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ECONOMIC AND EMPLOYMENT SNAPSHOT

Challenges and opportunities on
the way to recovery

Czechia’s economy grew strongly before
the crisis, catching up with the EU
average. Pre-crisis growth was driven by solid
domestic demand and foreign trade. Average
annual GDP growth of 2.5% between 2010
and 2019 (compared to an EU average of
1.6%) ensured national convergence to the EU
average. During these years, GDP per capita in
purchasing power standards increased from
849% to 93% compared with the EU average.
Deeper integration in global supply chains and
a significant inflow of EU funds supported
growth during this period. Czechia therefore
entered the pandemic on a solid economic
footing, with significant room for policy
support.

The Czech economy was hit hard by the
pandemic but has been recovering
steadily. The COVID-19 pandemic led to a
sudden contraction in GDP in 2020 as
containment measures disrupted economic
activity, confidence fell across all economic
sectors and foreign demand dropped. As a
result, the real GDP contracted by 5.8% in
2020. While recovering from the 2020
recession, the negative impact of supply-chain
disruptions continued to cause issues for the
Czech economy in 2021. Despite that, the
Czech economy rebounded by 3.3% in 2021,
benefitting from the easing of the pandemic-
related restrictions and strong private
consumption which was also a result of
accumulated savings. Economic activity is
expected to regain momentum in 2022 and
2023, surpassing its pre-pandemic level, and
forecast is expected to grow by 1.9% in 2022
and 2.7% in 2023.

Inflation pressures have increased.
Consumer price inflation increased to 3.3% in

2021, driven by fast-growing prices for
commodities, production inputs and adverse
supply side developments. A sharp increase in
regulated energy prices and the related
indirect effects, faster food price growth, and
increases in prices of services are expected to
contribute to a further rise in inflation this
year. As a result of extreme price pressures
caused by the Russian invasion of Ukraine -
especially in the area of commaodities, and to a
lesser extent, the related exchange rate
depreciation of the Koruna (CZK) - inflation is
very likely to increase noticeably, albeit
temporarily, in the months ahead. This will
bring the average annual increase in the
Harmonised Index of Consumer Prices (HICP)
to 11.7% in 2022. Well-anchored inflation
expectations should prevent temporary price
pressures from becoming entrenched and
allow inflation to slow to 4.5% in 2023.

Czechia’s labour market performance
remained strong throughout the crisis,
but employability and activation of
certain groups remain a challenge. Czechia
has shown strong labour market resilience,
with unemployment and employment rates at
the end of 2021 close to their pre-crisis levels
and the unemployment rate among the lowest
in the EU. The ‘Antivirus | and II’ short-time
work schemes, both supported by the
European Social Fund and the European
Instrument for Temporary Support to Mitigate
Unemployment Risks in an Emergency (SURE)
(see Annex 3), have proven effective in
protecting employment. At the end of 2021,
there was a shortage of employees in most
sectors - notably in manufacturing and in
construction - and regions, and the
unemployment rate fell. At the same time, a
lack of skilled labour and skills shortages pose
a significant barrier to the diffusion of
innovation (*).

(!) See Annex 9 and Innovation Diffusion in the Czech
Republic (OECD, 2020).



There are disparities in labour market
and social outcomes between population
groups. The unemployment rate is set to
decrease from 2.8% in 2021 to 2.6% in 2023
(Graph 1.1). However, the gender pay and
employment gaps remain high, driven in part
by the still limited provision of early childhood
education and care. The employment impact
of parenthood for women with young children
remains among the highest in the EU.
Improving the relatively low labour market
outcomes for vulnerable groups, such as Roma
people and people with low levels of skills,
would help support the implementation of the
European Pillar of Social Rights and reach the
2030 EU headline target on employment. The
proportion of people at risk of poverty or social
exclusion is among the lowest in the EU,
though it remains high for specific groups (e.q.
Roma, women aged over 65) and regions (e.g.
North-West Bohemia). Dedicated support
through the European Social Fund (ESF) helped
boost employment and address skills needs.

Graph 1.1: Labour market indicators
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Czech regions face different
challenges. While richer regions suffer from
housing unaffordability and pressures on the
suburban transport networks, the poorest
areas face issues arising from demographic
pressures, social exclusion, and an insufficient
focus on key areas such as energy transition
innovation, and digitalisation (see Annex 15).
The Prague region is the only region in Czechia
classified as a strong innovator.

Czech public finances responded strongly
during the pandemic but permanent
measures will lead to a deficit in the
medium term. Before the start of the
pandemic, from 2016 to 2019, the Czech

budget had a slight surplus and the debt-to-
GDP ratio had decreased to 30% (Graph 1.2),
one of the lowest among EU Member States.
At the start of the pandemic, the government
took measures to support the most affected
sectors, maintain employment and boost the
economic recovery. Gradual withdrawal of
these temporary support measures is
envisaged in 2022 at the latest leading to a
decrease in the general government deficit to
4.3% in 2022 from a higher 59% in 2021.
Due to measures with permanent effect (for
example the reduction of the personal income
tax), the deficit is expected to remain at 3.9%
in 2023, above pre-pandemic levels. The
general government debt-to-GDP ratio is
forecasted to increase from 41.9% in 2021 to
44.0% in 2023.

Graph 1.2: Key fiscal indicators
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Fiscal sustainability challenges are
expected to intensify in the medium and
long term due to population ageing. The
debt-to-GDP ratio is expected to remain on an
increasing path by 2032, though starting from
a relatively low level from an EU
perspective (°). Together with a projected
increase in age-related expenditure, these debt
developments are expected to cause fiscal
sustainability challenges (see Annex 19). In
particular, a projected doubling of the old-age
dependency ratio (according to European
Commission-EPC 2021 Ageing Report) and the
capping of the Czech retirement age will lead
to the anticipated increase in total ageing
costs of 6.1 pps by 2070, split between
spending on pensions, healthcare and long-
term care. These challenges will need to be
addressed to safequard the long-term
sustainability of public finances.

(%) Fiscal Sustainability Report 2021.



Challenges related to labour costs,
indebtedness, and competitiveness
remain contained. Unit labour cost growth
was high already before the pandemic. It
accelerated further in 2020 on the back of
labour hoarding associated with the COVID-19
crisis.  However, with the recovery in
productivity, unit labour cost growth s
expected to moderate despite strong wage
growth in 2021 and 2022. Further
improvements in the business environment
including reducing administrative barriers,
tackling late payments and improving access
to risk financing could all lead to further
increases in productivity (see Annex 10).
External vulnerabilities remained contained.
Private debt increased in 2021 but remains
contained. The banking sector is well
capitalised and its profitability is well above
the EU average, while the non-performing
loans ratio is below the EU average.

Czechia has reduced its net greenhouse
gas emissions in 2020 by 40% compared
to 1990. Czechia’s high reliance on Russian
fossil fuels necessitates an accelerated roll out
of renewables and energy efficiency
investments, as well as diversification of its
supply sources. A broad range of technologies,
including solar, wind, geothermal, renewable
hydrogen and sustainable bio-methane could
be developed further to substitute for natural
gas imports, particularly in households and
industry. Czechia will face increasing
challenges resulting from climate change
natural hazards related to droughts and water
stress, requiring more efforts in forest and
water management.

House prices have grown continuously,
leading to a potential overvaluation. Real
house price growth remained high in 2020.
The household saving rate increased in 2020
and remained high in 2021 and incomes are
expected to continue growing in 2021 and
2022. As a result, house price growth is
expected to continue and the available 2021
data indicate an acceleration. While monitoring
is needed, the price pressures could be
partially mitigated by an expected increase in
residential construction in 2021 and 2022, as
well as a rise in interest rates for housing
loans amid ongoing monetary tightening.

Czechia is progressing towards the
Sustainable Development Goals (SDG),
but still lags behind in some areas. While
Czechia is improving its performance on
several environmental sustainability indicators,
the current status remains below the EU
average (see Annex 1). In particular, Czechia is
significantly below the EU average in terms of
climate action, showing a lack of investment
and reforms. These would also enable Czechia
to realise the employment and social potential
of the green transition (see Annex 6). Czechia
made progress on all of the SDG indicators
related to fairness, where it ranks amongst the
best in EU. However, progress on life-long
learning and gender-equality has been very
limited despite Czechia implementing reforms
and strategies in this area (e.g. Gender
Equality Strategy for 2021 - 2030). In the
areas of decent work and economic growth
Czechia performs better than the EU average.

The invasion of Ukraine affects the
economic outlook and social
landscape

The Russian invasion of Ukraine poses
risks to the outlook of the Czech
economy. Czech exports to and imports from
Russia represent 1.79% and 2.5% of the GDP
respectively, while exports to and imports from
Ukraine represent around 0.7% of GDP.
Although trade links are minor, they are
concentrated in a number of industries,
notably in manufacturing, which hosts many
energy intensive businesses characterised by
complex supply chains (such as the
automotive sector). Disruptions of imports
therefore pose substantial risks, especially as
regards energy. In 2020 for instance, all gas
imports, 49% of crude oil imports and 70% of
hard coal imports came from Russia (3).

(®) Eurostat (2020), share of Russian imports over total
imports of natural gas, crude oil and hard coal. For
Czechia, total imports include intra-EU trade. Crude oil
does not include refined oil products. Czechia has an
indirect dependency on Russian imports through intra-
EU trade. Accounting for the secondary dependence on
Russian coal through intra-EU imports would lead to the



Supply-side shortages and high energy
prices have detrimental impacts on
inflation and economic growth. The
increase in energy and food prices (for which
Russia and Ukraine represent a large portion
of global exports) adds to pressure on
inflation, as these items represent an above
EU average proportion of the Czech consumer
basket. The government has taken action to
mitigate the adverse consequences of high
inflation by increasing household allowances,
after temporarily reducing VAT on energy in
November and December of 2021
Nevertheless, high inflation will weigh on real
wages and private consumption. Additionally,
the price pressures and the heightened
uncertainty, negatively affect investment.

The inflow of displaced persons from
Ukraine presents both challenges and
opportunities. Czechia has received over
300 000 people fleeing Ukraine. The Czech
government responded swiftly to the Russia’s
invasion of Ukraine by providing humanitarian
aid and introducing measures to
accommodate those displaced from Ukraine,
including medical coverage and support,
unemployment  benefits and retraining
expenses. With a significant share being
children, ensuring continuation of education
through access to mainstream education
emerged as priority. Czechia introduced a
range of measures to provide access to
childcare and schooling, however their
availability is put at risk. Based on the current
number of registered people displaced from
Ukraine, it is expected that starting in
September 2022, about 125 000 Ukrainian
students could participate in the Czech
education system. In the absence of additional
measures, the provision of childcare could
reach its limits. Setting up systematic mapping
of the availability of mainstream childcare and
education systems is essential to ensure
integration and to efficiently direct resources
to ease pressure on certain territories. Short to
medium-term integration of people fleeing
Ukraine will have an impact on the
government budget and lead to increased
pressure on social and healthcare system due

estimation that Czechia has a 70% Russian import
dependency on hard coal.

to staff shortages. In the medium to long
term, the budgetary impact could ease if
people displaced from Ukraine participate in
the labour market, providing more dynamism
in the context of labour and skills shortages of
workers. As of 21 March, those who fled
Ukraine and registered can work without any
additional permits. Stable and sufficient
funding for childcare provision will be
instrumental to enabling the labour
participation of women with children who
constitute the majority of the adult population
fleeing Ukraine. The spike in migration has
structural implications for the overheated
Czech housing market, adding to the housing
affordability and energy poverty challenges.

The worsening macroeconomic situation
will also have implications for plans to
consolidate the budget. The effects of the
invasion of Ukraine, the economic sanctions,
the supply shortages and high levels of
inflation are likely to dampen economic growth
and add pressure on budgetary revenues.
Simultaneously, increased spending is needed
to manage the inflow of people fleeing
Ukraine and to support households which are
most affected by high energy prices. The
consolidation of the government budget
therefore faces new challenges after already
registering deficits during the COVID-19
pandemic.

Czechia can benefit from exceptional
flexibilities provided in the framework of CARE
Regulation and additional pre-financing under
REACT-EU to urgently address reception and
integration needs for those fleeing Ukraine as
a result of the Russian invasion.



THE RECOVERY AND RESILIENCE PLAN IS UNDERWAY

Czechia's Recovery and Resilience Plan
(RRP), adopted by the Council on 8
September 2021, represents a total amount
of EUR 7 035 billion support in grants (about
3.2% of 2019 GDP) (see Annex 2). The
Recovery and Resilience Facility (RRF)
Regulation provides for updates to grant
allocations available to Member States in light
of the aggregate change in real GDP for the
2020-2021 period, which is likely to increase
Czechia’s final total grant allocation from the
RRF. Czechia is currently updating its plan in
line with this increased allocation. This will
allow Czechia to tackle more ambitiously some
of the country’s outstanding social and
economic challenges, in particular those
identified below.

The reform and investment agenda set
out in the RRP is expected to help address
a number of vulnerabilities in the Czech
economy. The plan aims to facilitate the
digital transition through a comprehensive set
of measures. Key measures for digitalisation
include the reform and digitalisation
of construction permits, new curricula
for digital education, advanced ICT equipment
for schools, digital gap prevention, digital
innovation hubs, digital skills and digitalisation
of  businesses, high capacity digital
infrastructure, 5G technologies and the
digitalisation of public administration. Czechia
will also take part in multi-country projects on
digitalisation, such as those involving digital
innovation hubs and microelectronics. The
measures will support the digitalisation of the
economy and improve the business
environment by facilitating progress towards
the EU average, inter alia, on coverage by very
high capacity networks and digital public
services (see Annex 8).

Czechia’s RRP supports the green
transition, through measures to reduce waste
and improve the country’s recycling
infrastructure, support the renovation of

residential and public buildings and the
replacement of heating sources, improve
public transport e-mobility and rail mobility,
and reform forestry and watercourses
management. In case of research and
innovation, it remains important to enhance
the effectiveness of the investments by
reform processes. In addition, given the
country’s above average energy and carbon
intensity (see Annex 5), Czechia will need to
increase its ambition towards the green
transition to make the economy less
vulnerable to high carbon prices.

The RRP also covers further reforms and
investment to tackle socio-economic and
regional disparities, thereby supporting
the implementation of the European
Pillar of Social Rights. These measures will
invest in healthcare infrastructure, promote
preventive  screening  programmes  and
research, and facilitate the digitalisation of
schools and the provision of digital skills and
adult learning. Further measures support
labour market participation of women by
extending the capacity of childcare facilities
and address social challenges by modernising
the social care infrastructure and reforming
long-term care in Czechia.

Work to deliver the measures set out in
the RRP is underway. Czechia has to meet
eight dedicated milestones to address the
shortcomings identified in its audit and control
system before submitting its first payment
request to the Commission. Czechia’s
submission of the first payment request, upon
the satisfactory fulfilment of the agreed
milestones and targets, can unlock a further
EUR 928 million in grants. At the time of
publication, Czechia has reported a total of 13
milestones and 1 target as being completed
according to regular bi-annual reporting
required by the RRF regulation. These
measures led, among others, to digital
equipment being purchased and distributed to



disadvantaged pupils, increased road and rail
safety, the launch of the European Digital
Media Observatory hub for Central and
Eastern Europe and the implementation of
reforms such as new curricula for digital
literacy and judicial reform. Reforms to the
audit and control system are also being
finalised.

Other measures are yet to be set in
motion and need to be speeded up. In
particular investments to upgrade and
digitalise public administration, and
investments in forest management and flood
protection should be closely monitored and
accelerated. In the coming year, the Czech RRP
is expected to deliver numerous results such
as digital innovation testing facilities, tutoring
for pupils, additional reforested areas, water
courses and water reservoirs, improved e-
government services, new and modernised
cycle paths and railway infrastructure and
reforms to long-term care and to audit and
control.

Key deliverables expected under the Recovery and Resilience Plan in 2022-2023

e |Implementation of reforms on audit and control

Implementation of reforms to long-term care

Investment in railway infrastructure and road safety

Launch of European Centre of Excellence in Al and regulatory sandboxes

Investment in reforestation and small watercourse reservoirs



FURTHER PRIORITIES AHEAD

Beyond the challenges addressed by the RRP,
Czechia faces additional challenges not
sufficiently covered in the plan. Restoring the
fiscal sustainability of public finances in the
long term would help address the challenges
posed by an ageing population, including
pensions and healthcare sustainability.
Strengthening  the  administrative  and
analytical capacity of public administration
and increasing the quality of policymaking
would improve the absorption of EU funds and
support the implementation of public
investment projects. In particular,
implementing measures to decarbonise the
Czech economy by closing the investment gap
in renewables and streamlining the regulatory
framework would substantially contribute to
the country’s transition towards environmental
sustainability. Reducing regional disparities
would stimulate long-term sustainable and
inclusive growth boosting the economic
potential of the less developed regions in
Czechia. Addressing these challenges will also
help to make further progress on the SDG
indicators in the relevant underlying areas and
reach the 2030 EU headline targets on
employment, skills and poverty reduction.

Advancing the green transition and
reducing dependence on Russian
fossil fuels

Czechia is highly dependent on fossil fuel
imports from Russia. While the use of
natural gas made up 17.7% of the country’s
energy mix in 2020 (compared to an EU
average of 24%), it still plays an important
role in the industrial and heating sectors. To
address this dependency, Czechia needs to
diversify its import sources and leverage its
interconnected gas network and available
storage  capacity. Public support for
investments in new natural gas-based

installations, such as natural gas boilers,
should be reconsidered. Czechia is also highly
dependent on the Russia in terms of nuclear
fuel supply.

Czechia’s overall reliance on fossil fuels
needs to be reduced through new
decarbonisation measures. These should be
informed by the ‘Fit for 55’ legislation, and the
government ‘s objective to stop using coal by
2033. The measures to mitigate climate
change should also take account of
biodiversity and ecosystems considerations.

Czechia needs to set more ambitious
targets for the rollout of renewables. The
latter could cover a large share of the natural
gas shortfall by deploying a broad range of
technologies, including solar, wind, geothermal,
renewable hydrogen and sustainable bio-
methane solutions in line with the relevant
sustainability criteria. Czechia“ s 2030 goal for
renewables is 22% (compared to current
17.3%). This modest level of ambition is in
contrast with the recently proposed
amendment of Renewable Energy Directive,
which envisages Czechia’s 2030 target
increasing to  31%. While the RRP includes
investments for the construction of 270MW of
photovoltaic power in companies, this
represents only a modest fraction of the total
installed wind and solar power capacity, and is
by far not sufficient to meet the increased
level of ambition. Therefore, significant
additional investment volumes in renewables
are essential.

Complex, lengthy and costly
administrative authorisation proceedings
for renewables pose significant barriers
to a faster rollout. Reforms are needed to
address the restrictive spatial planning, the
restrictively low threshold (20kW) for small-
scale renewables, the complex process for
obtaining electricity production licenses and
the lack of transparency on the availability of



grid capacity. Czechia should streamline
permitting processes for renewables (such as
adopting a one-stop-shop) and increase
thresholds for the exemption to building
permits and the compulsory registration of
renewable installation owners as
entrepreneurs, while making access to
available grid capacity simpler and more
transparent. Measures to encourage renewable
energy self-consumption, private purchasing
agreements and energy communities should
alsobe considered. Accelerating R&! and
improving the collaboration between the
private and public sectors on deploying clean
technologies is also vital (*). In addition, it is
necessary to undertake more grid investments
to accommodate the increasing volume of
renewables and increase its electricity network
interconnection capacity (°).

Czechia also needs to step up its energy
efficiency ambitions, prioritising the deep
renovation of buildings connected to
coal-based district heating (°) (see Annex
5). Czechia is one of the countries that are the
furthest from delivering the energy saving
measures required under Article 7 of the
Energy Efficiency Directive, with only 68% of
the required cumulative savings achieved as
of 2018. Only 25% of single-family houses
and 40% of multi-apartment buildings has
been renovated by 2019 (). While the RRP
allocates EUR 1.4 billion to energy efficiency,
the investments required by 2030 are
estimated at a total of around EUR 17
billion (8). These investments will also enable
Czechia to meet the increased 2030 effort
sharing target proposed as part of the Fit for
55 package.

() Performance on green patents has decreased over time
but is almost at the EU average (see Annex 9).

(°) Czechia’s electricity interconnection capacity stands at
25%, which is above the EU 15% target, but
significantly below its neighbours in the region.

(®) Czechia has double the EU average energy intensity,
namely 3.9 tCO2equivalent (CO2e) per capita above
the EU average in 2019.

(7) https://lenergy.ec.europa.eu/system/files/2021-12/swd-
on-national-long-term-renovation-strategies.pdf (page
117)

(®) https://energy.ec.europa.eu/system/files/2021-12/swd-
on-national-long-term-renovation-strategies.pdf (page
19)

More efforts are needed to address the
socio-economic impacts of the coal phase
out. Czechia should work with the Commission
on adopting its territorial just transition plan,
alongside measures to support workers at risk
of redundancy in coal regions, as spelled out in
its national energy and climate plan. Czechia s
coal regions face higher levels of
unemployment, poverty, indebtedness and
early school leaving than the national average
(targeted policy measures are to be taken
according to Strategy 2030+). This is
particularly the case in the Usti and Karlovy
Vary regions (°), where the disappearance of
coal-based jobs might aggravate these
challenges without an effective transition
strategy.

The sustainability of the transport
system should be improved given the
growing emissions from this sector. A
modal shift to rail and public transport should
be encouraged along with investments to
increase the proportion of electrified rail. Given
that only 1.6% of new car registrations are
electric vehicles in Czechia, measures should
be taken to facilitate the use of electric
vehicles, particularly in relation to the charging
infrastructure.

Czechia should support the essential
functions of the forest ecosystem by
promoting biodiversity, carbon sinks and
water retention capacity. Drought induced
bark beetle outbreaks have recently
contributed to increased net emissions from
land use, land change and forestry (LULUCF)
by 329% of kt CO, equivalent in 2019 (*°).
While the RRP allocates EUR 335 million to
reforestation investments, large-scale reforms
in forest management practices are still
needed to reach the LULUCF net removal
levels achieved before 2015. In view of
Czechia s significant exposure to the adverse
impacts of climate change, in particular floods
and droughts, strategic policy support for
nature-based solutions is needed. Czechia has
the highest average size of agricultural
holdings in the EU and practising large-scale

(®) Ustecky region and Karlovarsky region form together
the NUTS 2 region of Severozapad (Northwest).

(19 13 565 kt COz eq. in 2018.



agriculture is a major cause of natural habitat
decline and low water retention (*?).

Czechia has the potential to intensify its
work on the circular economy (see Annex
7). While the circular (secondary) use of
material shows a steady increase and is above
the EU average of 12.8% (from 7.6% in 2016
to 134% in 2020), resource productivity
remained well below the EU average of EUR
2.09 per kg with EUR 1.19 generated per kg of
material consumed in 2020. The landfill rate
of municipal waste has only slightly decreased
in the last decade, accounting for 49.2% in
2020, compared to an EU average of 22.7%.

Strengthening capacities for
implementing EU funds

Over the next decade, Czechia is expected
to absorb around EUR 30 billion of EU
funds. This will help to address the key
development challenges outlined in the
country-specific recommendations addressed
to Czechia. The country is well advanced in
preparing for the 2021-2027 cohesion
programmes. In the 2014-2020 programming
period, Czechia has progressed with
implementation, both in relation to contracting
and spending, and no loss of funds is
expected.

With regard to the implementation of EU
funds, specific challenges remain at both
national and regional level. The two largest
funding sources (see Annex 3), the RRF (EUR 7
billion) and cohesion policy funds (EUR 21.7
billion), will require increased capacity and
efficient  procedures to prepare and
successfully  implement  public  sector
investment projects. The absorption of funds
was lower than expected in relation to the next
generation broadband networks and energy
efficiency in the 2014-2020 period. Given the
importance of the twin green and digital
transitions, those are the areas for Czechia to
concentrate its work in the 2021-2027 period.

(1) Agricultural land is capable of holding only 5 billion m?
out of its total 8.4 billion m* water retention capacity.

Otherwise, it could create macroeconomic risks
and could represent an obstacle for the
country’s capacity to successfully use the
opportunities created by the Green Deal and
the Digital Europe Programme.

At central government level, several
layers of administrative capacity require
further attention. Overall, Czechia's public
sector  performance and government
effectiveness rank below the EU average (see
Annex 11). The country approved the ‘Client-
oriented Public Administration 2030’ strategy
aiming to improve the quality of public
services, and its  implementation s
progressing.  According to international
indicators, the country performs less well on
professionalism of civil service and on quality
of policymaking.

Czechia also needs to improve its
policymaking cycle, through better
strategic planning, inter-ministerial
coordination across and between tiers of
government. Specific skills and competences
need to be strengthened, particularly in the
field of green and digital projects. This would
also help to remove barriers hampering the
development of a fully functioning innovation
ecosystem. Strategic planning would need to
build on the synergies between local needs
and central objectives, as well as enhanced
analytical capacity of the administration. The
public procurement framework is another
element that has an impact on the timely and
correct implementation of public investment
projects. Over time, this has improved but it
requires further fine-tuning. Czechia is scoring
below the EU average in some important
performance indicators such as the proportion
of contracts awarded to a single bidder.

Targeted efforts at regional level could
increase the efficiency of EU funds
implementation. Support for municipalities,
cities and regions with low investment
absorption rates is critical as these entities risk
a further deterioration of the socio-economic
situation due to the COVID 19 pandemic. The
example of the  Northwest  region
(Severozapad), the only region not converging
to the EU average GDP (this remained below
65% in 2020), shows that low absorption



capacity is a contributing factor to the growing
disparities between the Northwest and other
regions. The Czech government should set up
a support scheme to build administrative
capacity and aid the delivery of public sector
and private sector investment projects,
especially those that will facilitate the twin
transition, and those in the regions with the
lowest absorption rates. To this end, targeted
technical assistance could be provided to
regional entities and territorial partners.

Increasing housing affordability
and accessibility of social housing

Housing affordability in Czechia has been
among the lowest in the EU for the past 5
years (*°). Acquiring property has become
increasingly difficult for middle-income groups
and young families, feeding the demand for
rental property. According to the OECD housing
survey, the limited mobilisation of available
land reserves weighs on the housing
development opportunities at local level in
Czechia. Municipal rental stock is very limited
and there are no incentives for rental or
cooperative housing, which would increase the
supply of affordable housing. Low affordability
of housing is reflected in high and accelerating
house price growth in most Czech regions,
potential house price overvaluation, high
mortgage credit growth and a loosening of
lending standards (see Annex 16). Limited
access to housing and underused housing
allowances impose substantial economic costs
and efficiency losses on the housing
market. Moreover, the integration of people
fleeing Ukraine and staying in Czechia may
further increase the demand for housing.

Affordability of housing is limited, in
particular for low-income groups, due to
the absence of a legal framework
providing systemic support for social
housing. Lack of definition of roles at national
and regional level impedes a comprehensive

(*?) Twelve annual salaries are needed to buy a
standardised dwelling in Czechia, which is the highest in
the EU. Property Index 2021, Deloitte.

approach to social housing, with a high
variability of the social housing stock and
different eligibility criteria at municipal
level (**). The proportion of social housing out
of the total stock of rental dwellings is 0.4% in
Czechia, well below the EU average of 7-
8% (). In recent years, investment in new
social housing has relied mostly on EU
funding. As a consequence, the number of
households in need of housing is currently
estimated at about 35000 to 62000 (*).
Low-income families are expected to be
disproportionally affected by the rise in energy
prices, increasing housing expenses to up to
63% of their average budget (*¢). Overall, this
leads to increasing costs for government
budgets and the healthcare system as well as
wider societal costs through negative impact
on education and employment of the families
affected (V).

A broad reform ensuring adequate and
affordable housing in Czechia is needed.
As part of the reform efforts, incentivising the
availability of land suitable for housing
construction at municipal level, and the
reconstruction and refurbishment of existing
housing units can have positive effects on
housing supply and prices. For instance, recent
estimates show that reforms incentivising the
renting and private development of housing
could impulse utilisation of the vacant
dwellings, currently 22% in rural and 10% in
urban areas. Effective coordination between
different public bodies would be key for the
effective construction and provision of
affordable and quality housing, including
rental housing.

(*3) Peer Review on “Housing exclusion: the role of
legislation?”, 2020.

(%) Affordable Housing Database (OECD).

(*°) Report on Housing Exclusion 2021 and Social Housing in
the Czech Republic (Platform for Social Housing), 2021.

(*%) Impacts of the rising energy prices and proposal for
reforms of the housing allowance, PAQ research

(*7) The direct fiscal cost, including healthcare spending, is
estimated at CZK 2.5 billion per year. Wider societal
costs through the impact on education and employment
are estimated at CZK 11 billion per year. Cost of the
Housing Need (European Priorities), 2021.


https://www2.deloitte.com/content/dam/Deloitte/cz/Documents/real-estate/Property_index_2021.pdf

Ensuring the long-term
sustainability of the public
finances

Pre-crisis fiscal discipline provided the
necessary buffer to support the economy
during the crisis but since then public
debt levels have increased and structural
risks have intensified. The initial public debt
level was low compared with other EU
countries (37.7% of GDP in 2020 for Czechia,
compared to 91.8% EU average). Despite
renewed economic pressures from Russia’s
invasion of Ukraine, a gradual consolidation of
the public finances is expected to start this
year, as COVID-19 support measures are
withdrawn. While targeted fiscal measures
might still be needed in the short term to
support the economy, the implemented
permanent expansionary fiscal measures
including tax cuts are expected to lead to an
increased structural deficit compared to the
pre-pandemic situation. In addition, debt
sustainability challenges will be more
substantial in the long run, due to an ageing
population and the associated increase in
spending on pensions, healthcare and long-
term care. The old-age dependency ratio (the
ratio of people over 65 to people of working
age 20-64) is expected to double, rising from
33% in 2019 to a peak of 59.2% by 2060 (*8).

Pension expenditure is projected to rise
considerably beyond 2030. The increase in
the retirement age to 65 (by 2030) helps
address the medium-term pressure on public
finances stemming from ageing population,
but challenges remain beyond 2030. While the
previous legislation envisaged increases in the
retirement age also beyond 2030, a legislative
change in 2017 set the maximum retirement
age at 65. A mechanism to regularly assess
the retirement age was also introduced. In
2019, the latest assessment of the Ministry of
Labour and Social Affairs discussed the pros
and cons of increasing the retirement age and
recommended no retirement age change
during this round of assessment procedure.
The Government followed the

(*8) According to EC-EPC 2021 Ageing Report

recommendation and thus no legislative
change was adopted. As a result, in the
absence of any future change, fiscal
sustainability challenges are expected to
intensify beyond 2030. According to the 2021
Ageing Report, public pension spending is
expected to increase from 8.8% of GDP in
2030 to 11.8% in 2060.

Multiple options are available to improve
the fiscal sustainability of the pension
system. Several elements of a potential
pension reform have been discussed in the
recent years and some priorities have been
highlighted (*°). Measures to address the fiscal
sustainability of pension system will be
needed to address the increasing pressures on
public finances. These measures could include:
adjusting the retirement age in line with the
increase in life expectancy; incentivising the
increase in participation rates of people over
60 (where these are below EU average);
adjusting pension indexation rates to take into
consideration the fiscal sustainability of the
pension system or taking measures to increase
labour supply. These measure could include,
for example, supporting flexible/part-time work
arrangements for young people and elderly
workers, strengthening the labour market
integration of women with young children and
of vulnerable groups such as Roma people or
people with disabilities, and facilitating
migration and refugees’ integration.

Further improvements to the tax system
could also improve the sustainability of
public finances. Even if the newly appointed
government does not envisage reversing the
tax cuts legislated for in 2020 (including the
reduction of the personal income tax), a better
adjustment of the tax mix and measures to
improve compliance could help improve the
sustainability of public finances. At 36% of
GDP in 2020, Czech tax revenues are still
significantly below the EU average. Labour
taxation rates have been lowered by a
reduction in personal income tax but remain
high for low-income earners which, together
with personal debt and high level of
foreclosures, discourage some low-income

(*°) see OECD Review of Pension System in Czech Republic
(November 2020)



earners from seeking employment, and
encourage undeclared work. Increases in taxes
that are less detrimental to economic growth
could help improve the sustainability of public
finances. These include property taxes, which
stand at 0.2% of GDP in Czechia compared
with an EU average of 1.2%, or environmental
taxes, which stand at 19% in Czechia
compared with an EU average of 2.2%.
Additionally, improving tax compliance could
help increase tax revenues. Although it has
decreased in recent years, the value-added tax
gap of 14.3% is still among the largest in the
EU (see Annex 17).

Stepping up the implementation of the
‘Health 2030’ strategy should further
strengthen the resilience of the health
system in Czechia. Despite significant
improvement, Czechia still performs below the
EU average in many areas related to health
status and healthcare outcomes (see Annex
14). Treatable mortality is higher than the EU
average and there are substantial regional
differences in health status, for example life
expectancy at birth for both men and women.
Socio-economic conditions, including those
linked to unhealthy lifestyles, are the main
contributing factor. As a share of total
healthcare spending, spending on prevention
has declined over the 2016-2019 period.

The projected increase in age-related
public expenditure on healthcare puts
pressure on long-term fiscal
sustainability. In addition, care needs
associated with multiple chronic diseases are
expected to increase with an ageing
population. While some reforms and
investments taking place outside the RRP in
long-term care, cancer screening and
treatment and health workforce education will
improve the resilience of the healthcare
system, several challenges remain. An update
of the long-term care system is necessary,
with Czechia ranking as one of the OECD
countries with the highest proportion of end-
of-life care taking place in hospitals (63% in
2019 vs an OECD average of 509%). Public
expenditure on healthcare is projected to
increase by 0.9 pps of GDP by 2070, adding to
costs associated with an ageing population.

Inefficient use of outpatient care is still
prevalent in the system. While funding for
outpatient care is high, avoidable hospital
admissions in certain conditions are higher
than the EU average. This indicates
weaknesses in preventing risk factors,
managing chronic conditions, and the
insufficient integration of healthcare services.
Despite some initiatives in this direction,
primary care doctors do not play a
gatekeeping role. Patients may consult
specialists directly without any user fees,
which partly explains the comparatively high
number of outpatient consultations. The cost-
effective use of medicines, medical devices
and equipment in hospitals and outpatient
care is less than optimal. The expanded
functionality of the e-prescription system
holds the potential to deliver efficiencies over
time by enabling optimised prescribing
practices. Further developing and
implementing health technology assessments
together  with  centralised procurement
procedures for pharmaceuticals and other
medical and non-medical goods may generate
savings for payers, while ensuring access to
high-quality products in the health system.

Fragmented governance and financing
structures hinder the appropriate,
efficient provision of long-term care
services. Financial incentives still exist for
prolonging the hospital treatment of patients
in need of long-term care. The planned
transformation of acute care into long-term
care hospital beds is expected to increase
transparency and save costs. If the provision
of home care services is sufficient, a 40%
increase in the reimbursement rate for home
care services may reduce the length of
hospital stays. The de-institutionalisation
strategy currently being developed will be an
important tool to comprehensively link social
and health services, including concrete actions
to develop community- and family-based
social services.



KEY FINDINGS

Czechia’s Recovery and Resilience Plan
includes measures to address a series of
its structural challenges through:

e Facilitating the digital transition via a
comprehensive set of measures, including
digitalisation of public administration and
businesses, supporting the deployment of
digital technologies (very high capacity
networks or 5G), or developing digital skills.

e Incentivising the use of sustainable means
of transport, promoting the transition to
cleaner energy sources, and investing in
recycling infrastructure, in biodiversity and
reforming forestry and watercourses
management.

e Supporting the renovation of residential
and public buildings and the replacement of
heating sources.

e Addressing social challenges by investing in
healthcare and long-term care
infrastructure and enhancing the excellence
of research in medical sciences.

e Addressing labour market challenges by
promoting development of digital skills and
adult learning, and extending the childcare
facilities’ capacity to increase employment
of women with children.

e Strengthening Czechia’'s anti-corruption
framework, including through measures in
the area of management and avoidance of
conflict of interest.

e Boosting the innovation capacity of
domestic businesses and strengthening the
connection with the public research sector,
as well as improving access to finance for
small and medium-sized enterprises.

Beyond the reforms and investments in
the RRP, Czechia would benefit from:

Restoring the long-term fiscal sustainability
of public finances, by addressing challenges
to the sustainability of the pension and
healthcare systems.

Strengthening the capacity of public
administration, at central and regional
level, and improving public procurement
efficiency, especially in the context of the
RRP and cohesion policy implementation.

Diversifying its fossil fuel imports and
reducing the use of imported natural gas
from Russia. Czechia needs to accelerate
decarbonisation efforts through increased
investments in renewables and energy
efficiency and by improvements in the
regulatory, permitting and grid access
framework for the rollout of new renewable
installations.

Ensuring the effective provision of social
and affordable housing to address
affordability challenges and tackle poverty
and social exclusion, as well as the
integration of people fleeing Ukraine.
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