S vears before reaching the statuto-
ry retirernent age without any sanctions being imposed.
However, preretirement is conditional upon having an
armount of accumulated funds in the private 3rd pillar
50 as to provide a monthly pension amounting to at
least athird of the average wage. The old-age pension is
not subsequently reduced for the vears when the pre-
pension is drawn. Before the end of 2015 the oppor
tunity to draw preretirement was taken up by only
1,125 persons, who received an average benefit of
CZK 9,498, As to the sustainability of the pension sys-
tern, the impact of this me asure is absolute b negligible.

5.1.2 Termination of the Pension Savings Pillar

Reform of the pension system consisted in the introduc
tion of 3 pension savings pillar. The Padiament of the CR
first approved the refarm in Maovember 2011 and, fal-
loweing & weto by the President, it was approved in its
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final forrm in Maovember 2012, The pension savings pillar
was launched on 1 January 2013, For more detailed
infarmation on this system see the MF CR (2014).

&g of 31 Decermber 2015, 84,680 persons were regis-
tered in the pension savings pillar. The amount of trans
fers (i.e. the sum of contributions debited from the pawe-
asvouwgo public system and contributions paid from
the participant' s savings) to pension companies for
2015 was more than C2K 1.4 billion. Out of this amount,
nearky 92% is paid by emplovees and only approx. 5% is
paid by self-emploved persons. The share of voluntare
payersis absalute by negligible. The amount take n out of
the 1t pillar accounts for a 608 share in the total vol-
urie, i.e. it is approx. 2K 0.9 billian.

The pension savings pillar was cancelled as of 1 January
2016 and the winding up process will last until the end
of 2016 [Act Mo, 376/2015 Coll.). Before 31 March 2018,
pension companies informed participants of the termi-
nation of the pension savings pillar. Funds accumulated
i this svstemn will be retumed to participants either by
transferral to their accounts within the systern of the
additional pension insurance systerm with state contr-
bution, or the supplermentary pension sawings system
fthe 3rd pillar), or else they will be paid into their bank
accounts or in cash. Pension companies will pay out
money to participants according tothe selected method
in the perod from 15 October 2016 to 31 December
2016, According to the estimate of MF CR, cancelling
the penson savings pillar could reach up to CZK 1 billion
in costs, which will be covered by the state budget.

%1.3 Changes in the Healthcare System

within the public health insurance system, in 2016 it is
planned to distribute to medical facilities using the
reimburse me nt mechanism [(Decree Mo, 273,/2015 Call)
2K 252.0 billion fi.e. 5.4% of GDP) for medical services
provided through health insurance commpanies This
fizure is approx. CZK 8.3 billion more than in 2015 [ie.
the planned ¥a¥ growth of expenditure an health care
i= 3.4%). An increase in expenditure is ensured in all
he althcare segments by a sufficiert increase in pay-
ments to cover increased personal costs, amounting to
2% of the increase in pavment tarffs in 2014, The big-
gest increase in health-care expenditure is planned in
the hospital care segment, namely C2K 5.3 billion. Out
of this amount, CZK 4.3 billion isallocated to an increase
in pavrments to health-care providers, which wil corm-
pensate the expected increase in wages and at the
same time cover an increase in the production of pre-
dominantly  specialised workplaces, and  approx.
ZK 1 billion is attributed to the natural growth of med-
ical products and foods for special medical purposes. In
the outpatient care sagment, growth in expenditure of
appro:. C2K 2.2 billion is planned. The reason for the
rise lies predominantly in the natural growth of this
segment and an increase in the volurne of care influ-
enced by cancellation of regulatory fees for clinical

examinations [Act Moo 25672014 Coll). The last im-
portart itern is growth of expenditure on prescHption
medicines, where growth of approx. C2ZK 1 billion is
expected, primarily caused by the market [aunch of new
rmedicines and utilising the whole potential of savings.
In 2016, the total balance of the public health insurance
aystern is planned with a negligible surplus (according to
health insurance schemes, the estimated balance is
approx. CZK 0.5 billion, which is an improvement of
2K 0.3 billion carmpared to 2015) & neady balanced
balance of the swstern is enabled thanks to the comrela
tive expected Yo¥ growth in the collection of social
contributions for public health insurance of approx.
CZK 6.1 billion [i.e. of approx 3.2%) due to an increase
in the wage bill and a decrease in the unemplovment
rate. Since 1 January 2016, the assessment base for
health insurance premium has been increased for so-
called state insured persons to C2ZK 6,444 [Gove mment
Resolution Mo, 158/2015). The monthly payment of the
state for a state insured person increased by C2K 25 to
2K 870 (impact of approx. 2K 1.5 billion).

At present, several models of the indexation of paw-
ments for a state insured person are being discussed,
the intention of which is to achieve an anti-orclical
character of payments for state insured persons in
relation to economic growth and also ensure the long-
term sustainability of the public health insurance ses
tern. Further, the government plansto introduce a new
rmodel for redistributing social cortributions for public
health insurance in order to take into consideration the
chronic diseases of insured persons in this sestem, and
the related increased costs of health services. Sched-
uled to take effect from 1 January 2017, health insur-
ance premium should be redistributed among individual
health insurance cormpanies according to new cost
groups. This is the date when the two current demo-
graphic indicators {age and gender] will be supplement-
ed with an indicator of the average annual consumption
of certain medicine s by the insured person, who will be
included in the sorcalled Phammacy-based Cost Groups
[PCG) model.

In 2016, the implementation of the project DRG Re start
[payments for case-based lump-sum amounts] contin-
ues. Its introduction will result in re-setting the system
of pavments for acute hospital care. The objective is to
create a certain number of clinically and economically
defined groups according to cases of acute hospitalisa-
tion and enable comparsons between the relative ex-
pensivene ss of the cases incuded in these groups. The
DRG systern should reflect the real prices of outputs
which will subsequently manifest themselves in the
pavments of health insurance companie s. Following the
introduction of the DRG systemn it is expected that
greater efficiency will be achieved in financing hospital
care thanks to the better use of money for some spe-
cialise d outputs that are not fully paid for at present by
health insurance cormpanies. The necessity for imple-
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mentation of this project is the amendment to Act No.
37242011 Coll, on Health Services [approwed by the
Senate of the Padiament ofthe CR on 20 April 2016), by
means of which it will be possible to build up a National
Health Information $ystermn that will provide an over
viewe of the availability and guality of health care. &n

5.2 Fiscal Impacts of a Population Ageing

The consequences of the impacts of an ageing popula
tion are based on long-termn projections made in co-
operation with the aAgeing “YWorking Group of the
Economic Policy Committee of the Council. Develop-
ment analyses are based on assumptions of demo-
graphic development [(EUROPCOP] and a macroeco-
nomic framework methodically consistent for all EU
countries and Morway. These projections do not there-
fore reflect the current medium-term macroe conomic
and fiscal outlook s for the CR. Projections are carried
out under an assurnption of unchanged policies [re-
flecting the systemn which is legislatively underpinned
at the time of drafting the projection). Long-term
analyses do not aim to forecast specific walues, but
only to illustrate trends and long-term dynamics. The
curre nt projections end in 2060.

Long-term projections were updated for the last time
in auturmn 2014 (EC, 2014a) in connection with the
Ageing Report 2015 (EC, 2015).

From today’ s wiewpaint, the biggest problerm appears
to be health-care expenditure from the public health
insurance systern (see Table & 7). This will increase
from a starting level of 5.7% of GDP in 2013 to 6.7% of
GOP in 2060. Long-term care expenditure [0.7% of
GDP in 2013) rise s the fastest, with itsvolurne likely to
double. In volume terms, however, this constitutes
quite asmall expenditure iterm.

&g far as pension expenditure is concerned, which has
been maost important so far in terms of expenditure
increases, it should increase from the current 9.0% of
GOP in 2013 to 9.7% of GDP in 2060, Although dermo-
graphic development remains a negative factor, the
current dermographic projection is more favourable for
the CR than the projectionin previous rounds. From this
perspective, the share of the working-age population
has been improving in relation to numbers of pension-
ers [see Chart 5.1). Such improvement also brings with
it @ more positive macroeconomic outlook thanksto a
more favourable labour market deve loprment.

important part of this systern will be the National Regis-
ter of Medical Staff, which should increase the effec-
tiveness of health service provision by means of
monitoring the demographic structure of emplovees
and the development of capacitie sin health care.

Chart 5.1: Dependency Ratio (65+,1564)
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The resulting projection for the balance of the pension
systern [see Chart 5.2) also considers, in addition to the
agforernentioned pension expenditure, revenues from
social contributions. These are at a level of 7.9% of GDP
in all vears of the projection. This assurmption results
fram the contribution rate for pension insurance being
considered unchanged over time, as well as from the
assumption of a relatively constant share of emplovee
compensation in GOP, built into the macroeconomic
scenario. We expect that the balance will be relatively
stable, around —1% of GOP, until 2040, In the following
perdod, there will be an unfavourable demographic
developrnent for nearly two decades and the balance
will drop to neady —2% of GDP before the end of the
projection hariz on. ltwill reach its minirum in 2057 and
the deficit will start to decrease in the followingyears.

Chart 5.2: The Ministry of Anance Projection of Pen-

sion Account Balances
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A simnilar developrent is apparent in practically all
projected pension expenditure components. Maximal
values are alwavs reached just before the end of the
maonitared period [in 2057), which indicate s a reversal
and subseguent decrease in expenditures bevond the
projection horizon (after 2060). Naturally this aspect
also has an impact on the value of the $2 sustainahbility
indicator [see below] which, based on the Ageing
wiorking Group methodology (EC, 2016c), is driven

5.3 Sustainability Analysis

The sustainability analysis, based on long-term projec-
tions, identifies the extent of fiscal consolidation nec-
essary to ensure the stability of public finances So-
called sustainability indicators are calculated, showing
the scope of measures required for decreasing ex-
penditure or increasing revenues as a percentage of
GODF in arder that they correspond to the required
levels.

The European Commission typically publishes three
sustainability indicators (see EC, 2016c). The 51 indica
tor expresses generally the percentage of GDP by
which it is necessary to permanentls improve the
structural prirnary balance of the general zovernment
sector so that government debt amounts to 60% of
GOP in 2030, At present, this indicator reaches —0.6%¢
of GOP (an improverment fram 0.1% of GOP) for the
CR.

The 2 indicator specifies the amount of fiscal effort
necessary for achieving party between discounted
revenues and expenditures on an infinite hodzon.
According to the |ast Report on Fiscal Sustainahbility of
the EC (2016c), this indicator stands at 3.2% of GDP
[an improvement from 5.9% of GOP).

Last but not least, the 30 indicator indicates possible
fiscal or financial competitivene ss risks over the short
term. It is @ composite leading indicator composed of

54 Government Guarantees

It termns of the lang-term sustainability of public fi-
nances, in addition to the impads of the ageing popu-
lation we also focus on the status of guarantees
provided by the general government sector. Thew
represent a growth in general government outlay at
the maorment when debtors are not able to repay their
liahilities for which the guarantee is provided. The
total amount of guarantees at the end of 2015 was
3.9% of GDP.

The majority share in general government sector
guarantees is taken by state guarantees, in particular
the guarantee for the banking sectar, specifically in
the case concerning the takeover of the IPB by E50B

upwards gt the end of the projection in 2060, Under
its current conditions and setting, the pension insur
ance systemn is basically sustainable with regard to
stabilisation at the end of the forecast horizon.

In contrast, the course of other projected components
of expenditure that are dependent on age structure
[health care, long-term care, education) shows a sys-
ternatic increasing trend across the whole projection
horzon.

macro-financial and fiscal indicators that have proved
to be relevant in the past for detecting fiscal risks in
the near future, It is different in nature from the other
two indicators 31 and 32, which define necessary fiscal
consolidatian; in contrast, 50 quantifies the rate of
risk. For the CR, the walue of the 50 indicatoris cur
rently around 0.11, which is far below the critical limit
of 0.43.

AL present, in the area of long-term sustainability of
public finances the CR is assessed as a medium-risky
country. The reason is the value of the 52 indicator,
although the walues of the indicators 50 and 51 corre-
spond more tao low risk. This confirms the fack that the
CR should take further measures aimed at strengthen-
ing long-term sustainability. wWith regard to the results
of prajections in subchapter 5.2, measures should be
prirnarily focused in the health-care sestem.

Table 5.1: Sustainability Indicators 51 and 52 for the
Czech Republic

fin % af GGF)

il 52
Coet of Ageing aF 24
Initial budaetary position 0.2 0.8
Impact of currentdebt -1.5
Total 0.6 3.2

Source: BC [2005)

[3.4% of GDP). Based on CSOB’ s unilateral declaration,
raturite for this guarantee is assumed in 2016 and the
reparyment of only a fraction of its value is expected.
%o far, an amount of CZK 5.8 hillion has been paid;
howewer, o financial compensation was paid in this
regard in 2015, Another important part of the total
wvalue of the state guarantees is the infrastructure
development itern, amounting to 0226 of GDP. How-
ever, this has been constantly decreasing because the
finahcing of infrastructure developrient has been
secured since 2001 wsing loans from the European
Investment Bank that are directhy reflected in general
government debt. Further, a guarantee for securing
the CMB's loan from the fareign exchange reserves

31
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an behalf of the International Maonetary Fund has also
beer included in state guarantees, of which the uti-
lised loan framework is nearly CZK 0.4 billion at the
end of 2015. Its amount is dependent on specific
drawdowen in the given vear, whereby the promised
value from the CMB is CZK 2,53 billion.

I 2015, no new state guarantee was provided.

Carmpared to the previous CP, the status of govern-
rient guarantees has decreased due tao inclusion of all
state-funded institutions and public medical facdilities
it the general govemment sector Government guar
antees provided to these entities have been consoli-
dated in the sector. The impact on the status of
government guarante es is CZK —0.2 hillion.

Bevond the framework of state guarantees, we expedt
guarantees amounting to 0.2% of GDP in the general
government sectar. The most important of these in-
clude & guarantee provided to the Prague Public
Transit Company for postponed repayments of
CZK 6.7 billian in 2015 to purchase trams and alsa
guarantees provided by local municipalities for loans
related to housing needs (CZK 0.7 hillian).

For 2016, 0.1% of GDP is expected to be paid out in
the area of state guarantees, while a fall to 3.6%¢ of
GDP in the status of recorded state guarantees is ex-
pected, due to the payment of due amounts and loan
repayments. & loan to the European Investment Bank
inte nded for financing construction of the 2nd railway
corridor of the Railway Infrastructure Administration
and a loan intended for purchase and modernisation
of the railway rolling stock of Czech Railway s will be
fully repaid.

In 2016, no new provision of a state guarantee is ex-
pected.

8495/16 ADD 1

ANNEX

MCS/ah

DGG 1A

www.parlament.gv.at

38
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=103677&code1=RAT&code2=&gruppen=Link:8495/16;Nr:8495;Year:16&comp=8495%7C2016%7C

6 Quality of Public Finances — Revenue and Expenditure

The govermment of the CR is focusing an rationalisation and increasing how effectively the general government sector
wiotks, rermovingvarious fonn s of wastage, and increasing transparency. Meeting these objectives is shown, for exam-
ple, by the introduction of the central register of contracts or in the draft act on the maonitorng and manage ment of
public finances. For environmental commitments, tenders were opened for most public small-scale contracts and
thereby pAceswere reduced. Interms of public finances, the clear priority is larger amounts of collecte d tax without
needing to increase the tax burden on the revenue side, and the ability to provide a greater wolume of public goods

without the need to increase total expenditure.

6.1 Tax Policy Outlook for 2016-2019

6.1.1 Tax Policy Fundamentals

The starting point of tax policy strategy is the Policy
Staterne nt of the Government. One of the main priori-
ties is the fight against tar evasion and increasing tax
collection efficiency. The central belief behind intro-
ducing measure s to this effectis nat anly their positive
impact on tax incomes without having to increase
statutory rates or tax bases, but also making the mar
ket environment fair. The expected increase in tax
revenues can also provide the government with addi-
tional room to reduce taxce s ar tax pavmentsin future.
In addition to these measures, also the work on the
amendment to the Acton Income Tac has begun.

6.1.2 Planned and Implemented Measures against
Tax Evasion

The key measures in the fight against tac evasion in-
clude the introduction of electronic vaAT reparting and
the fiscalisation of cash pavments. Electronic WAT
reparting came into effect an 1 lanuary 2016 and it is
targeted at fraud based on illegitimate by claimed ex-
cessive deductions. In the first quarterof 2016, the Act
an the fiscalisation of cash pavments was approved
[act Mo, 11272016 Coll). This legislation aims at pre-
wventing the concealment of taxable incomes Com-
pared to electronic WAT reporting, the fiscalisation of
cash pavime nts will have a much wider impact, and, in
addition to revenues from WaT, it will also apply to
both personal and corporate income taces and the
collection of social security contributions. In connec-
tion with the introduction of the fiscalisation of cash
pavments, a change in the Act Mo, 586,/1992 Coll, on
Income Taxes, has been approved. This introduces a
one-off income tax credit for persons doing business
obliged to record sales in the given vear. Alongside the
Act on the fiscalisation of cash payments, the reclassi-
fication of food services from the basic to the reduced
tax rate, i.e from 21% to 15%, was approved as an
additional compensation measure (amendment to Act
Mo, 23572004 Coll, on walue Added Tax). Partial fiscal
ithpacks are set autin subchapter 3.2.1.

During 2015, the application of the mechanism for the
transfer of tax duty (the so-called reverse charge) for
selected types of goods and services was extended,

specifically to mobile phones, laptops, game consoles,
precious metals, as well as selected cereals and tech-
nical crops, including oil seeds and sugar beet. Since 1
January 2016, the reverse charge mechanism has been
used for real estate, and since 1 February 2016 it has
also been extended to supplies of natural gas and
ele ctricity.

In spring 2015, the CR - together with three other EU
member states — sent the EC an application for ex-
ernption conceming the general use of the reverse
charge (all taxable supplies exceeding EUR 10,000).
Howewer, the application was rejected due to its fail-
ure to cariply with the walid EU legislation. with re-
gard to the published %aT Action Plan (EC, 2016b0), the
CR will strive for derogation that would make it possi-
ble to introduce reverse charge to tacable supplies
exceeding EUR 10,000,

Proving the origin of property

With the approval of the government bill on amending
the act in connection with proving the origin of prop-
erty (Chamber of Deputies Print Mo, 504), mechanisms
will be introduced that will improve ability of ta: ad-
ministrators to reveal any non-declared or concealed
incomes and subsequently tax them. The act will ena
ble the tax administrator to ask a taxpaver to prove
their incomes if there is a major difference between
ah increase in the taxpay er's property, their consump-
tion or other spending and income s shown in the tax
return. The paver will be obliged to prove that their
property has been financed from revenues that were
duly taxed or that are not subject to tazation. If the
taxpayver is unable to bear the burden of evidence,
theirtas base or tax will be assessed in a special man-
ner according to certain aids. Atthe same time, the ta
adrinistrator will assess a penalty from the amount of
the determined tac in an increased amount of 50% or
100%, if the taxpaver's failure to provide cooperation
has seriously hampered or prevented the determinz
tion of the tax In defined cases, the tax ad ministrator
can also dernand the filing of a property declaration if
the walue of the taxpaver's property exceeds, accord-
ing to apreliminary concusion, 2K 10 million.
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Intemational exchange of infformation on financial
accounts

In 2015, automatic exchange of information on finan-
cial accounts was carried out for the first time accord-
ing to the so-called FATCA Agreement, conduded
between the CR and the United States of America. In
2016, exchange of information an the foreign accounts
of Czech citizens will be extended to incude several
dozens of other countries. Thus, Czech Financial &d-
riinistration will have at its disposal each vear detailed
information on balances on accounts of Czech taxpa-
ers abroad, without the need ta make individual appli-
cations. This should result in the acceleration and
increasing effectiveness of some tax proceedings.

Central Account Register

At the beginning of February 2016, the government
approved the bill of the MF CR and CNE to establish
the Central Account Register. The Register will be
administered by the CHE and the existing accounts of
both individuals and legal entities opened with com-
mercial banks and cooperative savings banks will be
recorded there. In the case of any well-founded suspi-
cion of cAminal activity, the Customs Administration
and the General Financial Directorate will be author
ised to ask for recorded information as part of efforts
to uncower serious tax evasion ahd other crimninal
activity. When fighting against criminal activity, prose-
cutors, judges, the intelligence services and the Finan-
cial Analytical Department of the MF CR will also be
authaorised to ask for this information. Quick retrieval
of information should help improve the fight against
tax evasion, maoney laundering ar financing terrarism.
The Register is scheduled to be launched 16 months
after the date when the Act comes into force,

6.1.3 Tax Collection Streamlining

Measures to simplify the tax systermn are targeted at
increasing the effe ctiveness of financial administration
and greater computerdsation of the circulation of tax
docurnents in orderto reduce administrative costs and
accelerate the tar administrator’s ability to react to
itnrediate threats of tax evasion. Specifically, efforts
have been focused on introducing the duty of all WAT
pavers, since 1 lanuary 2016, to submit theirtar decla
rations only electronically, which generates the possi-
bility of reacting more guickly to any possible tax fraud
and preventing it more effectively. The duty to submit
eletronic tax declarations has also been introduced
since 2015 for most entities subject to corporate in-
come tax, while the possibility to submit electronic tax
declarations also applies to other taxes On the Tax
Administration portal, tax declarations are accessible

6.2 Other Aspects of Tax Policy

Due to better tax collection and the effective struggle
against tax evasion, additional room was also created

for this purpose and offer the possibility to check en-
tered data on-line. Computerisation decreases costs
both on the part of the administrator and the tax enti-
ty.

Another measure in this sphere is the possibility to
change the local jurisdiction of the tac administrator
from the virtual addre ss of the tar entity to the place
of the entity’s real economic activity. This measure
makes searching activities and control procedures
more effective right across the CR, helps for a more
effe ctive distribution of personnel capacities, and thus
alzo forimproving servicesfor taxpayvers. The possibil-
ity to change the local jurisdiction of the tax adminis
trator came into effect on 1 January 2015, The
aforementioned measures, in cambination with the
newly introduced elecbronic WAT reporting, will enable
greater concentration of tar control on problematic
entitie s that fail to duly fulfil their tax obligations.

6.1.4 Future Outlock

The main prerequisite for the future setting of tax
policy is succe ssful application of measures against tax
evasion. If they were to be fully effective in the econ-
ariy, we expect they would bring in additional tac
incame s annually equalling approx. CZK 20 ta 30 hil-
lion. According to the staterment of the government of
the CR these additional funds could be used for fur
ther decreases in the tax burden. With regard to the
interval between the introduction of all the measures
against tax evasion, their full effect and their impact
evaluation, we can assume that any changes inthe tax
burdern will not be made before the next general elec
tion.

AL present, work is under way on the new act on in-
core taces Thiswill comprehensively address issues
of the "super-gross” wage, solidarity surcharge and
more generally the taxation of self-emploved persons
and erplovees Alongside preparations far the new
act on income tax, the concept of so-called self-
assesstment is under preparation. Primarily, it should
mean simplification of the tax administration process,
strengthening legal certainty and decreasing adminis-
trative burden on the part of tax administrators and
tax entities. The principle of the project is the auto-
matic determination of tax at the amount which the
tax entity writes in their tax declaration. Self-
assessment should bring considerable reduction in
administration and the possibility to use personnel
capacitie s in control activitie s,

in 2016 for decreasing the tax burden of selected
groups of citizens. In order to support families with
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children, the tax credit for a second child was in-
creased by CZK 100 per month and for a third and any
additional child by CZK 300 per month in comparison
with the figuresvalid for 2015,

Further, the conditions have been extended in 2016
for providing tax credits for placing a child in statutori-
Iy defined child-care facilities for preschool children. A
tarpaver may claim expenditure for placing a child in
child-care facilities for preschool children, including
kindergarten up to the amount of the minimum wage.

The gavernmmental bill an gambling tax [Chamber of
Deputies Print Mo, 579) increase s the current rate and

6.3 Tax Assignment

Effective since 1 lanuary 2016, the |atest amendment
to Act Moo 243/2000 Coll, on Tax Assignment [Act Mo,
39172015 Coll.), hasincreased the share of the regions
in AT revenues frorm 7.86% to §.92% of nationwide
revenues [a returmn to the walue walid until 2011). Due
to this modification, we expect an increase in reve-
nues of the regions (and a corresponding decrease in
revenues of the state budget) of approx. 2K 3.5 bil-
lion. with effect from 1 January 2017, the share of
municipalities in the nationwide gross WAT revenues

extends the group of taxable iterns The act also legal-
ise s gambling business for fareign entities inthe CR, in
particular the possibilities of using the Internet for
intermediating games, which will enable their proper
taxation and increase the effectiveness of lottery tax
collection.

Indirect taxes should rise due to a gradual increase in
the rates of excise duty on tobacco products in 2016—
2013, In 2016, in the area of tobacoo producks, taxe
tion on tobacco for smoking and on cigars has in-
creased more than for cigarettes,

will be increased from the current 20.83% to 21.4%.
This change should bring an additional amount of C2K
2.1 billion tothe budgets of municipalities. In contrast,
the 30% share of municipalities in personal income tax
revenues from busine ss activity will be cancelled from
the satne date, which will decrease revenues of munic
ipalities by 2K 1.2 billion. In total, revenues of munic
ipalities will increase by approx. CZK 0.9 billion from
1lanuary 2017,

6.4 Rationalisation of General G overnment Expenditure

In its Polioy Statement, the government has ide ntifie d
ane of its main priorities to be much greater rationali-
sation of state finances and an audit of state property,
as well as ensuring that systermatic records of the
latter are kept [Policy Statement of the Government,
2014). In accordance with the Policy Staternent of the
Govermment, due diligence was performed during
2014 for selected ministries’ finances. Based on this
audit, the MF CR has prepared its bill on the monitor
itg and managerment of public finances. The hill de-
fines the duty to determine the responsibility of
specific persans in the systern for the management
and maonitaring of public finances, thereby limiting
duplication in subsidy controls, Establishing audit
committe e s &t individual ministries and at govemment
level should make the quality and independence of
internal audits more effective. Together with that,
rules for project evaluation and for applying interna
tiohal auditing standards will also be defined clearly.

According to Resolution of the Government Mo,
924/2014, since 2016 the purchase of specific com-
modities has started through the state central pur
chasing systermn. Participation in this system s
ablizgatary [respecting certain limitations] for central
bodies of state administration and their subordinate
organisations. Based on knowledge of the structure of
selected ministries” expenditure and analyses of best
practice in the area of central purchases in five coun-

tries of the EU, a list of commodities included in state
cettral purchasing has been drawn up under Resolu-
tion of the Govemment Mo, 28972015, The financial
volurme of cornmodities to which central purchasing
should relate in 2016-2020 is approx. CZK 13 billion.

Asof 1 July 2016, Act Mo, 3402015 Coll, on the Con-
tracts Register, comes into force. Its objective is to
increase transparency in the uwse of public sector
funds, limit the potential for comruption and contribute
ultirnately to a decrease in the costs of purchasing
goods and services, All authorities as well as state
firns whose shares are not quoted on a stock ex-
change will have a duty to publish in the infarmation
systern of public administration any contracts con-
cluded with a performance higher than CZK 50,000,
excl WaAT. Contracts, agreed after the 1st July 2017,
will not be effective unless it is not published and
written into a register within 3 months from its
agreement. If it is not done, the contract would be
cancelled from the beginning.

More econaomical use of the state’s real estate isen-
sured by using the Central Registry of Administrative
Buildings. &t present, it registers all administrative
buildings owned by the state. The systemn provides
state institutions with a better picture of the vacant
and occupied administrative buildings owned by the
state, thus helping to optimise the deplovment of
government institutions and identify unnecessary
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property, which is subse quently offered for sale. Maore
effective use of state property should also result from
the amendment to the Act on Property of the Czech
Republic {implernented by the Act No. 5172016 Coll.)
that came into effect on 1 March 2016, The amend-
ment strengthens, among other things, the compe-
tenice s of the Office for Govermment Representation in
Property Affairs under which unnecessary state real
estate is transferred and it allows to use its own staff
far selling this state property through the public auc-
tions, thereby saving the considerable costs related to
the auction with using contractual auctione er.

A considerable decrease in prces has been achieved
by rmaking the method of public procurement related
to environmental services more transparent. By intro-
ducing new rules ensuring the contractors are selected
exclusively in open tenders, contract prices are re-
duced by approximately half cormpared to the tender
prices of bidders winning so-called Ekotendr. This
method has saved expenditure of CZE 1 billion for all
contracts so farawarded.

6.5 Composition of General Govemment Expenditure

In 2009-2014, a decrease or stagnation in the total
wolume of general govermment expenditure in relation
to GOP was a cleartrend. The exception was 2012, In
2012 the total amount of expe nditure was influence d
by growth of expenditure in the category General
public service s, which was due to the ane-off recard-
itig of financial compensation as part of the property
settlement with churches and religious societies (im-
pact of 1.9% of G0OP) and to the flat-rate correction of
refunds from the EU (0. 3% of GDP). In 2015, change in
the total volume of general govemment expenditure
[so far calculated by the C250 only until 2011) was due
to its extension to include public medical facilities
having the form of trade companies, the remaining
state-funded institutions and some other entities
having the characteristics of government institutions
[for more details — see MF CR, 2015c). This extension
also resulted in a change inthe volume of expenditure
in individual categories accarding to the COFOG classi-
fication [(in particular related to expenditure on
Health, Social prote dtion and Private activities).

I spite of the decreasing tendency of the total volume
of general govemment expenditure in relation to GDF,

it increased by approx. 2% on average in absolute
termsin 2009-2014, On average, the biggest contribu-
tion to expenditure growth stermmed from expendi-
ture an Sodal protection and expenditure on Health
and education.

In the vears of the outlook, we expect the decreasing
trend in the valume of general government expendi-
ture in relation to GOP to continue. Compared to
2014, gereral govemment expenditure should de-
crease by 2.1 ppin 2019, wWe expect that in 2019 the
share of general govemment expenditure on social
and health security of citizens will be at the level of
50.1% of the total expenditure of the sector(i.e. 20.4%
of GDOP). Compared to 2014, this would mean keeping
sitnilar relations both in the share in GPD and in the
share in the total expenditure.

Chart 6.1 indicates the structure of general govern-
ment expenditure in 2014 and its expected structure
in 2019, The projection for the given period onle
shows a decrease in the shares of expenditure on
General public services and Private activities, counter-
balanced by an increase in expenditure on Health and
education and expenditure on Pure public goods.
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Chart 6.1: Structure of General Government Expenditure, Divided by Function
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7 Institutional Features of Public Finances

A high-quality and credible national institutional framewaork of fiscal and budgetars policy represents a basic pre re qui-
site for healthy and sustainable public finances. In this connection, the government has discussed and approved pro-
posals concerning regulations on fiscal responsibility, and at the same time steps have been taken aimed at

strengthening tax administration and reducing tax evasion, aswell as a number of measures aimed at ensuring the
transpare noy and effectiveness of the publicfinance s systerm in the CR.

7.1 Budgetary Responsibility and Government Finance Statistics

In February 2015, the government approved a set of
proposals for re gulations in the area of fiscal responsi-
bility (Charmber of Deputies Print Mo, 411, 412 and
413). These proposals were subsequently discussed by
the Chamber of Deputies of the Parliament of the CR.
One of the tasks of the aforementioned regulations is
to transpose Councl Directive Mo, 2011/85/EU on
re quirerm ents for budgetary framewarks of the mem-
ber states into the legal order of the CR. The content
of the regulations was already described in detail in
the update of the CP submitted in 2015 [(MF CR,
2015a), therefore only a surnmary of the main param-
eters of the proposed regulation is provided in this
wversian, including selected temparary measures aimed
at strengthening the national budgetary framework
taken since the govemmental proposals came inta
effect.

7.1.1 Forecasts and

Framework
An independent expert Committee for Fiscal Forecasts
will be established to evaluate the probabilite of the
fulfilment of the forecasts used for the purpose of
drafting the state budget, budgets of state funds and
health insurance companies, and their medium-term
autlooks Before the fiscal responsibility legislation is
approved and becomes effective, since April 2016 the
role of the Committee has been plaved by the existing
expert panel (the so-called "Callaquium®™), composed
of experts from national institutions engaged in fore-
casting national economic development., These ex-
perts are asked by the MF CR for a gualitative
assessment of the character of its macroeconomic
forecasts used for the budgetary purposes The as
sesstment is subsequently published in budgetary doc-
uments, The result of this assessment is provided in
Subchapter 4.3

Medium-term  Budgetary

7.1.2 Independent Fiscal Institution

A5 an independent expert body working in the area of
fiscal and budgetary policy, a Mational Budgetar:
Council will be established (hereinafter referred to as
the "Council’). Among other tasks, the Council will
evaluate whether or not the numerical fiscal rules
have been met. The Chamber of Deputies of the Par
liament of the CR and the public will be informed of
the results of this evaluation in the Council’s repaort.
Further, the Council will draw up a report on the long-

term sustainability of public finances. In its activity,
the Council will be authorised to request information
and cooperation from individual public institutions.
The Council will have three members elected by the
Chamber of Deputies of the Parliament of the CR, and
mernbership in the Council will not be campatible with
ary function in the executive or legislature or, among
ather proscriptions, with membership in any political
party or movement. For camving out tasks related to
providing professional, organisational, administrative,
personnel and technical support for the Council's
activity, @ new state organisational unit will be estab-
lished — the Office of the Council. Expenditure on the
activity of the Council and the Office of the Council will
be reimbursed from a separate chapter of the state
budget.

7.1.3 Humerical Fscal Rules

This proposal introduces three numerical fiscal rules
They include twa so-called operative fiscal nules that will
function permanently and one rule related to a possible
increase in the share of general govermment debt in GDP
above the defined limit. & key role in the national fiscal
fratnework will be plaved by the expenditure rule, which
wiill derive the macimal wolurme of general govemment
expe nditure in particular from the structural part of this
sector's revenues increased by 1% of GDP (the currenth
defined medium-term budgetary objective] — see Box 2
for more details. The expenditure framework will be
derived from the aggregate level of general gove mment
expenditure serving as the starting point for drawing up
draft state budgets and draft budgets of state funds. The
rule is supplemented with an automatic correction
mechanism, reflecting in a retrospective manner the
evalugted differenice between the real expenditure level
and the expenditure level defired by the rule. Fulfilment
of the rule will be monitored by the indepe ndent Council,
wehich will also be involved at the methodological level.
For individual local government units, a rule regulating
the so-called prudent level of the use of external re-
sources will be introduced. It will be set at the level of
60% of the average of total revenues of a specfic local
govermment unit for the last four vears, If this level is
exceeded, a minimal tempo for debt reduction will be
defined by lawe. If the level is not decre ased as required, a
part of the shared tax revenue s of the local zovernment
unit will be withheld at the amount of the statutoribe
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defined reduction that was not performed. Should the
effe ctivene ss of the rules described above prove to be
insufficiert, which would be reflected in an increase in
the share of general govermment debt above 55% of GDP
after adjusing for the cash reserve intended for state

debt financing, then stricter requirerents defined by law
will be applied to the finances of individual general gov-
emment sector entities which should help ensure sound
and sustainable public finances once again. All rules are
accom panied by precisely defined escape clauses,

Box 2: Proposed Numerical Fiscal Rules

_ ol
G!+1 EZ EE( '2+1)' E!

] +1
Ez[ ':+1)'Ez ﬁ

Total general government expenditure for the year t+1 will be derived in the following manner:

-{;ﬂ +E I:ORHI) —ka - & I:Mr+1)+ E, [Um:H' 0,01 &, [Yi\lr:l where

represents revenues sehsitive to the output gap developtment in theyear t+1 =5 predicted in the vear t.

L]
¥ oisthe potentia product and 5'; represerts senstivity of the i-th category of revenues to the output gap developrment.

N
£, (ORM) are revenles not sehsitive to the output zap development expected intheyear t+1. &, (Y ) isthe nominal gross

i+

1

dornestic product expected inthe year £ for theves 1. A represents one-off or temporary measures (in sum of the revenue
and expenditure of the state budget) and L7 is additional expenditure enabled by escape clauses Findly, the term k inthe
equUation represents inthe vear t+1 the requested correction of previous errors in the forecast, the so-called carrective cornpoe

nert.

Debt rule for local government units

o
06z — 32

_(Z_!_ife,.)m’w

here

Debt rule for the general government sector

, where

0,55:_-, [Dr— ;R!_l)

-1

D:-l represents the debt of a municipdity of region as at the badance shea date of the yvear t-1 and (Z .

awergze of revenues of alocal goverhrment unit for the |2t four budgetary vears.

Dr—l is gross consolidaced general gover nment debt inthe noming walue and R:_l represents the cash reserve in state debt

financing (borrowed resourcesthat havy e not yet been used for financing).

Tt

1 .
n R!:l f4 isthe

7.1.1 Government Anance Statis tics and Reporting

Act on the collection of selected data for the purpos-
e of monitoring and managing public finances

The process of transposing and implementing Council
Directive Mo, 2011/35/EU on requirerments for budg-
etary frameworks of the member states is to be com-
pleted by two mnew legal regulations in the area of
statistics and the comprehensiveness of these budget-
ary frameworks, specifically by the act on the collec-
tioh of selected data for the purpose of monitoring
and managing public finances and by itsimplementing
decree. At the same time, the current non-sestematic
character inthe Czech legal order will be remedied by
transterring a part of a related legal regulation from
accounting legislation to these two new statutes As
far as the material aspect is concemed, the MF CR will
receive selected input data on a cash basis on the

finahces of some entities or accounting units that are
induded in the general government sectar in accord-
ance with the E3a 2010 methodology. This is a vers
heterogerneous group of institutions from whom the
IMF CR does not vet receive any data according to the
walid legal order, or else the data it does receive are
completely insufficient for the purpose of meeting
obligations ensuing from membership in the EU. Data
relating to revenues, expenditure, government guar
antees and public and private sector partnership pro-
jects will be required, whereby they will be used for
cornpiling and publishing output fiscal data for the MF
CR's owwn requirem ents, with full coverage of the gen-
eral government sector according to EU secondary law
as well as according to the Act on the Rules of Fiscal
Responsibility. Input data will also be used by the

3%
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CZ50 as part of the state statistical service. Other
potential users can also be the CNB or Supreme Audit
Office, in the performance of their activities. The gow-
erfirne kit Bill is currently being discussed at the Charm-
ber of Deputies of the Padiament of the CR [(Chamber
of Deputies Print Mo, 7468) and it is scheduled to come
into force on 1 lanuary 2017. The current fiscal and
statistical data defined by the aforementioned di-
rective are presented, including methodological de-
scriptions in Czech and English wersions, on the
wee bsite of the MF CR [see MF CR, 2016c).

5005 Plus

On 4 April 2016, the CR joined eight other developed
countries which meet the requested criteria of the
highe st standard of statistical reporting of the Interna
tional Monetary Fund. The standard 30D 5 Plus (Special
Data Dissermnination standard Plus) represents trans

parent economic and financial data with international
cotnparability. The cormplete set of data under SDDS
Plusforthe CR is presented on the CHE swebsite [see
CHEB, 2016h).

GFSs 2013

In the area of government financial statistics, the MF
CR is currently preparing its transition to the updated
manual of the International Monetary Fund of 2014
[i5FS 2014). Thiswill replace the methodology regulat-
ed by the manual of 2001 (GF3 2001) in which the MF
CR publishes data for public budgets of the CR. This
step does not essentially change the current principles
of recarding financial and non-financial operations;
howewer, it does mean closer alignment with the Sys
tern of Mational Accounts of 2008 or the E3A 2010
methodology,

7.2 Increasing Trans parency and Effectiveness of Public Finances

7.2.1 Involving Further Available Liquidity of Institu-

tions of the General Government Sector under

State Treasury Accounts maintained by the CHB
Based on the amendment to the Act Moo 218/2000
Coll, on Budgetary Rules, the General Health Insur-
ance Compary, other health insurance companies,
health insurance company unions and the Raibwvay
Infrastructure Administration will subordinate their
accounts to the state treasury, and thus will only be
maintained by the CME. Local govemment units, wol-
untary unions of municipalities and regional councils
of cohesion regions will now receive subsidies and
refundable financial assistance from the state budget,
state funds or the Mational Fund anly to accounts
subordinated to the state treasury. State-funded insti-
tutions established by state arganisational units will
have to transfer all their deposits to accounts subordi-
nated to the state treasury within 9 months from the
date when the amendment comes into effect. The
objective is to rationalise the use of state cash re-
sources, Thiswill lead, inthe long term, to budgetary:
savings fram the interest costs an state debt and to a
further increase in the effectiveness of the state’s
issuing activity. The possibility to use resources freely
maintained on selected accounts will not be restricted
by this amendment.

7.2.2 Access to Invoices for the Public

The portal "Opendata of the Ministry of Finance of the
Czech Republic (MF CR, 2015d) launched in 2015,
where numerical data in a machine-legible format are
published in concentrated form and a well-amranged
manner, has been extended to indude new data from
surveys of municipality economic management. The
application "fupervisor—pop-up expenditure of the
IMF” has also been recently launched, visualising data
from the Surmmary of Invoices of the MF CR. According

to categories, it is possible to find individual infar-
rmation from invoices — amount, supplier, ifvoice sub-
ject, ahd otherinformation.

7.2.3 Transparency Amendment to the Act on Public
Health Insurance

The govemment also intends to increase the economic
stability, effectiveness and transparency of the health-
care systermn. |h 2015, the so-called transparency
amendment to the Act on Public Health Insurance (act
Mo, 200,2015 Coll) was approved, binding the gow-
ernment to strengthen state supervision over health
insurance cashflows and performance. It imposes,
arnong other obligations, the duty to publish contracts
between health service providers and health insurance
companies and regulates the provision of health in-
surance company data to the Ministry of Health and
the MF CR.

7.2.4 Financial statements for the Czech Republic

In 2018, financial staterments will be drawn up for the
CR for the first time. The first staterme nts will relate to
a limited number of accounting units (approx. 7,000])
for 2015, specifically, they will include e g municipali-
ties, regions and state organisational units. In 2017,
financial state ments for the CR for 2016 will already be
drawn up by all accounting units [approx. 19,000), i.e.
incuding state enterprises, health insurance compa
nies, public research institutions and important trade
corporations in which the state or local government
units exercise their influence over manitoring and
managerment.
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Table Annex

Table A.1a: Macroeconomic Prospects
[ievel in CZK billian, growth in %, monenbutians ta grawth in percentage paints)

ESA Code 2015 2015 2016 2007 2013 2019
lewe] Rate af change
Real GDP Bl*g A0 4.2 2.5 16 .4 2.4
Mominal GOP Bl*g a2 5.0 35 4.0 4.1 4.2
Comporents of real GOP
Frivate oonsum ptionex penditure P.3 2123 2.3 31 7 2.4 2.3
Gover et oo reu mption ex penditu e P.3 351 2.3 a1 L& 1.4 1.3
Gross fixed capital formation Pilg 1143 73 L% 30 31 31
Changes in inventories and net acquis. of valuables |%of GDF| PE24+PL3 9 0.9 1.0 0.9 0.3 0.7
Exports of goods and services -] 3322 T 55 59 B B0
Imports of goods and services P.7 3544 T 58 Bl b1 b1
Contributions to real GOP srowth

Final domwestic dema nd - EN) 21 2.4 2 21
Changes in inventories and net acquis. of valuables PE4PES - o7 0.1 [181] o [171]
External balance of goods and se rrices. B.11 - 0.2 02 o2 03 0.4

Wnte: Real levels are stated in 2014 prices. Thange in inventones and net amuisition af valusbles an the row 5 expresses a share af change in inven-
tones an GGF in currente prices. inorease in change in the stack of inventariss and net amgwsitian af valuahies is calouian ted fram real fiqures.
Sovrce: (290 (2036l MF OF (2016aL WP OF colouintions.

Table A.1b: Price Developments
findices 2015= 108, growth n %)

2015 2015 2016 2017 2013 2019

Lo w) Rate af change
GOP geflatar 1059 0.7 1.0 1.3 16 18
Private consuna ptio ndefla tor 105.5 0.1 05 14 1.3 19
Harmonised ingex of consumer prices 1030 0.3 & L5 1.3 19
Public cormsunmption def latar 1,2 1.2 1.2 20 1.0 11
Imres tment ceflator 103.9 0.2 0.9 1.3 L5 L7
Export price deflatar [zoods and services} 1087 -1l -1.7 0.5 0.0 02
Import price deflator [soods and services) 107.3 -1.5 -2.3 0.5 0.2 00

Sourse: (290 (2038a), Furastat (251 6). JF CF makcuiatians.

Table A.1c: Labour Market Developments

[arowthin %)

ESACode 2015 2015 2016 2017 2013 2019

lewl Rate af chamge

Em ployment, persons Lird 1.2 05 LIS LIS L8
Em ploynent, hours waorked 2 1.3 07 LIS 0.2 0.2
LIne mployme mt rate |%| Sl 5.1 4.4 4.3 4.2 4.2
Labour productivity, persomns T3 3.0 19 2.5 2.4 2.4
Labour productivity, bours wor ked a1 2.3 1.7 2.5 A7 27
Compensation of employees 0.1 1737 4.4 4.5 4.5 4.8 4.6
Compensation per en ploes 45 1.4 33 4.4 4.5 4.5

Mate: Emplayment s based an damestic cancspt af national sccownts. Rate af unemplopment is based an the methadolgy af the labaur faree
Sunrey. Labaur praductdity s oalcuiated as real GGF (in 2014 prices) per employed person ar warked haur.
Sowrce: (250 (23160, 2065 MF CR oolouia tians.
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Table A.1d: Sectoral Balances

fin % of GGRY
ESACode 2015 2016 oLr 20 2019
Net lendingbor rowing vis-a-vis the rest of the world B3 1.1 -0.4 -0.3 0.0 03
Balance of goods and semwvices EA E.E BT %= T
Balance of primary incomes and trarsfeis EA4 -E5 -4 -£4 £S5
LCapital acoount ERS 13 14 15 1E
Net lending/borrowing of the private sector B3 1.5 a2 0.2 0.5 a7
Net lending/borrowing of general gover nnwe nt B3 0.4 0.5 0.5 0.5 0.5
Statistical discre pancy 0.0 0.0 0.0 0.0 0.0

Wnte: Goin from national accounts. et lendings barrawing aff ge neral government for 263152518 based on natification, for 2037-2019 autbak.

Sowrge: (790 (20380) WF (R solkulatans.
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Table A.2a: General Government Budgetary Prospects

[ievel in CZK billian, athers in % af GOF)

ESA Code 2015 2015 2016 017 2013 2019
Lapal In ®af GOF
Net lending [+}) bor rowing [-} [B.9) by subsectors
General government 513 -19 -0.4 0.6 -05 4.5 -5
Sentral government 31311 -5 -1.10 -11 Q0.8 07F 0.5
State gower nment 31312 - - - - - -
Lowcal government 31313 25 0.5 0.4 a2 al aki]
Secial security funds 51314 l ulli] a1 an an ki)
Genreralgove rnment [5.13}
Tatal revenue 1! 1336 42,2 40.6 40.F 40.5 a0.2
Total ex penditure 18 1905 416 41.2 412 410 4.5
Net lending [+ barrowing [} B3 -19 0.4 0.6 -05 0.5 0.5
Interest ex penditune 041 A8 11 1.0 10 10 10
Frimary balance 0 or 0.4 a5 a5 0.5
One-off and ot her temporary measures - 0.1 0.1 o 0.0 [L21]
Components of revenues
Total taxes 37 19.3 19.3 199 19.3 19.7
Tases an prodoction and imports. 0.2 55E 12.5 124 124 1213 121
Current tases on income, wealtheto, 0s 313 T4 T3 75 TE Th
Capital tazes D4l a ulli] 0.0 an an ki)
Social security contri butions DAl bh3 14.3 14.9 151 15.2 15.2
Froperty i noonwe 04 ir 0.3 0.3 or o7 [
Other 30 5.7 51 50 4.3 4.7
Tatal revenue 1! 1336 42,2 40.6 40.F 40.5 a0.2
p.m.: Tax burden 1550 EN R .7 349 3540 i
Components of expenditures
Compensationof em ployees + [nter nvediate oo mumption OLI4P .2 B 153 153 153 15,2 151
Jompenzation of employess 0.l %8 ES ES 20 S0 S
Inter mediate conzumption P2 2EE E4 EA B3 B2 E.2
Social payments T2 159 153 157 158 15.5
of which: Unemployment benefits " 0 0.4 a4 a3 a3 0.3
Social trareteis in kind supplied via market producers 0A32 144 1.2 ER EE| 13 13
Social trarsfers other than in kind D&z SEE 1.7 126 124 1213 122
Imerest expendit ure DAl 43 1.1 1.0 1o 1.0 Lo
Subsidies D3 102 13 23 3 13 3
Gross fived capital formation F.513 233 52 4.0 40 4.1 4.1
Capital tramsfers D4 32 o7 LA [IE: L3 [18:)
Other 95 11 2.0 0 .0 10
Total ex penditures 1E 1905 415 412 412 410 4.5
PN GOUeT IRYe Tt 00 MW mptio n [nominall F3 5N 19.9 19.9 194 19.5 19.2
Wnte: Years 20152018 notfication Years 20172519 oudank
1) Indudes cash henefits (G621 and G.624) and In kind benefits (0. 631) related 0 unemplayment benefits.
Sowrge s (290 (2338BL WF (R sakouiatians.
Table A.2b: No-policy Change Projections
flevel in CZK Aillian, athers in % af GGF)
2015 2015 2016 2017 2018 2019
Lol In% af cop
Total revenue 3t unchanged policies 13346 42,2 4.5 4.5 a2 mTr
Total expenditure at unchanged policies. 1905 425 a1.2 a3 4.2 395

Source s WIF CR.
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Table A.2c: Amounts to Be Excluded from the Expenditure Benchmark
[ievel in CZK billian, athers in % af GOF)

2015 2015 2018 2017 2013 2019

Level n ¥afoor
Expenditureon EL programnves fully matched by EL funds revenue 103 23 1.3 1.3 13 1.2
Mok imeestment ex pend itu e 14 a3 a4 0.4 0.3 0.3
Irivestment ex pend itu e 20 2.0 a5 05 0.5 a5
Cwclical umenaployment be mefit ex penditure o o [181] [171] 0.0 [181]
Effect of discretionarny revenue nweasures [year-onyearchanges| -3 4.2 05 0.4 0.2 [181]
Revenue increases mandated by law - - - - - -

Wnte: Revenue increases mandated iy law can be defined as revenue indreases that accur autamatiolly ta affsst comespanding increases in spaci

[fied axpenditures feuch ae on autnmatc increase af enoal security conerbutians in reaction A surge in sacial sarurity sypenditue )L

Source s WIF CR.

Table A.3: General Government Bxpenditure by Function
{in % afGORY

Code 2014 2019
General public services 1 LA 4.5
Defence 2 07 0.3
Public order and safety H 17 L&
Eco nomic affairs 4 53 55
Environneental protection L} 11 1.1
Housing and oo mmw nity amenities L} o9 3
Health T 7 Th
Recreation, culture and religion a 12 [I8.}
Education 9 53 52
Social protection 13 133 12.3
Total ex penditure 1E 428 406
Mate: Year 2019 outook
Sourze s (290 (25384, MF (R (20164l WF R calouka tons.
Table A.4: General Government Debt Developments
fin % af GOFP, fveroge maturity in pears, con b utions in % of debt)
E5A Code 2015 2016 2007 2013 2019
General government gross debt a1.1 a1.1 a7 4.2 393
Change in gross debt ratio -l.& 0.0 0.3 0.5 0.9
Contrib utions to changes in gross de bt
Frimary balance or 0.4 [ A [ A3 0.5
Imterest expenditune DAl 1.1 1.0 1.0 1.0 1.0
Stock-f low ad justment 0.0 0.3 LA [I18:) 0.3
Difference betwesn cashand accruaks 04 0.0 uki] uli] 0.a
Netaccumulationof financial asets a4 0.5 a7 0.6 0.3
Privatisation prooseds an 0.0 0.0 0.0 0.0
Valuation effects andother 01 0.0 0.0 aki} 0.0
p.m: Inplicit imerest rate ondebt 1.8 1.5 15 15 15
Liquid fimancial assets. 13.1 12,7 126 12.3 120
Met financial debt " 19 234 25.1 79 213
Debt amo rtiza tion [existing bands}since the end of the previowus year EX 4.0 4.7 4.9 4.1
Fareign-cu rrency exposition of the state debt a8 4.1 4.1 4.1 39 39
Average maturity 51 53 57 &0 5.0

1) Net financinl debt ic a difference hetween grmss debt and lguid fnancial assets {manetary gald. Spedal Grawing Rights, currency and depasits,

sounties ather than shares [ronsolidated at market wajue), shares and other squity guo ted in stock sxchangs)
2] Figures anly for the state debt The seate daht represen v adeht genemted by the stmte budget fnancing.

3} The fareign-currency expasure af the stte deht i debr denaminated in foreign currency, which is exposed in term af foreign-currengy Exchangs

e mowement after being adiusted for the foreign-oumendy exposure af state financiof assets.

Sourse: (290 (2035b) State debt data WMF TR F CR mkcwiations,
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Table A.5: Cyclical Develop ments
fgrowthin %, output gap in % af patential GGF, montnbutans in peroentmge points, ather in % gf G0F)

E5A Code 2015 2016 2007 2013 2019
Real GDF growth %] 4.2 2.5 16 .4 2.4
Net lending of general gowe rmnent B4 0.4 .6 0.5 0.5 0.5
Interest ex penditu e DAl 1.1 1.0 L0 1 10
One-off and other temporary measures. 0.1 0.1 0.0 0.0 0.0
Potential GOF growth %] 1.8 21 1 23 13
contributionof labour an 01 iR aki} 01
contributionof capital 05 0.k 0.k 0.k 0.k
total factor productivity 113 1B LE 17 1E
Dutput gap 0.1 0.4 L4 1.1 1.3
Cwlical budgetary component 0.0 02 o4 [L¥} 0.5
Cyclica lly-adjusted balamoe 0.4 0.3 0.9 09 -1
Ly lica lly-adjusted primarny balance L8} 03 LIS LIS o0
Structural balance 4.3 1.6 -1 -L.0 -L.0
Wnte: Years 20152518 notification Years 20172519 oudank
Sowrge: (790 (20380) WF (R solkulatans.
Table A.6: Divergence from Previous Update
{GGF grawth in %, general gavemment balance and dehe in % af GGF, differences in o)
E5A Code 2015 2016 2017 2013 2019
Real GDP zrowth %]
Frevious update 7 1.5 13 13 -
Current update 4.2 1.5 18 1.4 14
Differencs 1.5 0.0 0.3 0.1 -
General government net lending |% of GOF|
Frevious update B4 -9 -1.2 0.3 -0.b -
Current update B4 0.4 0.5 4.5 0.5 0.5
Differencs 14 0. 0.3 0.1 -
General government gross debt | % of GDF|
Frevious update 40,9 40,9 40,7 a2 -
Current update 41,1 411 40,7 a2 113
Diffeience oL 0l 0.0 uli] -
Sourse s F COF (20150, 201 Bal MF CR calowlations.
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Table A.7: Long-term Sustainability of Public Anances
fexpenditures and revenues in % of GGF, growth and ratesin %)

2013 2020 2030 2040 2050 2060
Total ex penditune a19 40bH 412 41,5 429 43.3
af which: Age-related expenditures 159 194 201 203 215 220
Pe msion ex penditu e a0 0 0 9.0 1.8 a7
Socialsecurity pensions. a0 0 0 9.0 1.8 a7
Old-age and earhy pensions. T3 Th Th T4 3.0 &1
Cther pensions 17 15 15 1b 1b Lb
Dccu pational pensions an LIF1} LLE] [N} LN} L8}
Health care ¥ 59 Bl b5 b a7
Long-term care o7 15} 140 1.2 1.2 14
Educationex penditure EY ih i9 T 4.0 4.1
af which: Non-age-related expenditures 221 212 212 212 21.4 2.9
af which: Unemp loymvent benef its oz a2 02 02 a2 0.2
af which: Interest ex penditure 13 12 12 1.2 1.4 1.9
Total revenue 405 339 339 EX A 399 3.9
af which: Pensioncontributions T3 Ta FE:) 79 T T
af which: Property incone a3 a7 ar [ s LI 0.7
Persion reserwe fund assets L] L2 00 0.0 0.0 0.0
af which: Consolidated public persion fund assets aa LiT1] an 0.0 a0 0.0
System ic Pension Reforms
Social oo ntributions diverted 0 mandatory private sche nve - - - - - -
Persion expe nditure paid by mandatory private schenwe - - - - - -
Assumptions
La bour productivity srowth LB 14 19 L& 17 L5
Real GOF growth 09 14 19 L& 1.5 L7
Participation rate of males [aged 20-5d} 36.1 574h 368 361 373 3.7
Participation rate of fe males [aged 20~5d} 9.5 Ti1 T4 TL9 T4.3 Tl
Total participation rate [aged 20-64} 7wa F040 77 79.2 3L4 3.5
L ne naiplanrnie it rate To B3 &0 b0 &0 &0
Fopulation aged &5+ ower total population 171 202 113 4.7 75 232
Source: BC (2014, 2635) WF CF calouations,
Table A.7a: Contingent liabilities
fin % af GGF)
2015 2016
General governnnent sector guarantess EX) EX:
af which: Linked to the financial sector 1E 13
Sourse IF CF.
Table A.8: Basic Assumptions
{interest rates and grawth in %)
2015 2016 2017 2013 2019
Short-term imterest rate [(Z} (annual average] 0.3 0.3 0.3 0.3 0.5
Long-term imerest rate [CZ} |annual average] 0.5 0.5 0.3 12 LE
Nonvinaleffect ive exchange rate |20L0=100] 92.5 937 9.5 97.1 9.2
Exchange rate CZK/EUR [annual aveiage| 213 70 269 262 5.6
Workd excluding EL, GOFsrowth 3.2 3.4 EXS 39 4.0
ELI23 GDP growth 1.9 17 1.9 0 0
Growth of relevant foreign markets 55 47 55 5.3 &1
Warkd inyport wolunees, exc luding EL 0.3 2.2 35 39 4.1
Oil prices |Brent, U3Dbariel] 534 4.9 474 514 4.0
Sowrce s OWE (20160), B1A (2016, Eumstat (2016 ). F OF caloulations.
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