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Czech public finances are in need of reform. The situation is
serious, although by international standards it is not
desperate. If the chronic budget deficits are not reduced, the
government debt will rise to from 35 % to 70% of GDP by
2020 and will continue to grow at the same rate thereafter.
The Czech Republic does have a realistic opportunity to
stabilize its debt at around 50% of GDP. Doing so will
require reducing the primary deficit below 1.8% of GDP in
the next few years, and to keep it there permanently.

For that reason, the reform must not be limited to ad-hoc tax
hikes or selected expenditure cuts. What is needed is to keep
reforming the public finance system systematically in order to
prevent it from starting to accumulate new unsustainable
deficits. It is necessary to:

A Improve the quality of fiscal institutions, i.e., the
rules for preparing, approving, and implementing the
budgets and other laws that affect the budget. Good
institutions help to reduce the deficits, reinforce a
long term horizon in budget preparation, and
encourage efficient and transparent allocation of
expenditures.

A Push for reforms that are desirable irrespective of the
current deficit. A more efficient tax system will
encourage economic activity, reduce tax evasion, and
generate more revenue. A more efficient expenditure
system delivers higher value to taxpayers and reduces
the cost of government.

A Base reform proposals on modern economic theory
and empirical evaluation of policies (evidence-based

policy).
In this study we present this approach in more detail and
apply it to two specific reform proposals.

The first application proposes a reform of fiscal institutio
According to our estimates low-quality institutions increase
the deficit by approximately CZK 9 billion, or almost 9
percent of the primary deficit. A particular candidate for
improvement is the so-called medium term expenditure
frameworks which had been introduced to put a cap on an
uncontrolled growth of expenditures but were not always
obeyed. We propose to make them stricter in the sense that

di sci pl 2nu they would be more legally binding, encourage fiscal

discipline, and increase the transparency of the budget.
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In our proposal, the first post-election budget would be
approved jointly with total expenditures for the following
three years. These pre-set future expenditures would be
legally binding, i.e., it would not be necessary to approve new
total expenditures again in the subsequent years. Deviations
from the pre-set expenditures would be possible only for
clearly specified reasons and would have to be clearly
accounted for in the Budget Act. The expenditures in the
budget and in the framework will include the same
expenditure categories, making it easier to check whether the
government or the House is not violating the expenditure
limits. The government will have a more effective tool to pre-
commit to a longer-term strategy to reduce the deficit, and
also to stick to it.

Our second application concerns a spending program which
costs over CZK 13 billion each year (12% of the primary
deficit) and which has proven resistant to efforts to cut it 0
subsidies to the building savings accounts

We quantify its effects using a household survey recording
the usage of various savings and credit products. The housing
savings subsidies only modestly fulfill one of their stated
goals, that is, encouraging households to save more.
According to our estimate at least 44% of the subsidies are
received by households that would have the same savings
even in their absence, and at most 29% of the subsidies are
received by households that probably save more because of
them. It is a subsidy for the middle and upper middle classes,
being collected by about 70% of households in the CZK 30-
70,000 per month income range, but only by 17% of
households with lowest incomes. We show that it increases
income inequality, especially among the poorer half of the

~ population.

Eliminating the building savings subsidies is desirable.
However, the actual implementation must minimize the jump
in the number of new savings accounts that people try to
open just before the subsidy is cut and as a consequence
pushing up the spending. Behavioral economics provides
guidance & the subsidy cannot be reduced abruptly. We
propose to gradually decrease the annual limit for the subsidy
with the date of opening
3000 by CZK 50 per month all the way to zero.

These two proposals applying modern economic theory and
evidence-based policy to two admittedly partial topics are able
to reduce the deficit by about CZK 22 billion. That in itself is
sufficient to reduce the structural deficit to 3 percent of
GDP, allowing for the adoption of the euro when economic
growth returns to usual levels. Applying our approach to
other aspects of public finances will lead to a budget surplus
and a debt reduction in periods of rapid economic growth.
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public finance system functions, recently being fuelled by
worries whether economic developments would soon
resemble that of Greece. This study shows that the
dissatisfaction is justified, the worries are exaggerated, and
that it is both necessary and possible to manage the public
finances in a smarter way than until now.

The basic facts are as follows. The government debt was
CZK 1282 bhillion in 2009, or 35.4% of GDP. The budget
deficit was CZK 215 billion in 2009 (5.9% of GDP) and will
most likely stay within the 5.5-6.0% range this year. We need
to reduce the deficit below 3% to join the euro. Our situation
is serious, albeit not critical in comparison with many other
EU countries. The Czech Republic should be able to avert
the danger if it takes a proper approach to the reform such as
the one presented here.

Budget deficits and growing debts have a seemingly simple
solution: cut spending or stop spending from growing or raise
more revenue. However, the debate has been so far too
limited to ad-hoc and politically motivated proposals to raise
a particular tax or cut a particular expenditure item. That is
not enough for an adequate solution. Three key aspects of the
debate are generally lacking:

A A longerm perspective reaching beyond the cur
empasizing sustainability.is not sufficient to
accomplish an immediate reduction in the deficit.
The public finance system has to be redesigned at the
same time such that it does not start accumulating
new deficits all over again.

A perspective thandgse comprehensive and ie
minded on the defficit. rather a symptom of a
malfunctioning system than a problem of its own.
The debate should focus much more on changes that
are desirable irrespective of the current deficit.
Changes that will make the legislative framework
more conductive to implementing better and more
balanced budgets in the future. Changes that will not
merely increase tax revenues but will also make the
tax system less distortionary and less prone to
evasion and avoidance, hence being able to generate
more revenue at lower tax rates. Changes that will
bring systemic savings in public expenditures.
Modern economic Rogjitecally motivated proposals
for fiscal reform are generally formulated as mere
signals to voters without being backed by a rigorous
argument why the proposed tax change should lead
to a more efficient tax system or why cutting a
particular expenditure item is more desirable than
another one.

A



signdlem kv ol i Lom a chytlt The Czech public finances need a long-term and
zdovodnin2, zda da r Systematic approach to on improving their quality rather than
kefektivnfij G2mu dab afewhastycuts. That requires rethinking gradually all of their

' aspects and presenting well-founded reform proposals. These

l:lSpOI'a"Vd an®m vidaji I efforts should primarily aim for a more efficient tax and

Uspora jinde. expenditure system, while reduced deficit and debt should
Sp2Ge neH nfikolik ryca comeasdesirableby-products. This study represents our first
systematicki pd2stup k contribution to such effort. Its objective is to present an
financ?2 Znamen§ t o p ceconomic approach to fiscal reform and to illustrate it with
aspekt a poedkl §dat f two applications to specific proposals. One concerns fiscal
Visledkem t®to prs§ce institutions and the other one concerns a particular large
dabovTi a vidajovi s y s spending program. Both have a long-term perspective, both
produ kt em i trval e ni HGz2 shouldbeimplemented irrespective of the current deficit, and
studie je naG2m tomutov(siz bothare backed by economic arguments that apply modern
Jej2m Ylelem je ukr§efad  eonomicthinkingto practical policy making.
ilustrovat |jejpodiwibima ka
nN8vrho na stranft f ibarkag
dl ouhodobou perspektiyv
deficit, a jsou podpot
pB9ev8drj 2 c? poznatky r
praktick® hospod8d8sk®

2. DYNAMI KA ZABILUgOV 2. DEBT DYNAMICS
21.DEFI CI' T A VE®H$MEZINARODNI 2.1.FISCAL DEFICIT AND P UBLIC DEBT &
SROVNANI INTERNATIONAL COMPAR ISON

Jakkoliv se L2sl a popi Althoughthenumbersdescribingthe Czech public debt seem
astronomick§, a | e eska sittiace to reach astronomical levels, the reality may be much less
nezd8 biTt dr a martoiccek 82 0 ( dramatic, at least at first sight. The Czech Republic was the
nej me&nt zadl| uHe n o u podidnc country with sixth lowest debt to GDP ratio (consolidated
konsolidovan®ho vl 8d n 2 government debt) in 2009, the ratio amounted to 35.4%
35.4% (promfir z a rEovzriov (whereas the average of the EU27-wide indicator was at more
73.6%) O viz graf 1 . A kdyH daunting 73.6%), see Chart 1. And although the increase of

procentniho podilu dluhu na HDP byl vroce 2009 both volume and percentage share of the debt in GDP was
enormni (z 30% na 35.4% HDP), v mezindrodnim enormous in 2009 (an increase from 30% to 35.4% of GDP),
srovng8n?2 s e dy nami ka z theincrease does not seem to be dramatically worse than was
or G2 un T @&vir graf 2. m2 F iIEJa the increase for other EU countries d see Chart 2. The
p ldoozsil vonvzamuk financial crisis led to a literally explosive development of
ch ekonomi k debts of most of the developed economies. The biggest
P, kter ® princrease was recorded by countries that bailed out the
anLlLn2ho sekt or uvwramr financial sector or that decided to apply considerable fiscal
k 81 n2 mNasfidé& Mhes2 iom8 r o d stimuli3 The IMF expects that the average gross government
d ( MMF) rode& §¥®]1 0 He debt of G20 countries exceeds 82% of their GDP in 2010;

dl uh zem? G20 p Se |k developed G20 countries are expected to end up with even
zemi G20 oL ek § higher debt ratio at a level of 109.7%. Paradoxically, the debts
j e, He z a d | of G7 countries basically returned to their 1950 levels, that is,

r 8t i roka 1950, atedy? to levels inherited from the World War 11.4

dinTch 2z dr uh
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IViz napd. @cchetti et al .
2 MMF: World Economic Outlook, duben 2010



GRAF 1: SROVNANI VLADNIHO DLUHU ZEMI
EU 27 V ROCE 2009

CHART 1: CENTRAL GOVERNMENT CONSOLIDATED
DEBTS OF EU27 COUNTRIES IN 2009
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Zdroj: Eurostat Source: Eurostat
Zt ohot o pohl edu nevypaWhen compared with negative news from other countries,
pohl ed vobec Gpatnr , the Czech situation does look bad at all, at least at first sight.
m8§ me znepokojovat, p € Why should we therefore be concerned about the
bolestiv® zminy? development of Czech public finance or even introduce any
. ~ pai ?

Prvn2m probl ®mem | e, Hpalnfulreforms.
sekonomi kami , kter® j Firstly, the afore-mentioned charts compare the Czech
vyspilej Gz, a kter ® meRepublic with economies which are substantially richer and
trho. Pod2]| dl uhu n a stronger and they in general also enjoy greater confidence of
pouH2vanim indi k&8t or e m financial markets. The debt to GDP ratio is on the one hand
HDP adekvs8tnt¥ n ez ahr nu astandard indicator, on the other hand we should realize that
bohatstv2 ekonomi k ( na there are many important features related to real wealth of
funguj 2 c 2 i nfrastrukt ur 'economies that are not properly accounted for in GDP (e.g.
porovnal. sp2Ge aemer g functioning infrastructure). If we start comparing the Czech
anal yti ko ©ad?, Zj i st 2 Republic with emerging markets instead (where many analysts
p9es8&8hneme promfrnT p o stllputit), we find out that the Czech debt to GDP indicator
ekonomiky (MMF jej odhaduje na 37.2 %) a apparently exceeds the average levels characteristic for similar

pohodind rezerva tak najednou mizi.>

3See e.g. Cecchetti et al. (2010) for more details.
4 IMF: World Economic Outlook, April 2010
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GRAF 2: DYNAMIKA VLADNIHO DLUHU ZEMI CHART 2: DYNAMICS OF GOVERNMENT DEBT OF THE

EU 27 EU 27 COUNTRIES
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Za dr uh®, skutelLnost Secondly, the fact that many developed countries were able to

vmi nul osti o¢y® v8poel}. d i deal with even higher debts in the past (e.g. in the years after
smnohem vyGG2mi dl uhy, the WWII), does not have to be relevant. Both the Czech and
[ svitov§8 e kjmasituatiia dloahodpbé world economy are in a different situation and the long-term

fisk8l n2z konsolidace b fiscal consolidation will be struggling with e.g. differences in
vidaj ov® i p9©2j mov® s revenuesand expenditures of the budgets caused by ageing of
starnutim populace.” population.8

T9et 2 m probl ®mem | e s The third important factor is related to the fact that the
deficitn? hospodaden? Czech Republic used to have deficits and used to increase its
vabsolutnzm i r el at iletech,2 absolute and relative level of debt even when its economy
kdy jej2 ekonomi ka r os was growing at very high (4-6%) rates of real growth, i.e.
pro deficitn?2 hozsymmdia ® when therewas no reasonable foundation for deficit budgets.

N§zornt tento Vvivoj p ¢ This can be illustrated by data from Chart 3, which describes
tempo re8l n®ho r ostu a the development of real GDP growth and primary
rozpolLtu v % HDP a gr &government balance and Chart 4, which shows the estimates
struktur 8l n2ch def i ci t ofstructural deficits (i.e., deficits net of the influence of one-
oLi Gt Ffn® o vVvli wo j & de & off shocks and economic cycles, with and without payments
cykluvsi tuaci, kdy do ni cofintereston previously accumulated debt).

spl 8tky Yroko st8&8tn2ho

In sum, the Czech situation is not critical yet, but we are on a
Pokud vi Ge uveden® i rslope that can quickly become very slippery, i.e. we are
vl esku zat?2m Kkriti ck8 increasing debts without forethought. Although the relative
rychle a neuv§gHen
[

3 A debt burden is still low if compared with developed countries,
v porovnani svy s p mi z em¥f mi we are gradually getting to higher numbers than are typical
hodnoty vyGG?2 neH jsotfor many 0 e meAl that isrgcessamafor khie
mar ket so. Nav?2c st a L ¢ situation to escalate and for the Czech debt to reach the
zkompli koval a nep©®©2 zni seemingly distant level of 60% of GDP is a sequence of
Napodobit sn2Hen2 relativn2 velikosti veoed@IOch dluho tak

8 This means that to imitate the historical reduction of relative levels of debts will be much more complicated 0 see e.g. Cecchetti et al. (2010).

bude



GRAF 3: VYVOJ PRIMARNI BILANCE V % HDP A
RECLNEHO ROSTHOHDESKE
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F unexpected costs related e.g. to natural disasters.

CHART 3: CZECH PRIMARY BALANCE IN % OF GDP AND
RATE OF REAL GROWTH OF GDP
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GRAF4: DEFI CI T |YOVOIVCYKIWRAN  CHART 4: CZECH FISCAL DEFICIT NET OF THE
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2.2.WHAT DANGERS DO WE FACE UNDER THE
EXISTING TRENDS ?

Although the CR has so far managed to stay clear of serious
problems related to indebtedness, if the current trend
continues, it is likely to face the following dangers surprisingly
soon:

a) Inability to meet the Maastricht convergendeaetaitdri
decreasing attractiveness for foreign investment caused by
our inability to join the eurozone.

b) Degradation of the sovereigWeatingexpect that rating
agencies will be in future much stricter and more pessimistic
when evaluating debts of EU member countries.10

c) More difficult and expensive financing of fulthide dledic
current total costs of financing debt remain below the level of
other EU countries (see Chart 5), the situation can change
very quickly.

+d) Decreased interest of foestpraiisvouraged by the

prospects of future instability and high future taxation caused
by a painful delayed consolidation of public finance.

CHART 5: NET INTEREST PAYMENTS IN % OF NOMINAL
GDP
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23.JAK VELKIT DESKOM®IgE|l DOVOL

Stabilizace z a&dIlduadeG?2h c
pod2lu vI8g8dn2ho dl uhu
ekonomi ky relativntf b
nuceny kdrastickTm zmfngm

ur LlLit®ho bodu s e v Ga k

stabilizuje Li d o kodbnt &
drokov® m2ry a zej m®na
narostou natol i k, Ae
znalLn®ho prim8rn2ho po
zadl uHen?2 stabylizovat

Na jak® Yr ovni bychom

stabilizov at ? | kdyH existdl
maxi m8l n2 | imit dlouho
ktery vychdzi zt oh o, He ani
dl ouhodobt¥ jednat j akc
toto kritérium je vpr a x i pt e sjmandlop
u Hi tieMirm deficitu, ktery si|] eske8I nf¥
dovolit, | evetlakk® zI88 setHi
vel mi toti H z81 eH? na

v okolnich zemich.3 Vz §s adf¥ se z
|l esko Lzdldal oTraznit vyG
prudké p@i bl 2 Hen?2  Yr ooflatdem na6
soulasnou situaci, de
atmosf ®ru na finanln2c
rezervu na nelekan® vI
fisk8l n2 konsolidaci

stabilizace na urovni 50% HDP. Jak ukazjeme dale, je je
moHN® i des 8bhnounft ¢
opat ©9enpotil eadu z doviry
dodr Het m®n¥f ambici - zn
poruGen2m pB9edchoz?2ch

2.4. KAM DLUH POROSTE A P 3l J AK£TM
SE ZASTAVI?

N8§sl| eduj 2 c?2 progn-za Vv
vychazi z kombi nac? rozumnt
budouczm wvTivoji rostu
pri m8rn2kch deficito.

UAnal Tzu vztaho mezi dl uhem,

2.3.HOW HIGH DEBT CAN TH E CZECH REPUBLIC
AFFORD?

Stabilization of public debt (i.e. averting further increases in
the government debt to GDP ratio) can be relatively painless
for economies with low levels of debt; it can often be
achieved without draconic increases in tax rates or
expenditure cuts. However, with increasing debt ratio the
stabilization (and reduction even more so) becomes much
more complicated. Interest rates and the whole debt service
become so large that a country needs to achieve substantial
primary balance surplus in order to be able to achieve the
stabilization.4

Which target level of the debt to GDP ratio should we
choose for the stabilization of the Czech public debt? Even
though there is a theoretical criterion for the maximum limit
of long-run trajectory of public debt based on the fact that
even governments cannot act as organizers of Ponzi games,
this criterion is only of very limited use for our current
situation. The level of deficit that the Czech Republic can
realistically afford is to a large extent dependent on
psychological factors, it closely depends on the unstable
sensitivity of markets and on development in similar
countries. In principle we can assume that the limit behind
which the Czech Republic will face higher mistrust will be a
case of an abrupt increase of the debt to the level of 60% of
GDP. Given the current situation, declared future objectives
of Czech economic policy, mood in the financial markets and
the need to have some reserve for unexpected expenditures
the realistic goal is to stabilize the debt at 50% of GDP. As
we show below it is within our reach without draconic
measures. It is also preferable not to risk losing credibility by
not meeting a too ambitious goal.

2.4. HOW FAR WILL TH E DEBT GROW AND WHAT
LEVEL OF DEFICIT WIL L STOP IT?

Our prognosis of the development of public debt burden
until 2020 is presented below. It is based on combinations of
plausible assumptions about the future real GDP growth, real
interest rates, and primary budget balance.16

Yar okovou m2rou apo®tabizkizlj?2c?

Yar «

2Tato podm2nka vyHaduje, abyr m2oul adefSi diitsk omlt wsy am@d dnwdaeo $ vaiu4p a s &
napd. Neck and Sturm (2008). NejedwlBase® ot ¢ ®rdeé thi®c k® i It i®tr é ruant, u @é en @

13This condition requires that the current discounted value of primary deficits plus the value of current debt equal to zero & more on the details in
appendix and in Neck and Sturm (2008). It is not the only applicable criterion, but it seems to be the most common one in current macroeconomic

theoretical literature.

14The analysis of relationships between the debt ratio, interest rates and stabilizing level of the primary balance is demonstrated on the Czech example

in Appendix I11.

15Metodologie progndzy je popsanavp 92 1 oz e | V.
16 The methodology of the prognosis is presented in Appendix IV.
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Chart 6 shows the prognosis for four alternative scenarios,
ranging from (1) most optimistic (assuming partial fiscal
consolidation and higher growth rates) to (4) most
pessimistic. The most pessimistic scenario can actually be the
most realistic one as it combines no fiscal consolidation with
low GDP growth and high risk premium on government debt
demanded by investors because of the lack of fiscal
consolidation.

The scenarios are similar in terms of results. The debt is
projected to rise to 55% of GDP under the optimistic
scenario and to nearly 70% under the pesimistic-realistic
scenario. More worryingly, the debt does not stabilize in any
of the cases but continues to grow at the same rate beyond
2020. If we want to have a realistic chance to reform the
public finance without excessive cost and enter the EMU
eventually, we have relatively little time.

But the analysis also suggests that we are still within a
windows of opportunity for relatively painless gradual
stabilization of public debt at a reasonable level. Chart 6 also
shows a hypothetical scenario in which the Czech economy
returns to the growth rates that it experienced on average
between 2000-07, has access to lower interest rates, and, most
importantly, the primary balance isgradually decreased to -
1.8% of GDP by 2014 and kept at this level in the following
years. The debt stabilizes at 50% of GDP.

Hence, there is a realistic chance to keep the debt at a
manageable level. And it can be achieved without actually
having to remove deficits completely. All that would have to
be done is seemingly trivial & reduce (and maintain) the
primary deficit to about 80 billion CZK by 2014. As for the
total deficit (including interest on debt) & its reduction to 2.8-
3% of GDP is required.

CHART 6: SCENARIOS OF FURTHER DEVELOPMENT OF
PUBLIC DEBT (% OF GDP)
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3. FISCAL INSTITUTIO NS
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tendenci akumulovat deficity.18 Volebni systém mame governments are more prone to accumulating deficits.2'The

a Perotti

pd2 kl ad n e difskinid® institiicisa Bolititk@g syStému.s t ud i e

The term ofi scal i nstitu

constraints governing the process of preparing, approving,
and implementing the budget. The ongoing fiscal debate has

" put very little emphasis on improving the fiscal institutions,

which is unfortunate given their importance.
3.1. WHY ARE FISCALINSTITUTIONS IMPORTA NT

The experiences from the past 40years demonstrate that it is
not sufficient just to implement one-at-a-time spending cuts
or tax increases in order to reduce persistent budget deficits.
Politicians will soon start appealing to voters and interest
groups by starting to raise expenditures again. The austerity
fiscal package pushed through by the Minister of Finance in
September 2009 which was partially undone by subsequent
legislation vividly illustrates the issue. It is therefore necessary
to adjust the budgetary and legislative procedures such that
the government would not accumulate new deficits. In other
words, it is necessary to improve fiscal institutions.

Countries with well-designed institutions manage to keep
their budget deficits in check and to allocate expenditures
efficiently; countries with poorly designed institutions suffer
persistent deficits and their expenditures cater to narrow
interest groups. An extensive (largely empirical) economics
literature has been studying the impact of fiscal institutions
on budget deficits and debts for more than two decades.2lt
generally comes to a conclusion that the institutions have a
statistically significant impact on deficits and debts although
they are not sufficient on their own to eliminate them.

The Czech Republic does not have optimal fiscal institutions.
The laws that were enacted to strengthen the fiscal discipline
are sometimes being transgressed and transgressions are not
sanctioned. The preparation and approval of the budget are
not sufficiently transparent. Preparation and approval of the
laws that mandate entitlement expenditures are disconnected
from the budget despite their enormous impact on the
budget. The legislative procedure even tends to encourage
fiscal imprudence. Individual legislators enjoy very wide
authority to amend legislative proposals regardless of the
fiscal consequences.

Having well-designed fiscal institution is particularly crucial
for the Czech Republic, as its political system is not
conductive to fiscal discipline either. Proportional election
systems, coalition governments with ideologically highly
distanced parties, minority governments, and unstable

(1996) pro strulni p Oe lariberg, Straubhlaeow n 2 c
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proporLn2, posleunicht d@acetn latechv Czech Republic has a proportional system and most
vykazoval aaved &niechi 1z e « governments exhibited one of the malaises just mentioned
politicky systtm je do znaln® m2 r during the past 20 years. While the political system is to a
hi storickiTm vivojem a large extent predetermined by the historical developments
i nstituce s e z mf machylnostl and cannot be easily manipulated, fiscal institutions can be
politického systtmu kdef i ci t om s i manipulated. As the political system seems predisposed to
fisk8l n2 instituce pr o: generating budget deficits, the Czech Republic simply cannot
Nab2z2? se ot§zknd,) oo dieb afford to have poorly designed fiscal institutions.

kdyby dl ouhodobt mf | o A natural question arises: By how much would the deficit be
Kjej 2 mu zodpovizen? j reduced if the Czech Republic improved its fiscal institutions?
odhad: Sestrojili j s me Weattempted for an answer using a simple calculation: We
podle metodiky nedavnych studii na toto témaa constructed measures of the quality of fiscal institutions,
aplikovali vztah mezi kvalitou instituci a deficity, following the methodology of recent studies on the subject

odhadnutyvt f cht o st udi 2 ch, and applied the relationship between the quality of the
i nstituc? na Yar oOVvebD n « institutions and fiscal performance, as estimated in those
patnactky.1oT j . na Yar oveb | en studies, to a hypothetical improvement to the level of the top
Lucembur sko, Ni z 0z e m2 quartile of the old EU-15 countries.22 That is, to a level just
konzervati vnz?2ch nosdthiatduoc slightly below Luxembourg, the Netherlands, or France.
pri m8&8rnttoviiozegefli cit o According to our conservative estimates, low-quality

(024%HDP) a navyGuj?2 te
cca 12 miliatdHDRYE. rd
L&st ky, o k

m institutions contribute about CZK 9 billion to primary budget
B r balance (0.24% GDP) and increase the annual growth of the
G
a

terou | et oG government debt by about CZK 12 billion (0.33% GDP).
3procentn? kri B®rigwm,k a This is one-fifth of the amount by which the current deficit
strukturainis | o Ak a deficitu exceeds the Maastricht 3-percent criterion, and nearly the
krit®rium. Tyto ef ekt yentire amount by which the structuradeficit exceeds the
Vhorizontu 10 | et t ak criterion. Moreover, these effects accumulate over time. Low-
kv 1 Gi dl uhu cca 117 aH quality institution thus increase the government debt by
13.7 procent irovn ¥ d Ikande toku 2009. about CZK 117-160 billion over a 10-year horizon which is

Tat o L2sla naznaluj:? about 10-13.7 percent of the level of debt at the end of 2009.

hmatatel nf¥ poisprit k e These results suggest that the institutions alone can visibly
navic velmi konzervativni 8 m¥ ©2 t ka k v contribute towards reducing the deficits. Our estimates are
i de

vychazejizf or m8I n2 ch pravi actually very conservative 8 the measures of institutional
voadrf obj a®t 2Li stobdobrquality are largely based on the formal budgetary rules and
z8padoevropsk®epg@mmi si laws. While the Czech Republic is on par with some of the
praktick® fungov8n2 v G best Western European countries when it comes to the rules
nz He Kvalitn2 fisk§8I n on paper, it lags behind when it comes to their real-life
sobr , bez ohl edu na t cimplementation,aswe will discuss below. Well-designed fiscal
deficitu Poi sp2aawnajp@ar Ent nf j institutions are desirable for their own sake, irrespective of
efektivnrij G?2 al okaci ' whether they help to reducing the deficit or not. They
perspektivu poi p ©2 pr a contribute to a more transparent preparation of the budget,
reagovat napd. na de mo moreefficient allocation of expenditures, and the strengthen
vy GG2 vidaje the long-term perspective which allows more timely reaction

to shock such as demographic shifts that push for higher
expenditures in the future.

20 See for example Alesina a Perotti (1996) for an overview of the main topics, Kirchgassner (2001) for an overview of the empirical studies,
Hallerberg, Strauch a von Hagen (2009) as an example of a recent rather extensive study investigating the interactions between the fiscal institutions
and the political system.

21Persson and Tabellini (2001), chapter 13.
BFabrizio a Mody (2006), von Hagen &t©2dloze2w¥09) . Detailn2 metodi
22Fabrizio and Mody (2006), von Hagen et al (2009).The detailed methodology behind our calculation is described in Appendix V.
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3. 2. POT 3 E B AVYBAJS\EIRANICE 3.2. THE NEED TO STRENGTHEN THE FISCAL

FRAMEWORK
Mnozipol i t i ci mohou m2t L Many politicians might sincerely want to pursue prudent fiscal
rozpolLtovou di sci pl 2 nvupolicy. For example, if the ministers of the current
soulasn® vI &8dy mfil i j i government were certain that they would stay in office for
roky, mo h 1l i by r ozl oHi twomore years they could spread the expenditures on their
projekty pBes oba -ldvay o0pet 6 projects over the t
deficit Pro b I ®m nast even nil. The problem begins when it comes to the actual
hl asovs8n2 o ktu8l n2 m voting on the current budget. The ministers realize that their
jejich vl §d a j e n e st & government is unstable and that next year they might be
vyst 92 dg8ni jinT mi mi replaced by other politic
apreferovan®0 proj ekt y and replace them with projects of their own preference.
Racion 8 1 n 2 reakce? Radf | Rational response? Better to spend all the money on the pet
projekty vGedghthyty zpe n@ & | projects now & at the cost of running a deficit.%s Possible
MoHNn® ©8eGen2? D§t p ol i solution? Give politicians a chance to set expenditures for
na vzce | et a nej en n several years ahead and not just for the current fiscal year.
nutni znamenat f i xn2dobt Thisneed not necessarily entail a fixed budget over the entire
al e pOi nej menG2m zvT Geelectoral period, but at least it should entail an increased
nfjakim zposobe m a p Oe d certainty that the expenditures and taxes are largely
nebudou dodatelnf mfnft predetermined and will not be significantly altered in the
|l esko v tomto wudfl al o future.
Do t® doby se rozpolet The Czech Republic made a leap in that direction in 2004.
roko. Nzypn? L este nrao a kt u § Until then the budget was being approved literally on a year-
st 9edni dob®ho viT daj ov ® to-year basis. Now the budget is derived from the so-called
schvaluje na dva r oky medium-term expenditure framework which is approved by
re&émec aktualizuj e, al e theHouseof Representatives two years ahead of the current
pouze z poOedent VT d_aejn c budget year. The framework is updated in the subsequent two
navr Hen®esmimBdede vy Go v a years. Total expenditures, however, can be increased only for
aktu8l nzm rg¢mcem. P ©i specified reasons.26 The total expenditures in the proposed
Snifmovnf¥ se nejprve hlbudget cannot exceed the expenditures set forth in the
p92j mech a deficitu, a framework. The House first votes on the total expenditures,
vidaje mezi pol oHkami . revenues, and the deficit, and only then can it reshuffle the
Syst®m | e nastaven r o expenditures between chapters.
p9edem stanov? str op n Thisis a sensible system. The government and the House set
chr gn?2 t ak sebe s a my an ex-ante ceiling on the future expenditure growth and are
rozhazovat vidaje ve essentially protecting themselves from their innate propensity
chl ebad a schval uj e s e tospendhastilywhenitcomes down to approving the actual

R§mce nejsou vHAdy dod budget. So what is the problem?

schvadlené r 8§ mc e, povol en® The frameworks were not always obeyed. Table 1 shows the
rozpolLty od roku 2006, approved frameworks, the allowable adjustments, and
T bTt omezen v approved budgets since 2006, i.e., since the first budget that
6 a 2007 do G should have been limited by the framework. In 2006 and
povolené Upravy, tedy 0 2.6 a 2007 the expenditures were increased by CZK 24.3 and 56.6

i A
| et ech 200
24.3 a 56.6 miliard nad

BToto je zjednodtueGernii2 wwiykslvardt |jug dnc® czh ap eorFneann®e nntan 2n ersot zapboi Ul ti ot VF® vd e
Dal G2 teompioemHdp&h2vajaahu jako n8stroje, kterT omezuje rozhodo\
me z i gener acemi (Cukiefmakhta WMehitz®drvIi( §8@89) koallic&koohl edni dop
(Alesina a Drazen (1991)).

2Mj . neolek8van§ ENfl dea @i md®ME U mF dpsorwdhc® Tlzi bro&nyd ce rvd 8idGe n z

This is a simplified exposition to one of the theories explaining permanent budget deficits, based on the instability of governments (Alesina and
Tabellini (1990)). Other hypotheses are based on the strategic use of debt to restrict the policy choices of future governments (Persson and Svensson
(1989)), intergenerational redistribution (Cukierman and Meltzer (1989)), or conflict inside the government coalition over the distribution of spending
cuts across electoral groups (Alesina and Drazen (1991)).

2Unexpected inflation and, new subsidies from the EU, among others. The government may increase the expenditures at its own discretion by a very
small amount.
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55procentvi daj o rozpolLt u! . billion above the allowable adjustments, or 2.5 and 55
rostu, kdy oLek8van® percent of total expenditures! The country was experiencing
p9edur Len® % r 8mc 2 c h. rapideconomic growth and the expected revenues generously
pouHity na sn2Hen?2 dl u exceeded the expenditures set forth in the frameworks. The

p
k

respektu k r 8mcom. R § 1 extra revenues were not used for reducing the debt but for
skut elmT visdajoom. D o k 8 z additional spending in excess of the framework. The
zvy GovE8n? deficitu v r frameworks thus were not effective in imposing a tight lid on
nedovolovaly pokryt vydaje v ramcich. spending. They probably did help to limit the growth of

deficits in the subsequent years when the revenues were
insufficient to cover the expenditures in the frameworks.

TABULKA 1: SCHVALENE VYDAJOVE RAMCE, TABLE 1: APPROVED EXPENDITURE FRAMEWORKS,
ROZ P DY, AUPRAVY,VMILIARDG¢ CH K|}, BUDGETS, AND ADJUSTMENTS IN CZK BILLION, 2006-
2010 2010

2006 2007 2008 2009 2010

RAMEC T-1- CENTRALNI VLADA*
FRAMEWORK T-1 8 CENTRAL GOVERNMENT* 988.6 987.6 1088.7 1100.9 11265

RAMEC T - CENTRALNI VLADA*

FRAMEWORK T 8 CENTRAL GOVERNMENT* 1038.9 11315 1215.1 1241.9 1295.2
ZMRNA
CHANGE 50.3 1439 126.4 141.0 168.7

POVOLENE UPRAVY
ALLOWABLE ADJUSTMENT 26.0 87.3 141.0 141.0 169.5

ZMRNA NAD REMEC dPRA
CHANGE IN EXCESS OF ALLOWABLE ADJUSTMENT 24.3 56.6 -14.6 0.0 -0.8

RAMECT-ROZPO| ET* *
FRAMEWORK T 8 BUDGET** 949.2 1030.4 1100.1 11455 1178.3

ROZ P O| ESBCHVALENY
BUDGET T 8 APPROVED 958.8 1040.8 1107.3 1152.1 1184.9

ROZ P O| EJROVNATELNY SRAMCEM

BUDGET T 8§ COMPARABLE 944.8 1026.8 1097.0 11424 1175.2
Zdroje: Sources:
Vidajov® r8mce schv§8l en® u-209e s ¢ Expenditure frameworks approved by the House of Representatives, 2004-2009
Dovodov® zpr8vy Kk n8vrho mz 12 8 k o r Explanatory memoranda to the Budget Act drafts, 2006-2010
Z8kony o st 8t-2080m rozpoltu 2006 BudgetActs,2006-2010
*zahr nuj e vidaje st8tn2ho rozpol *includes the expenditures of the state budget (except certain items) and the state
fondo funds

** zahrnuje vidaje stg8&tn?2ho r oz *includestheexpenditures of the state budget (except certain items)

ProL r8mce nefunguj 2,  Why do the frameworks not work the way they were
" " . . i supposed to?
A Stanovuji pravidlo, ale chybi konkrétni sankce
za jeho poruGen?2. A They set a rule without a specific sanction for violating it.
A Zatim se nikdo nepokusil je vynutit. Dle A No one attempted to enforce them so far. In our opinion
naGeho ngzoru j e the legality of the budget and the legality of the process
rozpolLtu, tj. zejm® through which the budget was approved should be

14



zakonnou procedurou, zasadnim tématem pro evaluated by the Constitutional Court.30 The budgets for
Ustavni soud.?’” R o z y naltoky 2006 a 2007 2006 and 2007 were approved in clear violation of the
byly zjevnt¥ pOijaty  budgetary procedure prescribed by the law.

pravidly. A They are not sufficiently transparent. The frameworks do
A Nej sou dostatelnt¥ not include exactly the same expenditures as the budgets
vidaje % rozpolLtu do; the information on the allowable adjustments is
vidaj e, povol en® z ohiddendéd deep in the e
aschovsgnyo hl uboko budget proposal; comparing the expenditures in the
rozpoltu, n2akwWHiedapjoa budget with the frameworks and the allowable
rgmci a povol enT mi adjustments hence requires tedious search through
titfrn® hl edgn? n a numerous files in the budget documentation.3t Table 1
z8kona o0 st28 fTabutkarl tutoc illustrates this lack of transparency.3?
netransparentnost ilustruje.2 A They do not give the finance minister or the prime
A Nedgvaj? mi ni stru minister sufficient bargaining power during the budget
dostatelnt silnopr a preparation.

rozpolLtu.
3.3.APLIKACE: REFORMAVT DAJOVT CH R 3.3.APPLICATION: IMPROVING THE EXPEND ITURE

FRAMEWORKS
ZtFfchto sl abin v y ¢ h 8 z Our proposal for reforming the frameworks tries to eliminate
rozpolLtovich r8mco. J e the above weaknesses. The key element is that the
vli 8dn2 koalice si s t a n government coalition would set the total expenditures for the
sv®ho vI 8dnut 2 yydajet badeut noit entire four years of its term in office, such pre-set

konkr ®t nfj G2 pr 8vn? d « expenditures would have binding consequences, and the self-
posileny samokontrolni mechanismy vynucujici jejich enforcement mechanisms within the budgetary procedures

respektovani: will be strengthened:

1. VIadni koalice vznikla zv ol eb p ©i [ 1 The new post-election government will prepare a detailed
rozpolLet na 1. r ok v 1 8 budget for the 1st year of its term in office as well as the
na 2. akPi 4. scholal ov ®n2 expenditure framework for the 2nd through 4th years. The
schv8l 2 jak rozpolLet n budget for the 1st year will be approved jointly with the
aH. 4. rok. expenditure framework for the 2nd through 4th years.

2. Celkové vydaje schvalené vr § mc 2 ¢ h  n 2. Total expenditures, as stated in the framework for the

Poedchoz?2 rozhodnut 2 dsthavn’pbelaoedluT,cfze;“am@hlae;zkauc‘ﬁ,en@ltndjstmdlumoﬁo
771 06) . dstavnpr ismaidpwr,6 oiedud ? §sePekni ch org8no (v Lsaladnst zakpnBou j et 2
procedurou, jinak je nez8konu®LDt ®eadsohf Ho v Bdentidz@mi @ anlc ok juG prorsg Atnpe

byl a poruGen8 |l egislativn? pravidla dovozen®rooeceuppO©tpcavybe
rozpolLtu byl o poruGeno vel mi k pem (§8a, @tt.B2 zIS&k @in|al 2ULIBYV RV OPISdbvi |l 0 od «
2V daje obsaHen® ve v2celet®m r §mci nezahrnuj2 vidajlen2na Trpeoarioic:
chce zjistit, zda mhhawpworl§,ovie mo e i @rinmis tydsiopod@widtu, viad ) enus 2 do
pol oAky aimp.Pabubkaj & kkazuje rozd2ly mezi r§mcem na aktu8§ln2z
prosamot n T st §tn? rozpolLet, skutelnim rozpoltem, a rozpolteeym upr
rdmcem.

2%/jz Sedmi hradsk8 (2007) pro detailnij G2 popis diskrepanc? mezi

Prior rulings of the Constitutional Court that sassad ineidtatiodadthen t h
budgetary procedures would be deemed unconstitutional (namely the ruling 77/06). The Constitutional Courta pp |l i ed t he pri nci p!
public authorities (including the approval of laws by the Parliament) must be made in accordance with the legal procedure, otherwise it is

illegal. OVi ol ation of the expendi tedwlei fe amewohé&scaseiof adowielhnder adel
were deduced by interpretation of general and abstract provisions of the Constitution, here the rule that was violated is specifically defined by the

code (88a, section 3 of the Budgetary Procedures Act 218/2000Shb).

31Expenditures covered by the framework do not include expenditures on government guarantees granted before 2004 and on the so-called returnable
financial aid. In order to check whether the budgetary procedures were obeyed one cannot simply compare the expenditures in the framework with
the expenditures in the budget but has to locate these particular spending items and add them to the framework. Table 1 illustrates the differences
between the framework for the current year for the entire expenditure of the central government (which includes off-budgetary state funds), the
framework for the budget itself, the actual budget, and the budget adjust for certain expenditure items such that it should be comparable with the
framework.

32See Sedmihradska (2007) for a more detailed account of the discrepancies between the frameworks and the budget and alternative accounting
methods.
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37The allowable discretionary increase is 2 permille for the first adjustment of the framework, and it is 1 permille for the adjustment for the current

budget year.
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2nd through 4th years will constitute legally binding total
expenditures for those years. When approving the budget for
the 2nd, 3rd, and 4th years, it will be possible to adjust the
expenditures (subject to certain constraints described below).
If no such adjustments are made, the total expenditures set in
the 1st year come into force.

3. The government has two options when preparing the
budget for the 2nd, 3rd, and 4th year:

a. If it wishes to keep the total expenditures at the level that
was pre-set in the 1st year, if would prepare only the proposal
for allocating them across spending items. The total
expenditure would not be voted on again (that is, the current
first reading of the budget proposal in the House would not
occur).

b. If the government wishes to adjust the total expenditures
it will submit a proposal for a deviation from the
expenditures that were pre-set in the first year. The issue to
be voted on by the House during the first reading of the
budget would be the deviation only, not the total
expenditure3® The House would debate and approve the
allocation of expenditures in the subsequent readings, like
today.

4. The deviations could reflect only:

a. Revenues from the EU, unexpected inflation and
expenditures on unexpected emergencies (e.g., military
missions, damages from large natural disasters) & essentially
the same factors allowed by the current frameworks.

b. A I i mited i ncr e adseetioa 1t is -

now capped at 3 permille.3” We suggest to tie the allowable
discretion to the business cycle, making it looser in the times
of recession such that the government would have some
room for fiscal expansion, and more restrictive in the times
of growth, such that the government could not discretionarily
raise expenditures at the times when a pro-cyclical spending is
clearly undesirable. The allowable discretionary increase could
be 1 permille when the expected GDP growth is 3 percent,
and would increase by 2 permille for each 1-percent reduction
in GDP growth. No discretionary increase would be allowed
if the GDP growth were to be 4 percent or greater.

5. The deviations and their justification must be
transparent . The msatendpiterm
cannot be hidden in the attachments to the budget proposal
but should be placed upright in the proposal that is voted on.

6. The expenditure categories that are pre-set for the 2nd,
3rd, and 4th year must include the same categories that are
later included in the detailed annual budgets. That way, the

aut omat i c kT prvnismooce Eakt@lniodehjlkd aj 0o schv 8l enich v
zviGen2 o 2 promile, p3i Yapravf
36The total expenditure would automatically be given as the expenditures pre-approved in the first year plus the deviation.

r §mce

j e

moHn®

16

na

a



dneG

N8&vr
prav

us?2
edn
t omu
oduGe
k se
vl 8§da

h j e
idly,

zahrnoAvat st
f obsaHeny v

budou m2 t

porovnat
n arvoyt Gu j p?o vvoid

povol en®
podstatny krok kv y G G 2
nz praxi

i nspirovsgn

d

e]
d
z

v T
dnar
od

transparert

j 3 Lejménal

prototeBei sdbyhgujzaavede
fiskaIni konsolidaci vroce 1994 a od té doby se
zem?2 dad?

Ni zo

34.VI EM SPO|] CV¢

1. Prosazuj e

m®e®d i
pozo
zda
Zz mf n

NAVRHU?

a ani
rnost,

stabil

YA

HALCANVONSC NPA ¢ E

Vy@GHRovwTrmne
z8konodS8rci

nej sou

jsou dodr Hovgny.
r 8§ mc ol € g iatkikmnd 2 h o)

VnaGem n8v

vprvnzm

r hu

roce

kaHAdoroln2zch

transparentnf,

snaze kontrolovatelné.

2. ZuHuj er okanRAd
cel

schy

8|l en?2

kaHdorolLn2ho

schyv

8l en®ho

Sroz

C

se odchy
st 8§vaj?2

rozpo
dodr

Dr=

t c
ov

rPoz hp ®ed

kovTch
rozhodov§
aSchv sl
typu
mebo 2(p miliartd?ulsou

v T

2 m
aodc

navr Hen®sodd¢mylukgev z §k
3. Posil

ori e
avr

o = S

os |

uj e
nt aldnve T
hnout

edek,

strategi.i

pr Nwym2

piozn

dBiAeLo kter®
KaHdT r ok

He

kdyH

omezov_8n?
ramcich, zroku na rok se nanovo otevira boj o

j

ozporeT ms obj ememe maTzad

v
v T

legislators and voters will be able to simply compare two
numbers and get a picture of by how much the expenditures

- deviate from the pre-approved expenditures and whether the

government obeys the allowable increase. This is a fairly
maj or i mprovement in the
to the current practice.

Our proposal is inspired by the Dutch fiscal framework
which is frequently being portrayed as a role model namely
because it seems to be working.38 It took its current shape
during a radical fiscal consolidation in 1994 and the
Netherlands have succeeded in stabilizing the expenditures
are reducing the debt since then.

3.4. WHAT ARE THE MAIN ADVANTAGES OF O UR
PROPOSAL?

1. Imposes greater transpilegthey.the media nor the
legislators pay much attention to the expenditure frameworks
today; they seem to be an incomprehensible technical detail.
Nobody attempts to challenge the legality of adjustments in
the frameworks. In our proposal the deviation from the
expenditures pre-set in the first year becomes the key
parameter of the annual budget. It is presented in a
transparent manner and adherence to the allowable deviation
is easily verifiable.

2. Narrows down the issue to be voted orOeexlihge
expenditures for the upcoming 4 years are pre-set, the focus
of the annual budgetary politics shifts: From questions of the
kind oshall we approve 1
deviate from the pre-set budget by 15 or 20 billion? Are the
proposed deviations withi

3. Incrases the legal significance of the Tradagvioeksio
not mean much more than a mere guideline @ a number that
the government should propose as the total expenditures. But
the new budget with a new total expenditure has to be
explicitly approved every year. As a consequence, a new
political battle over the size of the budget opens up every
year, despite the fact that the government might have had a
long-term strategy for capping the expenditures legislated in
the frameworks. In such a battle the prime minister and the
finance minister are in a weak position. Every minister wants
more money for his chapters; every member of parliament
wants more money for specific projects in his district. If the
prime minister or the finance minister refuses to give in to
the excessive spending requests and insist on sticking to the
framework, they risk that the budget would not be approved
and the provisional budget would come into force. That
implies consequences for the actual expenditures, and, more
importantly, carries a negative connotation that the

p rsabou ineseokonkrdétnm government is malfunctioning. Our proposal changes the

konkr ®t n 2 vidaj e, vV e |
mi ni str financ? nemajy
cht ¥l vace pro svoj re
pro konkr®t n2 projekty
Li premi ®r , [ kdyby mf
poHadavko zredukovat
rg§mcem, jsou ve sl aupith
akonsensusausppkldby eaj?2?2 o
ri skuj?2, He rozpolet
rozpolLtov®

dosl edky pro samotn® v
BO0ECD (2002), | MF (2001). Pro

game O the total expenditures were already approved in the

popis nizozemsk®ho rozpolLtov®ho

3OECD (2002), IMF (2001). For a description of the Dutch fiscal procedures see Bos (2007).
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He vI 8da fVmaGgm rGSitwath past. The prime minister or the finance minister may refuse
mi nm2cel kov® vidaje byl \the pressure on expenditures by simply pointing out that if
rokem aH t 9emi l ety IV there is no agreement, there need not even be a new proposal
n8tl ak na vyGG2? pbddb&pe on total expenditures. The pre-set expenditures will come
p Oi chybrj2zc?z shodf¥ a r into force, and the allocation of expenditures across items will
rozpolLt ovd®budeuT platit j te schvalené have to fit in. A new self-enforcing mechanism is thus built

t
vminulosAti, a n8vrh r o into the rules.
nich jiH vej2t prostfH

pravidel - zabudovan samovynucovaci - mechanismus, The truly provisional budget, as conceived today, could only

posilujzc? jejich dodr be triggered if the first budget of the new government were

4 Znalnt¥ mf n 2 f akt i cla® notapproved. In the subsequent years, it cannot happen (by

SkutelLn® provizori um, construction) that the total expenditures are not approved,

nastat jen pOoi neschv 8 though it still may happen the allocation of expenditures is

Vdal G2ch |l etech uH nemnotapproved. In such a situation, a default budget would

schvsgleny cel kov® v T décomeintoforce, in which the total expenditures are equal to

situace, He nej s oitoly. étonh the expenditures that were pre-set in the framework, and they

p92padfi by automat i cky wouldbe allocated across items in the same proportion as in

cel kov® vidaje j sou the previous year 6s budge
vprvn2m roce, a do jedi

ve stejn®m pomiru jako

5 Nut 2 vi §du
horizontuRo z po L et
kl 2LovT. Poe

horizanThe budget for the first year of a new government
[ S wdfouwhodelr will be absolutely crucial. It will set binding caps which will be
na pr vn?2 quite difficult to exceed and will be conductive to fiscal
dur L 2d arhaG?tc discipline when it comes to voting on laws that define
| etech bude obt2Hn® L i entitlement expenditures. When approving more generous
mantinely mo hou p os 2 | i entitlement expenditures the legislators will be forced to
z8konech, k t er ®atornip @eajd. | realize that doing so will almost automatically require cutting
Zékonodarci budou nuceni hlasovat sv ¥ d o m2 other expenditures (at least during the current electoral term)
schv§gl en?z vy GG2 ch ma n ¢ instead of raising the total expenditures or the budget deficit.
automaticky znamenat Kk
dan®m volebn2zm obdob?2)
vidajo a rozpolLtov®ho

Realistically, the changes we propose are not a panacea that
would guarantee balanced budgets once-and-for-all. The
“budgetary process will always be a tug of war between
NaviThovan® zmfiny samoz dej responsible and populist policies. It is always difficult to
jednou provHdy nast ol restrain politicians so that they abide by their own rules. 1f 90

rozpolLty. RozpoltovT p percentofthe ministers and members of parliament come to
me z i odpovidnou a pop anagreement to open the floodgates of spending, any legal
politiky, aby dodr Hov and procedural limits will hardly stop them. The strict four-
obt2Hn®.e POKwdINi ni st r o year frameworks should, however, strengthen the position of
t om, He se bude wutr §c e thoseactors in the budgetary process who want to obey the
sotva zastav?. Stri kt n rules. The government can be more confident that if it
tfch akt ®r o, kt ed? p r a prepares a plan to cut the budget deficit during its term in
moHe m2t vl 8§da dovFr dhp office it will also be able to stick to it. And they make
obdob? pOi prav? v 2 ¢ e | € legislators perceive more strongly that when it comes to more
bude schopna se ho n 8s spending, thereisno such thing as a free lunch.

p Oi hl asovgn? o vidaj:

zadarmo

¥RozpolLtov® provizorium nast 8v§, kdyH na zal8tku kalendg§88n2ho

40The provisional budget comes into force when the calendar year begins and the budget has not been approved.
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4. VYDAJE 4. EXPENDITURES

4.1. VODITKO PROSNI§ OVé NC VT DAJ 4.1. RULES OF THUMB FOR CUTTING EXPENDIT URES

Upravy na vydajové strance budou pro dlouhodobou Adjustments on the expenditures side are crucial for a

rozpolLtovou k8zeb n e sustainable fiscal policy. The experience of the European
evropskychzemizpos |l edn2 ch 20 | countries during the past 20 years demonstrate that fiscal
konsol i dapeey @rédd kg i2 ¢ consolidations relying primarily on reducing spending have
trvalej G2 efekty neH k longer lasting effects than consolidations relying primarily on
zvyGov4dn2 dan?2. raising taxes.4

Sn2 Hen? deficitu al e However, reducing the budget deficit cannot be the sole

rozhodovs8n2 o konkrdRbp objective when choosing particular expenditure cuts. That
znamenal o sni Hovat p r i would require cutting primarily those expenditures that are
vws 0 k ®. Ekonomi cky r a c large. An economically more justified objective is to cut

sni Hovat prioritnf t y primarily those expenditures that are useless and inefficient.
neefektivnz, Sn2 Hen?2 d Let the deficit be merely the driving force for cutting
sni Hovgn2 vidaj o, k t e r expenditures that should be cut in either case:
Jako tak: A Expenditures on programs that do not fulfill their
A Vidaje, kter® nepl stated objective
A Vydae nadbyteln®, k A Redundant expenditures, when the objectives of a
moFAeme dosS8hnout | given program can be achieved at lower costs

A Inefficient expenditures, when the value they create

A Neefektivni vydaje, kdy hodnota, kterou is clearly lower than the costs

vytvego2z, je zjevni
Proceeding this way requires a systematic evaluation of the

Postupovat t2mto Zpos effects of individual spending programs and an on-going
vyhodnocovat dopady ¢ search for more efficient alternatives. Such evaluations are
vidajovich plredaamef ek pisingfor most current spending programs.
U st8vaj2c2ch wvidajovTd
hodnocen?2, zej m®na ze
chybi.

4.2.APLIKACE: STAVEBNC SPO3IEN 4.2. APPLICATION: BUILDING SAVINGS

Stavebn? spoden? zde We chose the building savings as an example of a particularly
ukazku velmi problematického vydaje. Jeho podpora problematic spending program. Subsidies to the building
bude | etos st &t dadploun® savings accounts will cost taxpayers CZK 13.5 billion in 2010,
tedy poes 8% rozpobt o orabout 8 of the budget deficit. When the program was

vzni ku n atychple bylg jeh& deklarbvenymi i nt r oduced in the early 1
c2li zpO2stupndaobi Yv K d theavailability of credit to finance the purchase or renovation

neexi stovaly, a p o d p o of housing at a time when mortgages were non-existent, and

takového. to encourage longer-term savings as such.

Nevime, nakolik tyto cile sta v e b n 2 S p o 8 We do not know to what extent the building savings program
pl nil o. Nepodadil o S ¢ ever succeeded to accomplish its stated goals. We were not
ekonomickou studii, kterd& by wvyhodnotila jeho able to locate a single scientific evaluation of its effects.52 The
dopady4 Ut r 8 c 2 me t ak k a Hd ' government has been spending over CZK 10 billion each

41Von Hagen, Hallet a Strauch (2001)
42\on Hagen, Hallet and Strauch (2001)

BPouze Sunega (2005) zkoum8 m2ru nerovnosti p92j mov®ho mazdydle
data vGak nedovoloiHzap otdR@k |¥ai oeodogkoel tgyt awreobkn 2 ho spoden?.
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kor un, ani H bychom v ¥ d yearwithout knowing whether people get anything in return.
nfco z2sk8v8&me. Sm2mba O Of course the effects of the building savings on the actual
na Yasspory dom8cnost 2 n savings of households cannot be measured by the value of
stavebn2ch spoditel en, deposits with the building savings societies, since many
spodil o stejn® n e b gnychr households would have saved similar or the same amounts
finanLn2ch produkt ech. anyway onlythrough different financial products.

VdneGn?2 dobt j i H dot a Subsidies to the building savings only negligibly contribute to
povodn2z ¥ihélmgIl pén Br o their stated goals today. They have negligible effect on
ma nulovy vliv na jejich UGspory. Diky tzv. savings for most households. A sizable fraction of the
po9ekl enovac2zm Ywvir om L subsidies even supports borrowing, the exact counterpart of
nedotuje spoden?2gliaslte® saving, viathe so-called bridge loans which are being used by
kter® klienti dost 8vaj  customers who did not need to accumulate savings before
neHS8douc?2 roapadyp mma p @4 taking the loan. It has undesirable impact on the distribution
p92jemcem podpowy GG8 mu of income as households with higher incomes are also the

Existence tfeht o neMls§, largest recipients of the subsidy.

pO9i zn8vs8§na Vve&dDajpows tdn § These undesirable effects are being perceived and sometimes
rozhodnut 2 |l ze al e s ¢ even admitted by the general public as well as politicians.53

k
Vv
e
v

di spozi ci midi§a jejiohu empiriakéin ¢ However, good policy choices can hardly be made without
Tznamu. Odhadl i j s me any estimate of their empirical magnitude. We therefore
fektivnost.i p o d p ® progentos estimated one possible measure of inefficiency of the
Tdajo na sts8gtn?2 p o d p o subsidies to the building savings & the percentage of total

nulovy vliv na Gspory domacnosti nebo je dokonce spending on the subsidy that has no effect on the householdsé
positive

podnifeywz62 kn%poj Lk8m. saving or th at has a

ina.s4
Odhad vychazi ze standardni mikroekonomické teorie borrowing.

vlivu dani a dotaci na Uspory domécnosti.# Podpora The estimate follows from the standard microeconomic
spod®en2 zvyGuj e Yr okov theory of the impact of taxes and expenditures on
na vklady do 20000 KL. househol 9 dlse sulssidyvtdo degosits into the

dvi skupiny: ty, kd @ir t® building savings accounts increases the effective return. But
neH robkn2 i mit, a t ' the subsidy is limited to deposits not exceeding CZK 20000
Doméacnosti  vpr v n? skupinf¥ per year. The households can thus be divided into two types:

vmaxi m81 n?2 MoHN® m2 de Those that intend to save more than the annual limit anyway,
Uspory investuji v jiném (nedotovaném) produktu. and those that intend to save less. Households of the first

Rozhodovg&8n2, zda se voy typewillfirstinvest into the building savings accounts up to
ovliivnino, a zvol en® ¥ thelimitto take the maximum advantage of the subsidy, and
dos&hne poi ni HG2 ch s p will put the remaining savings into an alternative (not

pB9erozdil en2 3000 KL v subsidized) product. But their choice of whether saving is
Jsou-li uroky z¥av F r o dost at el nfF worthwhile on the margin is not affected by the subsidy, and

~

domécnosti dokonce vyhodné vzit si Gvi r a

they only achieve the intended level of total savings with

zal oHAit stavelt 2 $PPOE Pa lower deposits. The only significant effect is a redistribution
pouze maximalizuje statni dotaci, ktera nema vliv na jeji of CZK 3000 to these households. If the interest rates are
Vaspory. Pouze u dom8c n lowenough it may even be profitable for the household to
neH maxi m&8l n2 roln?2 | i takealoanand have the buildingsavings account at the same

Yar ok zarmiag¥fg porvayntiG?2 n

time. Such a household is simply maximizing the subsidy that

vyplati. it can receive while its actual savings are unaffected. Only the

52 Only Sunega (2005) evaluates the degree of income inequality generated by various housing policies, including the deductibility of interest payments
from taxable income; the data however did not allow separating the deductions from mortgages and deductions from loans from building savings

societies.

4 webov® str8nky Asociace stavebn2ch spoditel
pro statisice domécnosti. (http://www.acss.cz/cz/novinari-a-odbornici/acss-v-mediich/bez-statu-se-neudr-i/)

“Popis odhadu je obsaHen v P82loze VI.
“Pr o pO9ehled, viz Atkinson a ing2002gl itz (1980),
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http://www.acss.cz/cz/novinari-a-odbornici/acss-v-mediich/bez-statu-se-neudr-i/

Odhad vyuH2vs v e ©9ej ni households of the second type could be induced to save more
stavebn2ho spodenrnPr wa k because of the subsidy, because saving yields higher return to
dotazovanou dom8cnost them on the margin.

spo®92c? a Y%wirov® prod

konkr®@t n2 L8st ky, kter ® s
stavebn2z spodenz ne
kl asifikujeme ty, k r
maj 2 al espob dal G2 dv e
kt er® | ze povaHo vsatebnihp
spodenz?, a dsgl e dom
sinvestov8n?m do stave
stavebnzho spoden?2 vyimkon
hypotéky.484950 mi n i m§grooeiitech 4tdtnich
podpor (5.9 miliard korun) t ak moHe!
neovlivbuj2 ¥spory dom
se 0 zcela neef ektoipvanlir
pohl edu | z e rpracentecm 8yidanych
st8tn2ch podpor tvrdit
které je pobiraji.5o

The estimate uses a publicly available dataset that records the
_ participation in the building savings program at the
household level ¢ The data provides information about
whether a surveyed household uses a particular savings or
credit product but unfortunately it does not contain the
money amounts that the household saves. Households for
whom the building savings subsidy does not increase total
savings are hence classified according to a fairly conservative
criteria; (1) households that have building savings accounts
and also have at least two other long-term savings products
which are reasonable substitutes to the building savings and
(2) households that simultaneously save into building savings
accounts and either borrow from building savings societies or
borrow through two other credit products except
mortgage.5’58 We can then say that at leasti4d% of the
subsidies (CZK 5.9 billion) do not increase savings of the
Stavebn? sap am@leox2n F t @M t households that collect them, and hence can be regarded as

m§
t e

p9esnT 0 p a krocestpg/ovd @ 2 . p 08 public spending that is entirely wasted. From the opposite
stavebnzmi spoditel nam point of view, we can say that at mos29% of the subsidies
Yaviry, kter® klienti « increase the savings of the households that collect them.5

p9edem spodit. KIlient
z8roveb a\Viebzal osHPo Ssetn 2
jsou pouHity na spl §t
el kem 1. 268 miptodena stathigh
dpor , j dep ckeek | kelnioerrmatcd
®m dosl edku jednozna
i je 8eposy?2.doment ¢

The building savings also indirectly subsidize pure borrowing.
82 percent of loans provided by the building savings societies
are the so-called bridge loans that are provided to clients who
need not to contribute savings prior to drawing the loan. The
clients draw the loan, open the building savings account, and
the subsidized deposits are later used to repay the loan.
According to our estimate 1.268 billion CZK, or 9.6 percent,
of total subsidies are collected by clients with the bridge loans
and thus encourage indebtedness and reduce savings of
households. This method of facilitating the access to credit is

j e navz2c znalnft¥
ta nep®rhécudn §ka
PGl enT

35 Qc

53 E.g., even the Association of the building savings societies declares on its website that the indirect support of the bridge loans constitutes one of the
major benefits of this spending program to thousands of households. (http://www.acss.cz/cz/novinari-a-odbornici/acss-v-mediich/bez-statu-se-
neudr-i/)

54 Appendix V1 describes the methodology of our estimate.

55 See Atkinson and Stiglitz (1980) chapters 3 and 4, or Bernheim (2002) for a reivew.

47Investice a dluhy dom8 c no st 2, Factum I nveni o 200 8lispozi8 harhttpll/mww.fagtuonpz/384_invedtide-&-r o v @
dluhy-domacnosti-2008.

“Termnovan® vklady, pod2lov® fondy, akcie a dal G2 cenm®ipapg? py, pg
Hi votn2 poji Gtfinz,.

“Napd. | easing, pojlLka od banky, koupf na spl 8tky, pojlLka od pc
%0dn§ se o dom§cnosti, kter® maj2 stavebn?2vjmkowhpetdhy), nemaj 2 HEdn

SIP O p8eklenovac2m %viru klient dost§8vsg fixn2?2 podpood B®OOI0 WKilh:c
zposob spl 8cen?. PBi dan® Yrokov® sazbi tak L8st st8§8§tn2 podpor

S6lnvestments and debts of households, Factum Invenio 2008.Summary of the survey available at http://www.factum.cz/314 investice-a-dluhy-
domacnosti-2008.

57 Deposit certificates, mutual funds, stocks, bonds, savings accounts, cash saved at home, but not private pension insurance or life insurance.
58| easing, bank loan, consumer credit, loan from friends or relatives.

59 We classify as such the households that have building savings, do not have any other long-term savings product, and do not have a loan with the
exception of mortgage.
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St avebn? Sspoden? m8 r ¢ highly non-transparent, confusing for the client®, and
vpoO2j mech. Gr af 7 uk az apparently unintended by the legislator.
VyuH2vatavebn? spoden?
Vid2me, He je nejv2ce
st ©9edn?2 mi a vyGG2 mi (6n
vp8smu od 30 do 70 ti
okolo 70 procent domécnosti. Sk | es aj 2 ¢c2 n
pod2 | r adaFdnfa kil 7e sgBr o c

The building savings have a controversial impact on the
distribution of income. Chart 7 shows the percentage of
households usmg the building savings by income groups. We
S can see that it is being used most predominantly by middle-
income and upper-income (but not top-income) households.
About 70 percent of households with monthly incomes

tisic korun. between CZK 30,000 to 70,000 have building savings. As
incomes decline, the participation in building savings falls
rapidly & down to 17 percent for incomes below CZK 10,000
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SvyuHit2zm stejnich d a 1 We quantify the impact on inequality by using two standard
nerovnost pomoci standardnich nastr o j o, tools, the Lorenz curve and the Gini coefficient, also using
Lorenzovy k9i vky a Gi the identical dataset. Chart 8 depicts the Lorenz curve for the

zobrazuje Lorenzovu k ¢ income distribution, i.e., the cumulative fraction of
kumul ovan® procento d households ordered from the poorest to the richest on the
nej chureé&plwdhakt G2 m na v horizontal axis and their cumulated incomes as a share of the
kumul ovan® p©2j my | ak c total income of all households on the vertical axis. It also
v Gd dom8cnost? na S v i depicts the Lorenz curve for the building savings subsidies,
Lorenzovu ko9i vku podp o withthehouseholds on the horizontal axis also ordered from
dom8cnosti na vodor ov n the poorest to the richests2 The subsidies are distributed
nej chud&plob® &bGdiml en? more unequally than incomes among the lower income
ni HG2 c h p92j movTch s k 1 groups; we can see, for example that 30% of the poorest
rozceirl e@djnaop ©2 k1 ad v i households collect 15% of the total incomes but only 9% of

60The client with a bridge loan receives the CZK 3000 subsidy during the first six years but repays only the interest and not a principal which is a less
advantageous payment calendar. Part of the subsidy is thus effectively collected by the building savings society (holding the interest rate fixed).

lKdyby stavebn? spod®en2? bylo rozdfleno rovnomfirnfi nakd®yhochmioz j m
vyuH?2 val2idoe enevH thG*hant 2, | eHel a by k®ivka nad diagon8§l ou.

62 If the building savings were distributed equally across income groups, its Lorenz curve would lie on the diagonal. If the poor were used it more than
the rich, it would actually lie above the diagonal.
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nejchudG2ch dom8cnost 2 the building savings subsidies. A similar disparity holds for
ale jen 9% cel kovT ch [ the below-median half of the population. A different pattern
cel ou chudG?2 pol ovi nu emerges in the richer half of the population & the building
vbohat G2 pol oviisrnfavjed nt savings are distributed nearly equally and as a results the
rozl odeelso atvi r ovnomfi r n Lorenz curve for the subsidies lies above the Lorenz curve
Lorenzova koivka podpcfortheincomes and is nearly linear. Measures by the Gini
t ®mf O l' i ne8rn2. MTP ©e n coefficients, the inequalities in income (26.2) and subsidies
nerovnost. rozdfl en?2 [ (22.4) are very similar. The building savings thus augment the
vel mi podobn®. St a exsthjici existing inequality in incomes with an additional inequality in

nerovnostivp ©9€ £ im  p i odd8svt8a t W the distribution of subsidies of roughly the same (relative)
nerovnostivr ozdf |l en2 dot ac?2 . magnitude.

Podpor a stavebnzho s p The housing savings subsidies thus deepen the income
p92j mov® nerovnosti v inequality in the poorer half of the population while slightly
naopak Ssrovns8gvs n er o\ leveling off the inequality within the upper-middle and upper
st ®edn2ch a m2r nf b oha" incomeranges.

GRAF8B:L ORENZOVY K31l VKY CHART 8: LORENZ CURVES
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4.3. JAK PODPORUSTANEBNCHO SPO3E 4.3. HOW TO ELIMINAT E THE BUILDING SAVIN GS
ZRUgI T SUBSIDIES

Podpora stavebn2ho spo The building savings subsidy is a popular item among
Gvahich o rozpo Lt ovT ch Gk r t e politicians when it comes to preliminary suggestions for
zprvnzch pol oHek, uvak tke spending cuts. Itis one of the first items that is dropped from
konkr ®t n2m n8vr hom vyt thelistasthey move from preliminary suggestions to specific
podadi |l o pr os a@snil5macedtkl proposals. Only in 2003 did the government manage to push
jej? maxi m8l| n?2 rolLn?2 v through areduction of the subsidy rate from 25 to 15 percent

KL, a t oovpiocuhz es mul urv  u z and areduction in the annual savings limit from CZK 4500 to
2004. 3000 but only for new accounts open since 2004.

Kel i minaci tohot o neef Onehastoovercome two hurdles in order to eliminate this
je toeba pdekonat dvT inefficient spending program. One is purely political. Cutting
Kr 8cen? kaHd®ho v e D e | any public expenditure generates resistance from its recipients

sodporem jedw pPE@Mi @ mp & Jin this case the clients of the building savings societies and
stavebn2ceH esapm® v | e Gt the societies themselves. Eliminating the subsidy will save
samotnich. ZruGen?2 p o ¢ billions of crowns to millions of taxpayers. That is the
mi |l i onom dabovTtanhe probtémp & problem & it provides an abstract benefit to abstract people.

23




jedn8 se o znalnt¥ abs
skupinu os&kbh §ceP”2 npod
zhmatatelnit, aby vzni k1l a vol i Ls Kk &
nfm bude m2t z8j) em. N.
bal 2 Lek, o Kk
a z8roveb se

I

vGechny popl a 2 ky. Ti
spodemst,andu espob

Pol ovina | id? al & tats velgdv
skupina z2sk8§8 ze zruG
p92nos. Proti takto po
neH proti n8vrhu ®Ba po

Druhg8 poské&dikfai cjke§ pr d
Ysdajpri8vzn2 ho hl edi ska |
u existujicich smluv, a kraceni pouze u novych smluv
vyvol 8v8 vlIinu novich s
p9ed sn2Hen2m podpory.
v roce 2003 a nasledny pokles v roce 2004 je ilustrativni
(viz graf 9). Mnozi zk |l i ent o, ktec
viroce 2003, by ji j i na
moHn8 i vobec ne. Vlnas
dopad nadvdagezdodled d kpodposyr
kr 8t k od o\ydaje na stétsi tpoolpory narostly o
2.1 miliardy vr 0 c e 2 0rBcd 2008 se dodthly na
Yar oveb roku 2003.

Podporu stavebnzho sp
Zposobem, kterT max i m
novwychsmluv.J ak t oho dos8hn
postupnt podl e dat a

navrhujeme zachovat 15% dotaci kv k|1 a d
sni Hovat roln2 | imit ¢

0
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0
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z3000 KL na nulu postu
mfs2co, tpif.5BoKudmbuyg?
zalalo od | edna 2011,
vioce 2010 by rolLnz | ir

u smluv vuvlzed®@en2@hbhl vby
smluv uz®a®eoT 200 KL
s ml uv yohzvgresiBoe 2015 by podpora byla
nulovi. Sn2 Heni | imit podp:
celou dobu trvani smlouvy. Rozhodujicim dnem pro
stanoven? viGe podpory
skutelLnf spodit, tj . k
p ©i prenBvklad.sp

63Roland (2000), kapitola 3.

The benefits from eliminating the subsidy need to be made
tangible to a specific electoral group in order to entice its
political support. One possibility is to propose a package to
be voted on in a single vote: Eliminate the subsidy but also
increase the tax credit by, say, CZK 500. The users of
building savings will receive at least some compensation. But

i half of the households do not have building savings accounts

o this large group will receive a concrete benefit. It is just
harder for a politician to vote against a proposal pitched in
this way than against the proposal to simply eliminate the
subsidy.ss

The second obstacle is specific for the building savings: It is
being alleged that cutting the subsidy for the existing
accounts would be struck down as unconstitutional. And
cutting the subsidy for the new accounts only creates a wave
of new accounts that people try to open just before the
subsidy is cut. The increase in the number of new accounts in
2003 and the subsequent drop in 2004 are illustrative (see
Chart 9). Many of the clients who opened a new account in
2003 would have opened it one or two years later or perhaps
never. The wave of new accounts has a perverse impact on
the budget & expenditures temporarily risedespite the fact
that the subsidy is being cut. The total subsidies rose by CZK
2.1. billion in 2004 and only in 2009 did they reach the 2003
level.

The building savings subsidies must be eliminated or reduced
in a way that will minimize the countervailing wave of newly
opened accounts. How to accomplish this? By cutting the
subsidy gradually with the date of opening the new account.
Specifically we propose to keep the 15% subsidy rate but to
reduce the annual limit on the subsidy from CZK 3000 to
zero gradually each month over 60 months, i.e., by CZK 50
each month. If the reduction were phased in starting January
2011, then the annual limit would still be CZK 3000 for
accounts opened during 2010, then CZK 2950 for accounts
opened in January 2011, then CZK 2900 for accounts opened
in February, etc., until reaching zero for accounts opened in
December 2011. This reduced limit would remain fixed for
the duration of the account, as it is today. The date of the
first deposit into the new account will determine the level of
the limit that the particular account is eligible for.t

“Dovodem je zabr&nit moHnTm podvodom, kdyby rozhoddtbvah dnem byl o

85Roland (2000), chapter3.

66 The justification is to prevent fraud, which would be an issue under other plausible arrangements. For example, the date of signing the contract for

the account is unsuitable for the purpose as it can be easily post-dated.
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GRAF 9:

N OV RE SMIZOAUVEE N
STAVEBNCM S P/OEAENNG STATNI

CHART 9: NEW BUILDING SAVINGS ACCOUNTS AND
TOTAL SPENDING ON SUBSIDIES
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accounts for two reasons. The first one is conventional d
households adjust the timing of their investments as long as
the gains from doing so are sufficiently high. Hence many
people will not find it worthwhile financially to hurry up to
open the new account under the old terms as long as the
subsidy does not jump down too abruptly. The second reason
follows from behavioral economics and is, in our opinion,
more important: Many people, even those for whom opening

- a new account would be financially advantageous, will not do

so or will postpone the decision. Economists have assembled
convincing evidence that a large fraction of the population
postpone long-term financial decisions (such as starting a new
savings product) from day-to-day if postponing the decision

“till tomorrow carries only a small penalty compared to

making the decision today.” If the subsidy is being reduced
gradually, the household suffers a fairly small loss for failing
to open the new account under the old rules. In the following
month the annual subsidy would only be CZK 50 less, which
after 6 years of saving means CZK 285 in present value
terms. Opening a new account requires some effort, even
though not very large, and also requires some time which is
always scarce. For many people making the decision whether
to open a new account or to do something else today, that
0somet hi nlgin & dorsethidg mavd urgent right
now. New account can be opened tomorrow or next week,

67Madrian a Shea (2001), Choi, Laibson, Madrian a Metrick (2004), Cronkvist a Thaler (2004), Ariely a Wertenbroch (2002).
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ztr8ta 50 Kkorun %rZé i mrfa the loss of CZK 50 is not tragic after all.”2 But tomorrow
moHe pdij2t zase nfco something more urgent might come up again. This way the
L'l ovofdkk Iv§d8n2 pokr al ov a individual may continue postponing the new account for
vkonelLn®m dos!| edku s e ikr months, even though the subsidy will be eventually reduced

stokorun a ve zpfitn®m by the order of hundreds of crowns and in retrospect he
vi hodnfj G2 uzavo?zt n o \ would have preferred opening the new account before the
S n2 He n 2 nouto tehdericiiodklddat zhodnuti first reduction. The wave of new accounts need not occur at
vobec nemus?2 doj 2t Kk a allforpeoplewith this kind of (highly prevalent) tendency to
sni Hov&n2m podpor y.ivre® postpone long-term decisions. The difference from the sharp
2004 kn ¥ mu a |0 etritadz od®lddani rozhodnuti  reduction in 2004 is that the loss from postponing the
byl a po921li G pwalsk &t & g & decision was way too large and forced essentially everyone
stavebn2z spoden? mf¥ | z who was ever interested to use the building savings to
vias. overcome the tendency to postpone and to open the new

N§vr h na postupn® s nj dccounton time.

aplikaci dynamicky se rozvijejiciho oboru behavioralni The proposal to cut the subsidy gradually is inspired directly
ekonomie. Na datech ze x p e r i nreen& lon ® by behavioral economics, one of the most dynamic subjects
dokumentGijreok ®HeGkvg | e s i within the science of economics. Using data from
rozhodovat v souladu s vlastnim zajmem.®* S p o | e experiments and the real world, it has documented that
rysem doporulen2 pr o p people fail to make decisions in accordance with their self-
mo Hn o st  truktdrdvayvplbu &k, aby dakazali interest in a wide variety of contexts.” The common theme in
p9ekonat otdkd BelrBmiz k o z its policy recommendations is to give people choice but to
nedokonal ®m rozhodov 8 structure the choice process such that people would be

Spr8vne®mMNS @eil@8wneh emortonudgedd to make the choi
naopak snaH2r orldo#own@h best interest. Our proposal is innovative by doing the
prospfich i spph&bnostel k opposite d by trying to take advantage of the shortcomings in
dot ovan®ho spod9en? poO peopl eds deci s i rongoad.adXkdpenimay
z2sk8vs§ dotaci pr o s eb a building savings account before the subsidy is cut an
pouze ucdhrofduy edovt al n2 p r individual collects money for herself or himself but does so at
zruGit. Pointa n8vr hu the expense of other people and keeps alive a program that
od rozhodovani, kter® j e neefekti we would | ike to el i mi rnhatt
j ako c e | e kindividuBlistidkého jhlediska z individual away from making a choice that is inefficient for
racionalni. the society as a whole even though it is rational from a

narrow individualistic sense. .

7Madrian and Shea (2001), Choi, Laibson, Madrian and Metrick (2004), Cronkvist and Thaler (2004), Ariely and Wertenbroch (2002).

8Tempo sniHovg&n2 o 50 KL mis2Llni nebyl o &DobrroSgnhou earab i R a k9)rhyio( 1 K
zvoleno co nepal Getiabgul hd®n st ou mis2Ln2ho FYOpaesredisickymimdki®ihna di s

uzavden? nov®ho spoden? (2000 aH 2400 KL, coH zalorSrdwj el padip |2athe

nemili tendenci p®agd8trabhemov® smlouvy s

69 Vyzkumnici identifikov a | i vzce zdrboypetbhaehitok®@ed hg§khédntovg§n2 (kter® vede
rozhodovg8§n2 voli irelevantn2zm alternativ§8m, r oz h od ocivrédevarftnichppm mo ¢ 2
rozhodovani, podléhani socidlnimu tlakuatd. Pr o pdehl ed evie@én®bonavdabewohzzDell aVigna (2
™Nejzn8mij G2m pdO92kladem j e program penzijn2zho spoden:?tziitavthhavy e M
pomohl i i mpl ement ov aVizThalera Behartzin(2R04).®t n2 v it G2 fir mu.

2 The speed of reduction by CZK50permont h was not selected arbitrarily. By cd4W)i br a

we chose it as high as possible such that people with a realistic value of the monthly hyperbolic discount factor (around 0.88-0.90) and realistic costs
of opening a new account (CZK 2000 to 2400, which includes the sign-up fee charged by the building savings society and foregone earnings on the
order of one or two hours) were still not prone to open the new accounts early.

73 Researchers have identified several sources of such failuresdhy per bol i ¢ di scounting (which breeds
of choices against alternatives, choosing with the aid of heuristics, selective ignorance of relevant information, giving in to social pressure etc. For an
overview of evidence based on real-world data see DellaVigna (2009).

“Perhaps the best known example is a retirement savingShagandgr ar
Shlomo Benartzi, helped to design and implement for a specific large corporation. (Thaler a Benartzi (2004)).
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Z¢ VRR CONCLUSION

N8 G tuppd2ks ref or mi | s me a Weapplied our approach to reforms of two partial aspects of
dvou d2 | L2 c Hnych afgmeé kjdjiodH public finances, whose combined potential for reducing the
dl ouhodobT potenci 8§l p deficit adds to about CZK 22 billion. That amount is
okol o 22 miliard kor ursufficient to reduce the structural deficit to 3 percent of
sn2 Hen?2 struktur 81 n?2 h«GDP, sufficient to adopt the euro when economic growth
umoHDuUj2c2ho v pd2padf returns to usual levels. Applying our approach to other
HDP p éia.jlmplerdentac e o b d o b n ® aspects of public finances will lead to a budget surplus and a
systematicky na dal G2 debt reduction in periods of rapid economic growth.
g Eg 2 Z Emk 30/ K ér?g P ro é‘; tu u a sn Thesg other'reform steps should, on the fiscal institutions
' side, include increased transparency of the budget approval in
Tyto dal G2 ref or mn?2 k the House of Representatives, improved methodology of the
instituci m¥F 'y zahrnovat z v T Regulatory Impact Assessment process, increased agenda-
schval ov §n?2 rozpolLtu v ( setting power of the government in the approval of draft
met odi ky hodnocen? d o p legislation in the House, or equalizing the formal and
pozice vl 8dy poi dogadeno pae substantive requirements for the draft legislation and
rozpolLet ve Snimovnf ¢ amendments submitted by the government and the members

poslaneckTch n8vr ho z§ ofParliament, respectively.
pokud de opoHadavky &kl aden®

; On the expenditure side, the main candidates for reform are
obsahovou stranku.

public procurement rules, which need to be radically revised
Na stranf vidaj o | sou withtheaim to cut corruption and thus reduce expenditures.
pravidla vedejnich zak Other crucial items include pensions, where a systemic
zminfna s c¢c2]l em omezi t reformisamust; savings in the operating expenditures of the

Dal G2 mi p ol oHk a miH systéraowaL government bureaucracy; incorporating certain welfare
reforma nezbytna; Uspory v provoznich vydajich statni expenditures into the tax system; or reforming the system of
spravy; p©esmuinkt er 7T ch s o c i local finances by increasing direct revenues of the municipal
dabov®hdiswystf@muna f i né&and regional governments and reducing administratively
zvyGuj 2c? jejich r o z | expensive and economically inefficient grants-in-aid.

admi ni strativnf a eko

The tax system is also ripe for systemic re-optimization. The

dotace. most desirable changes include broader the tax bases
DabovT syst ®m  systémomoll He- compensated by reduced tax rates, a shift from taxing labor
optimalizaci . Hl av n2 mi income towards taxing consumption and non-labor income,
rozGi ©9ov 8n?2 dabovT ch reduced disparities in tax rates across different taxes, and a

sni Hov8mdumod azedbhnin? p shift towards heavier reliance on taxation of negative
spot ©eby a ostatn2ch p externalities.

mezi Tmiozmant mi ,vy &G2pndue

negativnich externalit.
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APPENDIX I: DEBTS AN D DEFICITS 0 TERMINOLOGY AND DEFI NITIONS

Differences in published data on deficits and debts can be often confusing. However, the fact that two institutions
report a different number may be simply caused by the fact that they used a different indicator. The indicators used to
describe the government deficit and government or central debt differ in two important respects:

a) which institutions are included (and therefore their deficits/debts enter the statistics),
b) whether we work with accrual principle or cash principle.

As far as Czech and European data are concerned, we can typically find two basic metods of reporting balances: GFS
1986 (methodology designed by IMF, it was updated to GFS 2001) and ESA 95 (Eurostat methodology). GFS respects
the cash principle of recording incomes and expenditures and it is more selective with respect to which institutions are
included. ESA 95 follows the accrual principle
a garanln? rol nick*T a |l esnicktT fond, Vi n a 9s k btherf
institutions). Most of the numbers (especially in international comparisons) reported in this paper are based on ESA 95
methodology.

Debt indicators:

1. State debt 0 state obligations arising from state foreign loans, bank credits and issued state bonds and other
state obligations (CZSO definition), 1178.2 billions CZK in 2009

2. General government debt & overall debt of the sector of government public institutions, 1282 billions CZK in
2009

Deficit related indicators:

Total observed deficit consists of cyclical and structural deficit.

Structural deficit is the hypothetical deficit that the country would have if its output does not deviate from the level of
potential output.

Cyclical deficit is the part of the observed deficit that can be attributed to the fact that the economy is producing less
than the potential level of output.

Primary balance is the observed deficit net of interest payments related to existing public debt.

APPENDIX IlI: DEFICIT S AND DEBTS 8 BASIC RELATIONSHIPS

THE RELATIONSHIP BET WEEN PUBLIC DEBT, INTEREST RATES AND PRIMARY DE FICIT

The mathematical relations between primary deficit, interest rates and public debt are not different from similar
accounting operations for a normal debtor. If we define the debt at the end of year t as Dy, interest rate for the next
period as as it+1, and the primary balance as PB, the dynamics of debt accumulation follows this relationship:7s

Dt+1 = Dt + Dt ®t+l - I:)Bt+1

If we want to see the results in relative numbers (in terms of GDP), we get

75This simple option neglects monetization of debt. For more details see Neck and Sturm (2008), or Greiner and Fincke (2009)..
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Where we for simplicity measure all variables in constant prices (therefore r: is real interest rate).
141y
*t 0

where r is the real interest rate on state debt, d is the debt to GDP ratio and pb is the ratio of primary balance to GDP.

This can be simplified to: d,,, =

- ph,

The primary balance that has to be achieved if the debt ratio dois to remain constant is then given by:

pb =" Yy
1+g9
Implications are clear: countries with high level of debt, bad reputation (high interest rates) and with low economic
growth can only achieve stabilization with high surpluses on primary balance. Countries that start with stabilization

before it is too late, can achieve the same goal much easier. Stable debt ratio can be even achieved with a reasonable
level of primary balance deficit (surplus is not necessary).

SUSTAINABILITY OF PU BLIC DEBT

The most common theoretical criterion for sustainability of public debt is derived from the application of non-Ponzi
game condition on governments. This condition can be described as a requirement that the current discounted level of
public debt is equal to zero. This condition together with debt dynamics equation leads to the following relationship:

24 A1+
3 QDQ +9,0

t:1(; s=1 1+r

g*do =

A bit more useful alternative to this expression is the analysis based on medium-run development of debt based on
current debt, expected development of GDP and real interest rates. In the case we are looking for scenarios describing
feasible reduction of debt to GDP ratio within a given time horizon.

APPENDIX Ill: DEBT STABILIZATION A NALYSIS

The relationship between real economic growth, interest rates, and primary balance consistent with stable long run debt
is given by the following equation for the debt to GDP ratio (do) that we want to achieve, real interest rate (r) and real
rate of growth of the economy (g):

* r - X
pb = J @,

1+g
If we want to estimate the debt-stabilizing level of primary balance, we need the estimates of future economic growth
and of future interest rates on state debt. Unfortunately the interest rates (which play a very important role o see Chart
A1l) are very difficult to predict as they can be quite sensitive to market expectations.

Chart A2 describes the same relationship between debt and primary balance for illustrative estimation of the sensitivity
of the debt stabilizing primary balance to economic growth for five different levels of public debt & ranging from
already historical level of 30%, via current 40% up to 70% that we can achieve in relatively near future and that are
typical for an average EMU country. In all of the cases we assume a stable real interest rate at the level of 2.2% (i.e.
relatively optimistic level for higher level of debt). Individual points in the chart show the observed combinations of
primary debt and economic growth during 1999-2008 and their relative position to the 30% debt line reveals whether
we used to have rather sustainable or unsustainable fiscal policy. It is apparent that with the exception of 2004-2007 we
were spending more than we could afford (with respect to debt stabilization) and even in these years we relied on high
rate of growth rather than on prudent fiscal policies.
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CHARTAL: SENSITIVITY OF DEBT STABILIZING PRIMARY BALANCE TO REAL INTEREST RATES (FOR INITIAL
DEBT RATIO AT 40% OF GDP)
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APPENDIX IV: PROGNOS IS OF THE FUTURE GROWTH OF THE CZECH GOV ERNMENT DEBT AND
THE STABILIZING SCEN ARIO

Our prognosis of the development of public debt burden until 2020 is based on analysis of scenarios that use
combinations of following assumptions

1. Real GDP growth & two versions:

a) Uses IMF forecasts till 2015 and assumes a stable real rate of growth at the level of 3.5% p.a. for 2015-2020.
b) Uses IMF forecasts till 2015 and assumes higher rate of growth for 2015-2020 (derived from the average rate of
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growth of Czech economy during 2000-2007, i.e. 4.4%).
2. Real interest rates o three versions:

a) Real interest rates will return to levels close to the levels typical for years 2001-2007. This assumption can be
consistent with an optimistic scenario that assumes recovery of confidence in the financial markets and
treatment of Czech economy as a borrower with stable public finance.

b) Medium level 0 real interest rate on Czech public debt will remain above the pre-crises (2001-2007) level (+0.5
perc. point). The real interest rate would thus remain between historical values and higher values achieved
during the financial crisis.

c) Pessimistic option: based on variant b, but from 2015 on assumes even higher interest rate caused by hostile
response caused by low confidence in Czech policies. This seems to be consistent with unsuccessful reform.

3. Primary balance o 2 options:

a) Starts with data from the Convergence scenario and assumes primary balance at 2.1% of GDP from 2014 on.
b) Assumes return to average levels of primary balances after 2014.

Because of limited space and improbability of some of the combinations we describe here only four selected scenarios
out of the 12 possible combinations:

A Scenario 1: There will be at least partial stabilization according to the convergence program, growth will follow
the trajectory expected by the IMF and interest rates will be lower. This case would mean that the Czech
Republic would have a good initial situation for future stabilization of the debt and it will have good prospects
of meeting the Maastricht convergence criteria.

A Scenario 2: 0 Ndoecormrhicagrowgtteis asumesl o aeturin t @verage rates of growth from
2000-2007, so are the primary balances. The interest rates would be following the medium trend (b). In this case
we will find out that time is running out much faster. The debt ratio will very quickly reach the level of 50% of
GDP and will get to 60% by 2020.

A Scenario 3: More pessimistic version of scer
continue with the reform with higher interest rates. Time will run out even faster, we will have problems with
the Maastricht debt criterion in 2018 at the latest.

A Scenario 4: Scenario 3 with lower assumed rates of growth. While seemingly the most pessimistic among the
presented scenarios, it can actually be the most realistic one. In this case we will struggle with debt approaching
70% GDP by 2020. Reducing the debt and meet the Maastricht criteria will become quite difficult.

A The stabilization scenario assumes that the Czech economy returns to growth according to growth scenario (b),
has access to lower interest rates (a) and primary balance would be gradually decreased to -1.8% of GDP by
2014 and kept at this level from 2015 on.

The results under each scenario are presented in Chart 6 in the main text.

APPENDIX V: CALCULAT ING THE PREDICTED IM PACT OF A CHANGE IN FISCAL INSTIT UTIONS
IN THE CZECH REPUBLI C ON THE BUDGET DEFI CIT AND DEBT

We construct two alternative indices of fiscal institutions for the Czech Republic, one based on the methodology of
Hallerberg, Strauch and von Hagen (2009) and the other on Fabrizio and Mody (2006), hereinafter referred to as HSH
and FM, respectively. Both studies have developed their own, though related, approaches to measuring the quality of
fiscal institutions. They assign numerical values to various features of the budget process, with higher values indicating
that a given feature is more conductive to budgetary discipline. Then they construct an index as a weighted average of
the numerical values across all features, normalized on a zero-one scale. Both studies distinguish three core phases of
the budget process d preparation, legislative phase, and implementation.

Our indices for the Czech Republic were constructed from information contained in International Budget Practices and
Procedures Database published by the OECD (OECD, 2009), which contains results of the 2007 OECD survey of
detailed budget practices and procedures in OECD countries. We also consulted several government officials and
legislative documents to verify the information about certain practices. Since the FM study already contains the value of
the index for the Czech Republic for 2003 and earlier years, we merely updated their index for institutional changes that
occurred after 2003. As is true with all qualitative indices, our decision as to what particular value to assign to each
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dimension of fiscal governance sometimes inevitably required some subjective judgment. The main reason was an
occasional lack of clear mutually exhaustive options.

Tables A.1 and A.2 show the features of the budget process that comprise the HSH and FM indices, as well as values
that we assigned for the Czech Republic in 2009.76

We then see how the value of the index would change if the Czech Republic improved its fiscal institutions to a (better)
benchmark country. The benchmark for the HSH index (which focused on old 15 EU-member states) is the 3rd quartile
(top 25%) of the index among the old EU-15 countries.”” We thus created an artificial country that reflects superior
though not absolutely stellar performance. To provide a real life example, the three EU-15 countries that pass the top
25% benchmark for the delegation index are United Kingdom, Ireland, and France, for fiscal contracting Luxembourg,
Austria, and France, and for fiscal targets Luxembourg, Netherlands, and Belgium. The benchmark country for the FM
index (which focused on Central and Eastern Europe) country is Estonia, the country with the highest index.

With index values and regression results from HSH and FM at hand, we calculated the changes in fiscal performance
implied by changing the values of the index from the current Czech levels to the benchmark levels. Using estimates in
HSH (HSH, Tables 4.1 and 4.3), the implied impacts on fiscal performance are expressed in the following formulas:

a#&hange in Gross Dnebltn dReaxt i+o 0= -8RH *28C doei@rd amdgtra & Ié¢ riod d »n
aBudgetBalanc@= 6 1 * &eDe ldelg &6t3i*@@Coinndeaxt | ndex +12.1*a&Con

where Changim Gross Debt Rat#ootes the annual change in the gross debt to GDP ratio measured in percentage
points. A new variable a&Change in Gross Debt tRagioneasures differences in Change in Gross Debt BRuwige
Balancerresponds to a change expressed in percentage points of the general government budget balance ratio to GDP.
These changes are in turn determined by gaps between the fiscal governance indices for the Czech Republic and the top
25% EU benchmark, as captured by variables aelegation Inded sContract Ind&he variable Vetoenters the HSH
regressions as a significant characteristic of the political system and reflects the largest ideological distance between
parties that from the government or, in case of minority government, the parliamentary majority. Its value in our
calculation corresponds to our conservative estimate for the Czech Republic (0.25, Tsebelis 2002). In other words, our
results take into account the interaction between the fiscal institutions and the political system, but only measure what
would happen if the Czech Republic changed its institutions but kept the political system unchanged.

Using the estimates in FM (FM, Table 10, column 3) the implied impacts on fiscal performance are derived from a non-
linear least squares estimation and are expressed as™

asover nment Pr-1.06%Disyrict RayhieaAagcDéstrict Magalitdd)) +
+ (1:0.1*(Voter TurneAwerage Voter Turnout))*3.08*Overall Index Value]

Table A.4 shows the results for each formula. Depending on the index and reference study used, the Czech Republic
could have its budget deficit reduced by 0.238 or 0.25 percent of GDP, or its debt could grow by 0.325 percent of GPD
per year less if its index of fiscal institutions improved to that of the benchmark country. These numbers seem modest
at first sight but they constitute about a tenth of the 3% deficit target encompassed by many countries including the
Czech Republic. Also Since annual deficits accumulate into ever higher debts and interest payments on debts, we also
perform an (admittedly rough) projection of fiscal developments over the next ten years. Taking the 2009 values of the
gross debt ratio, the general government primary balance, and the yield on 10-year government bonds?, we calculate the
gross debt ratio trajectory over 10 years, and the same trajectory assuming that the budget balance or change in debt
ratio are reduced every year by the predicted change in the index of fiscal institutions to the level of the benchmark
country. Lower part of Table A.4 reports the results.

"8For more details on the construction ofindic es i ncl uding index weighting and authorsd mo
7 Since the regressions in HSH use several sub-indices (the so-called delegation, fiscal contracting, and fiscal targeting indices), the benchmark is
constructed separately for each sub-index.

8For a description ofpolitical system variables District Magnituahe Voter Turngyiiease see (FM, pp. 737-738).
9Gross debt ratio/ GDP=0.354, Primary balance/GDP=0.053, 10-year yield on government bonds 3.98%. Source: The Czech National Bank and the
Czech Statistical Office.
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TABLE A.L1: FISCAL INSTITUTIONS AND THEIR INDEX PARAMETERS FOR THE CZECH REPUBLIC: HSH INDEX.

ABUDGET NEGOTIATIONS ASSIGNED 2009 VALUES
1. GENERAL CONSTRAINT 3

2. AGENDA SETTING 4

3. SCOPE OF BUDGET NORMS IN THE SETTING OF AGENDA 2.66

4. STRUCTURE OF NEGOTIATIONS 4

B. BUDGET APPROVAL

5. PARLIAMENTARY AMENDMENTS 4
6. PARLIAMENTARY AMENDMENTS REQUIRED TO BE OFF-SETTING 4
7. CAN CAUSE FALL OF GOVERNMENT 4
8. ALL EXPENDITURES PASSED IN ONE VOTE 2
9. GLOBAL VOTE ON TOTAL BUDGET SIZE 4

C. BUDGET IMPLEMENTATION

10. MINISTER OF FINANCE CAN BLOCK EXPENDITURES 0
11. SPENDING MINISTRIES ARE SUBJECT TO CASH LIMITS 0
12. DISBURSEMENT APPROVAL REQUIRED FROM MINISTER OF FINANCE OR CONTROLLER 0
13. TRANSFERS OF EXPENDITURES BETWEEN CHAPTERS 4
14. CHANGES IN THE BUDGET LAW DURING EXECUTION 2
15. CARRY-OVER OF UNUSED FUNDS INTO THE NEXT YEAR 1.33

D. BUDGET RULES

16. MULTIANNUAL TARGET 2
17. PLANNING HORIZON 2
18. NATURE OF MULTI-ANNUAL TARGET 4
19. DEGREE OF COMMITMENT 3

TABLE A.2: FISCAL INSTITUTIONS AND THEIR INDEX PARAMETERS FOR THE CZECH REPUBLIC: FM INDEX

A. PREPARATION ASSIGNED 2009 VALUES
1. EXISTENCE OF STATUTORILY MANDATED FISCAL RULES 0
2. SEQUENCE OF BUDGETARY DECISION MAKING 4
3. COMPILATION OF THE DRAFT BUDGET 4
4. MEMBERS OF EXECUTIVE RESPONSIBLE FOR RECONCILING CONFLICTS OVER BUDGET BIDS 0

B. LEGISLATION

5. CONSTRAINTS ON THE LEGISLATURE TO AMEND THE GOVERNMENT'S DRAFT BUDGET 4
6. SEQUENCE OF VOTES 4
7. RELATIVE POWER OF THE EXECUTIVE VIS-A-VIS THE PARLIAMENT 2.67
8. AUTHORITY OF THE NATIONAL PRESIDENT IN THE BUDGET PROCEDURE 2.67

C. IMPLEMENTATION
9. FLEXIBILITY TO CHANGE BUDGET AGGREGATES DURING EXECUTION. 4

10. TRANSFERS OF EXPENDITURES BETWEEN CHAPTERS (1.E. MINISTRIES' BUDGETS) 2.67
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11. CARRYOVER OF UNUSED FUNDS TO NEXT FISCAL YEAR 133

12. PROCEDURE TO REACT TO A DETERIORATION OF THE BUDGET DEFICIT (DUE TO UNFORESEEN 2,67

TABLE A.3: INDEX VALUES FOR THE CZECH REPUBLIC AND THE BENCHMARK COUNTRY, HSH AND FM
INDICES

HSH CZECH REPUBLIC 3RD QUARTILE OLD EU-15
DELEGATION INDEX (TABLE A1, A+B+C)X 0.69xx 0.76
CONTRACT INDEX (TABLE A.1,C10,C13D) 0.56 0.77

FISCAL TARGET (TABLE A1, D) 0.69 091

FM CZECH REPUBLIC ESTONIA
OVERALL INDEX VALUE 2.67 2.72

x Terms in brackets refer to governance dimensions from HSH used for calculations.
xx Index values from HSH have been rescaled to range between 0 and 1.
Table A.3 Index values for the Czech Republic and reference benchmarks.

TABLE A.4 CHANGES IN FISCAL PERFORMANCE PREDICTED BY AN IMPROVEMENT IN THE FISCAL
INSTITUTIONS INDEX

INDEX AND REGRESSION HSH HSH FM

PREDICTED DEPENDENT VARIABLE CHANGE IN GROSS DEBT RATIO BUDGET BALANCE BUDGET BALANCE
REDUCTION IN BUDGET BALANCE (%GDP) 0.325 0.238 0.250

IN BILLION CZK 12 8.8 9.2

REDUCTION IN DEBT OVER 10 YEARS (% GDP) 3.38% 3.20% 4.38%

IN BILLION CZK 124 118 165

Figures calculated using the formula Debt(t+1)=Debt(t)-Balance(t)+i*Debt(t).

APPENDIX VI: ESTIMATING THE SHARE OF BUILDING SAVINGS SUBSIDIES THAT DO NO T LEAD
TO HIGHER HOUSEHOLD SAVINGS

Our methodology follows from a standard microeconomic theory of the impact of taxes and subsidies on savings. As
households that do not respond to the savings subsidy with higher savings are those that use the building savings up to
the limit beyond which additional savings are not subsidized, and also have savings exceeding the limit, the estimate
relies on identifying households that save more than the limit. Households have also precautionary motives for savings.
One has to then allow for the fact that even households whose savings exceed the limit could be affected by the
subsidy, if the savings invested in alternative products are generally used for precautionary savings, while the building
savings, which are of limited use for precautionary motives, may constitute genuinely new savings. To identify such
households one would ideally need to have detailed information about the incomes, savings, and other characteristics at
the household level.

The most suitable data that we could i dent edinyprin
2008.80 It is a representative sample of the Czech population of people older than 15 years and weights are available to
allow extrapolating from the dataset to population aggregates. The sample size is 1114 and 82% of respondents gave
valid answers to the questions that are of interest to us. The survey asked questions about whether the household is

80Investice a dluhy domécnosti, Factum Invenio 2008. Summary of the survey available at http://www.factum.cz/314_investice-a-dluhy-domacnosti-
2008
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currently using, or considers using, specific savings, investment, and credit products. It also contains standard
demographic information about the household, including monthly income. A major shortcoming of the survey is that it
only records whether the household is using a given financial product or not, but does not ask how much money it
saves or owes through the product. Therefore we were forced to make some assumptions to identify households whose
savings were unaffected by the subsidy.

The general assumption is that if the household saves more than the limit, including its non-precautionary savings, then
such household is likely to use a wider range of savings products. For example, a household that invests in the building
savings and also owns long-term deposit accounts, stocks, and mutual funds is almost certainly unaffected by the
availability of the building savings subsidy. But a household that invest in building savings and a short-term deposit
account only is quite likely using the deposit account for precautionary motives and therefore some of its building
savings may constitute additional savings induced by the subsidy. We therefore classify households that save through the
building savings but are not affected by the subsidy as those that

A Have two or more savings products that can be regarded as reasonable substitutes to the building savings.
(Deposit accounts, deposit certificates, stock s mut ual funds, ocash in
short-term accounts and pension savings are excluded as the motives driving savings in these products are
substantially different from motives behind building savings)

A Have a loan from the building savings company, or have two other types of loans (consumer loan, car leasing),
excluding mortgage. Household that borrow and save have building savings at the same time are also almost
certainly unaffected in their level of savings (or debt) since they simply use the subsidy to maximize the value of
their oportfoliobd.

We also identify households that have building savings and in whose case the subsidy actually leads to higher savings.
The criterion is that the household

A Does not have any other long-term savings product, or does not have any outstanding loan except mortgage.

The assumptions used to classify households in this way are inevitably arbitrary, but we think they are fairly conservative
and bias our estimates towards underestimating the share of unaffected people 8!

Once we identify households that have 0too many
assumption about how many of them save into the building savings at the contribution limit. Recall that a household
that has total savings above the limit but its savings in the building savings are below the limit is likely affected by the
subsidy at the margin. The population-wide average is actually near the limit82, We therefore assume that all households
save at the limit in the higher income groups where participation in building savings is prevalent (over 66%). For lower-
income groups, we assume that the share of households in that income groups that save at the limit is proportional to
the participation of that income group relative to the higher income groups.8 The remaining steps are mechanical o we
sum up the number of households classified in each income group, multiply by the fraction assumed fraction of those
that save at the limit and multiply by the limit amount to compute the total amount of the subsidy in that does not lead
households in the sample to have higher savings. Last, the sample weights are used to extrapolate this number to the
population. As a result, we obtain that at least 44% of total expenditure on the subsidy goes to households whose
savings are not any higher because of the subsidy, while at most 29% of the subsidy goes to households whose savings
are likely to be increased by the subsidy. The remaining 27% is indeterminate as it goes to households that cannot be
reasonably classified in either category.

81 E.g., we do not classify as unaffected the households that have building savings and mortgage at the same time, although a strong argument can be
made that such households are in fact unaffected.

82 The average annual subsidy per client was CZK 2927 in 2009 while the subsidy at the limit is CZK 3000. The average however is slightly
contaminated by the fact that some clients are still collecting the subsidy according to the old rules (for savings that started before 2004) when the
limit was CZK 4500. Source:http://acss.cz/cz/novinari-a-odbornici/vyvoj-statistik/

8 E.g., if 20% of households have building savings in the CZK 15,000-20,000 income group while 60% of households have building savings in the
higher income groups (CZK 30,000 and more), we assume that 30% (20/60) households in the CZK 15,000-20,000 income group save at the limit.
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Institute for Democracy and Economic Analysis
(IDEA) is a new project of the Economic
Institute of Czech Academy of Sciences and of
prof . Jan gvejnar.
politically independent think-tank that generates
and disseminates a broad range of leading ideas
for policy, based on solid analysis; contributes to
the creation of a national vision and strategy for
the future; and provides citizens with sufficient
information to make their voices heard in public
life and to hold their elected leaders accountable
to the public interest.

| DEAO® s prigciplesd i n g

1. Creating policy consensus on the basis of
intellectual  openness & accepting  free
competition of ideas; being open to ideas
generated in all parts of the world; re-evaluating
existing positions in the face of new challenges.

2. Using best theoretical and empirical
frameworks & striving to develop policies on the
best conceptual framework and empirical
evidence (from the Czech Republic and abroad).

3. Focusing activities on creating effective policy

and strategy in Czech Republic 0
complementing  academic institutions by
formulating documents in an effective

operational way.
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