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I. OVERVIEW

L In the context of the 1999 Article IV consultation discussions, the mission explored in
some depth issues relating to the enterprise sector and corporate governance, financial sector
performance and restructuring, and medium-term fiscal prospects in the Czech Republic.
These issues all play a prominent role at the current conjuncture of the Czech transition
process, and the Fund staff’s analysis and assessment was summarized in the staff report. The
background work is presented in greater detail in this paper—admittedly, it remains rather
tentative given the complexity of the issues, and further analysis is required in all areas.

2. Chapter II discusses issues relating to the enterprise sector and corporate governance.
This includes an overview and assessment of enterprise performance along with a discussion
of the concept of corporate governance and its application in the Czech Republic, including
how corporate governance practices compare in an international context. The chapter finds
that the enterprise sector has performed relatively poorly in recent years compared to that of
other advanced transition economies, and it attributes this in large part to weak corporate
governance. In particular, the weak corporate governance has been the result of the
ownership structure arising from the voucher privatization program, with strategic investors
established in only about one-third of the enterprises, incentive problems surrounding the
investment privatization funds, and the ownership of these funds by the major commercial
banks. Further, these problems have been exacerbated by an inadequate bankruptcy process
preventing the required exit of unviable enterprises. While the regulatory framework has
been strengthened considerably over the last couple of years, there remains an urgent need to
strengthen enforcement of existing laws and regulations, including not least the regulatory
and judicial process starting with the bankruptcy framework.

3. Chapter III discusses issues related to financial sector performance and restructuring.
The chapter takes stock of banking sector developments and performance and reviews
financial policy and supervisory challenges, including the definition of policies for bank
privatization and the appropriate prudential framework. The study finds that there are notable
weaknesses in the areas of capital, asset quality, and profitability in the major banks. These
problems can be traced to the structures established during the pre-transition period and early
transition phase with inadequate or poor privatization of the large banks and many
enterprises. The recent weak financial performance of the state-controlled banks reflects the
need to provision for or write-off the large stock of non-performing loans, but also a high
cost structure and increasing competition from more efficient banks for prime customers.
Also, the external environment has deteriorated with the ongoing recession. The structural
weaknesses in the bank and enterprise sectors have contributed importantly to the recent
dramatic slow down in credit growth and have dampened the effectiveness of the credit
channel of monetary policy transmission. Significant progress has been made over the last
year in bank privatization with the sale of two of the state-controlled banks, but privatization
of the remaining two—which are the largest of the banks—is complicated by their very poor
loan portfolio. The optimal strategy needs to consider not only the fiscal cost, but also the
cost of time and need to avoid a further deterioration of the banks and the financial



intermediation process. Also, the regulatory and supervisory framework for banks has been
strengthened markedly over the last year, but further changes are needed to fully comply with
EU directives and to strengthen some aspects of banking supervision, notably relating to
market risk and consolidated supervision. Further, accounting standards should be enhanced
and capital market oversight improved.

4, Chapter IV provides medium-term fiscal projections and discusses their policy
implications. The fiscal situation has been deteriorating in recent years, and while part of this
is due to the downturn in the economy such that automatic fiscal stabilizers should be
allowed to operate, the structural problems in the budget and new spending pressures raise
concern about the medium-term outlook for the public finances. Even under possibly
optimistic macroeconomic assumptions, projections based on current programs and policies

_ suggest that the fiscal position would develop in a manner inconsistent with maintaining
macroeconomic stability and EU accession requirements. Also, there are numerous additional
fiscal challenges arising over the medium term, including EU accession related spending on
the environment, infrastructure, etc., realization of the large stock of contingent liabilities,
potential bank and enterprise restructuring costs, and further down the road the social
security system as the population ages. Further, there are risks related not only to the
macroeconomic environment, but also potential difficulties in containing discretionary
expenditure programs. These additional pressures and risks could render fiscal developments
unsustainable. While EU accession would also be associated with fiscal benefits in the form
of transfers from the union—and hardly on its own undermine the fiscal situation—fiscal
adjustment will inevitably be required, and a medium-term program to consolidate the public
finances should be developed as soon as possible. The chapter presents a fiscal reform
scenario consistent with the staff’s medium-term, structural reform based macroeconomic
framework, based on both revenue and expenditure measures and reform. The suggested
measures include increasing indirect taxes consistent with EU harmonization and curtailing
enterprise subsidies as well as social transfers through reform of mandatory programs.



II. THE ENTERPRISE SECTOR AND CORPORATE GOVERNANCE IN THE
CzECH REPUBLIC!

A. Introduction

5 At the beginning of the transition process, the Czech Republic (then Czech and
Slovak Federation) had one the largest state sectors of all central and eastern European
countries, accounting for more than 95 percent of GDP (including the cooperative sector).
Privatization was pursued in a variety of ways: restitution to previous owners; free transfer of
property to municipalities; direct sale; and privatization by voucher. By the end of 1997,
following rapid privatization of medium and large enterprise assets (of which about half
throul%h voucher privatization), roughly 78 percent of GDP was being produced in the private
secto

6. The speed of privatization, and the diversity of the methods used, attracted attention
to the privatization process in the Czech Republic. Especially the mass privatization by
voucher was the subject of intense debate and much early admiration (Box 1). At the same
time, increasing criticism was voiced both within and outside the Czech Republic that the
loose regulation in the aftermath of the privatization process provided an inadequate
framework for development of the corporate sector. In particular, shortcomings in corporate
governance practices became increasingly evident in the 1990s, leading the Czech authorities
to introduce several rounds of regulatory reform in recent years. This paper is structured as
follows. Section B provides a brief overview of the enterprise sector in the Czech Republic,
including the voucher privatization process and the state of the sector by the end of 1998;
Section C introduces the topic of corporate governance and its relevance in the case of the
Czech Republic; Section D provides an assessment of corporate governance practices in the
Czech Republic in an international context; and Section E concludes.

B. Performance of the Enterprise Sector in the Czech Republic

7. Before transition, the enterprise sector in the Czech Republic was characterized by
some large, internationally active corporations (often diversified industrial conglomerates)
and a large number of small and medium-sized enterprises. Similar to other transition
economies, the transformation into a market economy forced restructuring on many
enterprises. Initially, enterprise performance (judged by various profitability measures,
admittedly not always strictly comparable) would appear to have been above average in the
Czech Republic, compared for example to Poland and Hungary, and unemployment
remained far lower than in the other transition economies.

! Prepared by Roger Nord, Regional Resident Representative.

2 Czech Statistical Office—Statistical Yearbook 1998.



Box 1. The Voucher Privatization Scheme'

There have been two waves of mass privatization in the Czech Republic: 1991-93 and 1994.
In preparation, the book value of equity was determined and the number of shares for sale in
each individual enterprise was set such that (at least on paper) all shares were of equal value.
It was also decided what equity share would remain with the National Property Fund either
temporarily or permanently, and 3 percent of the shares were set aside to guard against future
restitution claims. If a direct investor had been identified (domestic or foreign), then those
shares would also not be offered for sale. Very little restructuring took place before
privatization.

Under the voucher scheme, all citizens 18 years or older could buy, for a nominal fee, a
package of vouchers worth 1000 points. With these points, they could bid for shares on offer
or, before bidding started, they could sell their points to investment funds, which could use
them to bid. In five sequential rounds of bidding, prices were adjusted until the market
cleared. The shares thus obtained then became tradable on the stock exchange.?

Many individuals offered the bulk of their points to investment funds, which ended up with
72 percent of the shares in the first wave and 64 percent in the second wave. Although there
were a very large number of funds, a single sponsor could own several funds: after the first
wave, the ten largest founders accounted for roughly two thirds of shares allocated.® The
investment funds were dominated by banks: bank-sponsored funds accounted for about

67 percent of all points acquired by funds. At the same time, there were restrictions on the
ownership of individual enterprises: investment funds could not invest more than 10 percent
of their assets in a single company and could not hold more than 20 percent of the equity of a
company.

All funds created in the first wave were established as joint-stock companies and were
closed-end funds, so that investors wanting to exit had to sell their shares in the secondary
market. In the second wave, there were also some open-end funds (i.e., with an obligation on
the part of the investment fund to redeem shares at net asset value).

'For a detailed exposition, see Shafik (1995); a useful summary description (on which this
box draws heavily) is included in Claessens (1997).

“This resulted in an extremely large number of publicly traded companies, many more than
typically found in market economies.

*See Kotrba, Kocenda, and Hanousek (1998).




8. However, in 199697, as restructuring progressed further in neighboring countries,
Czech enterprises began to compare unfavorably as profits weakened and losses mounted. 3
One of the key reasons would appear to have been the survival of many large industrial
enterprises—nominally in private hands after the rapid privatization of the early 1990s, but
de facto still under state tutelage—whose competitive position weakened sharply as a result
of excessive wage increases and a real appreciation of the exchange rate.* :

9. There appeared to be some improvement in 1998, with profits in the overall enterprise
sector (large enterprises with more than 100 employees) increasing substantially both on an
operational basis and before taxes and the return on equity reaching 5 percent (Table II-1).
The performance in industry was, however, not as favorable, with profits broadly unchanged
in real terms but the return on equity still appearing rather high. Further, while the number of
loss-making firms declined, total losses increased. Also, about 60 percent of industrial
enterprises generated a return which was smaller than the risk-free rate of interest.

10.  Although information on debt is not available from enterprise sector data, banking
sector data shows that enterprises’ net indebtedness increased markedly, mamly as a result of
deposit withdrawals, while there has been little change in the level of credit.’ The amount of
overdue loans stabilized at about 8 percent of GDP consistent with enterprise sector data on
gross arrears.

11.  For some of the large enterprises, the situation appears to have deteriorated further.
Data obtained from a privately-maintained database on those enterprises that would qualify
for “revitalization” under the recently approved Industrial Revitalization Program® indicates
that their financial leverage has been rising—mainly in the form of increasing long-term
bank debt—while profits have stagnated in nominal terms, and equity and balance sheets
have contracted. In addition, it is likely that many of these enterprises have not been
servicing their debts to the banks, and their financial statements may not adequately reflect
accrued losses. Consistent with this, their liquidity situation has been gradually deteriorating,
evidenced by declining liquidity ratios and the continued run-down of bank deposits.

3 The World Bank (1999a) study also finds that the performance of the enterprise sector in
the Czech Republic, while superior in the early phases of transition, compares unfavorably
with other countries in the region, especially Hungary, since 1996.

*State involvement was either through indirect ownership (state-owned banks owned
investment funds which in turn owned enterprises) or through lending via state-owned banks.

>Somewhat contrary to expectations, there would appear to have been some shift in the
maturity structure of credits from short- and medium-term to long-term.

SFor a full description of the revitalization program, see Box 3 of the staff report.



12. A serious barrier to more rapid restructuring, in addition to the lack of incentives
stemming from continued indirect state ownership and/or control, has been the inadequate
legal and regulatory framework for bankruptcy (Box 2). Laws strongly protective of the
debtor’s position, and weak and inconsistent enforcement of even those laws that do exist,
have resulted in a very unsatisfactory framework for restructuring through bankruptcy, which
had proved successful elsewhere in Central Europe.” This has led to a lack of exit from the
market, that is, inertia in the normal ongoing process of corporate renewal. These problems
of “external” governance resulting from the lack of an efficient legal and regulatory
framework are likely to be as important as issues of “internal” corporate governance
discussed in the following sections.

C. Corporate Governance and Practices in the Czech Republic
The Concept of Corporate Governance

13.  Corporate governance is concerned with the framework for monitoring and
accountability of public corporations. In privately-held firms, ownership and control are in
the same hands. In public corporations, however, shareholders, when parting with their
funds, cede control to the management of the firm. The separation of ownership and control
has been a cornerstone of capitalism. But it does bring with it a host of problems on how best
to structure incentives such that managers maximize the value of the firm, that is, of
shareholders, rather than their own.

14, The dominant academic view regards corporate governance as an agency problem.®
The entrepreneur raises finance from investors. The investors need the entrepreneur or
manager for his specific human capital skills to generate a return on their investment, while
the entrepreneur needs the financial capital. The contractual view of the firm sees the
relationship between the two parties as a contract that specifies their mutual obligations,
balancing the managerial discretion necessary for the efficient operation of the firm and the
control rights resting with investors.

"For example in Hungary (Bonin and Schaffer 1994).

$The contractual view of the firm dates back at least to Coase (1937) and has seen many
extensions, including prominently Fama and Jensen (1983). For a useful overview of the
literature on corporate governance, see Shleifer and Vishny (1996).



Box 2. The Bankruptcy Framework in the Czech Republic

The Czech Bankruptcy Act was initially enacted in 1992 and amended ten times since then. Since
1992, there has been a steady increase in the number of filings, reaching over 4000 in 1998,
However, bankruptcy procedures are very slow and more than half of the cases are still pending.
As a result, many view bankruptcy as a last resort aimed at liquidation rather than as a process of
financial and corporate restructuring. There have been few if any bankruptcies against large
enterprises.

The bankruptcy process is initiated by the filing of a petition with the court. However, the court
has substantial discretion in issuing a bankruptcy order and it is not unusual for there to be a delay
of up to one year before the court accepts the petition. In principle, the petition can be for
liquidation or settlement (called “composition”). However, mainly because of the long delays
mvolved (and the difficulty in obtaining injunctions or restraining orders that would ensure that
there would be some remaining assets) there have in fact been no cases of court-supervised
settlement since 1992. In addition, while in the absence of any cases this has not been tested,
some observors point to potential weaknesses in the law governing composition, such as the
requirement 1tha'c the debtor satisfy the court that a minimum proportion of liabilities will be able
to be repaid.

By all accounts, the most important bottleneck has been the weakness of the Czech court system.
An emphasis on form over substance often compounds the already long delays and the absence of
case law makes the outcome of any court procedure extremely uncertain. Moreover, there is a
wide-spread lack of expertise in financial matters that has stymied a rapid and efficient
bankruptcy process. In particular, the court-appointed administrators—while not civil servants,
but typically private sector lawyers—often lack both experience and, more importantly, the
incentive to ensure an efficient bankruptcy process as their remuneration is determined
principally by the duration of their involvement rather than the size of the recovery. Unlike in
some other countries, the creditors have no say in the appointment of the administrator.

Ideally, the bankruptcy framework would encourage a substantial number of out-of-court
settlements in the shadow of bankruptcy, quite common in some countries. This option exists and
has been used in the Czech Republic—on a purely contractual basis. To encourage more recourse
to out-of-court settlements, two factors are of critical importance. First, there should be no legal
or tax barriers to seeking an out-of-court work-out. Current Czech tax law, for example, treats a
debt write-down as a taxable receipt by the debtor. Second, most importantly, the threat of
bankruptcy as an alternative should be credible and enforceable. This will require a strengthening
of the legal framework for bankruptcy and steps to improve the functioning of the court system.
Following examples in other countries, the creation of specialist bankruptcy courts may be an
attractive option.

'Czech Republic—Capital Markets Review, A World Bank Country Study, May 1999.
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15. Corporate governance systems vary greatly across countries, reflecting the historical
evolution of the corporate and financial sectors.” Successful corporate governance typically
rests, to varying degrees, on two pillars: legal protection of investors (dominant in the United
States and the United Kingdom), and/or reliance on large investors, especially banks (for
example, Germany and Japan). But while investor protection laws might be weaker in
countries where corporate ownership is dominated by powerful large shareholders, there is
still a need for a well-functioning legal system to enforce basic rights, such as voting rights
and the power to pull collateral, to exercise their power over the management.'® Reflecting
the growing perception that efficient corporate governance mechanisms are important for
sound investment decisions, there have been various national and international efforts to
draw up codes of conduct in the area of corporate governance (Box 3)."!

Corporate Governance in the Czech Republic
The impact of voucher privatization

16.  The two waves of voucher privatization resulted in the creation of some 1700 joint
stock companies with tradable securities. There were concerns about the widely dispersed
ownership, although the sale of citizens' points to the investment funds and subsequent
secondary trading led to some concentration of ownership. By 1997 it had reached levels that
were roughly comparable to those prevailing in Western Europe and higher than those
prevailing in the UK. and the U.S."? However, strategic investors were the largest owner in

only just over one third of a representative sample of enterprises reviewed by the World
Bank. )

®The nexus of legal systems and economic development is a growth area (see, for example,
La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998), which relates ownership
concentration to the protection of investors’ rights). But while the development of debt and
equity markets does depend on a supportive legal framework, including the protection of
investors’ rights, evidence that such markets are required for successful economic growth,
while mounting, remains tentative.

10A recent contribution to corporate governance literature argues that in transition economies,
in particular, external governance through the consistent enforcement of the legal and
regulatory environment is crucial (Berglof and Von Thadden 1999).

" At the national level, a well-known early example is the Cadbury Report (1992) in the
United Kingdom; a recent example of establishing international standards is the OECD
Principles of Corporate Governance (1999). These and other such guidelines are available
on the web page of the European Corporate Governance Network
http://www.ecgn.ulb.ac.be).

“World Bank (1999a), Chapter IV.
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Box 3. The OECD Principles of Corporate Governance'

In May 1999, the OECD completed its work to develop—in conjunction with national
governments relevant international organizations (including the Fund and the World Bank),
and the private sector—a set of corporate governance standards and guidelines. In doing so, it
recognized that one element in improving economic efficiency is corporate governance,
which involves a set of relationships between a company’s management, its board, its _
shareholders, and other stakeholders. The OECD stressed that it would not be useful to seek
to establish a single global standard of corporate governance. Rather, the Principles embody
common elements of good practice, are non-binding, and aim to serve as a reference point for
policy makers and market participants alike.

The principles cover five areas:

The protection of shareholders rights: This includes the right to secure methods of
ownership registration and transfer; the right to obtain information on corporate
developments and major decisions; the right to participate and vote in general shareholder
meetings, including in absentia; the right to elect members of the board; the right to a share in
the residual profits; and the right to a transparent framework of corporate financial control
that clearly articulates investors’ rights and recourse.

The equitable treatment of shareholders: All shareholders, including minority and foreign
shareholders, should receive equitable treatment and have the opportunity to obtain effective
redress for violation of their rights. Self-dealing and insider trading should be prohibited, and
officers of the corporation should be required to disclose their material interests in
transactions or matters affecting the corporation.

The role of stakeholders: The corporate governance framework should recognize the rights
of stakeholders as established by law and encourage active cooperation between corporations
and stakeholders in creating wealth, jobs, and the sustainability of financially sound
enterprises. i

Disclosure and transparency: The corporate governance framework should ensure that
timely and accurate information is disclosed on all material matters regarding the financial
situation, performance, ownership, and governance of the company. Information should be
prepared, audited and disclosed in accordance with high-quality standards of disclosure and
audit, and an annual independent external audit should be required.

The role of the board: The corporate governance framework should ensure strategic
guidance and effective monitoring of the company by the board, and the board’s
accountability to the company and the shareholders.

'For the full text, including annotations, see http://www.oecd.org/daf/governance/principles.htm.
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Investment funds (bank-sponsored and nonbank funds togetﬁer) were the largest owner in
over half of the sampled cases.

17.  There were several reasons why ownership structure resulting from voucher
privatization led to severe governance problems. First, the incentive for active control by
investment funds was at least muted by their limitation to holding a maximum of 20 percent -
of the equity in a company. Second, more importantly, the closed-end nature of the funds
discouraged responsive behavior by fund managers who did not need to fear a deterioration
in the net asset value of the fund since they had no obligation to redeem shares."* Moreover,
the structure of the remuneration of investment fund managers did not promote active asset
management, as it was typically only loosely related to performance. Finally, the important
role of commercial banks, which owned many large investment funds, was problematic:
state-owned banks remained both major shareholders and principal creditors in nominally
privatized enterprises.

18.  In sum, the legal and regulatory framework for monitoring and oversight over
corporations was weak (and enforcement even weaker), resulting in wide-spread abuses by
unconstrained management. This included infamous “tunneling” operations, in which
managers engaged in asset stripping by milking cash out of the enterprise by engaging in
fictitious or overpriced contracts with suppliers, often companies owned by the managers
themselves. These practices were certainly unethical and in some cases also illegal. In this
light, it is not surprising that recent comparative analyses have come to the conclusion that
there is marked relationship between ownership structure and enterprise performance in the
Czech Republic: firms with concentrated ownership and in which ownership is concentrated
outside the investment funds seem to perform better than firms with either diffuse ownership
or firms in which the owners are investment funds.**

The strengthening of the regulatory framework in 1996-98

19.  The first steps were taken in 1996 to improve corporate governance. An amendment
of the Commercial Code improved minority shareholders’ rights by: (i) mandating a large
shareholder to offer to buy out minority shareholders every time its holdings exceed 50, 66,
and 75 percent of the equity; (ii) introducing a number of rules governing general shareholder
meetings, including requiring a 75 percent majority for key decisions; and (iii) requiring the
disclosure of purchases of shares (by a single investor or by investors acting in concert)
exceeding 10 percent of the enterprise’s equity. This was accompanied by an amendment of
the Investment Fund Act that, inter alia, improved disclosure rules.

In open-ended funds, investors have the right to sell back their shares at any time at the
prevailing net asset value, while in closed-end funds, such sales can only take place if
mutually agreed.

“Weiss and Nikitin (1997).
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20.  Capital market regulation was further strengthened in 1998 with the amendment of
the Banking Act, which aims at reducing conflicts of interest by curtailing banks’ ability to
take control and play an active role in non-financial enterprises. In 1998, the supervision of
capital markets was vested in a newly-created Securities Commission (SC). While lacking
the ability to issue decrees itself (it must do so through the Ministry of Finance), the SC was
given substantive enforcement powers. Moreover, further amendments to the Investment
Fund Act included the mandatory opening of closed-end funds and a reduction (from 20 to
11 percent) in the maximum holding limit, with the objective of inducing funds to sell and
create more consolidated corporate ownership.

21.  Inarecent review of the Czech capital market, the World Bank found much progress
since 1996, but still room for further improvement. The next section will review the current
regulatory framework for corporate governance against the background of the recently-
adopted OECD Principles.

D. An Assessment of Corporate Governance Practices in the Czech Republic Today
Overview

22.  The framework for corporate governance in the Czech Republic has undoubtedly
been strengthened in recent years. Especially the framework for internal governance,
including rules for corporate disclosure and the protection of minority shareholders has
improved. This is in line with the OECD’s Principles, as documented in the self-assessment
by the SEC below.

23.  However, as noted in the World Bank’s Capital Markets Review, there remains a need
to urgent need to strengthen the enforcement of existing laws and regulations. Without an
improvement in the judicial and regulatory process, that is, in external governance, further
refinement in the laws and regulations themselves are likely to be of little avail.

Self-assessment'®

24.  In order to assess the Czech Republic’s framework for corporate governance, the
Securities Commission conducted a self-assessment of Czech practices against the
background of the OECD’s Principles under the five headings of the OECD: shareholder
protection; the equitable treatment of shareholders; the role of stakeholders; disclosure and
transparency; and the role of the board.

This section is based on a self-assessment provided by the Czech Securities and Exchange
Commission.
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Shareholder protection

25. Shareholder protection is embodied in the provisions of the Commercial Code
(1996). However, enforcement of the existing laws has been weak; in particular, delays in
judicial proceedings are long. The creation of the Czech Securities Commission (SC) in 1998
has helped, as it was empowered to enforce existing regulations and draft new regulations in -
the areas of: calculation of voting rights shares, rules governing acting in concert, rules
governing mandatory public offerings; rules governing minimum price calculations; and
rules governing disclosure.

26.  Shareholders participate in decisions concerning fundamental corporate changes,
which are taken by General Shareholder meetings. Shareholders can place items for
discussion on the agenda. However, the amount of information provided to shareholders
ahead of the meetings varies between companies and shareholders can only vote in person,
not by proxy.

The equitable treatment of shareholders

217. Within any class, all shareholders have the same voting rights. Holdings of

10 percent or above of publicly tradable shares are regularly disclosed by the Securities
Center and changes in voting rights are subject to shareholder vote. Self-dealing and insider
trading is prohibited (although difficult to detect). Members of the Board and managers are
not required to disclose their material interests in transactions or matters affecting the
corporation.

The role of stakeholders

28.  The rights of stakeholders are ensured on a contractual basis.

Disclosure and transparency

29. All issuers of publicly tradable securities are obliged to disclose: (i) an audited
annual report; (ii) a semi-annual financial report; and (iii) all material changes continuously.
However, compliance with these obligations is weak, especially among small companies.

30.  Disclosure requirements include the financial and operating results of the company;
company objectives; major share ownership and voting rights (above 10 percent),
membership of the board and key executives, and their remuneration; and material
foreseeable risk factors that could have an impact on the share price. Material issues
regarding employees and other stakeholders, as well as governance structures and policies,
do not necessarily need to be disclosed.

31.  Accounting standards for the preparation of company accounts are determined by
the Czech Accounting Act (1991, amended 1994 and 1997). There are currently some
differences between Czech accounting standards and International Accounting Standards
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(IAS). A further amendment currently underway would address most of the differences, so
that in substance the Czech standards would be well within the EU margin of difference from
the IAS. The Ministry of Finance is responsible for the enforcement of accounting
standards and can impose penalties for noncompliance. For the reglstratlon of securities, full
IAS compliant accounts are required by the SC.

32.  Auditing standards are set by the Czech Chamber of Auditors, in accordance with
the applicable law. The Chamber’'s policy is to follow IAPC rules as closely as possible; the
Big 5 accounting firms are very active in the Czech Republic. The system is essentially self-

regulatory.
The role of the Board

33.  The role of the Board is governed by the relevant provisions of the Commercial Code,
which include a general requirement to act with due diligence and care.

E. Conclusions

34.  The Czech Republic started with a larger state sector than other central European
transition economies and the voucher privatization scheme was successful in rapidly
privatizing a broad section of the corporate sector. However, in stark contrast with other
countries in the region, it was less successful in bringing about a fundamental restructuring of
the corporate sector, and enterprise performance and profitability in recent years suffered
correspondingly.

35.  There are several reasons for this poor performance, including an inadequate legal
and regulatory framework to ensure efficient exit through a functioning bankruptcy process.
Moreover, weak enforcement, that is, failures in the judicial and regulatory process, has also
hampered the development of a more efficient corporate sector.

36.  However, an important factor has also been the absence of a proper incentive
structure for sound corporate decision making. The separation of ownership and control as a
result of voucher privatization should in itself not have been an impediment, judging by the
experience of other countries. But the owners of the newly-privatized enterprises, often
investment funds (and hence, indirectly, state-owned banks) did not exercise proper
monitoring and control over the management of the enterprises, which in many cases
remained unchanged. Rules governing the treatment of minority shareholders and the
framework for corporate disclosure and transparency were woefully inadequate and allowed
for inappropriate, in some cases illegal, activities by corporate management. Moreover, the

"It was recognized that some IAS “soft” rules, such as substance over form, did not mesh
well with the Czech tradition of legal positivism—which itself was, however, undergoing
long-overdue change.
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absence of an efficient bankruptcy framework, characterized by rules tending to favor the
debtor and a weak judicial process, weakened the scope for exercising discipline by creditors
dramatically.

37.  Inrecent years, the Czech authorities have taken several important steps to improve
the regulatory framework. The revisions of the Commercial Code in 1996 and 1998 have
introduced many of the rules common in other market economies. The creation of an
independent Securities Commission in 1998 was a positive step. A comparison of the Czech
Republic's corporate governance practices with the recently-approved OECD Principles
confirms that in most areas Czech rules and regulations are now in line with international
practice, albeit with some deviations regarding minority shareholder protection. However, a
recent World Bank Report points to remaining shortcomings, particularly in enforcing

~ compliance with existing rules.

38.  Comprehensive further amendments of the Commercial Code and Securities Act are
under preparation, with the aim of becoming effective on January 1, 2000. They draw heavily
on both the World Bank report and the OECD Principles, and the objective is to bring the
Czech legal and regulatory framework fully in line with best international practice, including
the introduction of proxy voting and more comprehensive disclosure requirements.

39.  There remains a need to strengthen the judicial and regulatory process, starting with
the bankruptcy framework. A critical factor is improving the speed and reliability of the
judiciary. This is a medium-term task, involving not only changes in the law but attracting
and training high-quality judges (and, for example, bankruptcy administrators). But it is
likely to be critical in restoring the Czech Republic to a path of high and sustainable
economic growth.
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Table II-1. Czech Republic: Financial Performance of the Enterprise Sector 1997-98

(In millions of korunas)

Enterprise Sector 1/ Change Industry 1/ Change Financially distressed enterprises 2/ Change
1997 1998 in percent 1997 1998 in percent 1997 1998 in percent
Net operational surplus (EBIT) 128,753 153,995 1.20 102,010 109,657 1.07 1,005 973 097
Profit before tax 55,974 73,249 1.31 42,754 47,724 1.12 218 708 3.25
Profit after tax 314 485 1.54
Retum on equity (percent) 3.84 5.03 1.19 5.14 5.75 0.61 5.71 8.54 2.83
Number of profit making enterprises 1,501 1,594 1.06
Profits 74,115 82,694 1.12
Number of loss making enterprises 901 813 0.90
Losses -31,907 -34,461 1.08
Gross arrears 140,365 141,403 1.01 85,956 84,242 0.98
Net arrears 46,929 49,161 1.05 29,356 29,771 1.01
Net arrears as a share of equity (percent) 3.22 3.38 0.16 3.53 3.59 0.06
Long-term liabilities 716 721 1.01
Short-term liabilities 1,847 1,540 0.83
Long-term bank loans 1,049 1,958 1.87
Short-term bank loans 843 848 1.01

Sources: Czech Statistical Office; Ministry of Industry and Trade; and Aspekt commercial database.

1/ Large enterprises (>100 employees).
2/ Enterprises eligible for Revitalization Program (Average).
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IIL. ISSUES IN FINANCIAL SECTOR PERFORMANCE AND RESTRUCTURING'®
A. Overall Financial Sector Structure
Background

40.  Many of the current financial sector problems in the Czech Republic can be traced to
structures established during the pre-transition period and early in the transition phase. Most
important, voucher privatization of banks did not lead to an effective end to state control in
key institutions. Hence, until mid-1998, the four dominant Czech banks remained to a large
extent state-owned and were effectively state-controlled. Their business activities continued
to be geared towards large industrial loans, with credit allocation, at least in part, dictated by
industrial needs. The two largest banks remain burdened with a large share of non-
performing loans, relatively weak management and control systems, and a product mix that
does not fully cater to the needs of the private sector. Meanwhile, the newly established
private banks were initially too small to compete and soon, following an early period of lax
supervision, experienced widespread financial difficulties. Foreign banks that opened
branches and subsidiaries mainly catered to foreign and exporting customers. New types of
financial institutions that were introduced—for example mutual funds, leasing companies,
and housing banks—did expand the scope of financial sector participants, but remained small
in comparison. The stock market, which has been in existence only since the early 1990’s,
was for some time under-regulated and mainly a market for secondary trading of shares.
Thus, it could not fulfill a significant financing function.

41.  Fundamental changes in the. financial sector appear imminent as efforts are now under
way to complete structural changes neglected during the early transition. In this venture,
bank privatization takes center stage but other issues, such as revisions to the supervisory
framework, are equally important. The present chapter will take stock of banking sector
developments and performance and review financial policy and supervisory challenges,
including the definition of policies for bank privatization and the appropriate prudential
framework.

Structure of the banking sector

42.  After a period of early expansion, the Czech banking sector began consolidating in
the mid-1990s (Table III-1). The overall change in the number of banks conceals opposing
trends. First, there has been a marked rise and subsequent decline in the number of small
domestic institutions. This development paralleled those in other transition economies,
initially spurred by relatively lax rules on bank licensing during early transition, followed by
a significant tightening of the supervisory framework. In the Czech context, some of the
banks not meeting the tighter criteria were closed by the central bank; others merged, or

' Prepared by Akira Ariyoshi and Anne-Marie Gulde.
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exited in an orderly liquidation process. At the same time, the number of foreign banks and
foreign bank branches has continued to steadily increase.

43.  Interms of economic importance—measured by shares of total assets, or in terms of
their role in credit and deposit markets—the banking industry continues to be dominated by
the large state-controlled banks (Table III-2). Nevertheless, concentration has been declining:
and especially foreign banks have developed into a significant pillar of the system

(Table III-3). By now, foreign banks and foreign bank branches account for about a quarter
of total assets of the banking system. While growing somewhat slower, their share in deposits
is also significant, attesting to their desire to increasingly become active in the retail market.

Economic importance and performance

44.  The banking sector has increased its already significant size over the past years. Total
assets of the sector in 1998 amounted to almost 200 percent of GDP, similar to the figures for
Germany (176 percent), Hungary (175 percent), Spain (185 percent), and France

(179 percent). In contrast, the banking sectors of other transition economies are considerably
smaller—for example, Slovenia (76 percent) or Poland (49 percent). For the Czech Republic
this difference is due to a high level of financial intermediation at the outset of the transition
process, relative monetary stability since then, and the absence of significant alternative
financial institutions.

45.  Notwithstanding balance-sheet growth and the key role of the banks in the financial
sector, there are notable weaknesses in the Czech banking sector in the areas of
capitalization, asset quality, and profitability (Table III-3).

46.  According to the regulations currently in place, the banking system is adequately
capitalized with capital ratios exceeding the required 8 percent. Aggregate capitalization
increased from 9'2 percent in 1997 to nearly 12 percent in 1998. These levels should,
however, be interpreted cautiously. While above prudential limits, it is generally argued that
capital ratios in emerging markets—due to higher risks and less liquid markets—should
exceed the 8 percent level established by the Basle standards. Against this background, and
given that the capitalization in neighboring Poland (15.5 percent in 1998) and Hungary
(18.3 percent in 1997) is higher, capital levels in the Czech Republic should not be regarded
as comfortable. Also, the recent increase in capitalization was mainly in Tier 2 capital, with
core capital remaining broadly constant. Further, banks have currently set aside provisions
for only about 50 percent of loans classified substandard and below, which could turn out to
be insufficient if many of the weak borrowers go into liquidation or require substantial
reduction of debt in the course of restructuring. In addition, there are concerns that the
deductibility of collateral from provisions and the lack of provisioning requirements for
market risk mean that current reported capital levels are overstated. The recent revision of the
provisioning regulations, which will be phased in over a three-year period, will require a
significant buildup of new provisions or a write-down of assets, which would impact the
capital base.
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47.  Regarding asset quality, classified credits has remained high in the Czech Republic
over the past years. By end-1998, about one-third of all loans were classified as watch,
substandard, doubtful, or loss. Even adjusting for the watch category—which includes credits
that are expected to be serviced in full but have higher risks—and excluding Konsolidacni
Banka, the level of problem loans is high, at about 18 percent, and indicative of a significant
burden on the banking system. Whether the continued high level of problem loans pointto a -
fundamental problem in the banks is harder to assess: the largest share among nonperforming
loans fall in the loss category—representing often old, policy based loans—which in the
absence of well-defined workout procedures continue to be carried on the balance sheets. To
the extent that these loans are fully provisioned, they “inflate” a bank’s balance sheet and can
complicate the analysis of underlying movements in bad loans, but are not indicative of
significant economic risks. Two caveats to this argument apply in the case of the Czech
Republic. First, at present, provisions for these loans are “net of collateral”. As a result of the
Czech National Bank’s (CNB) new provisioning rules, additional provisions for these loans
will have to be formed over the next three years. Further, while these loans have declined
significantly from 1995 to 1997, the levels have stabilized since then, despite substantial
write-offs. This is indicative of a new group of loans having moved into the substandard
category.

48.  Looking ahead, developments in asset quality, in addition to macroeconomic factors,
will depend to a large extent on the structures that will result from the ongoing privatization
process. On the assumption that privatization (see also Section C for details) will bring
strategic investors into all of the remaining state-controlled banks, business practices should
improve, which together with tightened prudential rules should, at a minimum, lead to stable
asset qualities. The speed at which the “overhang” of impaired assets can be reduced will,
inter alia, depend on cyclical factors, which ultimately will decide banks’ earnings and their
capability to close the remaining provisioning shortfalls.

49.  Inlight of the portfolio problems and the associated need for provisioning,
profitability of the banking sector has been weak for a number of years. In 1998, the banking
sector recorded losses of CZK 5.6 billion (0.3 percent of GDP)—more than double the losses
in 1997. In both years, losses reflected the need for creating provisions, reserves, and write-
offs. Given the very limited tax deductibility of provisions, after-tax losses were even higher,
amounting to CZK 3.5 billion (0.2 percent of GDP) in 1997 and CZK 8.5 billion (0.5 percent
of GDP) in 1998. Profitability also suffered from relatively high labor costs—costs per

employee have increased by about 40 percent from 1995 to 1998—and the still limited fee
generating services.

50.  Assuggested by the data on banking sector structure, aggregate data on bank
performance is dominated by the outcomes for the four large banks. The weak performance
of these institutions—with all four recording losses in 1997 and three of these recording
losses in 1998 as well—is attributable to a number of factors, predominantly the need to
provision or write off bad loans, but also the high cost structure, and increasing competition



2.

from more efficient banks for prime customers.'” Bank performance also suffered from the
recession in 1997-98. Finally, in 1998 at least one of the large banks recorded significant
losses in connection with unhedged exposure to the Russian government securities market.

51.  Driven by weak performance and the uncertain outlook for privatization, the index of
Czech bank stocks fell sharply from 804 points in 1996 to 505 points in 1997 and to

345 points by end-1998—a 57 percent decline over the two-year period. The fall in stock
prices, which left a number of banks’ shares at below nominal issue values, was significantly
steeper than the fall in the overall stock price index which declined by 27 percent during
1996 to 1998.

Other financial institutions and capital markets

52.  Other financial institutions in the Czech Republic include credit unions, pension
funds, insurance companies, and investment funds, but all are dwarfed by the size and
importance of the banking system.'® Credit unions hold assets of CZK 5 billion (0.3 percent
of GDP)." Private pension funds and life insurance companies in the Czech Republic play a
somewhat larger role than in other transition economies, but their importance still lags way
behind that of such institutions in Western Europe. To date, they both collect relatively small
contributions and premiums (each around 3 percent of the average wage), which shows their
limited role in the collection of long-term savings. Finally, investment funds, which were
originally introduced as part of the voucher privatization, did not take the pivotal role in the
financial and capital markets that had initially been hoped for. From 1994 to March 1998 the

"Net creation of provisions in 1997 amounted to CZK 30 billion and to CZK 12 billion in
1998, while write-offs amounted to CZK 11 billion in 1997 and CZK 30 billion in 1998.
There seems to be little progress in streamlining the financial sector. Employment in the
banking sector stayed virtually unchanged during the period 1995 to 1998 at about 53,000
employees. At the same time, operating costs per employee increased by about 30 percent in
real terms.

'® The banking system includes specialized banks, most importantly the housing banks, but
excludes credit unions.

" Before World War II, the Czech Republic had a long tradition of credit unions but these
institutions were closed in the 1950s. All of the 76 currently operating unions were founded
after a new law on credit unions was passed in 1995. Currently, credit unions are only lightly
supervised and some are in financial difficulties. A major revision of the credit union act,
including provisions to strengthen supervision and make it compatible with minimum capital
requirements under EU regulations, is expected to be presented to Parliament in the near
future.
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number of investment funds declined from 617 to 336, whilewtotal assets declined from about
12 percent of GDP to less than 8 percent of GDP.%°

53.  Concerning financing facilities for the commercial and industrial sector, it is again
banks that are the dominant players. While a stock market exists, its size measured by
capitalization at end-1998 amounted to only CZK 394 billion (22 percent of GDP), of which -
nearly half was accounted for by government-owned stocks. New issues of stock, which in
1996 and 1997 amounted to about 2 percent of GDP, were only in a few cases actually
undertaken to raise fresh capital. The majority of such issues reflected adjustments in stock
structure or new introductions to the market that did not yield additional financing for the
enterprises concerned.

B. Macroeconomic Linkages with Financial Sector Issues

54.  Financial sector weakness has potential repercussions for macroeconomic policy
making. This section discusses two pertinent effects: the implications of banking sector
uncertainties on credit availability, and possible constraints on monetary policy transmission.

The “credit crunch”

55.  In connection with the deepening recession, it has been argued that the Czech
economy suffers from a “credit crunch.” Overall, bank lending behavior is said to be
influenced both by internal efforts to reduce exposure but also by recent changes in the
prudential framework, most notably the regulation that eliminates the possibility to deduct
collateral from provisioning requirements (see Section D on changes in provisioning
requirements).

56.  Analyzing bank assets shows that in fact significant shifts in bank investments have
taken place that are consistent with a “credit crunch” explanation (Table III-4). Most
important, credit to the economy as a share of bank assets has declined from about 45 percent
of assets in 1996 to less than 40 percent at the end of 1998. As an alternative to granting
credits, banks have increasingly turned to inter-bank time deposits and investments in CNB
bills. Between 1996 and 1998, inter-bank time deposits have grown from 15 percent of
banking sector assets to nearly 17 percent of assets while in the same period bank holdings of
CNB bills have increased from 3 percent of banking sector assets to 7 percent of assets. In
addition, banks show an increasing liquidity preference with free reserves with the CNB now

%0 Assets of investment funds are based on a sample constructed by the Securities
Commission, for which end-1998 figures are not available. Amendments to the Investment
Fund Act approved in July 1998 require opening of all existing closed end funds by end-2002
and a reduction in the maximum holding of shares in one company from 20 to 11 percent,
essentially requiring a wider portfolio distribution.
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amounting to almost 8 percent of banks’ assets.”' The shifts to such assets, which have a
lower or zero risk weight, explain to a large extent the increase in bank risk-weighted capital
adequacy ratios.

57.  Based on asset shifts alone, it is difficult to distinguish conclusively between the
effects of tight monetary policy and a genuine “credit crunch,” defined as a reluctance of
banks to lend “at any interest rate.” It is likely that the tight monetary policy stance in the
first half of 1998 and the attendant high interest rates for CNB bills contributed to the decline
in lending. Nevertheless, circumstantial evidence on a credit crunch, especially for those
firms not able to enter into business relations with foreign banks, is confirmed by an analysis
of recent portfolio shifts in banks (Table III-5). This shows that while loans to the private
sector contracted somewhat, loans to small businesses declined sharply in 1998.

58.  Even assuming that the observed decline in lending reflects more than cyclical
factors, there is some ambiguity regarding to what extent the recent change in provisioning
requirements has influenced or solely caused the change in lending behavior. On the one
hand, credit to the economy started contracting already from mid-1997 (Figure III-1) while
the change in provisioning requirements was announced only in July 1998 and will be
implemented only gradually. Yet, the new regulation was publicly debated beforehand and it
might well be that, at the margin, some of the banks’ behavioral changes were a reflection of
the announcement effect. Higher provisioning will, whether it be through voluntary
recognition of asset impairment or tighter regulation, cut into the capital base and thereby put
pressure on banks to reduce the volume of risk assets.

59. Banks themselves confirmed the shift in business behavior implied in the data. While
some new credits are being given, they are mainly concentrated in the extremely competitive
market for prime customers, where lending rates on new loans and interest rate spreads have
been declining. For all other businesses, the need to lower banks’ risk profile in the run-up to
privatization has reduced credit availability. In addition to the alternative investments for
banks mentioned above, banks are also increasingly offering loans to households, which have
a low observed default risk.

Monetary policy implications

60.  Banking sector problems and the associated imminent structural changes—especially
privatization and adaptation to a stricter regulatory environment—appear to have dampened
the effectiveness of the credit transmission channel of monetary policy. In particular, the
CNB’s recent round of interest rate cuts—the CNB’s two-week repo rate has been lowered in
increments from 15 percent in mid-1998 to below 7 percent in May 1999—has not translated
into a revival of growth in credit to the economy. The need to strengthen banks’ balance
sheets and the poor economic outlook for the enterprise sector continues to depress lending

2! Free reserves are remunerated.
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and investment. With the intermediary role of banks impaired, the potency of monetary
policy has been reduced mainly to “second order” effects working through a weaker
exchange rate and lower debt servicing costs on the high share of variable interest credit. At
the same time, however, the risks of easing monetary policy have been reduced as banks are
less likely to lend to poorly governed enterprises which in the past have used credit to finance
large wage increases. '

C. Bank Privatization
Progress in bank privatization

61.  The state sold significant stakes in the four major banks in the mass (coupon)

. privatization process in the early 1990s but chose to not relinquish effective control over
them in the initial stages of transition. The first major shift in this policy was initiated with
respect to Investicni a Postovni Banka (IPB), with the government announcing in the summer
of 1996 its intention to sell the state’s 36 percent stake in the bank in 1997.%> An agreement
was eventually reached in March 1998 with Nomura, a Japanese investment bank, in which
Nomura committed itself to subscribe to a capital increase in addition to the purchase of the
state’s shares, in order to recapitalize IPB and take a controlling stake in the bank. *

62. As the negotiation for the sale of IPB was proceeding, the government in August
1997 announced a policy to sell the state’s stake in the remaining three large banks to
strategic investors. The decision reflected a recognition that the lending and other activities
of state-controlled banks lacked full accountability and were not conducive to promoting
industrial restructuring and improving economic efficiency. Privatization advisors were
appointed for each of the banks in February 1998. Holdings in Ceskoslovensko Obchodni
Banka (CSOB) were the first to be put out for tender—a short-list of four European banks
was prepared in January 1999, and binding bids were submitted by three banks in April, with
the KBC group (Kredietbank) of Belgium being chosen in May as the winner of the bidding.
In March 1999, the government adopted a timetable for the privatization of the other two
banks with completion targeted for end-1999. Following this schedule, an advertisement for
the sale of Ceska Sporitelna (CS) was published in April. Action on Komercni Banka (KB) is
expected to follow in the near future.

22 Apart from the ordinary shares, the state held “golden shares” that allowed it to call a
general shareholders meeting and also to block certain changes to the bank’s statute.

* Subsequently, the IPB general shareholders’ meeting in June 1998 voted on another capital
increase in which Nomura chose not to participate. In addition to its share being diluted by
this capital increase, Nomura also sold a portion of its shares to other shareholders to bring
its share of ownership to below 50 percent.
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TIssues in bank privatization

63.  The sales of banks are not simple exercises in any situation, but the difficulties have
been compounded in the case of the Czech Republic due to the poor quality of the banks’
loan books. An extensive, and possibly very difficult, workout will be required to recover
value from the non-performing loans, and the amounts that can be ultimately recovered, net
of costs, are highly uncertain. The second issue is that the banks have large exposures to
firms that are weak and highly indebted, so that even though the firm may be current in its
debt service obligations, there is a risk that the firm may default on the loans in the near
future. This risk has increased with the economic recession.

64.  The weaknesses in bank balance sheets could likely depress their sale price, and may
require cleaning up of the balance sheets to make the banks attractive enough to strategic
investors. The authorities have approached the issue in a number of ways, with varying
consequences for the character of the transaction and the fiscal costs involved.

65. A first case, though not a privatization but a resolution of a failed bank, was that of
Agrobanka. The bank was put under forced administration by the central bank, and a buyer
was sought for its assets. Eventually, the assets and matching liabilities were sold to a foreign
financial institution (GE Capital), but the new bank took over only the performing loans,
which were bought at a discount to reflect the perceived credit risk. The state (in this case the
CNB) therefore had to accept the non-performing loans as well as a loss on the performing
loans.

66.  The sale of IPB was the opposite extreme, with the bank essentially sold “as-is.” This
case is, however, thought to be somewhat unique, since the acquirer was not considered to be
a strategic investor in the narrow sense of the word. The new owner is believed to have
bought the bank not to acquire a foothold in the Czech banking market, but rather to gain
return on investment from the restructuring and eventual sale of the bank, either in its entirety
or of constituent parts, including the bank’s securities investment portfolio. In an “as-is” sale,
the risks in the portfolio are transferred to the new owner. The government incurs no direct
costs, but must accept a lower price on the shares to reflect the risk of potential losses in the
bank’s balance sheet. Any upside potential from a successful asset recovery will accrue to the
new owners.

67.  Inthe case of CSOB, the largest obstacle to the sale was the exposure that it had
inherited from the pre-1990 period. In particular, exposure originally guaranteed by the
Slovak government and amounting to about two-thirds of CSOB’s Tier 1 capital is not being
serviced, creating a very large uncertainty concerning the ultimate value and viability of the
bank. While the issue is being pursued in the International Center for Settlement of
Investment Disputes, the Czech state has agreed to guarantee this exposure in order to
eliminate the credit risk involved and to make the sale of their share of the bank possible. The
remaining non-performing and classified credits of CSOB were considered to be limited in
size and scope and no major obstacle to sale. Indeed, the winning bid by the KBC valued
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CSOB at 2.3 times the book value, reflecting the purchaser’sm confidence in the strength of the
balance sheet and potential earnings power.

68.  The cases of CS and KB are more complex, as both banks carry a large and diverse
portfolio of low-quality assets, and because the desire to sell the banks to strategic investors
with a long-term commitment to banking operations would mean that an “as-is” sale would -
be more difficult, as well as costly, since such an investor would likely heavily discount the
value of impaired assets. For CS, the government has already taken off loans with a book
value of CZK 10 billion and has tacitly approved a recapitalization of around CZK 6 billion,
‘with KB also receiving a capital injection of CZK 9.5 billion from the government. In both
cases, the amount of recapitalization is close to one-half of shareholder equity at the end of
1998.

69.  Take-out of loans and recapitalization in particular can be fairly simple and
straightforward, and may be done quickly. However, it may not necessarily be favorable in
terms of the cost to the government. A take-out of the loans, unless it is done at prices that
are low enough to reflect the true value of the loans taken out, implies a subsidy to the bank.
For example, in the CS case last year, the government effectively assumed a loss of some
CZK 4 billion in a transaction valued at CZK 10 billion by purchasing the loans at above
their expected recovery value. Moreover, management of assets requires expertise that the
acquiring government agency may not have, and often results in high costs or low recovery.
On the other hand, to the extent that the buyer may demand a large discount on the impaired
assets, the government may gain by taking out the impaired assets simply because it will
retain the upside potential from any subsequent recovery on the assets. Recapitalization
through government subscription to new shares could also result in a transfer of wealth to
non-state shareholders if the shares are bought at pnces that are higher than the value of the
bank, and if the other shareholders do not participate in the recapitalization.?* However,
recapitalization by the government would increase its control over the bank which may
facilitate sale.

70.  Other methods are more complex but may be constructed to minimize the cost to the
government while making the bank attractive to prospective buyers. The Information
Memorandum for the CS sale proposes a “ring-fencing” of problems loans so that the
acquiring bank would not be required to carry the credit risk but would be given the

A difficulty in avoiding such a transfer is that the Czech commercial code does not allow
issue of new shares at below face value. Therefore, if the per share value of a bank is below
the face value, subscription to new shares by the state at face value will result in some gain to
the non-state shareholders who do not participate in the capital increase. Ideally, there should
be a reduction in the number of shares to bring the value of shares in line with the face value
prior to recapitalization, but it may be difficult to enlist enough support to carry such a
motion in the shareholders meeting, particularly as the state is seen to have had a controlling
interest in the bank.
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opportunity to work out the loans under an incentive structure. If the scope of the ring-
fencing and structure of the incentives are appropriate, such a scheme could prove useful.

71.  Uncertainties regarding the outlook for KB and CS, combined with the unavailability
of sufficiently detailed information, make it difficult to explore numerical estimates of the
potential fiscal cost arising from any necessary restructuring measures in connection with the-
privatization of these banks. First, given the uncertainty about the quality of these banks’
loan portfolios—which in turn reflects questions concerning the viability of enterprises and
the economic outlook—private sector analysts present widely varying estimates of the
recapitalization needs, ranging from 0 to 10 percent of GDP. Second, a strategy for
addressing these problems has yet to be decided on by the government—an important step
since it will at least have an impact on the timing at which any fiscal costs arise. In addition,
the strategy itself is likely to affect the outlook for these banks, and therefore may have an
influence on their franchise value at the time of privatization, thus determining the share of
costs that can be recovered in the sale.” Finally, the value of the banks and therefore the cost
of bank restructuring also depends on a range of external factors—including expected
regional growth rates, market saturation, and so forth—that determine their business outlook,
but remain to be analyzed, presumably in the context of specific privatization proposals.

72.  However, in considering the various options, one further element that needs to be
taken into account is the implicit cost of time. If a bank is allowed to drift without clear
managerial direction in anticipation of privatization, the bank’s franchise value may be
eroded and asset quality could deteriorate further. From a macroeconomic perspective, the
“credit crunch” caused in part by the conservative behavior of banks prior to privatization
imposes a cost on the economy. Therefore, in addition to the direct fiscal costs of any
operation, the authorities need to weigh them against the opportunity cost of time. There is
no single “best method,” and the authorities will need to make a case-by-case, informed
judgment on what decision would yield the best results in terms of speed and cost, while
preserving the integrity of the banking system.

D. Regulation and Supervision of the Financial Sector
Banking supervision

73.  The Act on the Czech National Bank assigns bank supervision responsibilities to the
CNB. The law that sets forth bank regulation is the Act on Banks, which defines the basic
requirements and parameters for licensing, regulation and supervision, as well as establishing
a deposit insurance scheme and special procedures for bank liquidation and imposition of
conservatorship. The banking act provides the CNB with the authority to write supervisory

** For example, some countries that have used “purchase and assumption” strategies or
selective sales of parts of the banks’ business have been able to achieve higher returns than
would have resulted from outright sales.
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regulations, and the CNB has published a number of provisions that establish detailed
requirements on various aspects of bank supervision including disclosure, capital adequacy,
and provisioning for loan losses. The CNB’s supervisory arm consists of a staff of 83
persons, who conduct both on-site and off-site examinations.

74.  The regulatory framework for bank supervision has been improved considerably, with
two revisions to the Act on Banks introduced during 1998. The first revision, a relatively
minor one, was implemented in February, and a second, major revision became effective
from September 1998. The first revision related to the creation of a “Chinese wall,”
preventing the use of insider information between commercial and investment banking
activities and segregating banking and commercial activities, while the second revision
corrected many of the shortcomings in the law relating to bank licensing and supervision that
had been identified in the course of a series of failures of small banks during the mid-1990s.
The authorities recognize that some further changes are needed to comply with EU directives
and to further strengthen some aspects of bank supervision, but the framework appears
sufficiently comprehensive for the authorities to be able to adequately supervise banks.

75.  Effective banking supervision not only requires that the regulatory framework is
appropriate, but that it is implemented vigorously. Shortcomings in the regulatory framework
and lax supervision no doubt contributed to the failure of many small banks from 1994-96,
but the CNB showed a willingness to force exit of non-viable institutions during that period
and has also been making efforts to strengthen supervision. In 1998, in addition to the
legislative changes noted above, supervisory regulations concerning disclosure and reporting,
Y2K preparedness, and provisioning for loan losses were established or strengthened. The
new “bank performance report,” now mandatory each year, requires an audited statement of
the risk management system in each bank. The supervisors are operating an early warning
system where significant and sudden changes in financial indicators are flagged and analyzed
for potential problems. The CNB has also recently added a third team of on-site examiners to
strengthen regular on-site examinations.

76. A significant regulatory change that affected the banking sector in 1998 was the
decision announced in July to strengthen provisioning requirement for loan losses. The banks
had been allowed to provision for loan losses after netting out the value of the associated
collateral from their claims. However, the weaknesses of creditor rights in the legal
framework, as well as the limited judicial capacity to handle cases have meant that it is very
difficult to foreclose a property, and the bankruptcy process is typically very slow. As a
result, loss-grade loans that have been non-performing for a number of years remain on the
books, for which banks incur carrying costs. Moreover, the recent recession resulted in a
large downward revision in the value of collateral. Therefore, the CNB decided to disallow

%6 In April 1997, MAE provided technical assistance concerning the revision of the banking
act. The subsequent amendments to the act cover most of the points identified by the MAE
mission.
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the netting out of the value of real estate collateral in calculating the loan loss provisions for
those loans that were overdue by more than 360 days. This measure will be phased in over
three years, beginning end-1998. Banks will be required to increase provisioning faster for
those loans that have been non-performing over a longer period of time, but in any case all
loans overdue for more than 360 days must be fully provisioned by end-2000. The aggregate
impact of this measure is expected to be about CZK 50 billion, or roughly one-half of Tier 1 -
capital and slightly larger than the annual operating profits before provisioning and write-off
of the banking system in recent years. A brief description of the main regulatory and
supervisory rules is provided in the Appendix.

Assessment of the bank supervisory system and areas for further reform

77.  The CNB has conducted a self-assessment of its compliance with the Basle
Committee’s Core Principles for Effective Banking Supervision.”” The CNB feels that it has
not implemented five of the 25 principles, while the remainder are considered to be either
partially or fully implemented. The five that have not been implemented relate to market risk,
country risk, and certain aspects of consolidated supervision. The CNB prudently believes
that the principles have only been partially met in areas such as risk management where the
quality of implementation, rather than the existence of rules, is the key constraining element.
Most other formal criteria are considered to be fully realized.

78.  The CNB continues to address the major shortcomings in prevailing supervisory
arrangements. A new rule requiring banks to set aside capital for market risk was approved in
June 1999 and will become effective early next year. The supervision of market risk is
becoming increasingly important as banks have increased their off-balance sheet derivatives
transactions. One bank incurred large losses in 1998 as a result of derivatives-related
exposure to the market risk of Russian government securities that was not adequately
recognized by the management. The CNB estimates that the size of off-balance sheet
transactions in domestic banks is now about 60 percent of the total balance sheet.?*

79.  In consolidated supervision, the CNB sees a major gap in the supervision of bank
holding companies. While the current rules allow supervisor’s access to information on a

%7 The Core Principles, and whether they are adhered to, can be interpreted in widely
diverging ways, and the Basle Committee is currently working on a detailed methodology
that will allow a more consistent assessment. The CNB is a member of the contact group that
is developing the new methodology, but this methodology was not available at the time of
CNB’s self-assessment. As such, the assessment described here is necessarily subjective in
nature.

2% This figure is in terms of notional principal on a gross basis, and it is small by comparison
with internationally active banks. Most of the activity could be attributed to foreign exchange
and interest rate forwards and swaps.
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bank’s subsidiaries, they do not allow the CNB to access the banks’ parent or sister
companies: that is, they do not allow the CNB to supervise banks on a group-wide basis if the
bank is a subsidiary in a group of firms.” The CNB hopes to have the banking act revised
within the next couple of years to address this issue. Also, the CNB in June 1999 approved
tightened accounting rules requiring banks to fully disclose their holdings in group
companies and any connected subsidiaries.

80.  Inaddition to this, there is room for a further improvement in consolidated
supervision within the current framework. Supervisory regulations, including capital
adequacy and large exposure limits, are not administered on a fully consolidated basis. The
current Czech capital adequacy rules do attempt to offset this shortcoming by requiring the
banks to deduct from capital the equity holdings in a subsidiary for capital adequacy
calculations, and supervisors can obtain the information relating to a subsidiary through the
parent bank. However, the rules would not be able to fully capture on a timely basis the risk
that arises from, say, a bank’s lending to a subsidiary, which then on-lends to risky
customers. Current large exposure rules may also be circumvented in this manner.
Furthermore, the banking act does not allow the supervisor to review the establishments of
individual subsidiaries or significant investments, which weakens the supervisor’s ability to
oversee a bank’s operation on a fully consolidated basis.

81.  The strengthening of consolidated supervision and introduction of market risk
regulations can and should be enhanced by a revision of accounting standards. Current Czech
accounting standards tend to stress form over economic substance. For example, accounts are
unconsolidated; there is very little recognition of valuation changes, so that unrealized
foreign exchanges gains and losses are not recognized until income is realized; and interest
on loans is recognized in accordance with the credit contract even when loans are overdue.
Such accounting practices not only provide a wrong picture to the management and
supervisor, but could also encourage misleading disclosure and reporting and provide
distorted incentives. The misdirected incentives could be further aggravated by the fact that
corporate income taxes are levied upon profits calculated according to the Czech accounting
standards. While the CNB may be able to issue regulations to offset the weaknesses in
accounting practices, as it has done in the case of requiring provisioning for depreciation of
the market value of securities holdings, an effective and efficient bank supervision function
needs to be based on a good set of accounting standards.

Deposit insurance and the safety net

82.  The Czech Deposit Insurance Fund (DIF) was set up in 1994. In the event of bank
failure, the principal method of resolution available is liquidation of the bank, administered
by a liquidator appointed by the CNB subject to court approval. In liquidation, small

% The CNB can exercise some influence through its ability to screen the transfer of major
stakes of shares in banks and to regulate transactions with related parties.
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depositors are protected through an up-front payoff from the DIF. The CNB may, if it judges
the situation in a bank endangers the stability of the banking system, impose a
conservatorship on a bank. The CNB appoints the conservator, who has broad powers over
the bank. After the most recent revision, the DIF covers 90 percent of a single depositor’s
deposits (both household and corporate) up to CZK 400,000.*° The amount is roughly
equivalent to three years’ worth of average wages. The DIF is financed by annual premiums -
from banks equal to 0.5 percent of insured deposits. At the moment, the DIF is allowed only

a straight payoff to individual depositors as a means of insurance payout.

83.  Liquidation of a bank and payoff of insured deposits is not necessarily cost effective
even in the case of resolution of small institutions, since the liquidation value of an institution
is usually considerably smaller than the going-concern value, so that the DIF may end up
incurring a large loss when it winds down banks that seem to be only marginally insolvent .
For larger institutions, liquidation cum payoff will certainly be regarded as extremely
disruptive, so that the CNB may invariably have to resort to the imposition of
conservatorship. This may also prove costly since the CNB will likely have to provide
unlimited liquidity support during conservatorship. The ultimate cost of bank resolution
could be reduced if the DIF could be used to facilitate the sales of failed banks or a part of a
failed bank’s businesses on a going-concern basis. This could be done by providing cash
support to the acquiring bank in a “purchase and assumption” operation of a failed bank, or
by providing matching assets in a deposit transfer; options that are not available under the
current legislation. There are also economic benefits in that the dislocation of the
intermediation function and disruptions in the provision of banking services could be kept to
a minimum through such arrangements.

Capital market regulations and accounting standards’’

84.  While substantial improvements have been made in the area of banking supervision,
significant tasks lie ahead in the regulation and supervision of other financial markets. The
most pressing is the need to improve the regulatory oversight of the capital market. The poor
performance of investment funds and the alleged asset-stripping by fund managers and
corporate managers have seriously affected the credibility and impaired the role of the capital

*® Originally, the deposit insurance was limited to households only and covered 80 percent of
deposits up to CZK 100,000. However, in the wave of failures of small banks in the mid-
1990s, the CNB temporarily provided an additional guarantee covering the full amount of
deposit to a limit of CZK 4 million for all depositors, in order to prevent panic. The extended
guarantee effectively covered the full amount of deposits of 99 percent of the depositors,
although in terms of the value of the deposits, the coverage was about two-thirds. The revised
law’s limit of CZK 400,000 is now applicable.

*! These issues are also discussed from a corporate governance perspective in Chapter I of
this Issues Paper.
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market as an alternative source of financing for Czech corporations. Steps have been taken to
_improve the situation by requiring all investment funds to convert to open-ended funds
within a period of three years, and by creating a Securities Commission (SC).>* Whether the
capital market can gain credibility and expand its role will depend very much on the extent to
which the SC can exercise its powers effectively. In particular, the SC will need to address
the problem of shares being traded off-market at divergent prices, as this puts the integrity of
the price mechanism in serious doubt. Without sufficient confidence in the price of traded
shares, the market can never perform a proper function in allocating investment. The SC’s
effectiveness could be enhanced further if it were given the powers to establish regulations
on its own, rather than being simply an enforcer of regulations established by the
government. The role of self-regulatory organizations such as the stock exchange could also
be considered within this framework.

85. A crucial element in capital market oversight is the enforcement of disclosure by
publicly traded companies. The Prague Stock Exchange has moved to de-list companies that
do not provide disclosure material within the prescribed time limit, and there are also plans to
introduce an electronic disclosure system similar to the U.S. EDGAR system. Accurate and
timely disclosure of financial information is essential for establishing a fair and efficient
market. In this context, it should also be emphasized that disclosure is meaningless unless the
information provided gives the investors an accurate and comparable picture of corporate
finances. A major upgrading of accounting standards to internationally recognized levels is
therefore of priority (proper accounting standards and disclosure may well have deterred
some of the deterioration in corporate balance sheets and other problems that the Czech
economy is now facing).

32 The creation of Chinese walls and other revisions to the banking act in early 1998 cited
earlier were a part of the overall reform relating to the capital market.
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Table III-1. Czech Republic: Structure of the Banking System

(End-year)
1.1.1990 1990 1991 1992 1993 1994 1995 1996 1997 1998

Total banks 5 9 24 37 52 55 55 53 50 45
Of which:

Large banks 5 5 6 6 6 6 6 5 5 5
Small banks - 4 14 19 22 21 18 12 9 8
Foreign banks - -- 4 8 11 12 12 13 14 13
Foreign bank - - - 3 7 8 10 9 9 10
Branches

Specialized - -- -- 1 5 7 9 9 9 9
Banks

Banks under - - - - 1 1 0 5 4 0
Conservatorship

Source: The CNB.

Table ITI-2. Czech Republic: Assets and Liabilities by Types of Banks

(In percent, end-1998)

Total of which

Big Small  Foreign 1/ Specialized
Total assets 100 66.06 3.54 24.94 5.47
Of which:
Liquid assets 100 74.85 4.99 18.08 2.08
Deposits in other banks 100 43.94 2.14 41.46 12.45
Credits (gross) 100 74.06 2.80 20.45 2.70
Securities in and investment portfolio 100 74.41 4.35 10.39 10.86

(gross)

Total liabilities 100 66.06 3.54 24.94 5.47
Of which:
Clients deposits 100 73.01 4.14 15.71 7.14
Banks' deposits 100 44 .47 0.4 53.37 1.77
Central bank loans 100 99.46 0 0.54 0
Equity 100 54.03 14.79 22.05 9.13
Reserves, reserve and capital funds 100 73.11 1.87 21.61 3.41

Source: The CNB.
1/ Includes foreign branches.
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Table ITII-3. Czech Republic: Aggregate Indicators of lianking Structure and

Performance
1995 1996 1997 1998

Concentration
Number of banks 55 53 50 45
Number of banks accounting for

25 percent of assets 2 2 2 2

75 percent of assets 5 6 8 9
Size of the banking sector
Total assets of banks (percent of GDP) 1554 160.0 182.2 195.4
Total loans of banks (percent of GDP) 68.1 74.8 85.7 91.0
Foreign currency denominated assets (percent of total 147 16.3 22.3 19.9

assets)
Foreign currency denominated liabilities ( percent of total 15.8 17.1 213 18.2

Liabilities)
Central bank credit (percent of GDP) 5.8 53 5.8 42
Central bank credit (percent of liabilitics) 4.1 3.5 33 22
Standing, Profitability and performance
Reserve and provision creation (net) 14,282 3,167 30,028 11,945
Pretax return, CZK millions 11,373 10,537 -2,485 -5,643
Net profit after taxes 9,697 10,092 -3,567 -8,490
Average pretax return on total assets 1/ 0.66 0.55 -0.11 -0.23
Substandard loans (as percent of total loans) 1/ 2/ 3/ 23.55 20.01 18.51 18.54
Surplus(+) or shortage (-) of provisions (CZK millions) 4/ -68,426 -74,689 -67,919 -58,064
Average interest rate spread (lending - deposit rate) 5.85 5.75 5.5 4.77
Capital/risk weighted assets (in percent) 10.21 9.81 9.51 11.96.
Core capital/riskweighted assets (in percent) 9.31 9.09 8.61 944
Liquid assets (as percent of total assets) 26.51 22.88 20.42 25.21

Sources: The CNB; and staff estimate

1/ Excluding Konsolidacni Banka.

2/ Classified as substandard or lower.

3/ Loans to the Slovak collection unit are deducted.
4/ Excluding collateral.
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Table I1I-4. Czech Republic: Assets and Liabilities of the Banking Sector

1998
1995 1996 1997 Ql Q2 Q3 Q4
Total assets (CZK millions) 1,587,812 1,790,886 2,107,275 2,053,109-2,224,924 2,273,263 2,282,596
Of which (in percent of total
assets)

Cash 1.32 1.4 1.29 1.21 1.25 1.11 1.19

Deposits with the CNB 9.26 7.5 902 10.49 10.84 12.51 11.72

Minimum reserves 4.32 5.97 4.15 4.64 4.35 3.94 3.82

Free reserves 4.94 1.53 4.87 5.85 6.49 8.57 7.9

Deposits and credits with 18.76 21.08 22.84 19.49 22.08 20.04 21.31

banks

Current accounts 0.71 1.09 0.9 0.6 1.1 0.8 0.79

Time deposits 9.99 14.99 18.49 15.36 17.74 16.23 16.87

Interbank credits 8.06 5.00 345 3.53 3.24 3.01 3.65

" Treasury-bill holdings 2.08 2.72 1.82 1.67 1.77 1.31 222

CNB bill holdings 7.38 34 4.3 4.84 5.02 7.12 7.01

Credits 44.04 45.20 437 4438 42.03 40.96 40.37

To state and local 0.27 0.18 0.37 0.53 0.6 0.54 0.55

government

to the economy 43.77 45.02 4333  43.85 41.43 40.42 39.82

Tradable securities 7.82 8.3 4.66 4.98 4.55 4.21 4.28

Bonds 6.43 6.33 4.02 4.38 4.13 371 3.83

Shares 1.39 1.97 0.64 0.6 0.42 " 05 0.45

Investment securities 0.65 0.53 3.11 3.41 3.23 3.37 3.01

Other assets 8.67 9.86 9.25 9.53 9.23 9.37 8.9

Total assets 100 100 100 100 100 100 100

Total liabilities (in CZK million) 1,587,812 1,790,886 2,107,275 2,053,109 2,224,924 2,273,263 2,282,596

of which:

(in percent of total assets)

Loans from CNB 2.02 1.72 1.42 1.53 1.57 0.67 0.89

Interbank deposits and credits 21.19 23.68 2277  20.64 21.57 19.63 19.64

Current accounts 0.93 0.94 0.93 0.79 0.97 0.78 0.52

Time deposits 13.86 17.32 16.84 14.93 16.24 14.32 14.6

Interbank loans 6.4 542 5 4.92 4.36 4.53 4.52

Deposits 53.04 53.01 5236  52.14 51.13 50.79 52.64

Client deposits 49.78 51.17 50.88 5049 49.44 49.1 51.07

State and municipalities 2.11 1.59 1.41 1.59 1.59 1.64 1.47

Certificates of deposits 1.15 0.25 0.07 0.06 0.1 0.05 0.1

Bonds issued 3.08 34 3.97 4.01 3.81 349 3.44

Other liabilitics 12.12 9.9 11.51 13.39 14.02 16.67 14,78

Capital and reserves 8.56 8.29 7.98 8.28 7.9 8.75 8.6

Total liabilities 100 100 100 100 100 100 100

Source: The CNB.
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Table III-S. Czech Republic: Recent Loan Portfolio Shifts

(CZK millions)

June 1997 Dec. 1997 June 1998 Dec. 1998 Jan. 1999

Total loans 1,111,287 1,141,500 1,172,998 1,160,339 1,178,196
percent change 2.7 2.8 -1.1 1.5

Loans to public sector 171,023 173,506 153,065 150,571 154,193
percent change 1.5 ~-11.8 -1.6 2.4

Loans to private sector 770,751 778,360 791,449 759,950 768,194
percent change 1.0 1.7 -4.0 1.1

Loans to government 13,221 16,258 23,556 28,309 30,559
percent change 23.0 449 20.2 7.9

Loans to small business 60,432 60,654 52,542 44,126 43,844
percent change 0.4 -13.4 -16.0 -0.6

Loans to households 43,814 49,832 54,453 63,119 64,751
percent change ' 13.7 9.3 15.9 2.6

Other loans 52,046 62,892 97,933 114,265 116,655
Percent change 20.8 55.7 16.7 2.1

Source: The CNB.
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IV. MEDIUM-TERM FISCAL POLICY PROJECTIONS AND ANALYSIS>

A. Introduction

86. At the beginning of transition, the fiscal position of the Czech Republic appeared
quite enviable, at least according to the reported data. Its debt stock was very low—less than
20 percent of GDP—and through 1995, both the central and general government balances
were in surplus. Official statements by the government indicated that fiscal policy was, and
would continue to be, formulated with a goal of budget balance. However, since 1995 there
has been a noticeable deterioration in the fiscal position (Tables IV-1 and IV-2; Figure IV-1).
In 1999, the authorities and Fund staff anticipate a general government deficit of around
4 percent of GDP. Although part of this is likely to be cyclical and the underlying or
structural deficit smaller, there is a concern that the apparent trend deterioration in the
balance will continue. Furthermore, there are numerous looming medium-term challenges
*facing the Czech government, many of which will be associated with substantial fiscal costs.
Some of these include: investment spending related to EU accession (to meet EU directives
related to the development of regional governments, the legal system, environmental
standards, and the transportation network); bank and enterprise restructuring; and the
realization of contingent liabilities (the “hidden” debt). Of course there are also potential
benefits associated with these initiatives, including likely transfers from the EU, but also the
higher growth that should accompany the whole accession and reform process. Lastly,
although the country is not facing an immediate demographic problem, over the longer term,
the pension system as currently designed along with related health care expenditures, will -
introduce a significant drain on the budget.

87.  The government has argued that fiscal control is necessary to provide the room for
investment spending and enable the country to achieve its potential growth. Furthermore,
although there are no specific rules dictating fiscal policy for EU accession, candidates are
expected to demonstrate that they operate within, or at least close to, the Maastricht fiscal
ceiling. These are among the issues that shape fiscal policy over the medium term, and which
this paper explores. Section B develops a medium-term baseline fiscal projection assuming
unchanged policies and discusses a possible reform scenario. Section C provides several
alternative fiscal projections derived from a variety of assumptions about growth, EU
accession, and policy alternatives. Section D discusses the implications of these projections
and provides some views on policy issues, as well as the potential steps in this analysis.

88.  The projections presented in this chapter show that even under somewhat optimistic
assumptions, but absent a change in policies, the likely fiscal situation is inconsistent with the
stated goal of balance, and the deficit above the indicative Maastricht ceiling of 3 percent of
GDP at the time that the country would hope to accede to the EU. Furthermore, in the
absence of industrial reform and the accompanying supply-side led growth, or if the

*2 Prepared by Steven Symansky.
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Figure IV-1. Czech Republic: State and General Government Deficit and Debt
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government fails to control several expenditure items, the fiscal situation could become
unsustainable. Also, in the absence of policy measures, the projections are inconsistent with
the underlying macroeconomic framework.

89. At the outset it should be recognized that this chapter represents a first attempt at
providing a quantitative medium-term fiscal outlook for the Czech government and should be
viewed as work in progress. It represents a collaborative effort by the Fund staff and the
Czech authorities.™ The quantitative as well as the qualitative analysis contained in this
chapter represents an important step forward in the area of medium-term fiscal analysis, and
the authorities have already begun to refine and improve upon this work as part of their
ongoing efforts in this direction.

90. At this time, the chapter is focussed mainly on discussing the methodology and the
medium-term projections while only tentatively discussing the structural problems in the
budget and the desirable medium-term fiscal strategy, including policy measures to redress
the problems and tensions in the fiscal outlook. Furthermore, the analysis is not integrated
into a well-articulated medium-term framework as all of the projections assume a given
macroeconomic outlook. Since only one fiscal projection is likely to be consistent with a
given macroeconomic outlook, at this point the results point to potential inconsistencies and
tensions between macroeconomic projections, based on a view of the country implementing
significant reform—including control over public finances—and fiscal projections that
indicate that the deficit and debt are not well contained. At this stage, until the government
engages in a detailed and in-depth examination of expenditure and revenue, much of the
analysis will remain very general.

B. A Medium-Term Fiscal Projection

91.  The Ministry of Finance (MOF) of the Czech Republic regularly ?roduces a
document containing a macroeconomic forecast that includes fiscal data. * However, the
macroeconomic forecast is generally limited to two years ahead and there are no detailed
fiscal projections. At best there is a forecast of the current year's fiscal outturn, but even this
is only available at a very aggregate level. Until this year, even within the MOF, a consistent
set of fiscal projections beyond the current budget year—whether for the central government
or the general government—have not been compiled (fiscal projections are not required in
budget documents). However, as part of the EU accession process, the government must

33Soon after preliminary projections were presented and discussed with the authorities, they
were translated into Czech, and a version was presented to the Cabinet and subsequently
made public.

3* «Czech Republic: Macroeconomic Forecast,” Ministry of Finance of the Czech Republic.
It is produced quarterly, and in addition to the paper version of the document, is available on
the MOF external web site, www.mfcr.cz/scripts/hpe/default. asp?MakroPre.




-42 -

provide a medium-term economic forecast, including of the government sector. In addition,
during last year's discussion in the Parliament, the MOF agreed to present a medium-term
forecast as part of its annual budget submission.*’

Macroeconomic Assumptions

92.  Not surprisingly, the macroeconomic assumptions are a critical factor in the forecast
and the choice here is much more controversial. If a government is trying to provide a rosy
fiscal outlook or to create room for additional fiscal expenditures, there is a strong incentive
for overly-optimistic assumptions. For an industrial country, there are usually a large
number of macroeconomic forecasts that can be used as a foil to scrutinize the official
forecast.*® However, in the Czech Republic, the number of alternative forecasts are more
limited, although there are some from the private sector. The macroeconomic forecast used in
the fiscal projections is the one contained in the 1999 Czech Republic Article IV Staff
Report, and is essentially consistent with a reform view of the Czech economy. As this is not
the only realistic set of assumptions, one of the fiscal scenarios presented in Section C
illustrates how the outturn can be affected by a less optimistic macroeconomic outlook. In
fact, the assumptions used in the staff's forecast are more optimistic than those used by the
authorities. '

93.  Inparticular, the growth rate of real potential output is assumed to gradually increase
to 4 percent and, after several years of disappointing growth, the output gap (estimated at
about 6 percent in 1999) is assumed to be gradually eliminated by 2003. Consistent with the
return to potential output, actual growth is assumed to pick up to 5 percent in 2002-03 before
declining to 4 percent thereafter. Inflation is assumed to decline to less than 4 percent over
the medium term consistent with the Czech National Bank's (CNB’s) monetary strategy.
Interest rates are assumed to decline with inflation, with long-term rates falling to below

8 percent. An important, but often overlooked variable in the fiscal forecast, is the wage
assumption. Changes in real wages can have important effects on the revenue projections
since wages affect disposable income and thus consumption and indirect taxes, as well as
personal income tax revenue. The projections assume that the wage bill will grow slower

3% The benefits of a multi-year budget forecast are well-known and included as part of the
Code of Good Practices on Fiscal Transparency. In particular, article 2.1.2 of the Code states
that Information comparable to that in the annual budget should be provided for the outturns
of the two preceding fiscal years, together with forecasts of key budget aggregates for the
two years following the budget. Hungary is an example of a transition country that provides a
medium-term budget outlook.

3% In Canada, in order to provide conservative fiscal forecasts, the Canadian Department of
Finance uses the consensus GDP forecast, and then subtracts 1 percent, while 50 basis points
are added to the consensus interest rate.
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than nominal GDP over the medium term so as to allow for the assumed switch from
consumption to investment that underpins the resumption of growth.*’

Passive Baseline

94.  There are various strategies that one can pursue in creating the projection. The most
standard approach, and the one used in this paper, is to assume the current set of tax
regulations and expenditures programs.*® This is often referred to as the “current services” or
passive baseline. It does not necessarily reflect the “best” forecast of the budgetary outcome
since such a forecast may violate the stated goals of the government and be inconsistent with
the underlying macroeconomic framework; rather it reflects the likely outturn if new policy
actions are not taken.

95.  In designing the projections, decisions have to be made about the degree of
disaggregation. This includes the extent to which projections are made of the various levels
of government as well as the degree of detail in the revenue and expenditure projections.
Although information from the state (central) and general government budgets were provided
to the staff at a fairly disaggregated level, and reasonable forecasting methods could be
applied to individual items, less information was available for the other levels of
government.39 In particular detailed information on inter-governmental transfers, that is
essential when aggregating up to the general government level, was not readily available.*
Although separate forecasts for each level of government might have been the preferred
approach, based on data availability the projections were made only for the general
government. As far as the level of disaggregation of revenues and expenditures is concerned,
the forecast includes nearly 20 different categories. A thorough description of the

37 The wage rate is assumed to grow at 9 percent in 1999 and 7 percent thereafter. The
growth rate of 6.6. percent in the wage bill in 1999 reflects the increase in unemployment in
that year.

*% For an overview of the tax system in the Czech Republic see "Taxation in Eastern Europe,"
Deloitte, Touche, and Tohmatsu International, 1997, pp.17-28.

% The general government budget is comprised of: the State (Central) Government, the Local
Government, State Financial Assets, the National Property Fund, State Funds (including the
Czech Land Fund), and Health Funds.

At the time the forecast was first assembled, the authorities were able to provide detailed
information for the state and general government budgets, and aggregate data on inter-
governmental transfers through 1999. However, detailed data were unavailable for other
levels of government or on inter-governmental transfers that affect individual revenue and
expenditure items.
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assumptions underlying the fiscal forecast were included in a version of this paper presented
to the authorities and summarized below.

96.  The medium-term revenue projections (through 2003) were largely based on input
from the tax forecasting experts in the MOF who used micro-simulation models to produce
their own forecasts. In particular, this information was used in the forecasts for the direct,
indirect, and social security taxes. Unless otherwise noted, the revenue items are assumed to
grow at the rate of the scale variable which implicitly assumes an elasticity of one

(Table IV-4). However, there are several important revenue categories such as indirect and
direct taxes, and non-tax revenue which are assumed to grow faster or slower than their scale
variable. Several assumptions may appear arbitrary, but they are based on historical patterns,
as well as information about consumption patterns, tax administration, and tax elasticities.
Over time, these projections should be increasingly refined as the ex-post data become
available, are compared to the forecast, and the differences evaluated.

97.  Personal income taxes are expected to grow more slowly than wages in 1999
reflecting some continued increase in unemployment, and the indexation of income tax
brackets approved in December 1998.*! Thereafter, these taxes are forecasted to grow
slightly faster than wages on the assumption that neither exemptions nor tax brackets are
indexed. Enterprise taxes would grow only modestly despite the increasing profit share
implicit in the macroeconomic assumptions owing in part to the 7 year loss-carryover rules
(which effectively results in income averaging). Indirect taxes would initially grow slower
than nominal GNP reflecting in part an assumed change in the consumption pattern toward
lower VAT rated goods during a period of low growth but this should be reversed as growth
picks up.*? However, as long as there are specific excise taxes, the growth in these taxes will
be somewhat restricted. Also, VAT revenues as a percent of GDP, will decline over the
medium term as wages (which affect disposable income) are expected to grow slower than
GDP, and custom duty rates are assumed to decline in accordance with agreements with the
WTO. This is consistent with the underlying view in our reform scenario that there will be a
significantly greater increase in investment and exports, than in consumption. Social security
contributions grow directly with wages and would thus decline modestly as a share of GDP
over the medium term. The projections for the final three revenue items (other taxes, non-tax
current revenue, and capital revenue), which comprise less than 10 percent of total general
government revenue, all used the same projection methodology.*® These projections are

*! Although inflation indexation of tax brackets and deductions is not built into the tax code,
the Parliament has regularly adjusted these in order to offset the inflation bias in the system.

*2 During a period of uncertainty and/or slow growth, individuals tend to purchase relatively
fewer luxury goods which are taxed at the high VAT rate.

“ Historically, these revenue categories tend to exhibit significant fluctuation and do not
depend on stable bases. They are assumed to grow at 96 percent of the growth rate of
nominal GDP which implies that they will only increase modestly over the medium term.
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consistent with both the assumptions that there will be less government ownership in
enterprises and that fixed fee revenues will not be systematically indexed to inflation. Also,
VAT revenues, as a percent of GDP, will decline over the medium-term as wages (which
affect disposable income) are expected to grow slower than GDP, and custom duty rates are
assumed to decline in accordance with agreements with the WTO.

98.  Taken together, these assumptions imply that the significant decline in revenue (as a
share of GDP) that has been occurring since the early 1990s (from 45 percent in 1993 to

40 percent in 1998) is broadly arrested. While a revenue ratio of close to 40 percent is not
high by European standards, the split between social security contributions and income
related taxes on the one hand, and indirect taxes on the other, is a source of concern as it
creates a significant labor tax wedge.

99.  The expenditure forecast is based on informed, but crude assumptions about real or
nominal spending derived from discussions with the authorities and assumed macroeconomic
developments (Table IV-5). While it would have been preferable to divide the spending items
into their mandatory and non-mandatory components, or work from a “bottom-up” approach
based on specific information about individual programs, those details were not available.
The expenditure forecasts could be refined over time by building on detailed information
provided by the line ministries. The projections generally reflect containment of several
items that could easily increase substantially if the government is not resolute in holding the
line. For example, there could be significant costs related to the restructuring of banks and
enterprises, investment and other spending needs related to the EU accession process,
realization of the contingent liabilities beyond what is already included in the projections,
and a private sector demand for social and transfer programs equal to those of Western
European countries.** The potential fiscal costs related to several of these risks are not
included in the baseline projection but are explored further below.

100.  After increasing in 1999 as a result of the large wage increase agreed in December
1998 to compensate for the freeze in government wages in 1997-1998, the wage bill should
decline slowly as a share of GDP reflecting the authorities intentions to reduce the size of the
civil service and restrict the rate of increase in real wages. Similarly, the government believes
that spending on other goods and service can be held constant in real terms. Transfers are
largely dictated by mandatory programs such as social security, but are also subject to
considerable political pressure for increased funding. Consistent with demographics and
current programs, real spending on health and pensions is projected to grow by 4 percent a

* Some of what have been characterized as the “hidden deficits” that arise from government
guarantees and restructuring costs are explicitly included in the government 's projections
and thus do not necessarily represent additional budgetary expenditures. See "Dealing with
Contingent Liabilities" by Hana Polackova in_Czech Republic; Toward EU Accession,

Vol. II, pg. 35-48, World Bank, 1999, for an in-depth assessment of this issue.
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year.*’ The pension system is not facing an immediate problem, but unless changes are made,
pension expenditures will begin to rise at a very fast rate sometime after 2010. Other
transfers, which include unemployment and disability payments, are assumed to grow at a
fairly fast rate in the next couple of years owing to continued high unemployment. To the
extent that the government undertakes additional labor market programs or adds to the social
safety net, this spending category may face significant pressure over the medium term. '
Subsidies to enterprises include direct and indirect support for various financial and non-
financial enterprises and should decline over the medium term as the restructuring process is
advanced. Interest payments are calculated based on the debt dynamics and excludes any
interest imputed on contingent liabilities. Capital expenditures will likely rise over the
medium term, primarily because of the need to meet several of the EU directives associated
with the accession process: real fixed investment spending is assumed to grow at a modest

. rate of 2 percent. Other investment and net lending are assumed to be unchanged in nominal
terms.

101.  On this basis, total expenditures as a share of GDP will grow over the medium term,
before declining gradually toward the current ratio by around 2005. The overall fiscal deficit
rises and remains in the range of 5 percent of GDP over the medium term, before declining
gradually to below 3 percent of GDP by 2008 (Table IV-6; Figure IV-2). The debt ratio
(excluding hidden liabilities) increases from 14 percent of GDP in 1998 to nearly 35 percent
of GDP by 2008. If the hidden liabilities are added as a debt item, and assuming no increase
in these liabilities, the debt ratio reaches 40 percent by 2003. These fiscal prospects are quite
worrisome, not least because the projections are based on relatively optimistic assumptions.*®

102.  Although the medium-term fiscal problem is apparent from these projections, it is less
clear whether the underlying reasons for the deterioration are to be found on the revenue or
expenditure side. The trend decline in the revenue ratio suggests a lack of buoyancy in the
tax system, whether due to inelastic taxes, a relative decline in tax bases, or even weakening
tax administration, as there has been little change in the relatively high tax rates (especially

. on personal income and wages, including social security contributions). Revenue reforms
should thus focus on shifting the burden from direct to indirect taxes and increasing the
buoyancy of revenues—especially those that are relatively unresponsive to nominal income

*> The government believes that it can limit the growth in health care spending as it is not
paid directly by the government but is a negotiated payment with insurance providers, and
the Czech Republic already has spent considerable sums investing in health care facilities.

“® The authorities' passive baseline scenario, which is based on detailed projections from
spending ministries and separate forecasts by several of the extra-budgetary funds, shows

roughly similar results although the projections here rely on more aggregate information
(Table IV-7).
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growth. On the expenditure side, several categories have already been severely compressed,
including capital expenditures, and it will be necessary to consider reforms to mandatory
programs (that make up the bulk of expenditures) as well as containing certain expenditure
items that have been allowed to grow very rapidly in recent years (notably subsidies to
financial and non-financial enterprises).

The Augmented Expenditure Scenario

103.  There are two obvious sources of added strains on government finances. First, there
are likely to be additional costs related to the EU accession process. Although the costs
associated with this process could be very large if the government were to meet all the legal,
environmental, infrastructure, and other requirements of accession, for the sake of realism it
is assumed that the government will increase investment spending, relative to the passive
baseline, by 1 percent of GDP a year, phased in gradually starting in 2000.*” Second, there
will be significant costs associated with the hidden liabilities, which the government is
committed to explicitly acknowledging.*® This expenditure has been incorporated into the
projection by capitalizing 50 percent of the estimated value of these liabilities.* In this
scenario, the deficit rises to over 6 percent of GDP in 2000 and remains at this level over the
medium term, while the debt ratio (including the hidden liabilities) rises to 45 percent of
GDP by 2003 (Table IV-8).

The Reform Scenario

104.  In order to address the fiscal deterioration and concerns about the structure of
revenues and expenditures, as well as to be consistent with the economic reform scenario
discussed in the staff report, several policy initiatives are required. In particular, the fiscal
deficit would need to be reduced to about 2 percent of GDP over the medium term to ensure
that the macroeconomic adjustment is sustained and that sufficient room is made available
for private investment, as well as avoiding potential problems with EU accession in this area.
An illustrative fiscal reform scenario in line with the authorities professed objectives could
include: (i) tax reform, consistent with the recent restructuring of revenues signed into law in
June 1999, includes a decline in direct taxes, an increase and regular indexation of excise
taxes consistent with EU directives and greater harmonization of indirect taxes at the higher
VAT rate. However, the tax reform in this scenario goes further than the new law as it results

7 Larger increases in investment spending, which are more consistent with meeting the EU
directives, are included in the next section.

% See for example the statement by the government on the hidden liabilities in its 1998
budget, as well as the discussion of fiscal policy in the published forecast of the MOF.

* Although the choice of 50 percent capitalization is arbitrary, it reflects the fact that some of
these expenditures are already imbedded in the passive expenditure projection.
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in an increase in revenue of about 2 percent of GDP; (ii) a reduction in subsidies to financial
and non-financial enterprises amounting to about 1 percent of GDP; and (iii) reform of the
pension system and some other transfer payments amounting to about 1 percent of GDP.
Under these assumptions, the fiscal deficit declines gradually to 2 percent of GDP by 2003
and government debt (including hidden liabilities) is contained to just over 30 percent of
GDP and on a declining trend, well within the indicative Maastricht ceilings (Table IV-9). As
important, this scenario also represents important changes in the structure of expenditures
and revenues compared to the passive scenario. Although the implementation of these
measures will take strong political will, and the precise measures that can achieve these
targets would need to be spelled out, this scenario would nevertheless seem plausible. This
scenario is the one used in the staff report.

C. Risk Scenarios

105. The development of a fiscal outlook should attempt to define some of the risks
inherent in the projections. Some of these risks have already been discussed and in this
section these are quantified by examining several alternative projections: (i) lower growth,;
(ii) reduced fiscal control; and (iii) a more complete EU accession initiative. While none of
these are necessarily more likely than either the reform or passive scenarios, they are
indicative of some alternative, and plausible fiscal outturns. However, the list is far from
exhaustive (e.g., they exclude any bank/enterprise restructuring costs or increase in
contingent liabilities), but the scenarios are only meant to be suggestive.

Lower Growth

106. The medium-term growth assumptions included in the economic reform scenario and
fiscal scenarios above may be viewed as optimistic, especially if the structural reform process
is not accelerated as envisaged. In this scenario, the real GDP growth rate is assumed to be
1.5 percent less, settling at 2.5 percent over the medium term, while the inflation rate and the
growth in other price variables are assumed to be 1 percent lower.>® The net result of these
changes in the macroeconomic assumptions is that the fiscal position becomes unsustainable,
with the deficit rising to over 8 percent of GDP by 2003 and 13 percent by 2010 and debt
increasing to nearly 40 percent of GDP by 2003 (or 51 percent including hidden liabilities)
and about 100 percent of GDP by 2010 (Table IV-10; Figure IV-3). The revenue ratio
remains largely unchanged, but expenditures, which are generally assumed to be unaffected
by changes in nominal income, rise significantly as a share of GDP. While this is hardly a
realistic scenario since the government would need to make adjustments, it illustrates the
deterioration that could occur if relatively high rates of growth are not achieved.

*® The effect on inflation of lower growth depends upon the source of the output decline: to
the extent that it is a supply-side shock, inflation would tend to increase, but it would tend to
decline if the output gap increases.
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Figure IV-3. Czech Republic: Alternative Medium-Term Fiscal Scenarios
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Fiscal risk

107.  Fiscal risk refers to a wide range of issues, but in this scenario it is assumed that tax
administration deteriorates and that discretionary spending is not kept in check. Although the
size of the change in taxes and spending is rather arbitrary, it is an attempt to quantify the
possible slippage in the fiscal balance. This analysis should be increasingly refined over time,
especially as the expenditure projections become more detailed and the nature of the risks
become clearer. In this scenario, it is assumed that the growth rate of tax revenue is
somewhat below the passive baseline projections, but the larger deterioration is on the
expenditure side.’! The government accepts an increase in almost every spending category
except for capital expenditures. They fail to reduce the size of the civil service, spending on
other goods in services is not held constant in real terms, and almost every transfer payment
rises. The net result is a deficit of over 6 percent of GDP by 2003 which stabilizes at that
higher level, with the debt stock rising to over 60 percent of GDP by 2010 (Table IV-11). If
such an outcome were to occur, it would probably adversely affect growth through crowding
out, and in all likelihood, the more realistic scenario would be a combination of this
projection and the previous low growth scenario resulting in a clearly unsustainable evolution
of public finances.

EU Accession

108. The final scenario is referred to as EU accession. There are a number of hard to
answer questions on financial, legal, administrative, and political issues that complicate a
straightforward examination of the fiscal costs of joining the EU. These include: (i} will EU
structural funds be used to finance additional investment expenditures associated with EU
accession or will it be possible to use these funds to finance current investment spending
plans? (ii) to what extent will the Czech Republic be required to meet EU directives in areas
such as the environment? (iii) is it likely that the Czech Republic will accede in 2003 as
envisaged? (iv) although none of the new entrants into the EU are formally required to meet
the Maastricht fiscal criteria, what will be the implications of not meeting these criteria? (v)
how much in the way of transfers will the Czech Republic likely receive before and after
accession? The answers to these questions will critically affect any estimate of the fiscal
costs and benefits of accession, and thus there is significant uncertainty surrounding this
projection. The analysis here assumes the following:

. The cost of additional infrastructure investments will be about 3 percent of GDP per
year through 2003, declining to 134 percent of GDP thereafier. While this may well be an
underestimate of the required costs of building a transportation network, developing a

°! The Cabinet has recently compiled a list of new programs for the 2000 budget in several
expenditure areas such as agriculture. If all these programs were implemented they would
add additional expenditures of around 2 percent of GDP.
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regional government, and meeting the environmental directives, it is hardly realistic to

expect that a country could or would be able to increase spending much more than this.*>

. According to EU estimates, the Czech Republic could hope to receive additional
transfers of about 0.7 percent of GDP in the period leading up to accession and up to 3
percent of GDP thereafter. Although these numbers are speculative, they are similar to
estimates used in studies for Poland, Hungary, and other countries hoping to be in the
first group of acceding countries. These funds are to be used for infrastructure and other
investment projects, as well as agricultural support.

o The Czech Republic must make a contribution to the EU based on a formula related
to GDP, VAT, and custom receipts, which would be approximately 14 percent of GDP.
These payments would commence after accession, but based on the experience of other
lower income countries, it is expected that they would be phased in gradually over a 5
year period.

o The Czech Republic will be reforming its system of indirect taxes. This is done partly
to meet EU conditions but also for its own sake. It must raise the tax rate on certain items
such as petroleum products and cigarettes. It is estimated (based on information provided
by the authorities) that the dual effect of raising the excise rate on several goods to EU
standards and raising many goods from the lower 5 percent VAT rate to the higher
20 percent rate, would increase tax revenue by about 1.6 percent of GDP per year. It is
assumed that these changes would be phased in gradually over 2 years beginning in 2000.

109. The most speculative aspect of this projection is related to the additional investment
spending. To some extent this spending is directly related to EU transfer payments; without
this spending the transfers from the EU will not be forthcoming. But, the government may
simply be able to reclassify several current investment projects as new in order to receive the
EU transfers. Probably, there is even more uncertainty about the degree to which the EU will
require the Czech Republic to meet certain standards. On the one hand, it is fairly clear that
most of the items covered in the Acquis Communautaire related to the legal system will be
required, but these will only need legislative action and are not associated with any
significant fiscal costs. It will also be important for the government to demonstrate that the

52 The World Bank has estimated that the environmental costs alone would be over 3 percent
of GDP per year (see "Czech Republic: Complying with the European Union Environmental
Directives," World Bank, March 1999). The EU estimates of the environmental costs for the
Czech Republic are even greater.

** Our current understanding is that this transfer is not be treated as revenue when defining
the deficit, but rather as a financing item.
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restructuring of the economy is near complete, but again, this may, or may not, result in
additional expenditures. However, the standards that are estimated to have the greatest cost,
such as those related to the environment, are also those that are least likely to be enforced.
Thus the estimate of new investment of up to 3 percent of GDP may be viewed either as a
gross overestimate, or equally, an underestimate depending upon how one views the
enforcement of EU standards.

110.  Relative to the passive scenario, the EU accession projection indicates that there
would be an increase in the measured deficit over the medium term as the additional
investment spending is greater than the increase in VAT revenues (Table IV-12). However,
the degree of debt accumulation would be more limited as the deficit would be partly
financed by EU transfers. Although the measured deficit would exceed the indicative

3 percent of GDP Maastricht target, it would be declining at a reasonable rate and the debt
stock would remain low by EU standards and on a declining trend.

D. Policy Implications and Concluding Observations

111.  First, even under optimistic assumptions, unless the government implements several
policy measures, fiscal deficits will be large and there will likely be a significant buildup of
debt over the medium and long term. Second, the fiscal situation would deteriorate further
under a variety of plausible assumptions related to growth prospects and fiscal control. Third,
while EU accession will likely entail net costs over the medium term, it would not by itself
jeopardize the fiscal outlook and could indeed have a net positive fiscal impact subsequent to
accession.

112.  In order to achieve the objective of fiscal control there are certain initiatives that the
government would need to pursue:

. It would be necessary to hold the line on new expenditure demands, including
guarantees, off-budget expenditures, and subsidies to the enterprise sector.

. It would be necessary to consider a variety of alternative policy measures that could
address the potential fiscal deterioration, including their short- and medium-term
implications. Such measures should be aimed at both a stabilization of the trend decline
in the revenue ratio and a reduction in the level of expenditures. Tax reform should focus
on a restructuring of revenues toward greater reliance on indirect taxes rather than direct
taxes, consistent with EU harmonization. Expenditure reforms would likely include
reform of mandatory expenditure programs, including social transfers, and reducing the
share of subsidies in expenditures.

. As part of the MOF's efforts to increase fiscal transparency, the ministry should
regularly include statements and quantify “fiscal risks” by providing a baseline and
alternative projections in its regular official forecasts. As part of this initiative, there
should be a regular ex-post evaluation of the fiscal outturn, including decomposition of
deviations from the original budget into the impact of policy measures and cyclical
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developments. This would improve future projections by providing an indication of the
reasons for differences between the forecast and the outturn.

The fiscal projections should be refined further in a number of areas. First, they
should be integrated into a consistent medium-term macroeconomic framework, that
ideally would reveal the macroeconomic implications of alternative fiscal strategies.
Except in an extreme Ricardian-type model, a change in public savings will affect most
macroeconomic variables, including interest rates, external savings, investment, and
output. At a minimum, the authorities should provide a well-articulated fiscal forecast
that is consistent with their underlying macroeconomic projections. Second, the
authorities should continue refining the very aggregate approach employed in this
exercise by coordinating individual projections from the various level of governments
and building up the general government forecast from these projections. The EU's fiscal
criteria are at the general government level and therefore it is critical for the central
government to have an informed view on expected developments in the finances of other
levels of government. Third, every attempt should be made to relate the various
expenditure items to individual programs. This would facilitate the analysis of the impact
of policy measures, as well as changes in the macroeconomic environment.
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Table IV-1. Czech Republic: Central Government (State) Budget, 1993-99

1993 1994 1995 1996 1997 1998 1999
Revenue 349.0 381.1 433.7 476.4 499.6 530.0 546.5
Total Current Revenue 3454 371.6 429.3 472.9 496.4 527.0 546.5,
Tax Revenue 336.5 366.6 409.7 457.4 478.4 509.6 530.6
Indirect Taxes 136.6 153.7 172.7 1945 201.2 2052 212.1
Direct Taxes 72.4 70.2 727 783 74.8 874 84.0
Personal Income Tax 15 5.8 85 297 332 363 374
Enterprise Tax 70.9 64.4 642 48.6 41.6 51.1 46.6
Social Security Contributions 109.8 1327 154.3 1743 191.0 203.9 2209
Other Taxes 17.7 10.0 10.0 103 114 132 136
Non-Tax current Revenue 8.9 11.0 19.6 15.5 17.9 174 16.0
Non-tax capital revenue 3.6 35 4.4 35 32 3.0 0.0
Expenditure incl. L-R 347.9 370.7 426.5 478.0 515.2 559.4 593.8
Expenditure excl. L_R 351.9 372.9 4252 480.4 5159 557.6 592.1
Current expenditures . 319.6 333.8 369.6 423.4 466.2 507.5 534.4
Goods and services 97.4 106.9 95.7 103.6 96.2 101.4 110.1
Wages and salaries 300 40.8 40.4 45.5 4738 474 53.0
Other goods and services 67.4 66.1 55.3 58.1 48.4 54.0 571
Transfers to Households 118.0 137.0 155.6 180.7 211.0 228.7 244.0
Health Insurance 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Pensions 102.6 123.8 147.2 150.7 151.1 166.1 1729
Other transfers 154 132 3.4 30.0 59.9 62.6 n2
Subsidies to Enterprises 89.9 899 1157 125.0 141.1 1577 160.6
Interest payments 143 0.0 2.6 140 17.9 19.8 19.6
Capital Expenditures 323 39.1 55.6 57.0 49.7 50.1 57.8
Fixed investment 13.1 19.7 215 25.8 163 16.5 20.2
Other investment 19.2 19.4 341 312 334 336 375
Lending minus repayments -4.0 -2.2 13 2.4 -0.7 1.8 1.7
General Gvt Deficit 1.0 104 72 -1.6 -15.6 -29.3 -47.3
General Gvt Deficit (exc. Net lending) -3.0 8.2 8.5 -4.0 -16.3 -27.6 -45.6
Current Deficit 25.7 43.8 59.7 49.5 30.1 19.5 122
Primary Deficit 114 8.2 11 10.0 1.6 -1.8 -26.0
Debt 158.8 161.7 1544 155.2 173.1 194.7 247.8
Debt valuation -5.3 -15.8 43 0.0 0.0 0.0
(in percent of GDP)
Revenue 34.8 332 322 311 303 29.8 294
Total Current Revenue 344 32.9 31.8 30.9 301 29.7 294
Tax Revenue 335 31.9 304 29.8 29.0 28.7 28.5
Indirect Taxes 13.6 134 12.8 12.7 122 11.5 114
Direct Taxes 72 6.1 54 5.1 45 49 4.5
Personal Income Tax 0.1 0.5 0.6 1.9 2.0 2.0 2.0
Enterprise Tax 71 5.6 4.8 32 2.5 2.9 2.5
Social Security Contributions 109 11.6 114 11.4 11.6 11.5 11.9
Other Taxes 1.8 0.9 0.7 0.7 0.7 0.7 0.7
Non-tax Current Revenue 0.9 1.0 1.5 1.0 1.1 1.0 0.9
Non-tax Capital revenue 04 0.3 03 02 02 02 0.0
Expenditure incl. L-R 34.6 323 31.6 312 312 315 319
Expenditure excl. L-R 35.0 325 315 313 313 314 31.8
Current Expenditure 31.8 29.1 274 27.6 28.3 28.6 28.7
Goods and Setvices 9.7 93 71 6.8 5.8 57 59
Wages and Salaries 3.0 3.6 3.0 3.0 29 27 238
Other Goods and Services 6.7 58 4.1 38 29 3.0 3.1
Transfers to Households 11.8 1.9 115 11.8 12.8 12.9 13.1
Health Insurance 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Pensions 10.2 10.8 109 938 9.2 9.3 93
Other Transfers 15 1.1 0.6 20 3.6 35 38
Subsidies to Enterprises 9.0 18 8.6 8.2 8.6 8.9 8.6
Interest Payments 1.4 0.0 0.2 0.9 1.1 1.1 1.1
Capital Expenditure 3.2 34 4.1 37 3.6 28 31
Fixed Investment 1.3 1.7 1.6 1.7 1.0 09 1.1
Other Investment 19 1.7 2.5 2.0 2.0 1.9 2.0
Lending minus Repayments -0.4 0.2 0.1 -0.2 0.0 0.1 0.1
General Government Deficit 0.1 0.9 0.5 -0.1 -0.9 -1.7 -2.5
General Government Deficit (exc. net lending -0.3 0.7 0.6 -0.3 -1.0 -1.6 24
Current Deficit 2.6 38 4.4 32 1.8 1.1 0.7
Primary Deficit 1.1 0.7 0.8 0.7 0.1 -0.4 -1.4
Debt 158 14.1 114 10.1 10.5 11.0 133
GDP 1004.1 11486 1348.7 15326 1649.5 1776.7 1861.6

Source: Czech authorities,
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Table IV-2. Czech Republic: General Government Budget, 1993-99

1993 1994 1995 1996 1997 1998 1999

Revenue 446.7 504.3 578.4 634.2 662.3 707.5 746.3
Total Current Revenue 438.7 498.0 8§71.9 626.0 653.3 696.6 737.3
Tax Revenue 393.0 446.0 5113 576.2 608.7 651.6 683.1
Indirect Taxes 137.8 154.9 173.6 1953 210.6 214.6 226.7

Direct Taxes 100.6 1183 135.1 142.4 1434 162.5 164.9

Personal Income Tax 29.7 54.5 68.6 805 . 87.9 94.9 100.9

Enterprise Tax 70.9 63.8 66.5 61.8 55.6 67.6 64.0

Social Security Contributions 132.1 162.3 192.6 222.0 245.5 264.0 280.3

Other Taxes 225 10.5 10.0 16.6 9.2 10.5 112

Non-Tax current Revenue 457 52.0 60.6 49.7 44.6 450 54.2
Non-tax capital revenue 80 63 6.5 8.2 9.0 10.9 9.0
Expenditure incl. L-R 420.0 494.9 572.8 640.4 6822 735.1 818.6
Expenditure excl. L R 442.7 518.7 593.1 662.2 697.8 751.0 825.8
Current expenditures 379.6 4353 495.1 561.6 605.2 656.9 7276
Goods and services 1269 1304 122.6 139.3 136.6 148.5 160.2

Wages and salaries 37.1 48.6 50.2 57.4 62.3 62.7 67.9

Other goods and services 89.8 81.8 72.4 81.9 74.3 85.8 923

Transfers to Households 169.6 205.6 2413 278.0 310.1 3383 377.6
Health Insurance 46.2 63.2 74.1 86.1 93.0 101.9 117.0

Pensions 76.6 88.2 109.8 127.6 151.1 166.2 182.9

Other transfers 46.8 542 57.4 64.3 66.0 70.2 717

Subsidies to Bnterprises 65.5 83.9 114.6 126.1 1377 1489 1652
Interest payments 17.7 15.4 16.6 182 207 212 245
Capital Expenditures 63.1 83.4 98.0 100.6 92.6 94.1 98.2
Fixed investment 39.6 543 63.5 69.2 60.9 59.3 63.4

Other investment 23.5 29.1 345 31.4 31.7 34.8 348
Lending minus repayments -22.7 -23.8 -20.3 -21.8 -15.6 -15.9 -7.2
Lending minus repayments (exc. pvt) -0.6 -0.8 13.2 43 -4.1 -1.8 -3.6
General Gvt Deficit 1.0 10.4 72 -1.6 -15.6 -29.3 -47.3
Genera} Gvt Deficit (exc. Net lending) -3.0 8.2 8.5 -4.0 -16.3 -27.6 -45.6
Current Deficit 25.7 43.8 59.7 49.5 30.1 19.5 12.2
Primary Deficit 11.4 8.2 11.1 10.0 1.6 -18 -26.0
Debt 158.8 161.7 154.4 155.2 173.1 194.7 247.8
Debt valuation -53 -15.8 4.8 0.0 0.0 0.0

(in percent of GDP)

Revenue 4.5 43.9 42.9 414 40.2 39.8 40.1
Total Current Revenue 43.7 43.4 42.4 40.8 39.6 39.2 39.6
Tax Revenue 39.1 38.8 37.9 37.6 36.9 36.7 36.7
Indirect Taxes 13.7 13.5 129 12.7 12.8 121 12.2

Direct Taxes 10.0 103 10.0 9.3 8.7 9.1 89

Personal Income Tax 3.0 4.7 5.1 53 53 53 54

Enterprise Tax 7.1 5.6 4.9 4.0 3.4 38 34

Social Security Contributions 132 14.1 143 145 149 149 15.1

Other Taxes 2.2 0.9 0.7 1.1 0.6 0.6 0.6

Non-tax Current Revenue 4.5 4.5 4.5 3.2 27 2.5 29
Non-tax Capital revenue 08 0.5 0.5 0.5 0.5 0.6 0.5
Expenditure incl. L-R 41.8 43.1 42.5 418 414 41.4 44.0
Expenditure excl. L-R 441 45.2 44.0 43.2 423 423 44.4
Current Expenditure 378 37.9 36.7 36.6 36.7 37.0 391
Goods and Services 12.6 114 9.1 9.1 83 8.4 86

Wages and Salaries 3.7 42 3.7 37 38 35 3.6

Other Goods and Services 8.9 7.1 54 53 4.5 4.8 5.0

Transfers to Households 16.9 17.9 17.9 18.1 188 19.0 203
Health Insurance 4.6 5.5 55 5.6 5.6 5.7 63

Pensions 7.6 77 8.1 83 9.2 9.4 9.8

Other Transfers 4.7 4.7 43 4.2 4.0 4.0 42

Subsidies to Enterprises 6.5 7.3 8.5 8.2 83 8.4 8.9
Interest Payments 1.8 13 12 12 1.3 12 13
Capital Expenditure 6.3 73 73 6.6 5.6 53 53
Fixed Investment 3.9 47 4.7 4.5 3.7 33 3.4

Other Investment 23 25 2.6 2.0 19 2.0 19
Lending minus Repayments 2.3 21 -1.5 -1.4 -0.9 -0.9 -0.4
Lending minus repayments (exc. pvt) -0.1 -0.1 1.0 0.3 -0.2 -0.1 -0.2
General Gvt Deficit 2.7 0.8 0.4 -0.4 -1.2 -1.6 -3.9
General Gvt Deficit (exc. Net lending) 0.5 -1.2 2.1 -2.1 -1.9 2.3 -4.1
Current Deficit 0.4 -1.3 -1.1 -1.8 -2.2 2.4 -4.3
Primary Deficit 59 5.5 5.7 42 2.9 22 0.5
22 0.1 0.1 -0.6 -0.9 -1.3 -3.0
Debt 19.1 18.1 15.8 133 13.0 13.7 16.9
Debt (inc. hidden debt) 29.8 303 26.6 22.7 24.7 28.9 314
GDP 1004.1 1148.6 1348.7 1532.6 1649.5 1776.7 1861.6

Source: Czech authorities.



Table IV-3. Czech Republic: Macroeconomic Assumptions for Passive Baseline

1993 1995 1997 1998 1999 2000 2001 2002 2003 2005 2010
Nominal GDP 1,004 1,349 1,650 1,777 1,862 1,981 2,145 2,337 2,544 2,960 4,320
growth rate 17.4 7.6 N 4.8 6.4 8.3 89 8.9 79 7.9
Real GDP 1,118 1,222 1,282 1,248 1,248 1,266 1,304 1370 1438 1,555 1,892
growth rate 6.4 1.0 -2.7 0.0 L5 3.0 5.0 50 4.0 4.0
GDP Deflator 90 110 129 142 149 156 164 171 177 190 228
growth rate 10.4 6.6 10.7 4.8 4.8 5.1 3.7 3.7 3.7 37
CPI 91 109 129 143 148 156 164 173 179 193 231
growth rate 9.1 8.5 10.7 3.6 5.3 5.7 5.0 3.7 3.7 3.7
Wages and Salaries 356 495 620 650 693 740 795 353 914 1,050 1,487
growth rate 18.2 7.1 4.9 6.6 6.8 7.5 7.2 7.2 7.2 7.2
Long-Term Interest Rate 93 10.5 12.1 83 8.2 8.1 7.7 77 77 7.7

Source: Staff projections.



Table IV-4. Czech Republic: Medium-Term Forecast - General Government Revenues

1993 1995 - 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010
General government revenue 446.7 578.4 6623 707.5 746.3 792.9 845.2 904.4 970.0 1040.7 1117.3 1610.8
% of GDP 445 42.9 40.2 39.8 40.1 40.0 394 38.7 38.1 37.9 377 37.3
Total Revenue 438.7 571.9 6533 696.6 7373 783.8 835.7 894.4 959.6 1029.9 1106.1 1597.5
% of GDP 43.7 424 39.6 39.2 39.6 39.6 39.0 383 377 375 374 37.0
Tax Revenue 393.0 5113 608.7 651.6 683.1 728.4 778.1 834.2 896.6 964.7 1038.7 1517.2
% of GDP 39.1 379 36.9 36.6 36.7 36.8 363 35.7 35.2 352 351 35.1
Indirect Taxes 137.8 - 1736 210.6 214.6 226.7 2399 252.0 267.5 284.4 303.1 3236 462.7
tax growth 112.1 107.8 101.9 105.6 105.8 105.0 106.1 106.3 106.6 106.8 107.8
wage growth 118.2 107.1 105.2 106.6 106.8 107.5 107.2 107.2 107.2 107.2 107.2
Secale 0.991 0.991 0.977 0.990 0.992 0.994 0.996 1.006
% of GDP 13.7 12.9 12.8 12.1 122 12.1 117 11.4 11.2 11.0 10.9 10.7
Direct Taxes 100.6 135.1 143.4 162.5 164.9 177.6 192.4 2093 229.4 251.7 276.2 436.2
% of GDP 10.0 10.0 8.7 9.1 8.9 9.0 9.0 9.0 9.0 9.2 9.3 10.1
Personal Income Tax 29.7 68.6 87.9 94.9 100.9 110.4 121.7 1343 148.3 163.8 180.8 296.8
tax growth 125.8 109.1 108.0 106.3 109.5 110.2 110.4 110.4 110.4 110.4 1104
wage growth 118.2 107.1 105.2 106.6 106.8 107.5 107.2 107.2 107.2 107.2 107.2
scale factor 0.997 1.025 1.025 1.030 1.030 1.030 1.030 1.030
% of GDP 3.0 51 53 53 54 5.6 5.7 5.7 58 6.0 6.1 6.9
Enterprise Tax 70.9 66.5 55.6 67.6 64.0 67.2 70.7 75.0 8l.1 87.9 953 139.5
tax growth 1043 89.9 121.7 94.7 105.0 105.2 106.0 108.1 108.5 108.4 107.9
lagged GDP growth 1.13 112 - 1.08 1.07 1.07 1.07 1.08 1.08 1.08 1.08
Scale factor 0.873 0.985 0.985 0.990 1.000 1.000 1.000 1.000
% of GDP 7.1 4.9 34 38 3.4 3.4 33 3.2 32 32 3.2 32
Social Security Confributions 1321 192.6 245.5 264.0 280.3 2994 321.8 345.0 369.8 396.5 425.0 601.7 -
tax growth 118.7 110.6 107.5 106.2 106.8 107.5 107.2 107.2 107.2 107.2 107.2
wage growth 118.2 107.1 104.9 106.6 106.8 107.5 107.2 107.2 107.2 107.2 107.2
% of GDP 13.2 14.3 14.9 14.8 151 15.1 15.0 14.8 14.5 144 144 13.9
Other Taxes 22.5 10.0 9.2 10.5 11.2 114 11.9 12.4 13.0 13.3 13.9 16.6
tax growth 95.2 55.4 114.1 106.7 102.2 104.0 104.6 104.5 103.5 103.5 103.5
GDP growth 1174 107.6 107.9 104.8 106.4 108.3 108.9 108.9 1079 107.9 107.9
Scale factor 0.960 0.960 0.960 0.960 0.960 0.960 0.960
% of GDP 2.2 0.7 0.6 0.6 0.6 0.6 0.6 0.5 " 0.5 0.5 0.5 0.4
Non-tax Revenue - current 457 60.6 44.6 45.0 54.2 554 57.6 60.2 62.9 65.1 67.5 80.3
tax growth 116.5 89.6 101.0 120.4 102.2 104.0 104.6 104.5 103.5 103.5 103.5
GDP growth 1174 107.6 107.9 104.83 106.4 108.3 108.9 108.9 107.9 107.9 107.9
Scale factor 0.960 0.960 0.960 0.960 0.960 0.960 0.960
% of GDP 4.5 4.5 2.7 2.5 2.9 28 2.7 2.6 25 24 23 1.9
Capital Revenue 8.0 6.5 9.0 10.9 9.0 9.2 9.6 10.0 10.4 10.8 11.2 13.3
tax growth 102.7 109.8 120.7 82.6 102.2 104.0 104.6 104.5 103.5 103.5 103.5
GDP growth 117.4 107.6 107.9 104.8 106.4 108.3 108.9 108.9 107.9 107.9 107.9
Scale factor 0.960 0.960 0.960 0.960 0.960 0.960 0.960
% of GDP 0.8 0.5 0.5 0.6 0.5 0.5 0.4 0.4 0.4 0.4 0.4 0.3

Source; Czech authorities and staff estimates.



Table IV-5. Czech Republic:

Medium-Term Forecast - General Government Expenditures

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

Expenditure incl. L-R 420.0 5728 682.2 7351 818.6 888.4 949.7 1012.5 1079.4 11523 1229.8 1691.9
% of GDP 418 425 414 413 440 448 43 433 424 420 41.5 392

Expenditure excl. L_R 4427 593.1 6978 751.0 8258 895.6 956.9 1019.7 1086.6 1158.5 1237.0 1699.1
% of GDP 441 440 423 42.2 444 452 446 436 9.7 423 418 353

Cument exp. 379.6 495.1 605.2 656.9 727.6 793.0 849.4 908.0 970.4 1038.7 1111.2 15437
% of GDP 378 367 36.7 369 39.1 40.0 396 389 381 378 375 357

Goods and Services 1269 1226 136.6 1485 160.2 169.4 179.8 189.6 1975 205.7 2143 2628

% of GDP 12.6 9.1 83 83 8.6 8.6 84 81 78 75 72 6.1

Wages and Salaries 371 502 62.3 62.7 679 723 771 81.8 857 89.8 940 1185

real wage bill index 948 100.2 90.9 104.6 101 101 101 101 101 101 101

% of GDP 37 37 38 35 36 36 36 35 34 33 32 27

Other Goods and Services 89.8 2.4 743 858 923 97.2 102.7 1078 1118 116.0 1203 144.3

Real spending index 81.1 83.7 104.2 103.8 100 100 100 100 100 100 100

% of GDP 89 5.4 45 48 5.0 49 48 46 44 42 41 33

Transfers to Households 169.6 2413 310.1 3383 3776 417.9 450.6 486.0 5231 563.0 606.1 876.0

% of GDP 169 179 188 19.0 203 211 21.0 208 206 20.5 205 203

Health Insurance 462 74.1 93.0 1019 117.0 1276 1395 150.5 162.3 175.1 1888 275.6

Real spending index 106.2 101.3 989 109.6 104 104 104 104 104 104 104

% of GDP 46 55 56 57 63 6.4 65 6.4 6.4 6.4 64 64

Pensions 76.6 109.8 1511 166.2 1829 2003 2159 2335 251.9 2716 2930 4276

Real spending index 114.1 109.2 99.4 106.2 104 102 103 104 104 104 104

% of GDP 7.6 81 9.2 93 98 10.1 10.1 10.0 99 9.9 99 99

Other Transfers 468 574 66.0 70.2 717 0.1 952 101.9 108.9 1163 1242 172.8

Real spending index 97.1 947 96.0 106.9 110 100 102 103 103 103 103

% of GDP 47 43 4.0 39 42 4.5 44 44 43 42 42 40

Subsidies to Entetprises 65.5 1146 137.7 148.9 165.2 176.7 1857 1927 2018 2135 2259 299.1
Real spending index 123.7 102.5 976 105.9 102 100 100 101 102 102 102

% of GDP 6.5 8.5 83 84 8.9 89 87 82 79 78 76 69

Interest Payments 17.7 16.6 207 212 245 29.0 333 39.7 48.0 56.4 65.0 105.8

adj interest rate 8.0 102 9.9 10.1 9.2 81 77 71 77 17 77

interest rate 93 105 12.1 83 82 8.1 7.7 77 77 77 17

adj factor 18 1 0 0 [} 1} 0 g

% of GDP 18 1.2 13 12 13 15 1.6 17 19 2.1 22 2.4

Capital Expenditure 63.1 98.0 926 94.1 98.2 102.6 107.5 1117 116.1 1209 1258 1554
% of GDP 6.3 13 56 53 53 5.2 5.0 48 4.6 44 43 36

Fixed Investment 396 63.5 60.9 59.3 63.4 67.8 7.7 76.9 813 86.1 91.0 120.6
Real spending index 106.1 826 879 102.0 102 102 102 102 102 102 102

% of GDP 39 47 37 33 34 34 34 33 32 31 31 28

Other Investment 235 345 317 348 348 348 348 348 348 348 348 348
Nominal index 1183 101.0 109.8 100 100 100 100 160 100 100 100

% of GDP 23 26 19 2.0 19 18 16 15 14 13 12 08

Lending minus Repayments -227 -20.3 -15.6 -159 -72 -12 72 <72 =72 -72 -72 72
Nominal index 853 71.6 101.9 100 100 100 100 100 100 160 100

% of GDP -23 -1.5 -0.9 -0.9 04 -0.4 -0.3 -03 -0.3 0.3 02 -0.2

Lending minus Repayments(exc privat) -22.7 132 -4.1 -1.8 -36 72 =72 72 <72 72 272 <72
General Gvt Deficit Nominal value ~26.7 56 19.9 27.6 723 95.4 104.5 108.1 109.4 1116 112.5 811
% of GDP 27 -0.4 12 1.6 39 48 49 46 43 4.1 38 19

General Gvt Debt  Nominal value 1916 2133 215.2 2428 315.1 4105 515.0 623.1 7325 844.1 956.6 14553
% of GDP 19.1 158 13.0 13.6 16.9 20.7 24.0 267 288 308 323 337

Source: Czech authorities and staff estimates.
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Table IV-6. Czech Republic: Passive Medium-Term Forecast - General Government

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 44.5 42.9 40.2 39.8 40.1 40.0 39.4 38.7 38.1 37.9 37.7 37.3
Total Current Revenue 43.7 424 39.6 39.2 39.6 39.6 39.0 383 377 375 374 37.0
Tax Revenue 39.1 379 36.9 36.7 36.7 36.8 36.3 35.7 35.2 352 35.1 35.1
Indirect Taxes 13.7 12.9 12.8 12.1 12.2 12.1 11.7 114 11.2 11.0 10.9 10.7
Direct Taxes 10.0 10.0 8.7 9.1 8.9 9.0 9.0 9.0 9.0 9.2 9.3 10.1
Personal Income Tax 3.0 5.1 5.3 53 5.4 5.6 5.7 5.7 58 6.0 6.1 6.9
Enterprise Tax 7.1 49 34 3.8 34 34 33 3.2 3.2 3.2 32 3.2
Social Security Confributions 13.2 143 14.9 149 15.1 15.1 15.0 14.8 14.5 14.4 144 13.9
Other Taxes 2.2 0.7 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 04
Non -tax Current Revenue 4.5 4.5 2.7 2.5 2.9 2.8 2.7 26 25 2.4 23 1.9
Non-tax Capital Revenue 0.8 0.5 0.5 0.6 0.5 0.5 04 0.4 0.4 0.4 0.4 0.3
Expenditure incl. L-R 41.8 42.5 41.4 414 44.0 44.8 44.3 43.3 424 42.0 41.5 39.2
Expenditure excl. L_R 4.1 4.0 423 423 444 45.2 44.6 436 427 423 41.8 393
Current Expenditure 37.8 36.7 36,7 37.0 39:1 40.0 39.6 389 38.1 378 37.5 357
Goods and Services 12.6 91 . 8.3 8.4 8.6 8.6 84 8.1 7.8 7.5 7.2 6.1
Wages and Salaries 3.7 37 3.8 35 36 3.6 36 35 34 33 32 2.7
Other Goods and Services 89 54 4.5 48 5.0 4.9 4.8 4.6 44 4.2 4.1 33
Transfers to Houscholds 16.9 17.9 18.8 19.0 20.3 21.1 21.0 20.8 20.6 20.5 20.5 20.3
Health Insurance 4.6 5.5 5.6 5.7 6.3 6.4 6.5 6.4 6.4 6.4 6.4 6.4
Pensions 7.6 8.1 9.2 9.4 9.8 10.1 10.1 10.0 9.9 9.9 9.9 9.9
Other Transfers 47 43 4.0 4.0 4.2 4.5 44 44 43 4.2 42 40
Subsidies to Enterprises 6.5 85 83 8.4 8.9 8.9 8.7 8.2 7.9 7.8 76 6.9
Interest payments 1.8 i2 13 12 13 1.5 1.6 1.7 1.9 2.1 2.2 24
Capital Expenditure 6.3 73 5.6 53 53 5.2 5.0 4.8 46 44 43 36
Fixed investment 39 4.7 37 33 34 34 34 33 3.2 3.1 . 31 2.8
Other investment 23 2.6 1.9 2.0 19 1.8 1.6 1.5 14 13 12 0.8
Lending minus repayments 23 -1.5 -0.9 -0.9 -0.4 04 -03 -03 0.3 -03 -0.2 -0.2
Lending minus repayments(exc priv) -0.1 1.0 -0.2 0.1 -0.2 -0.4 -03 03 -03 03 0.2 -0.2
General Gvt Deficit (inc. Net lending) 2.7 0.4 -1.2 -1.6 -3.9 -4.8 -4.9 -4.6 -4.3 -4.1 -3.8 -1.9
General Gvt Deficit (exc pvt) 0.5 -2.1 -1.9 -2.3 -4.1 -4.8 -4.9 -4.6 -4.3 -4.1 -3.8 -1.9
Current Deficit 5.9 5.7 29 2.2 0.5 -0.5 -0.6 -0.6 04 -03 0.2 1.2
Primary Deficit 2.2 0.1 -0.9 -13 3.0 3.7 3.7 -3.2 2.7 -23 -1.8 0.4
Debt 19.1 15.8 13.0 13.7 16.9 20.7 24.0 26.7 28.8 30.8 323 33.7
Debt (inc hidden liabilities) 29.8 26.6 24.7 28.9 314 34.4 36.6 38.2 394 - 40.6 41.4 39.9

Source: Czech authorities and staff estimates.
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Table IV-7. Czech Republic: Passive Medium-Term Forecast by Ministry of Finance - General Government

1993 1995 1997 1998 1999 2000 2001 2002

(in percent of GDP)
Revenue 44.5 42.9 40.2 39.8 40.3 384 37.3 36.6
Total Current Revenue 437 424 39.6 39.2 38.9 377 369 364
Tax Revenue 39.1 37.9 36.9 36.7 36.5 35.6 349 346
Indirect Taxes 13.7 12.9 12.8 12.1 12.5 12.2 11.7 113
Direct Taxes 10.0 10.0 8.7 9.1 8.4 82 8.1 83
Personal Income Tax 3.0 51 5.3 53 52 53 54 5.5
Enterprise Tax 7.1 49 3.4 3.8 3.2 29 2.7 2.8
Social Security Contributions 13.2 14.3 14.9 14.9 14.9 14.7 14.5 14.5
Other Taxes 22 0.7 0.6 0.6 0.6 0.6 0.6 0.5
Non -tax Current Revenue 4.5 4.5 2.7 2.5 24 2.1 2.0 1.8
Non-tax Capital Revenue 0.8 0.5 0.5 0.6 13 0.7 0.4 0.2
Expenditure incl. L-R 41.8 42.5 41.4 414 44.0 44.0 424 41.1
Expenditure excl. L_R 44.1 44.0 423 423 436 439 423 41.0
Current Expenditure 37.8 36.7 36.7 370 383 38.8 37.8 37.0
Goods and Services 12.6 9.1 83 8.4 9.2 9.5 94 9.2
Wages and Salaries 3.7 3.7 38 3.5 35 3.7 3.6 3.5
Other Goods and Services 89 54 4.5 48 57 5.8 58 5.7
Transfers to Households 16.9 17.9 18.8 19.0 19.9 20.0 19.6 19.3
Subsidies to Enterprises 6.5 8.5 8.3 8.4 8.0 8.0 74 7.1
Interest payments 1.8 12 1.3 1.2 12 1.3 14 1.4
Capital Expenditure 6.3 7.3 5.6 53 5.4 5.0 4.6: 4.0
Fixed mvestment 3.9 4.7 3.7 33 2.8 2.8 2.7 2.5
Other mvestment 2.3 2.6 1.9 2.0 2.6 2.2 18 1.5
Lending minus repayments -23 -1.5 -0.9 -0.9 0.4 0.1 0.1 0.1
General Gvt Deficit (inc. Net lending) 2.7 0.4 -1.2 -1.6 -3.8 -5.5 -5.1 -4.5
General Gvt Deficit 04 -1.1 -2.2 -2.4 -3.4 5.5 -5.0 -4.4
Current Deficit 5.9 57 2.9 2.2 0.6 -1.1 -0.9 -0.6
Primary Deficit 2.2 0.1 -0.9 -1.3 2.6 -4.2 37 3.1
Debt 19.1 15.8 13.0 13.7 16.8 21.1 244 26.9

Source: Czech authorities and staff estimates.
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Table IV-8. Czech Republic: Increased Spending Scenario - General Government

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 44.5 4.9 40.2 398 40.1 40.0 394 38.7 38.1 37.9 37.7 37.3
Total Current Revenue 43.7 424 39.6 392 39.6 39.6 39.0 383 377 37.5 374 37.0
Tax Revenue 39.1 379 36.9 36.7 36.7 36.8 36.3 35.7 352 352 35.1 35.1
Indtrect Taxes 13.7 12.9 12.8 12.1 122 12.1 11.7 11.4 112 11.0 10.9 10.7
Direct Taxes 10.0 10.0 8.7 9.1 8.9 9.0 9.0 9.0 9.0 9.2 9.3 10.1
Personal Income Tax 3.0 5.1 5.3 53 54 5.6 5.7 5.7 5.8 6.0 6.1 6.9
Enterprise Tax 7.1 49 34 38 34 34 33 32 32 32 32 32
Social Security Contributions 132 143 14.9 14.9 15.1 15.1 15.0 14.8 14.5 144 144 139
Other Taxes 22 0.7 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 04
Non -tax Current Revenue 4.5 4.5 2.7 25 2.9 2.8 2.7 2.6 25 24 23 1.9
Non-tax Capital Revenue 0.8 0.5 0.5 0.6 0.5 0.5 04 04 04 04 04 0.3
Expenditure incl. L-R 41.8 2.5 41.4 41.4 40 = 462 45.9 45.0 4.1 43.8 434 41.4
Expenditure excl. L R 4.1 44.0 423 423 © 444 46.6 46.2 453 444 440 43.6 415
Current Expenditure 378 36.7 36.7 37.0 39.1 40.7 402 39.5 389 38.6 384 36.9
Goods and Services 12.6 9.1 83 8.4 8.6 8.6 84 8.1 7.8 75 72 6.1
Wages and Salaries 37 3.7 38 35 3.6 3.6 36 35 34 33 32 2.7
Other Goods and Services 8.9 54 4.5 4.8 5.0 4.9 4.8 4.6 44 42 4.1 33
Transfers to Households 16.9 17.9 18.8 19.0 203 211 21.0 20.8 20.6 20.5 20.5 203
Health Insurance 4.6 5.5 5.6 57 6.3 6.4 6.5 6.4 6.4 6.4 6.4 6.4
Pensions 7.6 8.1 92 94 %8 10.1 10.1 10.0 9.9 9.9 9.9 9.9
Other Transfers 4.7 43 4.0 4.0 4.2 45 44 44 43 42 42 4.0
Subsidies to Enterprises 6.5 8.5 83 84 8.9 8.9 8.7 82 79 7.8 7.6 6.9
Interest payments 1.8 1.2 13 1.2 13 2.1 22 23 2.6 238 3.0 3.7
Capital Expenditure 6.3 73 5.6 5.3 5.3 59 6.0 58 5.6 5.4 P53 4.6
Fixed investment 3.9 47 37 33 34 42 44 43 42 4.1 4.1 38
Other investment 23 26 1.9 20 1.9 18 1.6 1.5 14 13 12 0.8
Lending minus repayments 23 -1.5 -0.9 -0.9 -0.4 -04 -0.3 -0.3 -0.3 -03 -0.2 -0.2
Lending minus repayments(exc priv) -0.1 1.0 -0.2 -0.1 -0.2 04 -0.3 -0.3 -0.3 -0.3 -0.2 -0.2
General Gvt Deficit (inc. Net lending) 2.7 0.4 -1.2 -1.6 -3.9 -6.2 -6.5 -6.3 -6.0 5.9 8.7 -4.1
General Gvt Deficit (exc pvt) 0.5 2.1 -1.9 -2.3 -4.1 -6.2 -6.5 -6.3 -6.0 5.9 5.7 4.1
General Gvt Deficit 04 -1.1 22 24 4.3 -6.6 -6.8 -6.6 -6.3 -6.1 -5.9 42
Current Deficit 5.9 5.7 29 22 0.5 -1.1 -1.3 -12 -1.1 -1.1 -1.0 0.0
Primary Deficit 22 0.1 -0.9 -13 -3.0 4.5 4.7 42 -3.7 -3.3 -2.8 -0.6
Debt 19.1 15.8 13.0 13.7 16.9 22.1 26.9 31.0 34.4 37.8 40.7 48.4
Debt (inc hidden liabilities) 29.8 26.6 24.7 28.9 314 35.7 39.5 42.5 45.1 47.6 49.8 54.6

Source: Czech authorities and staff estimates.



Table IV- 9. Czech Republic: Reform Scenario - General Government

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 4.5 4.9 40.2 39.8 40.1 40.8 41.0 40.3 39.7 39.5 39.3 389
Total Current Revenue 43.7 424 39.6 39.2 39.6 40.4 40.6 399 393 39.1 39.0 38.6
Tax Revenue 39.1 379 36.9 36.7 36.7 376 37.9 373 36.8 36.8 36.7 36.7
Indirect Taxes 13.7 12.9 12.8 12.1 12.2 13.1 | 13.7 13.4 132 13.0 129 12.7
Direct Taxes 10.0 10.0 8.7 9.1 89 8.8 8.6 8.6 86 8.8 8.9 9.7
Personal Income Tax 3.0 5.1 53 53 5.4 5.5 5.4 5.5 5.6 5.7 5.9 6.6
Enterprise Tax 7.1 4.9 3.4 38 3.4 33 3.1 3.1 3.0 3.1 31 3.1
Social Security Contributions 13.2 143 14.9 14.9 151 15.1 15.0 14.8 14.5 144 144 13.9
Other Taxes 22 0.7 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 0.4
Non -tax Current Revenue 4.5 45 2.7 25 29 2.8 2.7 26 25 24 23 1.9
Non-tax Capital Revenue 0.8 0.5 0.5 0.6 0.5 0.5 0.4 0.4 04 0.4 04 03
Expenditure incl. L-R 41.8 4.5 41.4 41.4 44.0 44.4 44.0 42.8 41.7 41.1 40.5 37.2
Expenditure excl. L_R 4.1 44.0 423 423 44.4 44.7 443 431 420 413 40.7 374
Current Expenditure 37.8 36.7 36.7 37.0 39.1 38.8 383 37.3 36.4 35.9 355 328
Goods and Services 12.6 9.1 3.3 8.4 8.6 8.6 8.4 8.1 7.8 7.5 72 6.1
Wages and Salaries 37 3.7 38 3.5 3.6 3.6 3.6 3.5 34 33 3.2 2.7
Other Goods and Services 8.9 5.4 4.5 48 5.0 49 48 4.6 44 42 4.1 33
Transfers to Households 16.9 17.9 18.8 19.0 203 20.2 20.2 19.9 19.7 19.6 19.6 194
Health Insurance 4.6 5.5 5.6 5.7 6.3 6.4 6.5 6.4 6.4 6.4 6.4 6.4
Pensions 7.6 8.1 9.2 9.4 9.8 9.9 9.8 9.6 9.5 9.5 9.5 9.5
Other Transfers 47 43 4.0 4.0 42 39 39 3.9 38 37 3.7 35
Subsidies to Enterprises 6.5 8.5 8.3 8.4 8.9 79 78 73 7.0 6.9 6.7 6.0
Interest payments 1.8 1.2 1.3 1.2 1.3 2.1 20 1.9 1.9 1.9 19 13
Capital Expenditure 6.3 73 5.6 53 5.3 5.9 6.0 5.8 5.6 5.4 ; 5.3 4.6
Fixed investment 3.9 47 3.7 33 34 42 44 43 42 4.1 4.1 38
Other investment 2.3 2.6 1.9 2.0 1.9 1.8 1.6 1.5 14 13 12 0.8
Lending minus repayments 23 -1.5 0.9 -0.9 0.4 0.4 -0.3 03 03 03 0.2 -0.2
Lending minus repayments {(exc priv) -0.1 1.0 -0.2 0.1 -0.2 -0.4 -0.3 -03 03’ -0.3 -0.2 -0.2
General Gvt Deficit 2.7 0.4 -1.2 -1.6 -3.9 -3.5 -3.0 -2.5 -2.0 -1.6 -1.1 1.7
General Gvt Deficit (exc pvt) 0.5 -2.1 -1.9 2.3 -4.1 -3.5 -3.0 -2.5 -2.0 -1.6 -1.1 1.7
General Gvt Deficit 0.4 -1.1 2.2 24 -4.3 3.9 3.3 -2.8 -2.2 -1.8 -1.4 1.5
Current Deficit 5.9 5.7 2.9 22 0.5 1.6 2.2 2.6 29 32 35 5.8
Primary Deficit 22 0.1 -0.9 -1.3 -3.0 -1.8 -1.4 -0.8 -03 0.1 0.6 2.8
Debt 19.1 15.8 13.0 13.7 16.9 19.5 20.9 217 21.9 21.8 21.4 12.2
Debt (inc hidden liabilities) 29.8 26.6 24.7 28.9 314 33.1 33.5 33.2 32.5 317 30.5 18.5

Source: Czech authorities and staff estimates.



Table IV-10. Czech Republic: Low Growth Scenario - General Government

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 4.5 42.9 40.2 39.8 40.0 40.2 39.9 39.3 38.7 38.6 38.4 381
Total Current Revenue 437 424 39.6 39.2 39.6 39.7 39.5 388 383 38.2 38.0 37.8
Tax Revenue 39.1 379 369 36.7 36.8 37.1 37.0 36.4 36.0 36.0 35.9 36.1
Indirect Taxes 13.7 12.9 12.8 12.1 123 12.3 12.0 11.7 115 113 112 11.1
Direct Taxes 10.0 10.0 8.7 9.1 89 9.1 92 92 92 94 9.6 10.4
Personal Income Tax 3.0 5.1 53 53 54 56 5.8 59 59 6.1 6.2 7.0
Enterprise Tax 7.1 49 34 38 35 35 34 33 33 33 34 34
Social Security Contributions 13.2 143 14.9 14.9 151 15.2 152 15.0 148 14.7 14.6 14.2
Other Taxes 22 0.7 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 0.5 04
Non-Tax current Revenue 4.5 4.5 2.7 25 2.7 26 25 24 23 22 2.1 1.7
Non-tax capital revenue 0.8 0.5 0.5 0.6 0.5 0.5 0.5 04 04 0.4 0.4 03
Expenditure incl. L-R 41.8 42.5 414 41.4 44.3 46.2 46.5 46.7 46.6 47.2 47.7 51.2
Expenditure excl. L_R 44.1 440 423 423 45.1 47.0 473 474 473 478 483 51.6
Current exp. 378 36.7 36.7 37.0 39.8 41.7 42.1 423 424 430 436 473
Goods and services 12.6 9.1 83 84 88 9.0 9.0 89 8.7 8.5 83 75
Wages and salaries 37 37 38 35 37 3.8 38 38 3.7 37 3.6 34
Other goods and services 89 54 45 48 5.1 52 52 5.1 49 48 4.7 42
Transfers to Households 16.9 17.9 18.8 19.0 20.5 219 222 22.5 22.5 22.8 23.1 246
Health Insurance 46 5.5 5.6 5.7 6.4 6.6 6.7 6.8 6.8 6.9 7.0 7.5
Pensions 7.6 8.1 9.2 94 99 10.5 10.7 109 11.0 11.1 11.3 12.1
Other transfers 47 43 4.0 4.0 42 47 4.7 438 4.7 43 438 49
Subsidies to Enterprises 6.5 8.5 83 84 9.0 9.2 9.0 8.7 8.5 84 84 82
Interest payments 1.8 1.2 1.3 12 1.4 1.6 1.9 23 2.7 33 3.8 7.0
Capital Expenditures 6.3 73 5.6 53 54 53 52 5.1 4.9 4.8 4.7 43
Fixed investment 39 47 37 33 3.5 35 35 35 34 34 34 33
Other investment 23 2.6 1.9 2.0 1.9 1.8 1.7 1.6 15 1.4 1.4 1.0
Lending minus repayments -23 -15 -0.9 -0.9 -0.9 -0.8 -0.8 -0.7 -0.7 -0.7 -0.6 -0.5
Lending minus repayments(exc. ptiv) -0.1 1.0 -0.2 -0.1 0.2 -0.4 -0.4 0.3 -0.3 -0.3 0.3 -0.2
General Gvt Deficit 2.7 6.4 -1.2 -1.6 4.2 -6.0 -6.6 -7.4 -1.9 -8.6 9.3 -13.0
General Gvt Deficit (exc. pvt) 0.5 -2.1 -1.9 -2.3 -4.9 -6.4 -7.0 -7.8 -8.3 -8.9 9.6 -13.3
Current Deficit 59 5.7 29 22 -0.2 2.0 -2.6 -3.5 4.1 4.8 -5.6 9.5
Primary Deficit 22 0.1 -0.9 -1.3 -3.7 -5.1 -5.5 -5.8 -5.8 -6.0 -6.1 -6.5
Debt 19.1 15.8 13.0 13.7 174 22.5 27.8 33.6 39.5 46.1 53.1 93.5
Debt (inc. hidden liabilities) 29.8 26.6 24.7 28.9 32.0 36.5 41.0 45.9 51.1 57.1 63.6 101.6

Source: Czech authorities and staff estimates.
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Table IV-11. Czech Republic: Fiscal Risk Scenario - General Government

1993 1995 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 44.5 42.9 40.2 39.8 39.9 39.7 39.0 38.2 37.6 37.3 37.0 36.1
Total Current Revenue 43.7 424 39.6 392 394 392 386 37.8 372 36.9 36.6 35.8
Tax Revenue 39.1 379 36.9 36.7 36.7 36.7 36.1 354 349 34.7 345 34.1
Indirect Taxes 13.7 12.9 12.8 12.1 122 12.1 11.7 114 11.2 11.0 10.9 10.7
Direct Taxes 10.0 10.0 8.7 9.1 89 8.9 8.8 8.7 8.7 8.7 8.8 9.1
Personal Income Tax 3.0 5.1 53 53 54 5.5 5.6 5.6 5.6 57 5.8 6.2
Enterprise Tax 7.1 49 34 38 34 34 32 3.1 3.1 3.0 3.0 29
Social Security Contributions 132 14.3 14.9 149 15.1 15.1 15.0 14.8 14.5 144 144 13.9
Other Taxes 22 0.7 0.6 0.6 0.6 0.6 0.5 0.5 0.5 05 0.5 0.4
Non-Tax current Revenue 4.5 4.5 2.7 2.5 27 2.6 25 24 23 22 2.1 1.7
Non-tax capital revenue 0.8 0.5 0.5 0.6 0.5 0.5 04 04 04 04 04 0.3
Expenditure incl. L-R 41.8 42.5 41.4 41.4 43.8 44.9 44.6 44.0 43.6 43.6 43.6 43.2
Expenditure excl. L_R 44.1 440 423 423 44.6 45.7 454 447 442 441 44.1 435
Current exp. 378 36.7 36.7 37.0 393 40.5 40.3 39.9 39.6 39.7 39.8 399
Goods and services 12.6 9.1 83 84 8.7 8.8 8.8 8.7 8.5 83 8.2 7.6
‘Wages and salaries 37 37 38 3.5 3.6 37 37 3.7 3.6 3.6 36 34
Other goods and services 89 54 4.5 438 5.0 5.1 51 5.0 48 4.7 4.6 42
Transfers to Households 16.9 179 18.8 19.0 20.3 212 212 21.0 21.0 212 213 222
Health Insurance 4.6 5.5 5.6 5.7 63 6.6 6.7 6.7 6.7 6.7 6.8 7.1
Pensions 7.6 8.1 92 9.4 98 10.1 10.1 10.0 10.0 10.1 102 10.7
Other transfers 4.7 43 4.0 4.0 42 45 44 44 43 43 43 43
Subsidies to Enterprises 6.5 85 83 84 9.0 9.0 88 85 82 82 8.1 7.7
Interest payments 1.8 12 13 1.2 13 1.5 1.6 1.7 1.9 2.1 12.2 24
Capital Expenditures 6.3 73 5.6 53 5.3 52 5.0 4.8 4.6 44 43 36
Fixed investment 39 4.7 3.7 33 34 35 34 33 32 32 3.1 2.8
Other investment 23 2.6 1.9 2.0 1.9 1.8 1.6 1.5 14 1.3 1.2 0.8
Lending minus repayments 2.3 -1.5 -0.9 -0.9 -0.9 -0.8 -0.7 -0.7 -0.6 -0.6 -0.5 -0.4
Lending minus repayments(exc priv) -0.1 1.0 -0.2 -0.1 -02 -0.4 -0.3 -03 -0.3 -0.3 -02 -0.2
General Gvt Deficit 2.7 04 -1.2 -1.6 -3.9 5.2 -5.6 5.8 -6.0 -6.3 -6.5 271
General Gvt Deficit (exc pvt) 0.5 2.1 -1.9 -2.3 -4.6 5.6 -6.0 -6.2 -6.3 -6.6 -6.8 -7.3
Current Deficit 5.9 5.7 29 22 0.1 -1.2 -1.8 -2.1 24 2.8 -3.2 4.1
Primary Deficit 22 0.1 -09 -1.3 -3.4 4.5 4.8 -4.8 4.7 4.8 4.9 -5.0
Debt 19.1 15.8 13.0 13.7 16.9 21.1 25.1 28.8 32.5 36.4 40.3 57.7
Debt (inc hidden Kabilities) 29.8 26.6 24.7 28.9 31.5 34.7 377 40.4 43.1 46.2 49.4 63.9

Source: Czech authorities and staff estimates.



Table IV-12. Czech Republic: EU Accession Scenario - General Government

1993 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2010

(in percent of GDP)
Revenue 445 42.9 41.4 40.2 39.8 40.1 40.8 41.0 40.3 39.7 39.5 393 38.9
Total Current Revenue 43.7 42.4 40.8 39.6 39.2 39.6 40.4 40.6 39.9 393 39.1 39.0 38.6
Tax Revenue 39.1 379 376 36.9 36.7 36.7 376 379 373 36.8 36.8 36.7 36.7
Indirect Taxes 13.7 12.9 12.7 12.8 12.1 12.2 12.9 133 13.0 12.8 12.6 12.5 12.3
Direct Taxes 10.0 10.0 9.3 87 9.1 89 9.0 9.0 9.0 9.0 9.2 9.3 10.1
Personal Income Tax 3.0 5.1 53 5.3 53 54 5.6 5.7 5.7 5.8 6.0 6.1 6.9
Enterprise Tax 7.1 49 4.0 34 38 3.4 3.4 33 32 32 32 3.2 32
Social Security Contributions 13.2 14.3 14.5 14.9 149 15.1 15.1 15.0 14.8 14.5 144 14.4 13.9
Other Taxes 22 0.7 1.1 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 0.4
Non-Tax current Revenue 4.5 4.5 32 2.7 2.5 29 2.8 27 2.6 2.5 2.4 23 1.9
Non-tax capital revenue 0.8 0.5 0.5 0.5 0.6 0.5 0.5 0.4 0.4 0.4 0.4 0.4 0.3
Expenditure incl. L-R 41.8 42.5 41.8 41.4 414 44.0 46.5 46.0 4.9 43.8 42.0 41.4 38.9
Expenditure excl. L R 441 44.0 43.2 423 423 444 46.9 46.3 452 44.1 423 41.7 39.1
Current exp. 37.8 36.7 36.6 36.7 37.0 39.1 386 382 373 36.4 36.0 35.6 336
Goods and services 12.6 9.1 9.1 83 84 8.6 8.6 84 8.1 7.8 7.5 72 6.1
Wages and salaries 37 37 37 38 35 36 3.6 3.6 35 3.4 33 3.2 2.7
Other goods and services 8.9 5.4 5.3 4.5 4.8 5.0 4.9 4.8 4.6 44 42 4.1 33
Transfers to Households 16.9 17.9 18.1 18.8 19.0 20.3 21.1 21.0 20.8 20.6 20.5 20.5 203
Health Insurance 4.6 5.5 5.6 5.6 5.7 6.3 6.4 6.5 6.4 6.4 6.4 6.4 6.4
Pensions 7.6 8.1 83 9.2 9.4 9.8 10.1 10.1 10.0 9.9 9.9 9.9 9.9
Other transfers 4.7 4.3 42 4.0 4.0 42 4.5 4.4 44 43 42 42 4.0
Subsidies to Enterprises 6.5 8.5 8.2 83 8.4 89 89 8.7 82 7.9 7.8 7.6 6.9
Interest payments 1.8 12 1.2 13 1.2 1.3 0.0 0.1 0.2 0.2 0.2 0.2 0.3
Capital Expenditures 6.3 73 6.6 5.6 53 53 83 8.1 79 7.7 6.3 6.1 54
Fixed investment 3.9 47 4.5 3.7 33 34 6.5 6.5 6.4 6.3 5.0 "o49 4.6
Other investment 23 2.6 2.0 1.9 2.0 1.9 1.8 16 1.5 1.4 1.3 1.2 0.8
Lending minus repayments 23 -1.5 -14 -0.9 -0.9 -0.4 0.4 -03 -0.3 03 -0.3 -0.2 0.2
Lending minus repayments(exc priv) -0.1 1.0 03 -0.2 -0.1 0.2 -0.4 -0.3 -0.3 -0.3 -0.3 -0.2 0.2
General Gvt Deficit 2.7 0.4 -04 -1.2 -1.6 -3.9 8.7 -5.0 -4.6 -4.1 2.5 2.1 0.0
General Gvt Deficit (exc pvt) 0.5 -2.1 -2.1 -1.9 23 -4.1 -5.7 -5.0 -4.6 4.1 2.5 -2.1 0.0
Current Deficit 5.9 5.7 42 29 2.2 0.5 1.8 24 2.5 29 31 34 50
Primary Deficit 2.2 0.1 -0.6 -0.9 -13 -3.0 -6.0 -5.2 -4.7 4.2 -2.5 2.1 0.2
Debt 19.1 15.8 13.3 13.0 13.7 16.9 20.9 23.6 25.5 24.8 22.9 211 10.1
Debt (inc hidden liabilities) 29.8 26.6 22.7 24.7 24.5 314 345 36.1 371 354 32.8 30.2 16.4

Source: Czech authorities and staff estimates.
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67 - APPENDIX

Supervisory Regulations in the Czech Republic
Licensing

113. A license from the CNB is required to conduct banking, which is defined in law as
accepting deposits from the general public and providing credits. The CNB has the sole
power to grant and withdraw licenses. Prior to the revision in September 1998, the Ministry
of Finance’s agreement was required, but the CNB now has only to ask for the Ministry’s
“standpoint,” which is understood to be non-binding, prior to making a decision. The law
provides for a “fit and proper” test in licensing, and also allows the CNB to screen and reject
transfer of ownership or a significant block of shares. The CNB has published detailed
requirements for license applications which are available on the CNB’s web-site, including a
minimum capital of CZK 500 million for domestic incorporation.

- Capital adequacy and prompt corrective action

114. 'The CNB has adopted the standard risk asset-based framework for capital adequacy,
although it has not yet incorporated market risk into the capital requirement. The minimum
requirement is an 8 percent capital asset ratio. In addition to any discretionary action that it
may take in the event of non-compliance with these rules, the CNB is mandated to impose
prompt corrective action in the event of a decline in the capital ratio to below two-thirds of
the stipulated minimum, and to withdraw the license when the ratio falls below one-third of
the minimum capital requirement.

Large exposure and connected lending

115. The credit exposure of a bank toward a borrower or a group of interrelated borrowers
must not exceed 25 percent of capital, except in the case of a domestic bank or a bank
incorporated in an OECD country for which the limit is 125 percent of capital. For a
borrower with a special relationship with the bank (such as those corporations in which the
bank holds 10 percent or more of the shares but excluding the above banks), the exposure
limit is 20 percent of capital, and the terms of the loans must, by law, be at arms-length. In
addition, the total amount of exposure toward the 10 largest debtors or groups must not
exceed 230 percent of capital.

Provisioning for credit risk

116. The CNB requires banks to classify their assets into five categories: standard, watch,
substandard, doubtful, and loss. Classification must be reviewed at least every quarter. For
watch claims and below, the CNB requires provisioning of 5, 20, 50 and 100 percent
respectively of the outstanding claims net of the value of collateral attached to the claim. A
new regulation introduced in July 1998 does not allow netting of the value of real estate



-68 -

collateral for loss grade claims. This regulation will be phaséd in over a three-year period,
and reflects the difficulty in exercising creditor rights for real estate collateral.

117.  The rules require that any loan whose interest or principal is overdue for 31-90 days,
91~180 days, 181-360 days and 361 days and over are classified as watch, substandard,
doubtful and loss, respectively. The criteria for classification also stresses qualitative
judgement, and furthermore, all the claims to a single entity are classified at the worst credit
classification irrespective of the actual repayment status of each loan. The CNB also requires
any foreign loans that are not naturally hedged by foreign currency income of the borrower to
be classified as “watch.” Bank supervisors can also adjust the classification done by banks as
a result of their on-site inspection. The amount of classified credit is thus substantially larger
that the amount of non-performing loans, as demonstrated below.

Czech Republic: Amount of Claims by Classification or by the Number of Overdue Days
(All banks excluding Konsolidacni Banka, end-1998)

(In million of crowns)

Watch/ Substandard/ Doubtful/ Loss/
31-90 days 91-180 days  181-360 days 361+ days
By classification 59,492 33,560 38,902 138,004
By number of days overdue 9,586 8,325 25,472 105,824

Source: The CNB.

Foreign Exchange Risk

118.  For domestically incorporated banks, foreign exchange exposure is regulated through
limits, observable on a daily basis, on open positions for foreign currencies and Czech
crowns, covering both on- and off-balance sheet exposure. The limits are:

¢ 20 percent of capital on the overall foreign exchange position for all currencies (defined
as the sum of short and long positions in individual foreign currencies);
e 15 percent of capital on the open crown position.

with sub-limits of:

e 15 percent of capital for the open position in any currency for which the CNB publishes
rates (convertible currencies),

¢ 4 percent of capital for the open position of other foreign currencies as a group and 2
percent individually.
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Liquidity risk

119. The CNB does not impose common balance-sheet ratios with respect to liquidity. The
CNB provision on the Liquidity Rules of Banks, issued in December 1996, requires banks to
set up an information system that will allow an adequate management of liquidity, and to
report to the CNB on a monthly basis. The CNB reserves the right to impose specific ratios
on a bank in the event that it judges the liquidity management of a bank to be inadequate.
Currently, the CNB monitors data on overall liquidity and does not differentiate domestic and
foreign currency liquidity.

Market risk

120.  As noted above, the CNB has not yet implemented the regulation on market risk. Nor
does it require mark-to-market accounting for banks’ trading activities. The CNB does,
however, require provisioning for on-balance sheet securities held by banks, which has the
effect of writing down their value to the lower of book or market. The regulation requires
that for the trading account, banks must recalculate to market and provision on a daily basis
the sum of the unrealized losses on each security (no account is taken of unrealized gains).
For securities held in the investment account, banks must provision against the net loss, if
any, between the market and the book value for the entire investment portfolio (i.e., after
netting out gains and losses on each security).

Other regulations

121.  The CNB does not have specific regulatory requirements concerning other types of
risk including interest rate risk and country risk. However, it has established a regulation
requiring the banks to submit an audited annual report describing the banks risk management
practices, management system, internal audit system, and credit and collateral monitoring
system. The CNB has also published a directive requiring banks to formulate a strategy to
cope with the Y2K problem, including the preparation of a contingency plan.

122.  Banks are prohibited from owning or having a controlling interest in a non-financial
entity. Furthermore, if the bank has a qualifying holding in an entity (i.e., directly or
indirectly holds more than 10 percent of a company’s shares or exercises a significant role in
the management and/or control of an entity), then the qualifying holdings in a single entity
cannot exceed 15 percent of the bank’s capital, and qualifying holdings taken together must
not exceed 60 percent of the bank’s capital.

123.  An anti-money laundering law passed in 1996 requires banks and other financial
institutions to report to the Ministry of Finance’s Financial Analytical Unit unusual
transactions (that depart from the normal scope or character of a specific type or specific
customer), and also mandates customer identification for transactions in excess of CZK
500,000 and maintenance of that data for ten years. The banking act separately requires
customer identification of transactions in excess of CZK 100,000.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

