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EXECUTIVE SUMMARY

Real GDP growth is expected to stagnate in the Czech Republic in 2012, while it should pick
up to 1.5 % in 2013. The unemployment rate started to decline at the beginning of 2010 from
a level close to 8% to end on 6.7 % in the fourth quarter of 2011. It is expected to rise to
7.2% in 2012.

The Czech Republic has introduced a set of measures to strengthen the sustainability of the
pension system, reform the tax system, improve the performance of the public employment
service and increase the transparency and efficiency of public procurement.

However, in a context of increased competition from emerging economies and the steadily
decreasing inflows of new equity capital, the key challenge for the Czech economy is to
support economic recovery and long-term growth by improving the quality of fiscal
adjustment, reducing inefficiencies and lack of stability in the public administration, making
better use of the potential in the labour market, especially for women with children, and better
mobilising factors facilitating the transition to growth based on innovation, higher value
added and human capital. The growth of innovative enterprises is aso constrained by
inadequate links between the science base and the business sector and by inefficiencies in
public funding of research. Inefficiencies and lack of stability of the public administration do
not create a supportive environment for long-term growth. Furthermore, despite the relatively
low debt-to-GDP ratio, and the recent reforms, public finances are not yet on a sustainable
path.



1. INTRODUCTION

In June 2011 the Commission proposed six country specific recommendations for economic
and structural reform policies for the Czech Republic. In July 2011 the Council of the
European Union adopted these recommendations which concerned public finances, the
taxation system, the pension system, the labour market, the business environment and
education. In November 2011 the Commission published its Annual Growth Survey for 2012
in which it set out its proposals for building the necessary common understanding about the
priorities for action at national and EU level in 2012.

Against this background, the Czech Republic presented its national reform programme and
convergence programme in April 2012. These programmes give details of the progress made
by the Czech Republic since July 2011 and of its future plans. This Staff Working Document
assesses the implementation of the 2011 country-specific recommendations and of the
priorities set in the Annual Growth Survey for 2012, identifies current policy challenges and,
in this light, examines the country’ s latest policy plans.

The policy plans submitted by the Czech Republic are relevant. The policies presented in the
national reform programme are integrated in a broad social and economic context. This
improves accessibility for the general public, but sometimes the document lacks a clear
commitment and the detail necessary in order to assess fully the relevance and ambition of the
key policies. The convergence programme confirms the main fiscal policy objective of the
Czech authorities which isin line with the Stability and Growth Pact. The Czech Republic has
ensured broad coherence between the two documents.

Overall assessment

A comprehensive reform of the pension system has been adopted and steps have been taken to
enhance labour market participation of parents with children, improve the performance of the
public employment service and improve the quality and transparency of public services and
procurement. Only limited progress has been made on implementing the 2011
recommendation on education policy, as no substantial measures have been adopted in this
area.

Challenges identified in July 2011 and reiterated in the Annual Growth Survey 2012 remain
valid. In the short term, the main challenge is to kick-start economic recovery by better
utilising the potential in the labour market, improving the quality of fiscal adjustment, and
enhancing and stabilising the regulatory framework and public administration. Higher quality
and efficiency in the education and research system would help buttress innovation and
human capital, improving the medium- and long-term growth prospects. .

2. ECONOMIC DEVELOPMENTSAND CHALLENGES
2.1. Recent economic developments and outlook
Recent economic developments

The Czech economy emerged from the global financia crisis in the second half of 2009,
having shed almost 200,000 jobs and 6 percentage points of value added between the pre-
crisis peak in the third quarter of 2008 and the return to growth in the second quarter of 2009.
Trade played a dominant role in buttressing the initia recovery, as real GDP growth picked
up again in 2010 and 2011 but at a pace below the pre-crisis average and too slow to erase the
losses suffered during the economic downturn. More recently, the economy has started to lose
momentum once again. In 2011 household consumption expenditure fell by 0.5% on the back
of the continuing consolidation efforts, and aggregate investment was hit by the loss of
confidence reflecting the adverse developmentsin the euro area.



The labour market response to the recovery came with alag and has remained rather uncertain
so far. The unemployment rate started to decline at the beginning of 2010 from a level close
to 8% to end on 6.4% in the fourth quarter of 2011 (a relatively low value by both Czech
domestic and EU standards). Employment and real wages in the public sector continued to fall
throughout the year. The average nomina wage in the economy increased by 2.2%,
somewhat faster than aggregate productivity (1.4%) and than inflation, which, measured by
the harmonised index of consumer prices, reached 2.1% in 2011.

Economic outlook

On the back of slowing activity in the Czech Republic’s main trading partners and ongoing
consolidation, real GDP growth is expected to stall during 2012 and pick up to 1.5% in 2013.
The government’ s efforts to address fiscal imbalances are forecast to have a negative impact
on government consumption expenditure and public investment. Increases in indirect taxes in
2012 and 2013 are expected to push up inflation to 3.3% and 2.2% respectively, which, in a
weaker labour market, will weigh on household consumption. The corporate sector remains
cautious about upgrading physical capital and is biding its time until the signals about the
external environment become firmer. More positive developments, underpinned by the
assumption of areturn of confidence, are not expected until the end of 2012 and 2013.

The 2012 convergence programme and the 2012 national reform programme share the same
economic outlook. Similarly to the Commission services 2012 Spring forecast, the
macroeconomic scenario submitted by the national authorities forecasts near-stagnation of
GDP growth in 2012. The macroeconomic scenario underpinning both documents is based on
a less dynamic rebound of the external environment, which is reflected in the somewhat
sower pace of economic recovery in 2013 than projected by the Commission. The
macroeconomic scenario does not include the estimated macroeconomic impact of structural
reforms. In the light of the assessment of legal compatibility and of the degree of fulfilment of
the convergence criteria the 2012 Convergence Report published by the European
Commission on [30 May 2012] considers that the Czech Republic does not fulfil the
conditions for adoption of the euro.

2.2. Challenges

The key challenge for the Czech economy is to mobilise factors facilitating the transition to
growth based on innovation, higher value added and human capital because opportunities for
further real convergence based on capital-intensive growth are rather limited". The current
model has been marked by rapid accumulation of production factors, especially capital. The
build-up of fixed capital was supported by robust inflows of foreign capital attracted by cheap
but relatively skilled labour and the proximity to the economic core of the EU. This
comparative advantage has been increasingly undermined by competition from emerging
economies and the steadily decreasing inflows of new equity capital since the beginning of
the decade.

One essential ingredient of the growth model based on innovation and knowledge is human
capital. However, Czech study programmes are currently excessively long and underfunded
and achieve excellence on an international scale only in relatively rare cases. Added to this,
the lower layers of the Czech education system do not fully equip the labour force with the
competencies and flexibility needed to adapt to the changing conditions on the labour market.
The growth of innovative enterprises is constrained also by inadequate links between the
science base and the business sector and by inefficiencies in public funding of research.

! The gap in GDP per capita between the Czech Republic and the EU-27 average narrowed from 75% in 1997 to
80% in 2010.



The short-term challenge is to kick-start economic recovery. Currently, the Czech economy is
operating in a manner shaped by the weak external environment and the need for fiscal
consolidation. Despite the relatively low debt-to-GDP ratio, public finances are unsustainable
due to both population ageing? and still relatively high structural deficits that were starting to
accumulate even before the crisis. While the direct impact of lowering structural deficits on
growth is likely to be negative in the short term, consolidation efforts help to sustain market
confidence because sound public finances are one of the institutional prerequisites for long-
term growth. In this regard, it is therefore important to closely monitor the impact of the
current and future reforms on the sustainability and adequacy of pensions. A faster recovery is
hindered by several factors:

e The potential of the labour market is underutilised. Policy traps, in particular the
insufficient provision of affordable childcare facilities, prevent workers from returning
to jobs after parental leave fast enough to retain the skills and human capital built up
from previous investments in education. The negative labour-market impact of
parenthood hits women much harder than men. Furthermore, the status quo is giving
rise to gender employment and unemployment gaps, and a substantial gender pay gap,
al of which increase women'’s financial dependence and their risk of poverty in old
age. Moreover, deficiencies persist in the public employment services.

e There is room for improving the quality of the fiscal adjustment. Up until now fiscal
consolidation has partly taken the form of across-the-board cuts which were not based
on a systematic evauation of policies and projects competing for public resources.
Sustainable fiscal consolidation will require careful consideration of government
priorities, even more emphasis on the efficiency of public spending and further efforts
to create a more growth-friendly tax system.

e By international standards®, the Czech Republic does not score favourably on the
quality of itsinstitutional and regulatory framework and the efficiency and stability of
its public administration. The quality of public administration and of the overall
business environment is a crucia factor for enhancing competitiveness and for laying
solid foundations for growth in the long term. Addressing the weaknesses fully is a
gradual process, which could span a number of years. However, rapid implementation
of key reforms in this area could make a difference already in the short to medium
term.

3. ASSESSMENT OF POLICY AGENDA
3.1. Fiscal policy and taxation
Budgetary developments and debt dynamics

The main goa of the budgetary strategy in the short term is to bring the government deficit
below the 3% reference value by 2013. In the medium term, the Czech authorities are
committed to reaching the objective of a balanced budget in 2016 and to complying with the
medium-term budgetary objective (MTO), i.e. a structural deficit of 1% of GDP. The MTO

2 The Czech population will be one of the fastest ageing in the EU. The old-age dependency ratio is projected to rise from 21 % to 61 % between 2008 and 2060 (EU: from
25% to 53%).

3 For example, in the World Economic Forum’s Global Competitiveness Report the Czech Republic ranks very
poorly on ingtitutional dimensions. 121st for public trust in politicians, 102nd for diversion of public funds,
118th for the burden of government regulation, 102nd for the transparency of government decision-making, 90th
for the ethical behaviour of firms and 89th for protection of minority shareholders’ interests.

6



adequately reflects the requirements of the Stability and Growth Pact. According to the 2012
convergence programme, the medium-term objective will be achieved in 2015.

The general government deficit reached 3.1% of GDP in 2011 which was significantly lower
than the Czech authorities' target of 4.2% announced in the 2011 convergence programme.
The difference stems mainly from substantially lower-than-expected public investment. While
the 2011 convergence programme still projected an increase in public investment of around
9% year-on-year in 2011, it actually declined by 15% according to the April 2012 fiscal
notification. In addition, the budgetary outcome in 2011 was positively influenced by lower-
than-expected debt servicing costs and cuts in intermediate consumption. Shortfalls of almost
0.5% of GDP on the revenue side reflected mostly revenues from value added tax and direct
taxation but they were more than compensated by the retrenchment of public investment and
government consumption on the expenditure side. The Czech authorities complied with the
2011 recommendation to ‘implement the planned consolidation in 2011 and take
countervailing measures of a permanent nature as needed in case of any revenue shortfalls or
expenditure slippages’ and implemented all the planned consolidation measures.

The deficit target for 2012 was revised downwards significantly, by 0.5 pps compared with
the 2011 convergence programme, mainly on account of the better-than-expected budgetary
outcome in 2011. The Czech authorities adopted all the planned consolidation measures as
part of the 2012 budget proposal. In addition, further across-the-board cuts in operational
expenditure at central government level (0.6% of GDP) were approved in March 2012.
According to the 2012 convergence programme the general government deficit is set to
decline gradually from 3% of GDP in 2012 to 2.9% in 2013 and 1.9% in 2014. The deficit
reduction would continue in 2015 when the nominal deficit is set to reach 0.9% of GDP. The
Commission services 2012 Spring forecast projects the headline deficit to decline to 2.9% in
2012. The policy stance implied by the 2012 convergence programme is restrictive over the
programme period with the recalculated structural balance® improving from a deficit of 2% of
GDP in 2012 to a deficit of 0.6% in 2015. The average annual fiscal effort over the period
2010-2013, based on the recalculated structural balance, amounts to 0.9%, which is dlightly
below the average structural effort of 1% of GDP recommended by the Council. The
structural adjustment amounts to 0.8% in 2014 and 0.7% in 2015 and the rate of growth of
government expenditure, taking into account discretionary revenue measures, complies with
the expenditure benchmark of the Stability and Growth Pact.

The planned fiscal consolidation over the programming period 2013-2015 relies on measures
on both the expenditure and the revenue side with a slightly stronger emphasis on revenue-
increasing measures. While some measures had already been announced in the 2011
convergence programme, the most significant part of the overall fiscal adjustment is planned
to be brought about by the new consolidation package approved by the government in April
2012 (see Box 1 and the section on the 'Tax system’). It is important to note that most
measures in this recent additional consolidation package will require legislative amendments
which have not been approved by Parliament yet and are therefore exposed to clear
implementation risks. In addition, most of these measures are of a temporary nature and are
expected to be withdrawn after 2015. According to the Commission services 2012 Spring
forecast, which aready includes most measures from the new consolidation package, the
general government deficit is projected to reach 2.6% of GDP in 2013.

The fiscal adjustment in 2013 will be driven mainly by an increase in the rates of the value
added tax and by changes in the personal income tax (see Box 1). Expenditure will be
contained by lower indexation of pensions and further cuts in operational expenditure at the

“ Cyclically adjusted balance net of one-offs and temporary measures, recalculated by the Commission on the
basis of the information provided in the programme, using the commonly agreed methodology.
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central government level. Despite the net effect of the discretionary measures adding up to
around 1% of GDP, the headline deficit target for 2013 is only 0.1 pp lower than for 2012 and
the recalculated structural balance will increase by 0.1 pp. In 2014, further increases in direct
taxation are envisaged (see the section on the ' Tax system’), which are to be accompanied by
new excise duties on certain products and by savings in government consumption and
efficiency increases. For 2015, no mgjor consolidation measures are planned, except for the
continued trend of cuts in government consumption. Therefore the improvement in the
headline deficit is driven mainly by projected more favourable macroeconomic conditions.



Box 1. Main measures

Main budgetary measures

Revenue Expenditure
2011
Changes Cuts in
in direct taxes (0.5% of GDP) socia benefits (-0.2% of GDP)
Other Cuts in
revenue (0.3% of GDP) the public sector wage bill (-0.2% of
GDP)
Cuts in
government consumption (-0.4% of
GDP)
2012
Increase Cuts in

in the lower VAT rate from 10% to 14%
(0.7% of GDP)

Introduct
ion of alottery tax (0.1% of GDP)

operational expenditure of the central
government (-0.6% of GDP)

2013

Changes
in the persona income tax (0.2% of
GDP)

Increase
in the value added tax rates and in excise
duties (0.5% of GDP)

Increase
in the property transfer tax and other
revenue (0.2% of GDP)

Introduct
ion of a private pension pillar (-0.5% of
GDP)

L ower
indexation of pensions (-0.3% of GDP)

Cuts in
operational expenditure of the central
government (-0.3% of GDP)

Higher
efficiency of public procurement (-0.1%
of GDP)

2014

Further
changes in the personal income tax and
social contributions (0.2% of GDP)

Introduct
ion of excise duties on selected
commodities (0.2% of GDP)

Introduct
ion of a tax on insurance premiums
(0.1% of GDP)

Reductio
n of the threshold for value added tax
registration (0.1% of GDP)

Savings
resulting from the reform of public
administration (-0.3% of GDP)

2015




Tax Savings
deduction on dividends for corporations resulting from the reform of public
(-0.2% of GDP) administration (-0.3% of GDP)

Note: The budgetary impact in the table is the impact reported in the programme, i.e. by the national
authorities. A positive sign implies that revenue / expenditure increases as a consequence of this
measure. The degree of detail reflects the information made available in the convergence programme
and, where available, of a multiannual budget.

The 2011 recommendation on fiscal policy for 2013 explicitly mentioned the need to underpin
the 2013 deficit target by more specific measures and to avoid cutting expenditure on growth-
enhancing items. Overall, the planned measures on the revenue side are sufficiently specific
and quantified. Measures on the expenditure side in 2012 and 2013 mainly take the form of
across-the-board cuts in the central government budget. These measures generally lack
prioritisation, are not based on a systematic evaluation of the effectiveness and efficiency of
public spending programmes and necessarily also affect growth-enhancing expenditure items
such as education. In addition, the significant drop in public investment in the last two years
likewise militates against protecting growth-enhancing expenditures. With respect to the 2011
country —specific recommendation to ‘improve the efficiency of public investments', the
Czech authorities are counting on significant improvements which should stem from the
reform of public administration (currently under preparation) and the changes in the public
procurement law (see section 3.5). However, a more detailed breakdown into concrete
measures and their quantification are not available in the progranmme and the budgeted
savings will depend crucially on the actual implementation of the reforms full details of which
are not given in the 2012 convergence programme.

The budgetary projections over the programme period are subject to several significant risks.
The most important of these is the potential impact on the general government deficit of the
draft law on financial compensation to churches for property confiscated after the Second
World War. If this were approved, the general government deficit would increase by 1.5% of
GDP in the year it enters into force. The second major risk is related to the use of EU funds.
As explained in section 3.5, payments from several Operational Programmes have been
suspended because of irregularities. This poses arisk to the general government balance as it
cannot be excluded that some projects will have to be financed entirely from national sources
and will ultimately not be reimbursed from the EU Funds. It is, however, difficult to quantify
the potential impact at this stage. A third risk concerns the high uncertainty about the future
development of public investment. Public investment declined by almost 30% over the last
two years. The unexpected drop in 2011 can to a large extent be attributed to the cautious
behaviour of certain public entities which may have postponed their investment projects and
thus built up reserves for the future. This implies a risk of higher-than-projected investment
growth in the years ahead. On a more genera level, the nature and extent of the envisaged
consolidation measures poses a risk to the sustainability of the fiscal adjustment beyond the
programme period. Most measures on the revenue side are temporary and should expire in
2015. On the expenditure side, savings in public administration totalling ailmost 1% of GDP
should be realised between 2013 and 2015, but the 2012 convergence programme gives no
details of how they will be implemented in a sustainable manner without affecting the
government priorities, the effectiveness of public services and growth-enhancing public
expenditure. There are also some positive risks to budget implementation. The number of
people deciding to opt in for the private pension pillar in 2013 could be considerably lower
than assumed in the programme, thus implying a less negative impact on the revenue from
socia contributions. Moreover, the 2013 deficit target in particular is based on relatively
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conservative assumptions, as a significant consolidation effort is projected to bring only a
minor improvement in the headline deficit.

According to the convergence programme, the debt-to-GDP ratio is expected to peak at 45.1%
of GDP in 2013 and decline thereafter, mainly on account of the projected continuous
improvement of the primary balance. The share of short-term debt is expected to increase to
24.4% in 2015 with the average debt maturity remaining dlightly above five years. The share
of debt denominated in foreign currency remains low (8% of the overall debt in 2011), which
limits the exchange rate risk. Overall, the debt management strategy is broadly appropriate in
the current circumstances. Since the debt-to-GDP ratio will remain below the reference rate
over the programme period, the debt reduction benchmark is not applicable.

Long-term sustainability

With regard to the sustainability of public finances, the long-term change in age-related
expenditure is above the EU average. The initial budgetary position compounds the long-term
costs. Assuming no policy change, the public debt ratio would increase to 47% of GDP by
2020. However, full implementation of the programme would put debt on a downward path
by 2020. The focus should be on containing long-term public spending trends. Ensuring
sufficient primary surpluses over the medium term and further reforming the pension system
would improve the sustainability of public finances.

Fiscal framework

The current fiscal framework has been in place since 2004, when the last comprehensive
reform of public finances was carried out. The main components of the current fisca
framework include fiscal targeting within the medium-term budgetary framework and an
expenditure rule for central government. The medium-term budgetary framework is based on
atri-annual fiscal projection. Nominal expenditure ceilings at central government level are the
only numerical and binding fiscal rule in the Czech system. However, enforcement of the
ceilings is weak and the link between them and the state budget expenditure is not easily
identifiable and clear. Other main weaknesses in the current framework include the limited
transparency of budgetary procedures, the lack of systematic evaluation of public spending
based on clear performance criteria and the limited coordination between different levels of
government in the budgetary cycle.

The Czech authorities are currently preparing a reform of the fiscal framework. This
envisages full coverage of the general government sector with numerical rules, introduction of
a debt brake, stricter rules for local government, and establishment of afiscal council. To this
end, a constitutional law on fiscal responsibility should be presented to the government by
June 2012. The specific proposals mentioned in the 2012 convergence programme have the
potential to significantly strengthen fiscal discipline and address the weaknesses of the current
framework if they are implemented correctly is ensured. A transition period for the debt brake
may nevertheless be considered as the current debt level is aready above the envisaged
threshold of 40% of GDP. Moreover, it is not apparent from the proposal whether the new
fiscal council would have any role in checking the independence and quality of budgetary
projections. Strengthening its competence in this direction would contribute to greater
transparency and would be in line with good practice.

Tax system

The tax-to-GDP ratio in the Czech Republic is relatively low in comparison with the rest of
the EU. In 2010, it stood at 33.8% against the EU average of 38.4%. Revenue from indirect
taxes accounts for a relatively high share of the total. This has been increasing steadily,
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mainly as a result of recent increases in the value added tax rates and excise duties®. Capital
taxation is low by EU standards®. Labour taxation is relatively high overall and is dominated
by alow personal income tax rate and comparatively high social contributions. While the tax
wedge on labour is dightly below the EU average, the implicit tax rate on labour is well
above and among the highest in the EU’. Preliminary data for 2011 indicate a further increase
in the tax wedge in the Czech Republic.

The country-specific recommendation on taxation invited the authorities to ‘continue efforts
to exploit the available space for increases in indirect tax revenue to shift taxes away from
labour’. In autumn 2011, the authorities approved an increase in the reduced value added tax
rate, an increase in excise duties on tobacco and a new tax on lottery companies, al with
effect from 1 January 2012. Significant changes to the tax system are planned over the period
2013-2015 (see Box 2).

Box 2 — Main changesto the tax system envisaged in 2013-2015
Labour taxation

Labour taxation will undergo major changes in 2013 and 2014. In autumn 2011, the Czech Parliament
approved a comprehensive tax reform, which should enter into force in 2014. The reform overhauls
the current concept of the ‘super-gross wage®, introduces a flat tax of 19% of the gross wage and
adjusts the social contributions and health insurance rates for both employees and employers. The
reform will also affect the tax base, the tax rate and the minimum socia security contributions for the
self-employed. However, the framework for lump-sum deductions’ will remain unchanged. Beyond
that, the reform includes the removal or limitation of several tax exemptions and tax deductibles,
which should simplify the tax system and broaden the tax base (e.g. interest payments on mortgages
will remain tax deductible but the cap will be lowered significantly from CZK 300000 a year to CZK
80000).

On top of the agreed tax reform, the convergence programme envisages further changes in the new
consolidation package approved by the government in April 2012. The package should remain in force
only in 2013-2015 as the measures are supposed to respond to current consolidation needs due to the
crisis. The main measures include removal of the basic tax alowance for employees (originally
introduced in the tax reform), introduction of a temporary 7 percentage point additional personal
income tax surcharge for high-income earners, limitations to tax deductibles for the self-employed and
atemporary increase in the personal income tax rate from 19% to 20%.

The combined effect of the tax reform and of the new temporary consolidation package on public
finances in 2013-2015 is likely to be positive. Labour taxation is thus expected to increase somewhat
over the programme period and decrease thereafter if the consolidation package is withdrawn as
planned.

Value added tax and excise duties

The temporary consolidation package envisages a 1 pp increase in both the standard and the reduced
value added tax rates to 15% and 21% as of 2013. The previous plan to unify the two value added tax
rates at 17.5% would thus be postponed to 2016. The package also proposes several changes to excise
duties (e.g. introduction of a carbon tax and a wine tax, further increase in taxes on tobacco and a
reduction of exemptions from excise duties on certain commodities)

® In 2010, the reduced value added tax rate was raised from 9% to 10% and the standard rate from 19% to 20%.
Taxes on fuel, alcohol and tobacco were raised in 2010. The overall fiscal impact of these measures is estimated
at approximately 0.3% of GDP.

® The implicit tax rate on capital has decreased steadily since 2004 and stood at 16.7% in 2010 which is 10.3 pps
below the EU-25 average.

" The tax wedge for the average wage earner reached 42.2% in 2010 when the EU average was 43.4%. On the
other hand, the implicit tax rate on labour stood at 39% in 2010 compared with an EU average of 36%.

8 The " super-gross” wage is defined as the gross wage plus the part of social contributions which is paid by
employers. The personal income tax is currently set at 15% of the super-gross wage.

® The self-employed in some professions can deduct up to 80% of their expenses as a lump-sum deduction.
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Other taxes

The tax reform mentioned above encompasses changes to inheritance and gift taxes. It will also
introduce some changes to the corporate income tax base (such as tax deductibility of dividends).
Apart from that, the consolidation package envisages an increase in property transfer tax by 1 pp.

Single collection point

The introduction of the single collection point for public revenue (integrating several revenue
collection bodies) is an important part of the tax reform. It will be introduced over several years and
should be finalised in 2014.

Nevertheless, several issues that limit the efficiency and equity of the current tax system have
not been addressed fully. The current system of labour taxation is regressive. The 2008 tax
reform introduced a flat tax which, together with the ceilings on social and healthcare
contributions, implies a decreasing effective tax rate for high income-tax payers. The
introduction of the second tax bracket would be a step towards addressing this issue but its
implementation is not yet certain and the measure is planned to be only temporary.
Furthermore, the tax wedge on low-income earners, while not excessively high by EU
standards'™, could be lowered considering the relatively high unemployment rate among low-
skilled workers, which forms a barrier to hiring.

Another important issue is the difference in tax treatment between employees and the self-
employed, who are entitled to a significantly lower effective tax rate than employees. This
difference is further exacerbated by generous rules on tax deductibility. The current system
creates perverse incentives for employers to hire de facto dependent employees as self-
employed. Furthermore, it severely reduces the tax revenue obtained from a large group of
taxpayers. Limiting the use of lump-sums and tax deductibles for the self-employed, as
proposed by the consolidation package, is a step in the right direction. However, more
significant changes would be needed to reduce the differences between employees and the
self-employed further.

While consumption already bears a significant part of the overall tax burden, property tax is
still only a modest source of revenue. The recurrent tax on immovable property almost
doubled in 2010, but nevertheless revenue from it as a percentage of GDP is still the fourth
lowest in the EU. There is some geographical differentiation in the tax base but it does not
take sufficient account of differences in the value of property. Other possible revenue sources
include environmental taxation which, with the exception of transport fuel taxes, is currently
very low™. Taxes on pollution and resources that can provide incentives to improve resource
efficiency play a marginal role in the Czech Republic, in particular in the case of the landfill
tax. The government currently plans to introduce a carbon tax, cancel the oil tax subsidy for
agricultural producers and remove the tax exemption on natural gas used for heating. If
implemented, these measures would contribute to reducing the existing distortions and
provide additional revenue.

In response to the recommendation to improve tax compliance and reduce tax evasion, the
government adopted plans for the progressive establishment of a single collection point for

10 At 38.9% the tax wedge on low-income earners (67% of the average wage) was below the EU average of
39.8% in 2010. It increased to 39.5% according to the preliminary data for 2011.

™ The share of self-employed in total employment has been increasing since 1995 and stood at 19% in 2010.
The tax revenue from the self-employed has decreased dramatically, particularly since 2008 when the last major
changes to the tax system were enacted. It generated only 2.2% of the total personal income tax revenue in cash
termsin 2011 after it had still been around 12% in 2008.

12 Revenue from environmental taxes equals 2.5% of GDP which is close to the EU average of 2.6%. However,
environmental taxes other than transport fuel taxes (i.e. other energy taxes and transport and pollution/resources
taxes) make up only about 10% of the total according to statistics from 2009.
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public revenue as an important element of the 2011 tax reform. This, together with new
measures introduced during 2011 to combat fraud in value added tax and fuel taxes, will have
a positive effect on tax compliance. However, further efforts will be needed. The Czech
authorities expect the single collection point to bring substantial reductions of administrative
costs for tax collection authorities and of compliance costs for taxpayers™ but the savings
may well turn out lower than expected. Full harmonisation of the tax and social security
legislation has not been accomplished and the significant number of changes proposed to the
tax system in arelatively short period of time is likely to create additional compliance costs,
increase the overall complexity and reduce predictability and legal certainty for taxpayers.
Improving tax compliance in a rapidly changing environment will thus remain a significant
challenge for both the tax authorities and taxpayers. Moreover, the current tax collection
system is not based on an articulated and comprehensive tax compliance strategy enabling the
authorities to use the available resources more effectively and efficiently.

Pension reform

In order to improve long-run fiscal sustainability, the government implemented a reform of
the public pension system in 2011, which is expected to reduce its deficits from more than
4% of GDP to around 2.5% during the period of greatest financing pressures (2045-2055).
Parliament also approved the introduction of a new voluntary funded scheme with effect from
2013, together with an overhaul of the existing pension savings scheme. The latter measure
aims to increase the level of private contributions but also strengthens the accounting
transparency of pension funds and, de facto, ends the obligation on private pension funds to
achieve non-negative returns, which has induced very conservative investment strategies
yielding real returns close-to-zero over the last ten years.

When assessed jointly, these reforms encompass relevant responses to the challenges of
restoring fiscal sustainability and increasing the level of retirement savings. However, despite
some considerable progress, the component of the S2 sustainability indicator that reflects the
pension liabilities related to ageing is still high'. Therefore the latest reform of the public
pension system does not fully address this challenge. The Council Recommendation to link
the enacted increases in the statutory retirement age directly to life expectancy was not
explicitly addressed in the 2011 package. The pension eligibility age in the Czech pension
system is set to increase by two months (and more) per cohort of birth without any pre-
defined limit*®, which would increase the pension age quickly from the current situation
where men are allowed to retire at about 62 and women at 61. However, the absence of any
clear and direct link to life expectancy exposes the system to the risk of under- or over-
reaction to future changes. The increase in the pension age has not been underpinned by
adequate workplace and labour-market measures to raise the effective retirement age.

The capacity of the new funded scheme to contribute to higher average pensions in the future
depends on the share of workers who join it and the expected rate of return over the long run.
No measures have been announced to stimulate participation; most estimates are based on the
assumption of afairly low opt-in rate of around 15% of workers. Regarding returns, thereis a
risk that many participants would, at least initially, choose the conservative scheme investing
in state debt (there are four types of investment strategies in al), which offers a low average
real return and does not diversify the country risk, but does come with an implicit state

3 The 2012 Doing Business report by the World Bank and the PWC Paying Taxes 2011 report highlight the
heavy tax compliance burden for firms in the Czech Republic.

14 Both these measures were described in detail in the 2011 Commission Staff Working Document.

> The S2 indicator for the Czech Republic stands at 4.9% of GDP compared with the EU average of 2.9%, of
which the long-term component accounts for 3.8 pps (compared with 2.3 pps in the EU). The latter is driven
mainly by pension expenditure (1.9 pps) and health and long-term care (1.6 pps).

'8 The increase in the retirement age for women is faster and depends on how many children they have.
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guarantee. Given the low levels of financial literacy, establishing a default option that would
encourage the take-up of more risk early in the saving phase would help to increase the
chances of higher returns over the full cycle of pension build-up. The envisaged
administrative cost of the new funded scheme is broadly in line with established international
practice.

One major issue related to the credibility and ambition of the reforms to achieve both an
effective increase in the retirement age and adequate pensions is the new early retirement
scheme recently proposed by the government as a policy to mitigate the impact of the
relatively fast increase in the pension age, offering an alternative to the publicly funded early
retirement’’. Under this scheme, individuals with a given level of savings in the pension
savings scheme would be allowed to withdraw them and retire up to five years before the
statutory age. The net effect of the scheme on public finances is ambiguous. Lower pension
disbursements to those who use their own savings to retire early would be compensated by
additional health contributions paid for these persons from the state budget (as for all
pensioners) while there would be alossin social contributions and income taxes. Moreover, if
savings are depleted during early retirement, they cannot contribute to higher pensions in the
later phase, thus weakening the rationale for the reform of the pension savings scheme. Such a
policy not only runs counter to the life-long learning strategy and other efforts made to extend
working lives, but also is explicitly discouraged by the Annual Growth Survey for 2012.

3.2.  Financial sector

The Czech financial sector has remained stable, showing favourable values for key macro-
prudential indicators. Banks remain profitable, well capitalised and liquid with a loan-to-
deposit ratio well below 100% (see Table VII). The capital adequacy ratio remained above
15% in 2011. The crisis-related increase in credit risk trandlated into a moderate deterioration
of asset quality with non-performing loans still below EU averages. Priced-in sovereign risk is
limited and has even diminished since 2009 in the context of low and steady external debt and
the stable credit rating of the Czech government debt. Although most of the banking sector is
foreign-owned, exposure to the parent banks was less than 15% in 2011, below the 25% limit
set by the Czech National Bank. The Czech National Bank recently improved bank reporting
requirements and supervises transactions between parents and subsidiaries, as Czech banks as
awhole remain net creditors to their parent banks.

While the domestic financial sector remains healthy and liquid, the weaker economy and
increased credit risk have also affected access to finance for the real economy. In 2011, the
growth of bank loans to the private sector slowed down (2.4% vs. 9.2% in 2010), as did
growth of lending for house purchases (3.7% vs. 12.6% in 2010). Access to finance remains
one of the main concerns highlighted by Czech businesses, especially in the early stages'®.
With an underdevel oped stock exchange and venture capital market, equity financing remains
very limited and the real economy effectively depends on financing provided by banks or
foreign owners. Instruments such as seed and venture capital funds are currently being
prepared but are still not operational in the Czech Republic™. In this regard, the national
reform programme contains a welcome reference to the government's recent approval of a
seed/venture-capital fund aimed at supporting the creation of new small and medium
enterprises and the development of innovative and technologically oriented companies.

¥ Only workers in manually demanding professions were originally intended to have access to this scheme but
this restriction has been dropped.

8 According to the December 2011 ECB-Commission survey on access to finance for small and medium
enterprises the proportion of rejected loan applications in the Czech Republic was higher than the EU average in
2011 and the loan application situation deteriorated between 2009 and 2011.

1% The European Private Equity and Venture Capital Association estimates that the share of investment in seed
and start-ups as a percentage of GDP islower than the EU average in the Czech Republic.
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3.3. Labour market, education and social policies

The labour market has proved quite resilient to the current period of low growth. During the
last two years the employment rate rose to 70.9% in 2011. The overall unemployment rate is
below the EU average and that of men (5.5%) is, in fact, the fourth lowest in the EU.
However, women with children and other vulnerable groups struggle to realise their potential
on the labour market. Y outh unemployment (18% in 2011) is still below the EU average but
has been hit hard by the crisis and has amost doubled since 2008. From a broader
perspective, growth in labour productivity per person employed is falling behind some of the
Czech Republic’s regional peers, which points to the importance of education reform in order
to achieve further real convergence.

The government has adopted a set of measures (effective as of 2012) in order to stimulate
labour demand and increase the flexibility of the labour market. The key measures include
linking severance pay to the length of service and easing the rules for temporary contracts and
occasional work. These steps are relevant responses to the priorities identified by the Annual
Growth Survey for 2012, as they support labour market turnover and therefore lower the
incidence of long-term unemployment, especially amongst young and/or low-skilled people®.
However, there are segments of the labour market that could provide direct opportunities for
improving employment which, as discussed below, have not been fully addressed by recent
reforms.

In response to the 2011 recommendation, which invited the Czech Republic to increase the
labour-market participation rate of women with children, the government has enacted two
reforms, both of which came into force in January 2012. Firgt, it increased the flexibility in
drawing the parental allowance. Most parents are now able to choose the level of the monthly
allowance out of a given total sum (which means that the length of support is aso implicitly
chosen). Previous limits on combining the allowance with formal childcare have been lifted
for children above the age of two. For younger children, a monthly total of only 46 hours
spent in creches is permitted without losing the allowance. Lifting this constraint will become
meaningful once there are an adequate number of places in créches. Second, the government
eased the technical and legal conditions for setting up company-based kindergartens. This is
seen as a first step in a broader effort to increase the supply of (private) childcare facilities
which, alongside the long maximum duration of parental leave and the low take-up of flexible
working arrangements®, is the main barrier to a faster return of mothers to employment®.
The planned reform aims to introduce private ‘child groups' led by professional nannies and
includes new tax subsidies both for families to be able to take up this form of care and for
companies to cover theinitial cost of setting up créches and kindergartens.

% Other measures are aiming to raise extra tax revenue or reduce unemployment expenditure. For instance, the
reform aims to curb false self-employment by increasing the cost of non-compliance for the shadow employer
(e.g. penalties have been drastically increased and the definition of false self-employment has been made
clearer). The rules for granting unemployment benefits have also been tightened by introducing the possibility of
compulsory public work for groups of unemployed identified by labour offices and a reporting requirement for
those suspected of working while on benefits.

2l Only 5.3% of Czech employees work part-time, compared with the EU average of 15.9% (Q42011).
According to 2009 Eurostat data, 64% of children older than three attended formal childcare (the EU average is
84%) while the proportion for younger children was only 3% (compared with 27% in the EU-27). The Ingtitute
of Health Information and Statistics of the Czech Republic reports that there were only 46 créches in the whole
country in 2010.

%2 The unemployment rate for women was 2.1 pps higher and their employment rate 18.0 pps lower than that of
men in Q42011. Both gaps were amongst the largest in the EU. The gender pay gap was 26 % in 2010, compared
with the EU average of 16%. The share of population at risk of poverty or social exclusion is currently 13.7%
for women aged over 65 but only 5.3% for men.
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These reforms are relevant contributions to addressing the challenge. The key problem,
however, is that the reforms do not go far enough to allow most workers to return to jobs
faster after parental leave. First, low- and middle-income parents pay hardly any personal
income tax, so they are unlikely to benefit from the extension of tax relief and the greater
availability of childcare facilities unless they work for large companies, which are more likely
to set up company-based care. Given the inadequate supply of ingtitutional childcare and pre-
primary facilities, the reform does not provide adequate incentives to meet the 2002
Barcelona European Council commitment to provide childcare and pre-school facilities to at
least 90% of children between three years old and the mandatory school age and to at least
33% of children younger than three by 2010. Second, the emphasis on quality of care is
mentioned in the national reform programme but, according to the information provided by
the Ministry of Labour and Social Affairs, childcare practitioners will not be required to have
relevant qualifications for working with children. This is a step back compared with current
standards in pre-primary education in terms of building human capital and a lost opportunity
for improving the future employment opportunities for children from disadvantaged families.
The 2011 recommendation on participation in the labour market also invited the government
to increase the availability of part-time jobs but no specific measures have been taken in this
direction. Since women with children are the typical holders of flexible jobs in other Member
States, greater availability of childcare is a pre-condition for progressin this area.

Severa measures have been implemented in line with the 2011 recommendation on the
performance of the public employment service. Regional labour offices have been placed
under the responsibility of a new central labour office and, as part of a broader social benefits
reform, responsibility for payments of non-insurance social benefits, together with staff, have
been transferred from the municipalities to labour offices with effect from January 2012.
However, the increased workload which this implies will put further strain on the staff of the
public employment service, whose number declined by 12% in 2011, and the quality of
services. Incentives to seek work have been strengthened and jobseekers can now be required
to participate in public works after two months on the register or face deregistration if selected
by the labour office. In 2011, jobseekers faced a higher probability of being removed from the
labour office register for non-compliance with registration conditions than of being placed in
ajob by caseworkers®.

To improve placement services and reduce the workload of the public employment service, a
system for outsourcing employment services to private agencies was introduced in 2011.
Based on the information provided by the authorities, contracts will be allocated through
public procurement and jobseekers will be randomly assigned to agencies which have been
awarded contracts. However, no information is available on whether broad participation in
competitions for the contracts and systemic evaluation of each agency will be ensured. A
large part of the fee is paid upfront to the private provider and only a very small part of the
agency fee* islinked to the duration of the placement.

Both the expenditure on active labour market policies and the share of participantsin regular
activation measures is particularly low in the Czech Republic. While a reform of the active
labour market policy was adopted in 2011, progress on implementation of the 2011
recommendation on increasing the quality and effectiveness of activation programmes has
been limited. The conditions for the programme have been made stricter to limit abuse, in
particular of support for the disabled, and jobseekers can now select their training programme
from a list of accredited schemes. That said, no additional funding has been allocated to

% |n 2011, the number of jobseekers who were removed from the register for refusing work or failing to fulfil
other conditions was 85400 while the number of actual placements was only 58800.

2 Currently just asmall part of the fee (CZK 500) for the agency is awarded only if jobseekers remain employed
for longer than six months.
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training programmes and no substantial training programmes have been introduced that would
cater for specific needs and effectively target older workers, young people, low-skilled
workers and other vulnerable groups. No progress has been made in linking funding of active
labour market policy programmes to results. A number of studies evaluating activation
programmes data for 2007 were produced for the Ministry of Labour and Social Affairs, but
there has been no systematic evaluation of the net impact and expenditure efficiency which
would feed into the policy-making process. Furthermore, ongoing and planned cuts in the
funding of regular data collection activities by the Statistical Office® are having an adverse
effect on the quality of the data available for policy-oriented empirical research to drive
policy-making.

In order to counter the expected slowdown in potential growth, the Council recommended that
the Czech Republic improve the performance of tertiary education, with upgrading of the
quality evaluation system seen as the first step necessary. Currently quality evaluation is done
ex ante: each study programme (there are about 8,000 of them) is accredited based on a set of
minimum standards but what happens after accreditation is not systematically followed up. A
link has been introduced between the budget of each higher education institution and a set of
quality indicators in the current system of funding, primarily to mitigate the funding pressures
stemming from the growing numbers of students. The link is, however, fairly loose and there
Isno clear evidence that it has an impact on improving the quality of output.

Over the reporting period, but partly building on earlier proposals, the government responded
to the recommendation with a complex reform of tertiary education. It aims, as of 2013, to
enhance the accreditation system, differentiate between higher education institutions, adjust
their governance structures and strengthen the link between results and funding. Clearer
profiling of higher education institutions providing first degrees or higher qualifications is
expected to improve the quality and employability of first-degree graduates™. The current
draft framework law is, in principle, relevant and ambitious. However, greater emphasis on
systematic data collection and analysis for use in the public debate would bolster the reform,
which faces strong opposition from the academic community and has again been delayed.

Regarding compulsory education, the results of the PISA (2009) survey point to a worsening
of the achievements of Czech pupilsin all areas tested”’ and suggest that schools are failing to
bridge the gaps associated with pupils socio-economic background. In 2011, the government
took steps to tackle both these issues: the share of pupils progressing to selective schoolsis set
to decrease gradually and minimum standards for learning outcomes are being developed.
Basison this, the plan is to launch a nation-wide computer-based testing of all 10 and 14 year-
old pupilsin 2014. While the first measure is a particularly pertinent response, the other oneis
only partly relevant. First, compulsory testing based on minimum learning standards targets a
problem that, given the good performance of Czech schools according to the early school-
leaving indicator, is aready addressed by existing policies. It is, however, unlikely to
stimulate additional quality. Second, computer-based testing is known to be too narrow to
assess progress on many competences that are the key to smooth integration into the labour
market. This is particularly the case when it is not embedded in a wider, improvement-
oriented framework that would define the expected performance standards and integrate
evaluation policies at the key levels: system, school, teacher and pupil®®.

% The data sources include the Labour Force Survey, the EU-SILC and the household budget survey amongst
others.

% The pass-through rate to the second degreeis very high at 85%, which is aso due to the system of financing of
higher education institutions which is predominantly based on head count.

" Mainly in reading literacy, where the Czech Republic ranks as the 7th worst-performing Member State.

% See adso the 2012 OECD Review on Evaluation and Assessment Frameworks for Improving School
Outcomes.
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Finally, the level of public expenditure on education is below the EU average (4.8% of GDP
in 2010, compared with 5.5% in the EU) and the gap is widest in primary and pre-primary
education, where the below-average supply of pre-primary education facilities is a major
explanatory factor. Expenditure on tertiary education (about 1.0% of GDP) is around the EU
average and has been stable in recent years. This masks a growing substitution between
funding provided directly from the state budget and resources channelled through EU funds.
Because of this substitution, centres of excellence, which are mostly located in the Prague
region and therefore out of reach of most EU funding programmes, face constraints on the
amount of predictable and sustainable funding. In the longer term, this could undermine the
build-up of human capital and the transition to a knowledge-based economy. In addition,
modernisation of the whole education system might be affected in the near future by the slow
absorption of EU funds under the Operational Programme on Education.

The share of the population at risk of poverty or social exclusion remained the lowest in the
EU at 14.4 % in 2010. The socia reform implemented in 2011 aimed at increasing the
effectiveness of social transfers and at targeting people in real need better. The 2012 national
reform programme identifies employment policy as the most effective tool for reducing
poverty and sets objectives in additional areas such as inclusive education, socia services,
financial literacy, affordable housing and support for socia inclusion. However, the measures
planned lack sufficient detail allowing a sound impact assessment.

The statistical coverage of socially excluded communities in the Czech Republic is limited.
Nevertheless, Roma account for up to 80% of the population of these communities and face
significant barriers to better integration®. Inactivity rates of Roma are estimated to be very
high and entrenched with close to 40% of the working-age population describing themselves
as unemployed. Access to education for marginalised Roma is limited, as only one in every
three children attends kindergarten or other pre-school facilities, and the education system
fosters segregation through the widespread practice of putting Roma children into sub-
standard schools designed to cater for the mentally challenged. Estimates suggest that one
third of Roma children are educated in such sub-standard institutions™, limiting their chances
of integration into the labour market. In 2009, the government adopted the Roma Integration
Plan for 2010-2013, which outlined education, employment, healthcare and housing measures
to improve incluson. However, the Plan lacks quantified targets and implementation
deadlines and does not put sufficient emphasis on early education and desegregation measures
in education.

3.4.  Structural measures promoting growth and competitiveness

Indicators of cost competitiveness point to no serious concerns for the Czech economy in the
short term. Labour productivity has been constantly improving although not as rapidly as in
some other regional peers. The real effective exchange rate has appreciated strongly over the
last decade, driven mainly by increasing unit labour costs. However, to a certain extent, thisis
anatural development for catching-up countries and in the Czech Republic it has not hindered
the considerable improvement in export performance so far. Hence, there appears to be no
evidence of any structural deterioration in price and cost competitiveness. Looking towards
the future, factors such as the institutional framework, the quality and availability of
infrastructure, energy policy and innovation performance will increasingly determine the
feasibility of improving the competitive position of the Czech economy.

# Gabal, Analysis and Consulting (2006): Analysis of socially excluded Roma localities and capacity of subjects
activein this area

30 Czech School Inspection Report (March 2010) on Summary Findings from the Thematic Control Activity in
Former Specia Schools.
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Research and innovation

In 2010, public R&D investment spending was 0.63% of GDP, approximately the same level
asin 2007, one of the lowest in the EU. On top of that, the Czech Republic does not fully use
the EU funds available for R&D investment since implementation on the ground is
significantly delayed which might result in de-commitment of funds. The Czech Republic is
performing relatively well on business expenditure on R& D, which stood at 0.97% of GDPin
2010, largely thanks to a strong manufacturing sector with marked specialisation in innovative
sectors. However, business expenditure on R&D is highly concentrated in afew multinational
corporations that account for 60% of al private R&D investment and the level of private
R& D performed by domestic companiesis till rather low.

Progress towards the main R&D and innovation objectives identified in the 2011 national
reform programme over the last year has been mixed. Two strategies (the International
Competitiveness Strategy for 2012-2020 and the National Innovation Strategy) were adopted
with the aim of underpinning the importance of innovation as a source of competitiveness for
the Czech economy. At the same time, a new and more targeted set of national R&D and
innovation priorities is being defined and will be submitted to the government by the end of
June 2012. The approval of the tax reform™, tax incentives for R&D activities contracted out
to universities and research organisations and the creation of a seed and venture capital fund
(co-funded by the European Regiona Development Fund) are further steps in the right
direction. On the other hand, implementation in other areas has been rather slow. No concrete
steps on how to achieve the national target for public R&D investment of 1% of GDP are
outlined in the 2012 nationa reform programme and the medium-term budgetary framework
envisages no increase in public R&D funding until 2014. The governance of the nationa
research and innovation system would benefit from better coordination and clarification of the
roles of the different government players, as well as from closer cooperation between public,
academic and private circles. While the 2012 national reform programme acknowledges this
problem, it provides no concrete measures to address it.

Similarly, the evaluation of R& D results and the mechanism for allocating public R&D funds
have been a recurrent problem for many years, with the current system resulting in
inefficiencies, misdirected incentives and insufficient quality of the scientific and
technological output. A new methodology for evaluating R& D performance is being prepared
but this process is rather slow considering its crucial importance for raising research quality
and attracting R&D investment from both Czech and foreign businesses. A closely related
issue is the inadequate cooperation between research and businesses. Some progress in this
regard is expected from the Competence Centres, which are to be introduced for medium- to
long-term projects.

Energy, climate and resource efficiency

The Czech Republic has one of the highest rates of greenhouse gas emissions intensity in the
EU, due to the high energy intensity and an unfavourable fuel mix (high carbon dependence
in particular). Energy supply accounts for roughly 50% of greenhouse gas emissions, and
more than 85% of al greenhouse gas emissions stem from coal. Effective transformation of
the Czech economy would, most of al, require significant energy-efficiency improvements
across all sectors and a substantial shift in the fuel mix towards lower-emission energy
sources and technologies.

Based on the latest projections, the Czech Republic is expected to meet its greenhouse gas
emissions target, limiting the increase of greenhouse gas emissions to 9% (compared with
2005), without any need for additional policies or greater flexibility. In spite of this positive

% See Box 2 for amore detailed explanation.
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trend, there is still significant untapped emission reduction potential. Progress has been made
in severa areas over the last year, notably with the approval of the Clean Air Act during the
first quarter of 2012 and the adoption of the Second National Energy Efficiency Action Plan
in August 2011, which envisages large savings in the household sector, particularly through
improvements in the energy efficiency of buildings supported from both national and
European funds. However, severa policy developments referred to in the 2011 national
reform programme are dill suffering from delays. Adoption of the key strategy paper
outlining the government’ s long-term energy policy has been postponed and is now expected
to take place later this year. Furthermore, in the absence of a clear long-term energy strategy,
the Czech Republic has not yet set its energy efficiency target under the Europe 2020
Strategy.

The National Renewable Energy Action Plan outlines the current and future measures and sets
sectoral targets for promoting energy from renewable sources. In this context, the capacity of
the electricity grid in the Czech Republic to cater for increases in renewable energy
generation from both domestic and foreign sources remains a cause for concern. Smarter grids
are a precondition for greater penetration of renewable energy and further improvements in
energy efficiency. Some measures have been taken recently to address this issue, including
increased smart metering and a pilot regional smart grid project. Nonetheless, considerable
further efforts will be needed in order to attain the targets. In addition, the framework to
support renewable energy is subject to frequent changes, which has a negative impact on
predictability and legal certainty for investors.

The Czech Republic currently landfills 68% of its municipal waste while recycling only 15%
and incinerating 16%. Despite an encouraging increase in recycling/composting rates, it is
unlikely to meet the recycling target of 50% by 2020 without substantial investment. Landfill
taxes are very low and thus do not effectively support the waste hierarchy or contribute to
resource efficiency. An amendment raising the dumping fee at landfills is currently being
prepared by the Ministry of the Environment.

Transport

One of the bottlenecks to growth is the need to improve transport infrastructure, increase its
capacity and quality and offer more effective interconnections between all forms of transport.
Therail network is one of the densest in Europe, but the quality remains low, partly due to the
lack of intermodal logistics centres linking railways with other modes of transport. The
infrastructure needs renewal and maintenance, and the effective speed on the main linesis not
competitive with road transport. There has been gradual liberalisation of the railway sector
with a new competitor entering the market. The 2011 national reform programme includes a
commitment to draft a Czech transport policy for the period 2014-2020. This policy is being
prepared and should be submitted for government approval before the end of 2012. Although
the 2011 nationa reform programme outlined an ambitious list of rail and road projects,
including investment in two public intermodal centres, very little progress has been made,
also due to the recent cuts in infrastructure expenditure (most of the resources were
channelled through the EU funds).

3.5.  Modernisation of public administration

Evidence® suggests that there is still ample room for improving the efficiency of public
administration, despite recent improvements in some areas. Key problems highlighted in

% The DG REGIO study ‘Quality of government in EU Member States and regions (2010) classifies the Czech
Republic in the group of Member States with the lowest quality of governance. The country ranks 57th in the
Corruption Perception Index published by Transparency International and 62nd in the Doing Business report
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many surveys and reports include excessive bureaucracy, corruption, low enforceability of
law, frequent changes in the legal framework and inefficient public spending. High staff
turnover is one of the main hurdles for attaining stability and effective public administration.

The 2011 recommendation on public administration specifically mentioned the need to speed
up implementation of the government’ s anti-corruption strategy. Overall, there has been some
progress in this respect. In particular, the government adopted a draft law proposal on
widening the supervision of the Supreme Audit Office to municipalities and state-owned
enterprises, an amendment to the Penal Code or a new law on financial supervision in public
administration. The adoption of an amended Public Procurement Act (in force since April
2012) has been the main achievement of the strategy in the past year. It includes
modifications that should result in greater transparency and reduce the scope for corruption.
Nevertheless, proper enforcement and implementation will be crucia for the credibility and
effectiveness of the public procurement reform. It is therefore necessary to put in place
appropriate monitoring mechanisms to review progress, boost the administrative capacity of
the Office for Protection of Competition and set clear deadlines for its decisions.

Progress on other issues outlined in the 2011 recommendation on public administration has
been rather limited. Adoption of the Public Servants Act, which is a crucial prerequisite for a
stable, more transparent and professional public service, has been postponed numerous times,
having a significantly negative impact on the implementation of the EU Funds in the Czech
Republic. A new draft act should be presented to the government in September 2012 but its
entry into force is not foreseen before 2014. Adoption of this act will aso be one of the ex-
ante conditions for use of the EU Funds in the new programming period 2014-2020.

The issue of anonymous shareholding® highlighted in the 2011 recommendation on public
administration has not been fully addressed yet. The existence of anonymous shares was
identified as encouraging corruption and leading to conflicts of interest in tendering
procedures, also in relation to use of the EU Funds. Abolition of anonymous shares was
originally scheduled in 2012 but was not approved by the Czech Parliament. A new act
currently being prepared to increase the transparency of legal entities is expected to enter into
force in 2013 at the earliest. A transition period will be provided for companies to register all
outstanding shares until 2014.

Irregularities in public procurement and sub-optimum functioning of the management and
control systems for public administration have been the main sources of problems with
implementation of the EU Funds. In the course of 2011, payments from several Operational
Programmes were interrupted by the European Commission. In March 2012, a letter warning
of suspension of al Operational Programmes financed from the European Regional
Development Fund and the Cohesion Fund was sent to the Czech authorities. Subsequently,
an action plan outlining specific steps which need to be taken before the end of June 2012 in
order to avoid the suspension was agreed between the Commission and the Czech authorities.

The efficiency of contract enforcement in the Czech Republic is relatively low®. The 2011
national reform programme mentions several |legidlative and non-legislative measures, such as
adoption of a new Civil Code and modernisation of the Commercial Code. The 2012 national
reform programme also refers to the enactment of a new registry law aimed at simplifying

published by the World Bank. The WEF Global Competitiveness Report 2011-2012 also classifies the Czech
Republic as one of the worst performers with respect to irregular payments and bribes.

%The Czech Republic is one of the few countries in the world alowing a unique type of company ownership —
anonymous shares in paper form. Ownership of companies issuing anonymous shares is often not fully
transparent which poses a problem in public procurement procedures.

% The 2012 Doing Business report issued by the World Bank ranks the Czech Republic 22nd in the EU with
respect to enforcing contracts, with resolution of an average commercia dispute taking 611 days.
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registry proceedings. Effective implementation of these measures will be crucial to improve
the efficiency of contract enforcement.

Business environment

Some progress has been achieved in the area of e-government (co-funded by the European
Regional Development Fund) and administrative burdens. The 2012 national reform
programme also outlines additional measures in this area. In 2010, 91% of businesses and
22% of citizens were using e-government services. All basic administration registers are
currently being tested and will be fully operational in July 2012. The government’s target of
reducing administrative burdens by 25% by 2012 might not be fully achieved but good
progress has been made over the last year. The Czech Republic is still one of the worst
performers in the EU with respect to the ease of starting up a business™. Some steps have
been taken to eliminate the minimum capital requirements and to simplify registration
procedures but achieving the target of three days for the start-up time by 2012, as set by the
Competitiveness Council in May 2011, is highly unlikely. In addition, the Czech Republic
scores badly on payment culture® (i.e. long payment times, delays in payments in both the
public and private sectors and high payment losses). The Late Payment Directive, which aims
to improve the payment situation in the EU, is currently being transposed into Czech
legislation and should enter into force in 2013. Additional restrictions remain in the form of
specific legal form requirements for lawyers, shareholding requirements for engineers and
architects and authorisation requirements for incoming service providers such as tax advisers
and land surveyors.

% For further information: see http:/ec.europa.eu/enterprise/policies/'sme/business-environment/start-up-
procedures/progress-2011/index_en.htm

% The Czech Republic scores among the worst-performing countries in the 2011 European Payment Index.
Average delays in payments by both the public and private sectors increased from 10 to 13 daysin 2010 to 15 to
17 daysin 2011.
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4, OVERVIEW TABLE

2011 commitments

Summary assessment

Country-specific recommendations (CSRs)

CSR 1: Implement the planned consolidation in 2011
and take countervailing measures of a permanent nature
as needed in case of any revenue shortfals or
expenditure sippages. Adopt fiscal measures as planned
in the convergence programme for 2012 and underpin
the target for 2013 by more specific measures; subject to
this, avoid cutting expenditure on growth-enhancing
items. Improve the efficiency of public investments, and
continue efforts to exploit the available space for
increasesin indirect tax revenue to shift taxes away from
labour, improve tax compliance and reduce tax evasion.
Ensure an average fiscal effort over the period 2010-
2013 of 1% of GDP, in line with the Council
recommendations on correcting the excessive deficit,
which will alow meeting the EDP deadline with a
sufficient margin in 2013.

CSR 2: Implement the planned pension reform in order
to improve the long-term sustainability of public
finances and to ensure the future adequacy of pensions.
Additional efforts should focus on further changes to the
public pillar to ensure that the system is not a source of
fiscal imbalances in the future, and on the development
of private savings. With a view to raising the effective
retirement age, measures such as a link between the
statutory retirement age and life expectancy could be
considered. Ensure that the envisaged funded scheme
attracts broad participation, and is designed to keep
administrative costs transparent and low.

With respect to the part of the recommendation
relating specificaly to 2011 and 2012, the Czech
authorities have adopted and implemented all the
planned consolidation measures. The measures
planned in 2013 on the revenue side are sufficiently
specific and quantified. Some measures on the
expenditure side take the form of across-the-board
cuts in the central government budget. These will
necessarily aso  afect  growth-enhancing
expenditure items such as education. In addition, the
significant drop in public investment in the last two
years likewise appears to militate against protecting
growth-enhancing  expenditure.  The  Czech
authorities are counting on the significant
improvements in the efficiency of public
investments which should stem from the reform of
public administration and the changes in the public
procurement law. However, the budgeted savings
will depend crucialy on the actual implementation
of the reforms, full details of which are not fully
specified in the convergence programme.

Concerning taxation, in the autumn the authorities
approved an increase in the reduced VAT rate, an
increase in excise duties on tobacco and a new tax
on lottery companies, al with effect from 1 January
2012. Significant changes to the tax system are
planned over the period 2013-2015. Nevertheless,
severa issues that limit the efficiency and equity of
the current tax system have not been addressed fully.
With respect to the tax compliance issue, the
government adopted plans for the progressive
establishment of a single collection point for public
revenue. This, together with new measures
introduced during 2011 to combat fraud in VAT and
fuel taxes, will have a positive effect on tax
compliance. However, further efforts will be needed.

The average annual fiscal effort over the period
2010-2013 based on the recalculated structural
balance adds up to 0.9%, which is slightly below the
recommended structural effort of 1%.

The CSR has been partly implemented. The
government has implemented a reform of the public
pension system, with the aim of restoring fiscal
sustainability and raising retirement savings.
However, the projected fiscal imbaances in the
pension system are still high (relative to the EU
average) and an explicit link between the retirement
age and life expectancy was not included in the
reform.

A reform introducing a new fully funded pension
scheme was approved in 2011, together with an
overhaul of the existing pension savings scheme.
Both reforms are planned to be implemented from

2013. These reforms are relevant responses to the




need to ensure adequate pensions in the future but
their effectivenessis limited by the lack of measures
to stimulate participation in the new scheme and
inadequate guidance for savers to invest in strategies
with a sufficiently high average return. Moreover,
the new early retirement scheme proposed by the
government undermines the credibility and ambition
of these reforms.

CSR 3: Enhance participation in the labour market by | The CSR has been partly implemented. An earlier
reducing the barriers for parents with young children to | return from parental leave and wider spread of part-
re-enter the labour market through increased availability | time jobs is contingent on greater availability of
of and access to affordable childcare facilities. Increase | childcare, especially for children below the age of
the attractiveness and availability of more flexible forms | three. In this regard, the government eased the
of working arrangements, such as part-time jobs. technical requirements for setting up company-based
kindergartens and envisages providing tax incentives
for a greater take-up of new forms of private
childcare. However, the impact of these measures is
likely to be limited to persons either employed with
large enterprises and/or on above-average saaries.

CSR 4: Improve the performance of the public | The CSR has been partly implemented. Since 2011
employment service in order to increase the quality and | some reforms have been adopted to increase the
effectiveness of training, job search assistance and | performance of the public employment service. The
individualised services, linking funding of the | public employment service was centralised to
programmes to results. In cooperation with stakeholders, | increase the efficiency of the labour office.
extend tailor-made training programmes for older | Responsibility for payment of non-insurance social
workers, young people, low-skilled workers and other | benefits was shifted to labour offices from
vulnerable groups. municipalities to ensure closer coherence and
cooperation between employment and social
policies. The conditions applying to the social
system were tightened to limit abuse and target the
benefits better. These measures improved the
efficiency of the public employment service but they
do not address the quality and effectiveness of the
labour office programmes or linking funding of
programmes to results.

Jobseekers have been given a choice of training
programme from a selected list of accredited
programmes to strengthen the labour market
relevance of training. However, no steps have been
taken to develop accredited tailor made programmes
or to provide additional funding targeted at specific
groups such as older workers, young people, low-
skilled workers and other vulnerable groups.

CSR 5: Take the necessary measures to improve the | The CSR has been partially implemented. There has
quality of public services in areas essential for the | been some progress with introducing e-government
business environment. In this context, speed up the | services and reducing the administrative burden for
implementation of the anti-corruption strategy in line | businesses. With respect to the anti-corruption
with the identified targets, adopt the Public Servants Act | strategy, adoption of the new Public Procurement
to promote stability and effectiveness of the public | Act (in force since April 2012) has been the main
administration and take steps to address the issue of | achievement. Nevertheless, proper enforcement and
anonymous shareholding. implementation will be crucial for the credibility and
effectiveness of the public procurement reform.

Adoption of the Public Servants Act, which is a
crucial prerequisite for a stable, more transparent
and professional public service, has been postponed
numerous times, which has had a significantly
negative impact on implementation of the EU funds
in the Czech Republic. A new draft act should be
presented to the government in September 2012 but




CSR 6: Establish a transparent system of quality
evaluation of academic institutions and link it to its
funding in order to improve the performance of tertiary
education.

it is not expected to enter into force before 2014.

The issue of anonymous shareholding highlighted in
the 2011 recommendation on public administration
has not been fully addressed yet. Abolition of
anonymous shares was originally scheduled in 2012
but was not approved by Parliament. A new act
currently being prepared to increase the transparency
of legal entities is expected to enter into force by
2013 at the earliest.

The CSR has been partly implemented. The
government has introduced a set of quality
indicators but its link to funding is fairly loose and
there is no clear evidence that it has an impact on
improving the quality of output.

The government has also proposed new measures
that are relevant to improving the performance of
higher education ingtitutions. The proposa is,
however, vague on the key issue of quality
evaluation standards and, given the absence of
systematic data collection and analysis, lacks the
support of the academic community. No measures
have been adopted yet.

Europe 2020 (national targets and progress)

Employment rate target: 75%

The employment rate reached 70.9% in 2009,
70.4% in 2010 and 70.9% in 2011. Some progress
has been made towards this target, although it is too
early to judge which part of the improvements
posted in 2011 is due to the strong cyclical
component and which due to policies.

R& D target: 1% of GDP (public sector only)

Gross domestic expenditure on R&D (as a
percentage of GDP) stood at 1.48% of GDP in 2009
and 1.56% in 2010. The share of government
expenditure on R&D stood at 0.63% of GDP in
2010, approximately the same level as in 2007. No
progress has been made towards this target.

Greenhouse gas (GHG) emissions target: +9%
(compared with 2005 emissions, ETS emissions are not
covered by this national target)

Change in greenhouse gas emissions between 2005
and 2010: +0% (data correspond to the current ETS
scope)

Renewable energy target: 13%

Share of renewable energy in all modes of transport:
10%

The share of renewable energy in gross final energy
consumption was 85% in 2009. The share of
renewable energy sources in consumption of
transport fuels was 3.4% in 2009. Last year, the
Czech Republic adopted the National Action Plan
for energy from renewable sources. Overall, some
progress has been made towards this target.

Energy efficiency - reduction of energy consumption in
Mtoe: not available

The Czech authorities have not yet set the national
target for energy efficiency. The method of
assessing national progress on energy efficiency is
currently under discussion between the institutions
in the context of the proposed Energy Efficiency
Directive.

Early school leaving target: 5.5%

The target was achieved in 2009 aready (5.4%) and
the indicator further improved (to 4.9%) in 2010,
when the target was set.

Tertiary education target: 32% of persons aged 30-34

Significant progress has been made towards this

26




years target. The indicator improved from 17.5% in 2009
to 20.4% in 2010. Based on the high number of
students currently enrolled in tertiary education, it is
expected to increase further.

Maintaining the number of persons at risk of poverty or | The number of persons at risk of poverty or socia
social exclusion at the 2008 level (15.3% of the total | exclusion is still below the 2008 level (1.566
population) with efforts to reduce it by 30000 million) and stood at 1448 million in 2009 and
1.495million in 2010. Therefore the targets have
been achieved for the time being.
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5. ANNEX

Tablel. Macro-economic indicators

1995- | 2000- | 2005-
1999 2004 2008 2009 2010 2011 2012 2013

Coreindicators
GDP growth rate 22 36 57 -4.7 2.7 17 0.0 15
Output gap * 31 21 46 -17 -09 08 21 22
HICP (annual % change) 71 25 32 06 12 21 33 22
Domestic demand (annual % change) 26 35 42 -5.6 19 -10 -1.0 09
Unemployment rate (% of labour force) s 55 80 6.2 6.7 73 6.7 72 72
Gross fixed capital formation (% of GDP) 299 275 26.3 24.8 244 239 236 237
Gross national saving (% of GDP) 26.7 239 25.1 20.7 20.7 20.9 20.7 20.7
General gover nment (% of GDP)
Net lending (+) or net borrowing (-) -5.6 51 2.1 -5.8 -4.8 3.1 -2.9 -2.6
Gr oss debt 13.8 253 28.3 344 38.1 41.2 439 449
Net financial assets 43.9 16.9 11.7 27 -2.3 n.a na na
Total revenue 3R89 3.8 397 391 3.3 40.3 404 405
Total expenditure 445 449 41.8 44.9 44.2 434 433 431

of which: Interest 11 1.0 11 13 14 14 14 15
Cor por ations (% of GDP)
Net lending (+) or net borrowing (-) -3.2 -0.6 -1.5 30 16 0.9 16 13
Net financial assets, non-financial cor por ations n.a -95.1 -96.0 -93.0 -95.0 n.a na na
Net financial assets, financial cor por ations na -4.3 -4.3 -3.2 -2.9 n.a na n.a
Gross capital formation 217 19.1 185 137 151 155 142 14.1
Gross operating surplus 25.9 27.8 2904 29.2 29.0 28.8 284 28.2
Households and NPISH (% of GDP)
Net lending (+) or net borrowing (-) 51 14 0.9 15 0.9 0.7 0.0 0.0
Net financial assets n.a 68.0 59.1 59.9 62.7 n.a na na
Gross wages and salaries 316 313 315 319 317 316 317 316
Net property income 49 38 37 35 32 32 34 34
Current transfers received 16.0 17.2 16.8 187 187 191 193 19.2
Gross saving 6.8 55 5.4 6.0 5.8 5.0 5.0 4.8
Rest of theworld (% of GDP)
Net lending (+) or net borrowing (-) -3.8 -4.2 -2.8 -1.3 -2.3 -1.5 -1.2 -1.3
Net financial assets 36 164 29.6 345 385 n.a na na
Net exports of goods and services -29 -1.0 27 41 32 41 48 5.0
Net primary income fromthe rest of the world -09 -33 -53 -6.7 -6.7 -6.8 -6.9 =71
Net capital transactions 0.0 03 04 21 21 20 20 19
Tradable sector 54.6 55.0 54.0 510 50.8 511 na na
Non-tradable sector 36.2 359 36.4 30.1 393 387 na na

of which: Building and construction sector 7.0 6.0 6.1 6.4 6.5 6.0 n.a n.a
Real effective exchange rate (index, 2000=100) 25 117.9 147.9 155.8 159.3 1625 159.1 158.7
Terms of trade in goods and services (index, 2000=100) 102.0 1031 100.3 1005 97.9 95.7 9.3 94.8
Market performance of exports (index, 2000=100) 95.4 1101 129.0 137.6 143.9 1517 154.0 155.3

Notes:

“Theindicator for domestic demand includes stocks.

Source:
Commission spring 2012 for ecast

The output gap constitutes the gap between actua and potential gross domestic product at 2000 market prices.

SUnemployed persons are al persons who were not employed, had actively sought work and were ready to begin workingimmediately or within two weeks.
The labour forceis thetota number of people employ ed and unemployed. The unemploy ment rate covers the age group 15-74.
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Tablell. Comparison of macr oeconomic developments and for ecasts

2011 2012 2013 2014 | 2015

COM| CP |COM | CP | COM CP CP CP
Real GDP (% change) 17 17 0.0 0.2 15 13 22 28
Private consumption (% change) -05 -0.5 -04 -04 05 0.2 20 28
Gross fixed capital formation (% change) -12 -1.2 0.0 -05 21 21 28 32
Bxports of goods and services (% change) 11.0 | 110 36 32 5.7 37 48 51
Imports of goods and services (% change) 75 75 25 21 51 28 41 48
Contributionsto real GDP growth:
- Final domestic demand -0.8 -0.8 -0.6 -11 0.8 05 13 22
- Changein inventories -01 -01 -0.3 03 0.0 0.0 0.2 0.2
- Net exports 26 2.6 0.9 10 0.7 0.8 0.8 05
Output gapl -08 | -08 | -21 -18 | -22 -19 -1.6 -0.8
Employment (% change) 0.3 03 -01 -0.3 0.2 01 0.2 04
Unemployment rate (%) 6.7 6.7 7.2 7.0 72 72 7.1 6.9
Labour productivity (% change) 14 14 0.1 05 13 12 20 25
HICP inflation (%) 21 21 33 35 22 23 19 21
GDP deflator (% change) 07 | 07 | 19 20 11 14 14 15
Conmp. of employees (per head, % change) 16 16 20 25 21 29 36 41
Net lending/borrowing vis-a-vis therest of the | -1.5 -15 -12 -1.1 -1.3 -0.9 -0.8 -0.8
world (% of GDP)

Note:

!In per cent of potentid GDP, with potentia GDP growth according to the programme as recalculated by the Commission.

Source:
Commission spring 2012 forecasts (COM); Convergence programme (CP).
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Tablelll. Composition of the budgetary adjustment

2011 2012 2013 2014 2015 Change:
(% of GDP) 2011-2015
COM COM CP COM CP CP CP CP
Revenue 40.3 40.4 40.2 40.5 40.2 40.4 40.2 -0.1
of which:
- Taxes on production and imports 115 121 121 125 124 124 124 09
- Current taxes on incorme, wealth, etc. 75 74 74 7.6 7.7 79 78 0.3
- Social contributions 155 155 154 152 148 152 154 -01
- Other (residual) 5.8 55 53 5.2 53 4.9 4.6 -1.2
Expenditure 434 433 432 431 431 422 411 2.3
of which:
- Primary expenditure 420 419 417 416 415 405 393 -2.7
of which:
Compensation of employees 73 7.2 72 72 71 6.8 6.5 -0.8
Intermediate consumption 59 55 55 53 52 48 44 -15
Social payments 199 20.1 200 199 199 196 192 -0.7
Subsidies 20 19 19 19 19 18 18 -0.2
Gross fixed capital formation 36 37 36 37 36 36 37 01
Other (residual) 32 34 35 35 39 40 38 0.6
- Interest expenditure 14 14 15 15 16 17 18 04
Gener a gover nment balance (GGB) -3.1 -2.9 -3.0 -2.6 -2.9 -1.9 -0.9 2.2
Primary balance -1.7 -1.4 -1.5 -1.1 -1.3 -0.1 0.8 25
One-off and other temporary measures 0.2 -03 0.3 00 01 00 00 02
GGB excl. one-offs -2.9 -2.6 -2.7 -2.6 -2.8 -1.9 -0.9 2.0
Output gap” 08 21 -18 22 -19 -16 08 00
Cyclically adjusted balance’ -2.8 -2.1 -2.3 -1.8 -2.2 -1.3 -0.6 2.2
Structural balance’ -2.6 -1.8 -20 -1.8 21 -1.3 -0.6 20
Changein structural balance 0.8 0.6 0.0 0.0 0.8 0.7
Structural primary bal ance’ -12 -04 -05 -03 -05 04 12 24
Changein structural primary balance 0.8 0.7 0.1 0.1 0.9 0.8
Expenditur e benchmar k
Public expenditure growth4 (real) -253 -3.26 -1.25 -1.73 -2.38 0.18 -
Reference rate™® 243 243 243 243 | 243 | 243 -
Lower reference rate™” 125 125 125 125 | 125 | 125 -
Deviation in % of GDP -161 -1.85 -104 -1.20 -1.42 -0.40 -
fromapplicable reference rate
Two-year average deviation in % of GDP n.a n.a -1.33 -1.52 -1.31 -0.91 -
from applicable reference rate
Notes:

On ano-policy-change basis.

20utput gap (in % of potentiad GDP) and cydlicaly adjusted balance according to the programme as recalculated by the Commission on the
basis of theinformation in the programme.

Sructura (primary) balance = cyclicaly adjusted (primary) balance excluding one-off and other temporary measures.

“M odified expenditure aggregate used for the expenditure benchmark, growth rates net of non-discretionary changes in unemploy ment benefit
and of discretionary measures.

SThe reference rates applicable to 2014 onwards will be available from mid-2012. For illustrative purposes, the current reference rates have
aso been applied to theyears 2014 onwards.

®The (standard) referencerate applies startingin they ear following the onein which the country reschesits M TO.
"The lower reference rate applies as long as the country is adjusting towards its M TO, including the year in which it reaches the M TO.

Source:
Conver gence programme (CP); Commission spring 2012 forecasts (COM); Commission calculations.
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Table V. Debt dynamics

o Average 2012 2013 2014 2015
(% of CDP) 2006-10 2011 COM CP COM CP CP CP
Gross debt ratio" 315 41.2 43.9 44.0 44.9 45.1 448 434
Changein theratio 1.9 31 2.8 2.8 1.0 11 -0.3 -14
Contributions?:
1. Primary balance 2.0 17 14 15 11 13 0.1 -0.8
2.'Snowball’ effect 0.1 1.0 0.7 0.7 0.4 05 0.2 -0.2
Of which:
Interest expenditure 12 14 14 15 15 16 18 17
Growth effect -0.7 -0.6 0.0 -0.1 -0.7 -0.6 -1.0 -1.2
Inflation effect -0.3 0.3 -0.8 -0.8 -05 -0.6 -0.6 -0.7
3. Stock-flow adjustment -0.2 0.4 0.7 0.6 -05 -0.6 -0.6 -04
Of which:
Cash/accruds diff. 11 -04 -0.4 -0.3
Accum. financia assets -04 -0.3 -0.2 -0.1
Privatisation 0.0 0.0 0.0 0.0
V. & residud effects 0.0 0.0 0.0 0.0
Notes
*End of period.
2The snowball effect captures theimpact of interest expenditure on accumulated debt, as well as theimpact of red GDP
gowth and inflation on the debt ratio (through the denominator). The stock-flow adjustment includes differences in cash
and accrud accounting, the accumulation of financia assets, and vauation and other residua effects.
Source:
Conver gence programme (CP); Commission spring 2012 for ecasts (COM); Commission calculations.
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TableV. Sustainability indicators

Ccz EU27
No policy No policy
change SCPs change SCPs
scenario scenario scenario scenario
S2 4.9 3.4 2.9 0.7
of which:
Initial budgetary position (IBP) 1.1 -0.5 0.7 -1.6
Long-term change in the primary balance (LTC) 3.8 3.9 2.3 2.4
of which:
pensions 1.9 2.1 1.1 1.2
health care and long-term care 1.6 15 15 15
other 0.3 0.3 -0.3 -0.3
S1 (required adjustment)* 0.4 -1.5 2.2 -0.1
Debt, % of GDP (2011) 41.2 82.8
Age-related expenditure, % of GDP (2011) 20.1 25.8

Source: Commission, 2012 stability and convergence programmes.

Note: The ‘no policy change’ scenario depicts the sustainability gap under the assumption that
the budgetary position evolves according to the spring 2012 forecast until 2013. The ‘ SCPs
scenario depicts the sustainability gap under the assumption that the budgetary plans in the
programme are fully implemented

* The required adjustment of the primary balance until 2020 to reach a public debt of 60% of
GDP by 2030.

Graph |. Medium-term debt projection

6(0% of GDP) Gross debt as % of GDP - CZ - Medium term debt projections
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= COM no-policy change scenario
====COM + Shock ( -1p.p. in the short-term/long-term interest rate on maturing and new debt from 2014)
— - COM + Shock (+1p.p. in the short-term/long-term interest rate on maturing and new debt from 2014)
»— COM consolidation scenario (0.5% per year on SB) in order to achieve MTO
=— COM consolidation scenario (1% per year on SB) in order to achieve MTO
—4 -CP scenario

Source: Commission, 2012 stability and convergence programmes.
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TableVI. Taxation

2001 2005 2007 2008 2009 2010
Total tax revenues (incl. actual compulsory social contributions, % of GDP) 337 357 359 344 336 338
Br eak down by economic function (% of GDP)1
Consumption 9.8 10.8 105 10.3 10.9 10.9
of which:
-VAT 6.1 6.9 6.3 6.8 6.9 7.0
- excise duties on tobacco and alcohol 10 12 17 11 14 14
- energy 22 24 22 22 22 22
- other (residual) 05 03 03 03 03 03
Labour employed 164 17.2 17.2 16.8 157 16.3
Labour non-employed 12 11 13 12 13 14
Capital and business income 55 59 6.1 54 51 45
Stocks of capital/wealth 09 0.7 0.7 0.6 0.6 0.7
p.m Environmental taxes” 24 26 24 24 24 24
VAT effici ency3
Actual VAT revenues as % of theoretical revenues at standard rate 421 56.9 545 575 56.0 539

Note:

Taxation trendsin the European Union, for amore detailed explanation.

2 Thiscategory comprisestaxeson energy, transport and pollution and resourcesincluded in taxes on consumption and capital.

European Commission (2011), Tax reformsin EU Member Sates, European Economy 5/2011, for a more detailed explanation.

that would theoretically beraised if VAT was applied at the standard rate to all final consumption. A low ratio can indicate areduction of the tax base due to large

1 Tax revenues are broken down by economic function, i.e. according to whether taxes are raised on consumption, labour or capital. See European Commission (2012),

3 The VAT efficiency ismeasured viathe VAT revenueratio. The VAT revenueratio is defined asthe ratio between the actual VAT revenue collected and the revenue

exemptionsor the application of reduced ratesto awide range of goods and services (‘policy gap’) or afailureto collect all tax due to e.g. fraud (‘collection gap'). See

Source: Commission
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Table VII. Financial market indicators

2007 | 2008 | 2009 | 2010 | 2011
Total assets of the banking sector (% of GDP) 1080 | 1018 | 1144 | 1174 | 1145
Share of assets of the five largest banks (% of total assets) 65.7 62.1 624 62.4
Foreign ownership of banking system (% of total assets) 87.7 97.8 89.8
Financial soundness indicators:
- non-performing loans (% of total loans) ™2 27 32 52 54 55
- capital adequacy ratio (%) ¥ 15 | 123 | 141 | 155 | 153
- return on equity (%) 2 244 | 27 | 258 | 197 | 187
Bank loans to the private sector (year-on-year % change) 30.8 151 23 9.2 24
Lending for house purchase (year-on-year % change) 419 19.2 135 12.6 37
Loan to deposit ratio 716 77.0 74.7 74.8 754
CB liquidity as % of liabilities 0.0 10 0.0 0.0 0.0
Banks' exposure to countries receiving official financial assistance (% of GDP)”
Private debt (% of GDP) 474 | 541 | 570
Gross external debt (% of GDP) K
- Public 79 75 96 122 | 118
- Private 20.8 210 223 29 27
Long terminterest rates spread versus Bund (basis points)* 8.6 64.9 1615 | 1141 | 1099
Credit default swap spreads for sovereign securities (5-year)* 95 352 824 85.9 106.7

Notes:

9 Latest data2011Q3.
* M easured in basis points.
Source:

2 The capita adequacy ratio is defined as tota capital divided by risk weighted assets.
9 Net incometo equity ratio. After extreordinary items and taxes. Tier 1 capital.

Y Latest availablein June 2011. FS Compilation Guide methodology from 2008 onwards; previous years may not be comparable.

Bank for International Settlements and Eur ostat (exposur e to macr o-financially vulner able countries), IMF (financial soundness indicators),
Commission (long-term inter est rates), World Bank (gross external debt), Eurostat (residential property prices) and ECB (all other indicators).




TableVIII. Labour market and social indicators

Labour market indicators 2006 | 2007 | 2008 | 2009 | 2010 | 2011
Employment rate
. 71.2 72.0 724 70.9 704 70.9
(% of population aged 20-64)
Ermployment growth 13 19 16 14 10 04
(% change from previous year) ' ' ' ' ' )
Employment rate of women
. 61.8 62.4 62.5 614 60.9 61.7
(% of female population aged 20-64)
Employment rate of men
. 80.4 815 820 80.2 79.6 79.9
(% of male population aged 20-64)
Employment rate of older workers
. 452 46.0 47.6 46.8 465 47.6
(% of population aged 55-64)
Part-time employment 51 51 50 56 6.0 55
(% of total employment)
Part-time employment of women 8.7 86 86 93 100 95
(% of women employment) ) ) ' ' ) '
Part-time employment of men 23 24 23 o8 30 o5
(% of men employment) ' ' ' ' ) '
Fixed term employment
. i 8.7 86 80 85 89 85
(% of employees with afixed term contract)
Unemployment rate’ (% of labour force) 7.2 53 44 6.7 73 6.7
Long-term unemployment” (% of labour force) 39 2.8 22 20 30 2.7
Youth unemployment rate
175 10.7 99 16.6 183 180
(% of youth labour force aged 15-24)
Youth NEET® rate (% of population aged 15-24) 92 6.9 6.7 85 88
Early leavers fromeducation and training (% of
pop. 18-24 with at most lower sec. educ. and not 51 52 56 54 49
in further education or training)
Tertiary educational attainment (% of population
30-34 having successfully completed tertiary 152 155 17.7 20.2 26
education)
Labour productivity per person employed 56 35 08 35 45 14
(annual % change) ) ' ' ' ) '
Hours worked per person employed (annual % 10 08 04 20 17 11
change) : . ) i . .
Labour productivity per hour worked (annual % 6.7 a4 04 16 27 26
change; constant prices) ' ) ' ' ' '
Compensation per employee (annual % change; 55 8 29 31 56 23
constant prices) ' ' ' ' ' '
Nominal unit labour cost growth (annual % 04 26 a4 24 07 02
change) ) : : . . .
Real unit labour cost growth (annual % change) -0.1 -0.7 15 05 10 09

Notes:

1 Accordingto ILO definition, age group 15-74)

Sour ces:

Commission (EU Labour Force Survey and European Nationa Accounts)

2 Share of personsin the labour force who have been unemployed for at least 12 months.
3 NEET are persons that are neither in employment nor in any education or training.

35




Table VIII. Labour market and social indicators (continued)

Expenditure on social protection

. 2005 | 2006 | 2007 | 2008 | 2009
benefits (% of GDP)

Sickness/Headlth care 6.26 5.96 5.88 5.79 6.40
Invalidity 1.38 149 143 142 153
Old age and survivors 6.81 6.78 6.94 7.31 8.30
Family/Children 134 131 161 1.39 144
Unenployment 0.63 0.56 0.60 0.61 1.05
Housing and Social exclusion n.e.c. 0.08 0.07 0.06 0.06 0.08
Total 184 18.0 18.0 18.0 204
of which: Means tested benefits 0.96 0.89 0.57 0.37 0.35
Social inclusion indicators 2006 | 2007 | 2008 | 2009 | 2010
. .1
Risk-of-poverty or exc!usmn (% of total 180 158 153 140 14.4
population)
— - - 5
Risk-of-poverty or exclusion of children (% of »7 N5 186 172 189
people aged 0-17)
— - S
Risk-of-poverty or exclusion of elderly (% of 127 109 125 117 101
people aged 65+)
At-risk-of-poverty rate’ (% of total population) 99 9.6 9.0 8.6 9.0

Value of relative poverty threshold (single

household per year) - in PPS 4956 | 5305 | 583% | 6062 | 5793

Severe material deprivation3 (% of total

) 9.6 74 6.8 6.1 6.2
population)
Share of peopleliving in low work intensity
households” (% of people aged 0-59 not 89 86 7.2 6.0 6.4
student)
- —risk- 0,
In-work at-risk-of poverty rate (% of persons 35 33 36 32 37
employed)

Notes:

! People at risk of poverty or socia exclusion (AROPE): individuas who are at risk of poverty (AROP)
and/or suffering from severe materia deprivation (SM D) and/or livingin households with zero or very low
work intensity (LWI).

2 At-risk-of poverty rate: share of peoplewith an equivalised disposable income below 60% of the national
equivalised median income.

% Share of peoplewho experience at lesst 4 out of 9 deprivations: people cannot afford to i) pay their rent or
utility bills, ii) keep their home adequately warm, iii) face unexpected expenses, iv) est medt, fish, or aprotein
equivalent every second day, v) enjoy aweek of holiday away from home onceayear, vi) have acar, vii) have
awashing machine, viii) haveacolour TV, or ix) have ateephone.

“ People livingin households with very low work intensity: share of people aged 0-59 livingin households
where the adults work less than 20% of their total work-time potentia duringthe previous 12 months.
Sources:

For expenditure on socia protection benefits ESSPROS; for socid inclusion EU-SILC.

36



TablelX. Product market performance and policy indicators

L 2002-
Performance indicators o006 | 2007 | 2008 | 2009 | 2010 | 2011
o1
Labour productivity tqtal economy (annual 43 36 0.7 35 45 20
growth in %)
T .
Labour productivity™ in rpanufactunng (annual 8.6 73 6.8 64 12.9 na
growth in %)
PRI A ..
Labour productivity™ in eIeancﬂy,gas, water 70 5.3 43 69 na na
(annual growth in %)
oo 1. .
Labour productivity™ in the cpnstructlon sector 12 03 26 1.9 17 na
(annual growth in %)
. . .2
Patent .|n.ten5|ty in manufacturing” (patents of the 05 0.6 05 na na na
EPO divided by gross value added of the sector)
. 2002-
Policy indicators 2006 2007 2008 2009 2010 2011
Enforcing contracts’ (days) n.a 653 653 611 611 611
Time to start abusiness” (days) n.a 17 20 20 20 20
R& D expenditure (% of GDP) 1.3 15 14 15 1.6 n.a
Tertiary educational attainment
(% of 30-34years old population) 12.8 133 154 175 204 n.a
Total public expenditure on education 44 42 41
(% of GDP) . . . n.a n.a n.a
2005 2006 2008 2009 2010 2011
. 4
Product market regulation”, Overall na na 16 na na na
(Index; O=not regulated; 6=most regulated)
. 4 .
Product market regulation’, Retail na na 16 na na na
(Index; O=not regulated; 6=most regulated)
.4 .5
Product market regulation’, Network Industries 21 20 2 0 na na na
(Index; O=not regulated; 6=most regulated)

Notes:
abour productivity is defined as gross value added (in constant prices) divided by the number of persons employed.
Zpatent datarefer to applications to the European Patent Office (EPO). They are counted accordingto the year in which

they werefiled at the EPO. They are broken down accordingto the inventor's place of residence, using fractiona counting if
multipleinventors or IPC classes are provided to avoid double counting.

®The methodologies, including the assumptions, for this indicator are presented in detail on the website
http://www.doingbusiness.org/methodology .

“The methodologjes for the product market regulation indicators are presented in detail on the website
http://Awww.oecd.org/document/1/0,3746,en 2649 34323 2367297 1 1 1 1,00.html. Thelatest available product market
regulation indicators refer to 2003 and 2008, except for Network Industries.

5 Aggregate ETCR.
*figure for 2007.

Source:

Commission, World Bank - Doing Business (for enforcing contracts and timeto start abusiness) and OECD (for the
product market regulation indicators).
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Table X. Indicatorson green growth

Czech Republic 22%%; 2006 2007 2008 2009 2010
Green Growth performance
Macroeconomic
Energy intensity kgoe/ € 0.66 0.59 0.55 0.53 0.51 0.53
Carbon intensity kg/ € 2.07 175 1.67 155 153 na
Resource intensity (reciproca of resource productivity) kg/€ 2.58 231 222 212 2.03 na
Waste intensity kg/ € n.a 0.30 0.28 0.28 n.a na
Energy balance of trade % GDP | -2.6% -2.8% -3.4% -4.5% -3.0% -3.5%
Energy weight in HICP % 13 14 14 15 13 13
Difference between change energy price and inflation % 3.68 104 0.1 7.9 79 -1.9
Environmenta taxes over labour taxes retio 14.4% 13.6% 13.1% 13.2% 14.3% na
Environmentd taxes over tota taxes raio 7.3% 7.0% 6.7% 6.9% 7.2% na
Sectoral

Industry energy intensity kgoe/ € 0.42 0.30 0.26 0.22 0.22 na
Share of energy-intensive industries in the economy % GDP 141 14.7 14.7 14.8 13.9 na
Electricity prices for medium-sized industria users €/kWh 0.05 0.07 0.08 0.11 0.11 0.10
Public R&D for energy % GDP na 0.01% 0.01% 0.02% 0.02% na
Public R&D for the environment % GDP na 0.02% 0.01% 0.01% 0.02% na
Recyclingrate of municipa waste raio 15.0% 14.2% 15.2% 14.5% 14.5% na
Share of GHG emissions covered by ETS % n.a 57.3% 59.7% 57.0% 55.5% na
Transport energy intensity kgoe/ € 0.66 0.58 0.56 0.47 0.51 na
Transport carbon intensity kg/ € 191 1.66 1.60 1.34 143 na
Changein theratio of passenger transport and GDP % -2.8% -4.6% -3.8% -2.3% na na

Security of energy supply
Energy import dependency % 26.2% 27.8% 25.0% 27.6% 26.9% na
Diversification of il import sources HHI na 0.52 0.49 0.50 0.55 na
Diversification of energy mix HHI 0.32 0.30 0.31 0.29 0.28 na
Share of renewable energy in energy mix % 3.7% 4.2% 4.6% 4.9% 5.7% na

Country-specific notes:
Theyear 2011 is not included in the table due to lack of data
Generd explanation of thetableitems:
Source: Eurostat unless indicated otherwise; ECFIN explanations gven below
All macro intensity indicators are expressed as aratio of aphysica quantity to GDP (in 2000 prices)

Energy intensity: gross inland energy consumption (in kgoe) divided by GDP (in EUR)

Carbon intensity : Greenhouse ges emissions (in kg CO2 equivalents) divided by GDP (in EUR)

Resource intensity : Domestic M aterid Consumption (in kg) divided by GDP (in EUR)

Waste intensity : waste (in kg) divided by GDP (in EUR)
Energy balance of trade: the balance of energy exports and imports, expressed as % of GDP
Energy weight in HICP: the share of the "energy" items in the consumption basket used in the construction of the HICP
Difference between energy price change and inflation: energy component of HICP, and total HICP inflation (annual %-change)
Environmenta taxes over labour or tota taxes: from DG TAXUD's database " Taxation trends in the European Union"
Industry energy intensity: fina energy consumption of industry (in kgoe) divided by gross value added of industry (in EUR)
Share of energy-intensive industries in the economy: share of gross vaue added of the energy -intensive industries in GDP
Recydingrate of municipa waste: ratio of municipa waste recy cled over totd municipa waste
Public R&D for energy or for the environment: government spendingon R&D (GBAORD) for these categories as % of GDP
Share of GHG emissions covered by ET S based on greenhouse gas emissions as reported by M ember States to EEA (excl LULUCF)
Transport energy intensity: find energy consumption of transport (in kgoe) divided by gross vaue added of industry (in EUR)
Transport carbon intensity: greenhouse gas emissions in transport divided by gross vaue added of thetransport sector
Passenger transport growth : measured in %-change in passenger kilometres
Energy import dependency : net energy imports divided by gross inland energy consumption incl. of internationa bunkers
Diversification of oil import sources: Herfindahl index (HHI), calculated as the sum of the squared market shares of countries of origin

Diversification of the energy mix: Herfindahl Index over natural ges, tota petrol products, nuclear hegat, renewable energes and solid fuels

Share of renewable energy in energy mix: percentage-sharein gross inland energy consumption, expressed in tonne oil equivaents
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