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EXPLANATORY MEMORANDUM

1. GENERAL BACKGROUND

The Stability and Growth Pact is based on the objective of sound government finances as a
means of strengthening the conditions for price stability and for strong sustainable growth
conducive to employment creation. The 2005 reform of the Pact acknowledged its usefulness
in anchoring fiscal discipline but sought to strengthen its effectiveness and economic
underpinnings as well as to safeguard the sustainability of public finances in the long run. In
particular, it introduced greater flexibility in the application of the rules governing the
excessive deficit procedure, notably with regard to definition of "exceptional circumstances"
and the setting of deadlines for the correction of an excessive deficit.

Council Regulation (EC) No 1466/97 on the strengthening of the surveillance of budgetary
positions and the surveillance and coordination of economic policies’, which is part of the
Stability and Growth Pact, stipulates that each Member State has to submit, to the Council and
the Commission, a stability or convergence programme and annual updates thereof. Member
States that have already adopted the single currency submit (updated) stability programmes
and Member States that have not yet adopted it submit (updated) convergence programmes.

2. BACKGROUND FOR THE ASSESSMENT OF THE UPDATED PROGRAMME

The Commission has examined the most recent update of the convergence programme of the
Czech Republic, submitted on 20 November 2008, and has adopted a recommendation for a
Council opinion on it.

In order to set the scene against which the budgetary strategy in the updated convergence
programme is assessed, the following paragraphs summarise:

(1) the Commission Communication of 26 November 2008 (“A European Economic
Recovery Plan”);

2 the most recent assessment of the country’s position under the preventive arm of the
Stability and Growth Pact (summary of the Council opinion on the previous update of
the convergence programme).

2.1. The Commission Communication of 26 November 2008 (*A European
Economic Recovery Plan™)

In view of the unprecedented scale of the global financial and economic crisis, the European
Commission has called for a European Economic Recovery Plan (EERP)?. The plan proposes a
co-ordinated counter-cyclical macro-economic response to the crisis in the form of an
ambitious set of actions to support the economy consisting of (i) an immediate budgetary
impulse amounting to € 200 bn. (1.5% of EU GDP), made up of a budgetary expansion by

! OJ L 209, 281997, p. 1. The documents referred to in this text are available at:
http://ec.europa.eu/economy_finance/about/activities/sgp/main_en.htm.

Communication from the Commission to the European Council of 26 November 2008 - COM(2008)
800.
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Member States of € 170 bn. (around 1.2% of EU GDP) and EU funding in support of
immediate actions of the order of € 30 bn. (around 0.3 % of EU GDP); and (ii) a number of
priority actions grounded in the Lisbon Strategy and designed to adapt our economies to long-
term challenges, continuing to implement structural reforms aimed at raising potential growth.
The plan calls for the fiscal stimulus to be differentiated across Member States in accordance
with their positions in terms of sustainability of government finances and competitive
positions. In particular, for Member States outside the euro area with significant external and
internal imbalances, budgetary policy should essentially aim at correcting such imbalances.
The plan was agreed by the European Council on 11 December 2008. In this context, Member
States were asked to submit an addendum to their updated stability or convergence
programme, so as to reflect the measures taken in the context of the Recovery Plan. The
examination of how measures (budgetary measures as well as structural measures) contribute
to the recovery process in the short term is made in the opinions of stability or convergence
programmes.

2.2. The assessment in the Council opinion on the previous update

In its opinion of 4 March 2008, the Council summarised its assessment of the previous update
of the convergence programme, covering the period 2007-2010, as follows. “The overall
conclusion is that the programme is consistent with a correction of the excessive deficit in
2008, conditional on continuing expenditure restraint and close monitoring of the impact of
the fiscal impact of the tax measures in the stabilisation package. Owing to the positive
macroeconomic outlook and a likely better 2007 budgetary outturn than expected in the
programme, there could be ample opportunity to bring the 2008 deficit below the 3 % of GDP
reference value by a larger margin, and to achieve stronger-than-targeted fiscal consolidation
afterwards. The main risks are in the reliance on reductions to public sector employment and
relate to the fact that further consolidation measures remain to be spelled out after 2008. The
Czech Republic remains at high risk with respect to the sustainability of public finances,
while first steps have been made on health care reform”. In view of this assessment and also
in the light of the recommendation under Article 104(7) of 10 October 2007, the Council
invited the Czech Republic the Czech Republic to "(i) exploit the likely better-than-expected
2007 budgetary outcome to bring the 2008 deficit below the 3 % of GDP reference value by a
larger margin by continuing to exercise expenditure restraint; (ii) exploit the high rate of
growth in the economy by further strengthening the pace of adjustment so as to build a safety
margin against breaching the reference value as soon as possible, and speed up the
achievement of the MTO; (iii) in view of the projected increase in age-related expenditures,
improve the long-term sustainability of public finances through the necessary pension and
health care reforms’.
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Recommendation for a
COUNCIL OPINION

in accordance with the third paragraph of Article 9 of
Council Regulation (EC) No 1466/97 of 7 July 1997

On the updated conver gence programme of the Czech Republic, 2008-2011

THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty establishing the European Community,

Having regard to Council Regulation (EC) No 1466/97 of 7 July 1997 on the strengthening of
the surveillance of budgetary positions and the surveillance and coordination of economic
policies’, and in particular Article 9(3) thereof,

Having regard to the recommendation of the Commission,

After consulting the Economic and Financial Committee,

HAS DELIVERED THIS OPINION:

(1)

)

On [10 March 2009] the Council examined the updated convergence programme of
the Czech Republic, which covers the period 2008 to 2011.

Following three years of rapid expansion, growth in the Czech economy moderated in
2008 and is set to slow further in 2009. Weakening external demand resulting from the
global financial and economic crisis will act as a significant drag on export growth for
the highly open Czech economy. In addition, domestic demand, particularly
investment, is softening on the back of falling foreign direct investment, tight credit
conditions and a decline in business and consumer sentiment. In response to the
slowdown, the government introduced a fiscal stimulus package in the 2009 budget
including a range of revenue and expenditure measures. These are geared towards
promoting domestic demand and providing support to enterprises through the
downturn. From 2010 on, the economy should gradually recover in line with the
expected improvement in the external environment. However, growth is not likely to
return to the high rates before the crisis. This may have an adverse effect on
government finances, which over recent years have benefited from buoyant revenue
growth and which despite a relatively low government deficit and debt remain a
concern in terms of their long-term fiscal sustainability due to a rapidly ageing
population. The Czech National Bank eased monetary policy in the second half of
2008 via successive interest rate reductions (from 3.75% in July 2008 to 2.25% in

OJL 209, 2.8.1997, p. 1. The documents referred to in this text can be found at the following website:
http://ec.europa.eu/economy_finance/about/activities/sgp/main_en.htm.
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(6)

December 2008). The nominal effective exchange rate of the Czech koruna
appreciated slightly (by 1.3%) during 2008.

The macroeconomic scenario underlying the programme projects real GDP growth to
fall from 4.4% in 2008 to 3.7% in 2009 before recovering to an average rate of 4.8%
over the rest of the programme period. Assessed against currently available
information®, this scenario appears to be based on markedly favourable growth
assumptions in 2009 and 2010, and on favourable ones thereafter. In particular, in
view of the rapid deterioration of the economic outlook for the Czech Republic’s main
trading partners in recent months, exports are expected to decline much more sharply
and their recovery is likely to be more subdued than projected in the programme.
Moreover, the swift turnaround of the economy is based on the assumption that
potential growth will not be affected by the crisis which appears not very likely in
view of the expected decline in investment growth, particularly also of foreign direct
investment. The programme’ s projections for inflation appear realistic.

For 2008, the general government deficit is estimated at 1.2% of GDP in the
Commission services January 2009 interim forecast, against a target of 2.9% of GDP
set in the previous update of the convergence programme. The much better than
expected outcome is exclusively due to a better starting position from 2007 which was
partly offset by less favourable developments in 2008. In particular, while expenditure
growth was broadly in line with plan, revenue growth was dightly below target. The
increase in the level of collected value added tax has been dlightly less than expected
due to a slow down in consumer spending which offset the impact of the increase in
the lower band of VAT implemented in 2008, while direct taxes have been more in
line with government predictions as the labour market has remained stable.

The target for the general government balance in 2009 is -1.6% of GDP, against a
projection of -2.5% of GDP in the Commission services interim forecast. The
estimated net effect on the budget balance of discretionary measures, adopted as part
of the fiscal stimulus package and affecting the revenue and expenditure side in
roughly equal share, is about 1% of GDP. These measures will, however, be
counterbalanced by restrictive measures in the 2009 budget, in particular a significant
reduction in intermediate consumption and compensation of employees. As a whole,
the 2009 budget is mildly restrictive according to the recal culated structural balance on
the basis of information in the convergence programme, while the Commission
services' interim forecast foresees a mild expansion of about ¥%6 of GDP, in part due
to the granted exceptional increase in public sector wages in 2009 which is not
included in the budget adopted by the Czech authorities. The impact of automatic
stabilisers on the deterioration of the budget balance is estimated at around ¥%% of
GDP.

The programme foresees the achievement of the MTO, a structural deficit of -1% of
GDP cyclically adjusted net of one-off and other temporary measures, by 2012 (i.e.
not within the programme period). The headline and structural balance are both
projected to improve after 2009, as a result of expenditure savings, in particular with

The assessment notably takes into account the Commission services January 2009 forecast, but also
other information that has become available since then.
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(7)

(8)

(9)

(10)

respect to intermediate consumption and compensation of employees, projected to fall
by more than 2% of GDP per annum over the period 2009-2011.

The budgetary outcomes are subject to downside risks. The macroeconomic scenario
which underpins the budgetary targets appears markedly favourable. An annual
reduction by more than %2 percentage point of GDP in intermediate consumption and
compensation of employees could entail risks for the overall quality of public services
without significant efficiency-enhancing measures. The projected decline in
expenditure on social payments does not seem to take into account the likely increase
in unemployment benefits due to the expected worsening of the labour market.
Furthermore, tax reductions in the fiscal stimulus package may not be offset by future
savings. The expenditure targets in the programme are based on ceilings in the
medium-term expenditure framework which in the past have been exceeded. While the
Czech Republic stopped the accumulation of unspent allocations in the reserve funds
in 2008 and is further tightening the rules in 2009, as a result of the economic
slowdown, there is nevertheless a risk that accumulated allocations could be drawn
down over the programme period. Revenues may also be lower than predicted due to
the slowdown, while the revenue assumptions in the programme appear to be on the
cautious side.

The long-term budgetary impact of ageing is above the EU average according to the
projections made in 2005, which are based on the common methodology. While
pension and health care reforms have been introduced which will reduce expenditure,
further reforms are required in both areas, taking into account the principles of equity
accessibility and sustainability. While the budgetary position in 2008, as estimated in
the programme, is markedly improved, it is largely due to a better starting position in
2007 rather than discretionary measures, and still compounds the impact of population
ageing. Achieving high primary surpluses over the medium term would contribute to
reducing the high risks to the sustainability of public finances.

In 2004, the Czech Republic introduced a medium-term budgetary framework which
sets annual targets for the state budget over three years. The targets are based on
nominal expenditure ceilings and estimated revenue calculated on the basis of
projected GDP growth. Since the start of the medium-term budgetary framework, the
initial expenditure limits have been exceeded by raising expenditure on a discretionary
basis and in the outturns. In 2006 and 2007, outturn expenditure exceeded the initial
ceilings by on average 7%. The Czech Republic is planning severa changes aimed at
improving budgetary management and enhancing tax collection. Output and target
orientated budgeting has been introduced from January 2009. There will be increased
integration and simplification of the tax system from January 2010 and there will be
modernised administrative support to facilitate the work of the treasury department,
for which tenders were launched in 2008. These measures will help to improve
budgetary implementation while adhering to expenditure ceilings will depend on
further discretion.

In response to the financial crisis, the Czech Republic took a number of measures,
including an increase in capital of the Czech Export Bank, the Export Guarantee and
Insurance Corporation, the Czech-Moravian Guarantee and Development Bank,
totalling CZK 2 hillion. The bolstering of the capital of these institutions will help
exporting firms, especialy SMEs. In addition, the coverage of the deposit guarantee
scheme was increased to € 50,000.
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(1) In line with the EERP agreed in December by the European Council, the Czech
Republic adopted a recovery plan consisting of stimulus measures. These measures are
an adequate response to the macro budgetary situation given the concern for a broader
consolidation effort in light of the risks to long-term sustainability from rapid ageing.
The stimulus measures taken by the Czech authorities can be regarded as in line with
the EERP in that they are timely and targeted. The decrease of social insurance
contributions paid by employees by 1.5 percentage points, which is, though, not easily
reversible, will support households' disposable income. This measure will also have a
structural impact on the labour market with respect to raising supply and placing
downward pressure on gross wages. In addition, the decision to invest in construction
and modernization of infrastructure within the State Fund for Transport Infrastructure
is likely to help sustain employment and aggregate demand. These measures are
related to the medium-term reform agenda and the country-specific recommendations
proposed by the Commission on 28 January 2009 under the Lisbon Strategy for
Growth and Jobs.

(12) The projected fiscal stance is mildly expansionary in 2009 according to the
Commission services January 2009 Interim Forecast partly due to an exceptional
increase granted for public sector wages. The structural balance improves after 2009
mainly thanks to expenditure restraint. The achievement of the fiscal targets may be
difficult without further measures, given the programme’ s favourable macroeconomic
assumptions, and concrete actions to back-up the planned expenditure reductions.
While rules on the reserve fund have been tightened, there remains a risk that
accumulated rolled-over expenditure allocations in the reserve funds will be drawn
down over the programme period.

(13) As regards the data requirements specified in the code of conduct for stability and
convergence programmes, the programme provides al required and most of the
optional data’.

The overall conclusion is that government deficit in the Czech Republic over recent years has
been relatively low, while the debt ratio has been below 30% of GDP, thus clearly below the
60% reference value. In response to the economic slowdown, and against the background of
the recent improvement in the fiscal position, the Czech Republic adopted a sizeable (1% of
GDP) stimulus package. This package is in line with the EERP in being timely and well-
targeted to sectors of the economy likely to be most adversely affected, including SMEs. The
economic downturn, in combination with the discretionary fiscal measures, will affect public
finances. Some of the measures taken are of a permanent nature (particularly the reduction in
social security contributions) and may have to be counterbalanced in the event of a prolonged
downturn. Moreover, there are risks attached to the budgetary projections, in particular in
view of the favourable growth assumptions, the lack of concrete actions to support the
planned expenditure reductions from 2009, and a track record of exceeding expenditure
ceilings set in the medium-term budgetary framework. Due to a rapidly aging population,
concerns remain regarding the long term fiscal sustainability.

° In particular, the data on COFOG for 2011, liquid financia assets and net financial debt with respect to
government debt, which have the effect of making the assessment objectively more difficult, are not
provided.
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In view of the above, and also given the need to ensure sustainable convergence, the Czech
Republic isinvited to:

1) implement the measuresin line with the EERP as planned.

ii) reverse the adverse budgetary impact of the fiscal stimulus once the economy recovers and
back-up the budgetary strategy with specific measures for reducing expenditure in 2010-2011.

iii) continue with the necessary pension and health care reforms, given the projected increase
in age-related expenditures, in order to improve the long-term sustainability of public
finances.
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Comparison of key macroeconomic and budgetary projections

2007 | 2008 | 2009 | 2010 | 2011
el GDP CP Nov 2008 6.6 4.4 3.7 4.4 5.2
(% change) COM Jan2009 | 6.0 4.2 17 23 na
CP Nov 2007 5.9 5.0 5.1 5.3 na.
- CP Nov 2008 3.0 6.4 29 3.0 25
(1;(‘)) ation COM Jan2009 | 3.0 6.3 26 23 na
CP Nov 2007 24 3.9 23 2.1 na.
oot ceg? CP Nov 2008 2.7 1.9 0.4 0.4 0.2
utput gap )
(9% of potential GDP) | COM Jan 2009 3.7 34 0.7 11 na
CP Nov 2007 1.8 1.4 0.7 0.5 n.a.
Net lending/borrowing | CP Nov 2008 | -0.8 1.0 05 0.4 1.2
vis-avistherest of the COM Jan 2009 0.8 03 08 11 na
world ' ' ’ ' '
(% of GDP) CP Nov 2007 24 -1.6 -04 15 n.a
General government | CPNov2008 | 417 | 410 | 406 | 396 | 390
revenue COM Jan2009 | 416 | 407 | 407 | 411 na
(% of GDP) CPNov2007 | 398 | 395 | 381 | 371 na.
General govenment | CPNov2008 | 426 | 422 | 422 | 411 | 402
expenditure COM Jan 2009 42.6 42.0 43.2 43.4 n.a
(% of GDP) CP Nov 2007 433 24 | 407 39.4 na.
Genera' government CP NOV 2008 '10 '12 '16 '15 '12
balance COM Jan2009 | -1.0 1.2 25 23 na
(% of GDP) CP Nov 2007 34 29 26 23 na.
o N CP Nov 2008 0.2 0.0 0.3 04 0.1
Imary ance ) _
(% of GDP) COM Jan2009 | 0.2 0.0 13 11 na
CP Nov 2007 23 17 1.3 11 na.
Cyclically-adjusted CP Nov 2008 -2.0 -2.0 -1.7 -14 -11
balance’ COM Jan2009 | -2.3 24 28 1.9 na
(% of GDP) CPNov2007 | -41 34 28 25 na
CPNov2008 | -1.7 19 17 13 11
Structural balance®
(% of GDP) COM Jan2009 | -21 24 28 1.9 na
CP Nov 2007 41 34 28 25 na.
c t bt CPNov2008 | 289 | 288 | 279 | 268 | 255
overnment gross
(% of GDP) COM Jan2009 | 289 | 279 | 204 | 306 na
CPNov2007 | 304 | 303 | 302 | 300 na.
Notes:

! Output gaps and cyclically-adjusted balances according to the programmes as recalcul ated
by Commission services on the basis of the information in the programmes.

% Based on estimated potential growth of 4.5%, 4.5%, 4.4% and 4.2% respectively in the
period 2007-2010.

3 Cyclically-adjusted balance excluding one-off and other temporary measures. One-off and
other temporary measures are 0.1% of GDP in 2008 according to the most recent programme,
which but it was alocated to the normal spending categories on the basis that the components
are recurring elements of government expenditure and of a small scale in the Commission
services January interim forecast.

Source:

Convergence programme (CP); Commission services January 2009 interim forecasts
(COM); Commission services' calculations.
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