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1 Czech pension system

The first section of the fiche concerns the facts about pension system in the Czech Republic. It consists of three parts.
In the first one all the pension pillars are described, in the second part we provide an overview of recent reforms
incorporated in the projections and finally in the third part we state some “constant policy assumptions” which are
taken and should make the projections transparent.

1.1 Description of the system

The Czech pension system consists of three pillars — main mandatory state PAYG system, pension savings scheme and
voluntary private fully funded system. There is no occupational pension scheme.

1.1.1 Mandatory PAYG system

The first pillar is a mandatory basic pension insurance scheme, based on the pay-as-you-go financing and defined
benefits (DB). It covers all economically active persons and it does not contain any special pension scheme for any
economic sector. The only exceptions are so-called armed forces (e.g. soldiers, policemen, fire fighters), whose
pension insurance is administered by the respective ministries in charge. All others are administered by Czech Social
Security Administration.

The basic pension insurance covers the whole population (except the ones in the period of education) regardless of
the actual economic activity of a person. A wide range of so-called non-contributory periods allows gaining pension
entitlement at the time of person’s non-activity at the labour market (one does not have any income from which the
contribution is derived). Thus the system does not exclude those, whose career has been interrupted for many
reasons (unemployment, childcare period etc.) Besides the solidarity of economically active persons with non-active
ones, there is another type of solidarity within a generation — income solidarity.

Income solidarity is achieved through the formula used to calculate pension benefits. It leads to higher replacement
rates for lower-income persons compared to those with higher income through the reduction thresholds. The
personal calculation base (which is understood as a pensionable earning in the projections) is determined by the
income and the income is divided by reduction thresholds to several reduction brackets. The lowest part (up to 1st
bracket) is taken whole and each other part of the income only by decreasing percentage (e.g. from 2015 onwards,
the lowest part 100%, the second lowest part 26% and 0% above). It is equivalent to sharp progressive taxation. For
concrete values of reduction brackets as well as reduction coefficients see below Table 1.1.

Table 1.1: Reduction brackets (RB) and relevant income for pension calculations (i.e. reduction coefficients)

2011a 2011b 2012 2013 2014 2015
Relevantincome up to 1st RB 100% 100% 100% 100% 100% 100%
Relevantincome between 1stand 2nd RB 30% 29% 28% 27% 26% 26%
Relevantincome between 2nd and 3rd RB 10% 13% 16% 19% 22% 0%
Relevantincome above 3rd RB 10% 10% 8% 6% 3% 0%
1st RBas % of average gross wage 44% 44% 44% 44% 44% 44%
2nd RB as % of average gross wage 116% 116% 116% 116% 116% 400%
3rd RB as % of average gross wage 400% 400% 400% 400% 400%

The pension insurance contributions are the only receipts of this scheme. It is calculated by multiplying the
assessment base by a contributory rate. The assessment base for employees consists of all the benefits paid by
employer to the employee, which are also subject to personal income tax. There is, however, an upper limit set
amounting to 48 times the monthly wage per calendar year. This limit is valid for employees as well as for self-
employed persons. The contributory rate for pension insurance is 28%, which is paid partly by employee (6.5%) and
partly by employer (21.5%).

Self-employed persons have their own assessment base amounting to 50% of the difference between incomes and
expenses. Minimum base is, however, 25% of the average gross monthly wage in the national economy (or 10% for
the secondary activity). Maximum base is the same as for employees. The contributory rate for self-employed persons
is 28%.



The state pension system covers three main benefits — old-age pension, disability pension and survivor’s pensions. To
be entitled to an old age pension a person has to reach an insurance period of at least 35 years and a retirement age
specified by a law; or at least 20 years of insurance and the age 5 years higher than is the statutory retirement age.
Non-contributory periods are also included in the insurance period. Statutory retirement age is only specified with
regard to person’s date of birth and for generations born in 1936 and younger is continuously postponing without any
limits. The speed of increase has been set with respect to increase of life expectancy1 and also in order to unify
retirement ages for men and women, regardless number of children raised. The unification will be completed in 2041
for people born in 1975. For more details please see Annex C.

A person is allowed to retire up to 3 years prior the statutory retirement age under the condition the statutory
retirement age is lower than 63 years. This period of 3 years will gradually lengthen up to 5 years prior the statutory
retirement age if the condition of insurance period is fulfilled. However, in the latter case the statutory retirement age
must be at least 63 years and actual age of the person higher than 60 years. This means that only a person with
statutory retirement age at least 65 years may retire 5 years earlier. In such case of earlier retirement the person is
excluded from the right to receive a proper old-age pension and thus obtains permanently reduced early old age
pension. Retirement in ages higher than the statutory retirement age is awarded by additional bonuses.

Table 1.2: Statutory retirement age, earliest retirement age and penalties/bonuses for early/late retirement

2013 2020 2030 2040 2050 2060
statutory retirement age 67y+8m  68y+8m 70y 71y+6m  72y+10m  74y+4m
Men earliest retirement age 67y+8m 68y+8m 70y 71ly+6m  72y+10m  74y+4m
(with 20 contribution years) penalty in case ofearliest retirement
bonusin case of late retirement 1,5% 1,5% 1,5% 1,5% 1,5% 1,5%
statutory retirement age 62y+8m 63y+8m 65y 66y+6m  67y+10m  69y+4m
Men earliest retirement age 59y+8m 60y 60y 61ly+6m 62y+10m 64y+4m
(with 40 contributionyears) penalty in case ofeearliest retirement 12,2% 18,9% 27,9% 27,9% 27,9% 27,9%
bonusin case of late retirement 6,0% 6,0% 6,0% 6,0% 6,0% 6,0%
statutory retirement age 64y+8m 68y+8m 70y 71ly+6m  72y+10m  74y+4m
Women earliest retirement age 64y+8m 68y+8m 70y 71ly+6m  72y+10m  74y+4m
(with 20 contribution years) penalty in case ofearliest retirement
bonusin case of late retirement 1,5% 1,5% 1,5% 1,5% 1,5% 1,5%
statutory retirement age 59y+8m  61y+8m  64y+8m  66y+6m 67y+10m  69y+4m
Women earliest retirement age 56y+8m 58y+8m 60y 61ly+6m 62y+10m 64y+4m
(with 40 contribution years) penalty in case of earliest retirement 12,2% 15,9% 24,9% 27,9% 27,9% 27,9%
bonusin case of late retirement 6,0% 6,0% 6,0% 6,0% 6,0% 6,0%

Note: Penalties apply to earnings related component only leaving flat rate component unchanged. Bonuses are cumulated to yearly value and apply
to persons who continue working without drawing pension benefit.

Disability pensions receive the persons whose ability to work is reduced by at least 35% and are divided into three
ranges: (i) First degree of disability — when a person has experienced a decline in his/her working capacity of at least
35% but not more than 49%; (ii) second degree of disability — a decline of at least 50% but not more than 69%; (iii)
third degree of disability — a decline of at least 70%. The required insurance period is at least 5 years2 (it is derived
from the ten year period prior to the occurrence of disability).

Disability pension belongs to a person until he/she reaches entitlement for the old age pension given by statutory
retirement age. Subsequently a person is transferred from the disability pension scheme to the old age pension
scheme.

Survivor’s pensions are paid out to a widow/widower or an orphan (dependent child) if a deceased person has met
eligibility conditions for the old age or disability pension or he/she died due to job-relating injury. After one year of
receiving the survivor’s pension, the widow/widower must meet other conditions stipulated by the law, otherwise the
entitlement lapses (the entitlement continues when the widow/widower cares for a dependent child or disabled child,
parents or relatives aged 80 and higher; or when a widow/widower is disabled in the third degree of disability or
retired; or he/she has reached the age, which is 4 years lower than statutory retirement age of men of the same year
of birth). The entitlement is also renewed when at least one of these conditions is met within 2 years from the last

! However, there is not an automatic rule stipulated by law.

* This applies for persons above the age of 28. Younger people are required to reach shorter insurance period.



entitlement termination. Orphan’s entitlement to survivor’s pension lasts until he/she is dependent. If the adoption is
made by only one person, the orphan loses that part of the pension after the person now replaced (i.e. if an orphan is
adopted only by a woman, the orphan loses pension on behalf of absent mother).

Pension calculations

The basic act that determines calculation of pension benefits is the Pension Insurance Act (No. 155/1995). Pensions’
consist of two main parts:

Flat rate component is the same for all pensions regardless of the insurance period acquired and earnings achieved.
The flat rate amounts to 9% of average monthly wage per month for all kinds of pensions. Thus every time the
average wage changes, the flat rate changes hereby automatically.

Earnings related component is derived from the insurance period and earnings achieved. It is calculated as
a percentage of personal calculation base, which takes into consideration person’s income from the nineteenth year
of his/her life to his retirement age (this means that earnings during virtually whole career are taken into account);
however the years before 1986 are not taken into account.

Minimum amount of a pension is set by both the flat rate component (which is the same for everyone) and the
minimum earnings related component. Another instrument that also prevents people from the poverty is the institute
of the subsistence level.* Both these instruments are set by the government and are revaluated on irregular basis.
There is not any special minimum pension scheme besides this one inbuilt in all pension types.

Earnings related component of old age pension amounts to 1.5% of person’s calculation base for every completed
year of acquired insurance period. Minimum earnings related component is now 770 CZK per month (approx. 30 EUR);
maximum amount is not determined.’ Bonus for longer career is 1.5% of person’s calculation base for every additional
completed 90 calendar days.6 Early retirements are subject to penalization, which is 0.9% of person’s calculation base
for every period of 90 calendar days before the statutory retirement age up to 360 days, 1.2% from 361" day to 720"
day and 1.5% from the 721" day. But resulting earnings related component must not be lower than 770 CZK.

Disability pension’s earnings related component is 0.5% for the first degree, 0.75% for the second degree or 1.5% for
the third degree of their calculation base for every completed year of acquired insurance period. This period makes
the difference in case of disability pensions. If a person becomes disabled before he/she reaches the necessary
insurance period it is presumed, that a disabled person has already reached the retirement age (added imaginary
insurance period as he/she would work till retirement age).7 If a person becomes disabled before his/her age of 18,
earnings related component amounts to 45% of calculation base.

In case of widow’s/widower’s pensions, the earnings related component amounts to 50% of earnings related
component of a spouse’s old age or disability pension of the 3" degree at the time he/she died.

Calculation of earnings related component for orphan’s pensions is the same as in case of the widow’s/widower’s
pension, but here the rate of 40% is applied instead.

In case of widow’s/widower’s or orphan’s pension in concurrence with old-age/disability pension8 the earnings related
component consists of full earnings related component of the higher pension (be it old-age/disability pension or
survivor’s pension) and 50% of earnings related component of the lower pension.

Pension indexation

Pension indexation proceeds on a regular basis (every January). Indexation represents an inflation growth (measured
by the aggregate consumer price index) plus a third of the growth in real average wage.9 The indexation must firstly
guarantee that the flat rate will be 9% of gross average wage and the earnings-related component will be adjusted to

Pensions include old age pension, disability pensions and also survivor’s pensions.
4 . . . . . .
A person whose income is lower than the subsistence level has a claim for social support benefits.

However maximal value is implicitly bounded by ceilings on personal assessment base, amounting to four-times average wage, from which
a pension is calculated.

® Alternatively 1,5% for every additional completed 180 days if the person draws half of old-age pension or 0,4% for every additional completed 360
days if the person draws whole old-age pension.

For this period of inactivity is used a general calculation base, which is determined by the government upon an average gross income.
8 . . . e . .
In case of pensions in concurrence, a recipient receives flat rate component for one of the two pensions only.

® Official statistic of Czech Statistical Office is used.



fulfil the condition of indexation formula. If the inflation rate exceeds 5%, there is special adjustment of pension
benefits added. This can occur any time of year.

1.1.2 Pension savings scheme

The pension savings scheme has been effective since the 1% of January 2013. This scheme is primarily designed for the
people under 35 who can choose to join the scheme whenever they want. Persons over 35 years have had only limited
time (6 months from the time they first become pension insurance payers after the reform’s initiation) to join. It is not
allowed to change the decision taken by an insured person. The obligation of paying concerns just those periods when
a participant pays social contributions to PAYG system, i.e. there are no payments from state budget for so called
state insures to the pension savings pillar. However, if the participant does not pay social contributions, he/she is
treated according to the law for PAYG scheme.

The accumulation phase

Financing of the pension savings pillar is provided by funds transferred from participants in the first pillar in an amount
of 3p.p. from the total contribution rate of 28%. In addition to this, each insured person has to pay an additional 2p.p.
from his or her own sources. The total contribution rate is thus increased to 30%, of which 25p.p. is directed into the
existing PAYG system and the remaining 5p.p. into the pension savings pillar.

The pay-out phase

The pay-out phase for the saved funds from the pension savings pillar should be provided by a life insurance company
selected by each participant. It is possible to draw the paid benefit in the 3 ways of annuity (life-long with or without
survivor’s pension for his/her heirs or 20-year long).

Impact on PAYG system according to the Act 426/2011

Participation in the pension savings pillar has of course an impact on the contribution rate on the revenue side (see
above) and on the amount of an old age pension regarding the expenditure side. Outlays for other pensions, i.e.
disability and survivors’ pensions are not affected.

In case of participants of pension savings pillar, their accrual rate from the first pillar is reduced from 1.5% to 1.2% for
the period of their active participation.10 The flat rate component remains the same for all.

1.1.3 Voluntary fully funded private system

This pillar (known as the third pillar) is voluntary, supplementary, fully funded and state-subsidized pension scheme
based on defined contribution (DC). It also includes life insurance as a product of commercial insurance companies.
The insurance can be contracted by any Czech or other EU citizen aged 18 and over, who participates in the state
pension system or the public health insurance scheme in the Czech Republic. Compare to the 1% pillar and with
respect to pension sustainability and adequacy, the 3™ pillar plays rather minor role.

Besides the state subsidy, any employer can support his employees with additional contribution to employee’s fund.
Both, employer’'s and employee’s contributions are subject to additional tax allowances. Moreover, a so-called
preretirement scheme has been established since 2013, which enables those subscribing to an additional insurance
pension (the 3rd pillar) to already draw funds 5 years before reaching the statutory retirement age without imposing
any sanctions. However, preretirement is conditional upon having a minimum amount of accumulated funds in the
private 3rd pillar so as to provide a monthly pension amounting to at least a third of the average wage. The old-age
pension will not be subsequently reduced for the years when the pre-pension is drawn. The possibility to draw
preretirement was only used by 274 persons before the end of 2013. As to the sustainability of the pension system,
the impact of this measure is absolutely negligible.

1.2 Recent reform measures
In the last 20 years the pension system has undergone some parametrical changes of PAYG system. Most of them had

already been included in previous rounds of projections. The most recent ones were implemented to be effective from
September 30" 2011.

19 Active participation means that persons are employed and contribute to the pension savings pillar.



In addition to this reform (mainly prolonging the working life and extending the contributory period needed to be
entitled for old-age pension) there was approved temporary change in indexation rule. This measure should have
been valid from 2013 to 2015. However, new government has cancelled this rule and returned to the old rule one year
earlier, i.e. from 2015. The indexation of pensions should be from 2015 onwards again CPI plus 1/3 of real wage
growth and without the discretion possibility for the government (strict rule).

Currently the expert committee is working on the proposals for the long-term sustainability including the reform
measures in pension system. There are both the parametric changes and changes in the capital pension pillars
contemplated. There are no results of this committee yet.

1.3 Constant policy assumptions

Indexation: The indexation rule effective from 2016 is designed again as a strict rule, therefore from 2016 onwards we
use the indexation rule strictly CPI plus 1/3 of real wages growth. For the year 2015 there is an exception in the law
that pensions are indexed by 1.8%.

Early retirement versus pre-retirement: Despite the fact that the pre-retirement scheme is scarcely drawn, we
assume increasing popularity as this is financially more advantageous than early retirement scheme. On the other
side, pre-retirement scheme requires quite high capital savings. This is why we assume that people 5 years prior to
statutory retirement age will draw upon these schemes less than in 100%. This is reflected in the lower coverage in
particular age cohorts.

Pension savings pillar: Our previous estimates of two highest deciles to enter the pension savings pillar has turned out
to be overly optimistic. Various reasons, mainly the uncertainty about the future of this scheme, resulted in very low
participation (around 85 thousand people). The decrease in the social insurance revenue (as well as expected
decrease in future public spending on pensions) is absolutely negligible (less than 0,006% of GDP or just nearly 0.1% of
the total amount collected in pension insurance). As the effect on sustainability is negligible, we do not include the
pension savings scheme in projections.

Wage profiles: Observed wage profile across the ages from 15 to 65+ shows relatively high inertia. This enables us to
assume constant wage profile in the future. We assume the shift in the age specific wage profile from 2013 onwards
with respect to postponement of retirement age and thus constant relationships to average wage. This means that the
average gross wage at retirement grows exactly in the same pace as the average wage given by the AWG assumptions
and is approximately by 7.7% higher than economy wide average wage.

Age specific profiles of disability rates and probabilities to retire: In order to meet commonly agreed assumptions
(mainly in terms of inactive population coverage), there are some model adjustments, which aim at harming constant
policy assumption to the lowest possible extent. For detailed explanation, see Annex B.



2 Demographic and labour forces projections

This section illustrates important assumptions about demographic and labour force projections. Both are exogenous
of pension projection model. Demography is provided by EUROSTAT and labour force projections as well as all
macroeconomic assumptions are result of Cohort Simulation Model (CSM). We fully employ all these assumptions in
the pension model.

2.1 Demographic development

Czech population is relatively young, with great majority of people in productive ages. This is mainly thanks to baby
boom generations born in 1970s. Therefore, currently quite a lot of children are born in absolute terms. However, the
reproduction itself does not seem to be sufficient to fully compensate the number of active population at later stage.
Thus the age pyramid somehow flattens during the next almost 50 years.

Figure 2.1: Age pyramid comparison: 2013 vs 2060
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Although the number of population increases, reaching its peak in 2055, the old-age dependency ratio comparing
elderly (65+) with active population (15-64) more than doubles over projection horizon, reaching slightly more than
50%. This is not only due to continuous decrease in the number of active population but also because of increase in
longevity — share of population 80+ over 65+ raises from 22.8% to 40.8% — as life expectancy increases by 8.2p.p. for
men and 6.7p.p. for women. Rates of survivor improve over time.



Table 2.1: Main demographic variables evolution

Demography 2013 2020 2030 2040 2050 2060 Peakyear
Population (thousands) 10514 10655 10783 10916 11077 11078 2055
Population growth rate 0,0 0,2 0,1 0,2 0,1 0,1 2015
Old-age dependency ratio (pop65/popl5-64) 25,1% 31,7% 35,3% 40,8% 48,4% 50,1% 2058
Ageing of the aged (pop80+/pop65+) 22,8% 20,7% 29,7% 31,8% 30,7% 40,8% 2060
Men - Life expectancyat birth 75,1 76,5 78,3 80,1 81,7 83,3 2060
Men - Life expectancyat 65 15,7 16,6 17,8 19,0 20,1 21,2 2060
Women - Life expectancy at birth 81,2 82,3 83,8 85,3 86,6 87,9 2060
Women - Life expectancy at birth 19,2 20,0 21,2 22,4 23,5 24,5 2060
Men -Survivor rate at 65+ 80,6 82,8 85,6 87,9 89,9 91,5 2060
Men -Survivor rate at 80+ 44,1 49,0 55,5 61,5 66,9 71,7 2060
Women -Survivor rate at 65+ 90,7 91,8 93,0 94,1 95,0 95,7 2060
Women -Survivor rate at 80+ 65,7 69,3 74,0 78,0 81,5 84,5 2060
Net migration -1,3 28,0 35,8 40,7 25,5 21,2 2039
Net migration over population change -0,4 1,4 3,9 2,0 3,0 -3,4 2056

However, the migration balance seems rather positive, overall changes in demographic structure will affect the
pension system. That is why the system incorporated the rule of continuous increase in retirement age, which, despite
the absence of a strict link to life expectancy, evolves well in line with life expectancy increase (Figure 2.2). This means
that years spent in pension are constant over time (Figure 2.3). The reason why years spent in pension up to 2031
decline faster for women is in temporarily faster increase of retirement ages in order to equalize retirement age for
both sexes. Further constant difference is due to differences in life expectancies.

Figure 2.2: Retirement age vs. life expectancy Figure 2.3: Years spent in pension
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2.2 Labour forces

Labour force projections are result of common CSM model and assumptions made for particular country.
Characteristics of labour market situation for older cohorts summarized in Table 2.2 show overall positive
development as participation rates increase over time. These rates for cohort 55—64 increase from recent 55.1% to
78.3% and for people aged 65—74 triples over the horizon. Consequently the share of older workers in the labour
force increases. This is a result of changes in population structure and, importantly, of retirement age postponement.



Table 2.2: Participation rate, employment rate and share of workers for the age groups 55—64 and 65—74

2013 2020 2030 2040 2050 2060 Peakyear
Labour force participation rate 55-64 55,1% 58,0% 65,9% 68,0% 74,8% 78,3% 2060
Employment rate for workers aged 55-64 51,9% 54,9% 62,7% 64,9% 71,3% 74,8% 2060
Share of workers aged 55-64 on the total labour force 94,2% 94,7% 95,1% 95,4% 95,4% 95,5% 2055
Labour force participation rate 65-74 8,0% 9,6% 12,8% 18,1% 19,9% 24,1% 2059
Employment rate for workers aged 65-74 7,9% 9,4% 12,6% 17,8% 19,6% 23,8% 2059
Share of workers aged 65-74 on the total labour force 98,4% 98,5% 98,6% 98,6% 98,6% 98,6% 2033
Median age of the labour force 40 42 44 44 42 43 2026

The magnitude of increase in participation rates is mainly driven by assumptions about effective entry and exit ages
from the labour market. Average effective working career is prolonging by some 2 years over next fifty years. Average
contributory period is the only variable in Table 2.3 that does not depend on CSM, but is primarily result of the
pension model. Its development over time reflects postponement of statutory retirement age rather than the
assumed effective retirement age. The reason lies in the pension system, where people acquire pension rights
(contributory periods) also when not active on the labour market. It happens through partly reduced contributory
periods11 and partly through voluntary social contributions. Another effect is the extension of contributory period for
the whole career. The description of driving forces applies equally for both, males and females.

Table 2.3: Labour market entry age, exit age and expected duration of life spent at retirement

Males 2013 2020 2030 2040 2050 2060 Peak year
Average effective entry age (CSM) (1) 22,4 22,3 22,3 22,3 22,3 22,3 2013
Average effective exit age (CSM) (Il) 64,3 63,4 64,1 64,9 65,6 66,3 2060
Average effective working career (CSM) (11)- (1) 41,8 41,1 41,8 42,6 43,3 43,9 2060
Contributory period 44,4 45,4 46,4 46,4 47,4 48,4 2057
Contributory period/Average working career 1,1 1,1 1,1 1,1 1,1 1,1 2029
Duration of retirement ** 16,3 18,0 18,5 19,0 19,3 20,4 2060
Duration of retirement/average working career 39,0 43,8 44,3 44,6 44,6 46,4 2060
Percentage of adult life spent at retirement*** 26,1 28,4 28,6 28,8 28,8 29,7 2060
Early/late exit**** 2,0 2,1 2,2 1,9 1,5 3,5 2059
Females 2013 2020 2030 2040 2050 2060 Peak year
Average effective entry age (CSM) (1) 24,8 25,7 25,7 25,7 25,7 25,7 2018
Average effective exit age (CSM) (Il) 63,5 61,4 62,7 64,4 65,6 66,3 2060
Average effective working career (CSM) (11)- (1) 38,8 35,7 37,0 38,7 39,9 40,5 2060
Contributory period 41,5 43,5 44,5 46,5 47,5 48,5 2057
Contributory period/Average working career 107,1 122,1 120,2 120,1 119,1 119,7 2017
Duration of retirement ** 20,0 23,5 23,0 23,2 22,6 23,6 2021
Duration of retirement/average working career 51,6 65,9 62,1 59,9 56,7 58,2 2021
Percentage of adult life spent at retirement*** 30,5 35,1 34,0 33,3 32,2 32,8 2021
Early/late exit**** 1,5 1,9 2,7 2,0 1,5 3,2 2059

** Duration of retirement is calculated as the difference between the life expectancy at average effective exit age and the average effective exit age
itself. *** The percentage of adult life spent at retirement is calculated as the ratio between the duration of retirement and the life expectancy
diminished by 18 years. **** Early/late exit, in the specific year, is the ratio of those who retired and aged less than the statutory retirement age and
those who retired and are aged more than the statutory retirement age.

Because the statutory age (important and legislated for the pension system) grows at a faster pace than effective age

(used by CSM) the share of contributory period on average working career increases over time. However, this

difference poses a pressure on pension system and also touches the question how to understand constant policy
. 12

setting.

' Reduced contributory periods are those so called non-contributory periods as described at the beginning of the Section 1.1.1.

2 For detailed discussion of differences in assumption between CSM and pension model please see Annex B.



Duration of retirement as calculated using assumption of CSM about effective age increases by 4.1p.p. for men and
3.6p.p. for women, and so do other indicators: the share of retirement duration over average working career and
percentage of adult life spent at retirement. However, the legislated increase of statutory retirement age and
penalizations for early retirement prevent the system from dramatic inflows of old age pensioners. Regardless the
assumption that people will, for some reason, leave the labour market, part of them will not be able to draw an old-
age pension (not even the early pension). Thanks to these parameters of the pension system, when retirement age is
set according to life expectancy, the real duration of retirement is stable over projection horizon as shown in Figure
2.3.

Calculations in Table 2.3 referring to CSM show the average effective working career™ important for labour market
and consequently for the whole set of macroeconomic assumptions. Both demographic and macroeconomic
assumptions enter the pension model exogenously without any feedback, i.e. pension model fully employs all original
assumptions and does not apply any changes to them.

On the other hand, contributory periods in fourth rows in each part of Table 2.3 show periods that are used by
pension model solely to calculate pension benefits of all pension types. It is clear that they differ from effective
working career assumed by CSM from the beginning, i.e. from 2013 for which real data are mentioned in the Table
2.3. This statistics shows such high values even when our legislation currently recognizes years of career back to 1986
only. According to the law, this lower limit applies for the future too, but as time goes by the length of recognized
career will be extending to the whole career. This single effect will contribute to the increase of contributory period in
the future.

The reason why these “contributory periods” or better say “period covered by insurance” can be higher than average
effective working career assumed by CSM is in fact that people can acquire those periods (pension rights) until they
start to receive an old-age pension. This can happen even when a person is not active on the labour market. Thus
these periods include both, “real” contributory periods when a person pays contributions from his/her income and so-
called non-contributory periods (defined by law) when a person does not contribute into the system. However, this
period is recognized by the pension system and as such it enters to the “period covered by insurance” and into the
pension formula for pension benefits calculation. Moreover, there are also people contributing voluntarily into the
system to have pension rights (in case the law does not cover these periods as non-contributory).

|t can be found in third rows in each part of Table 2.3.
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3 Pension projection results

The third section presents results of national pension model that applies current policy settings (Section 1) based on
AWG assumptions (Section 2).

3.1 Extent of the coverage of the pension schemes in the projections

Pension projection exercise focuses on mandatory social security pensions as the most important scheme. It fully
covers all type of pensions —i.e. old age, disability and survivors’ with respect to current legislation. Special schemes
for armed forces are not covered as they are administered by respective ministries, financed by their budgets and not
from social security contributions. These schemes are of minor importance and do not pose additional pressures on
public finances with changes in population structure.

Projections also exclude pension savings pillar established from 1% January 2013. Data for early years show very low
participation of people and thus the impact on public finances is only negligible. The third pillar, voluntary fully funded
private scheme similarly plays very minor role. Moreover, detailed data for contribution side are not available and
expenditure side is not possible to analyse as benefits have a form of lump sum in many cases.

Therefore, pension projections fully cover and respect all settings of the pay-as-you-go pillar described in Section 1.1.1
and disregard pillars introduced in Sections 1.1.2 and 1.1.3.

The comparison of the past showing the differences in pensions as a share of GDP in fact does not mean that different
data are used for the projection. The difference stems from exclusion of armed forces in AWG projections due to lack
of data and due to the fact that these marginal schemes are not financed from social security system but rather from
budgets of respective ministries.

Table 3.1: Eurostat (ESSPROS) vs. Ageing Working Group definition of pension expenditure
(% GDP)

2006 2007 2008 2009 2010 2011 2012
1 Eurostat total pension expenditure 8,0 7,9 8,2 9,1 9,2 9,7 9,9
2 Eurostat public pension expenditure 8,0 7,9 8,1 9,0 9,2 9,6 9,8
3 Public pension expenditure (AWG) 7,7 7,6 8,1 8,8 8,8 9,3 9,4
4 Difference (2)-(3) 0,3 0,3 0,1 0,2 0,4 0,3 0,4

3.2 Overview of projection results

Social security scheme is the major source of benefits for elderly generation based on pay-as-you-go system. With the
population ageing the expenditure pressures will rise to some extent with the old-age pension as the most demanding
type of pension. This increase is caused by changes in population structure and longevity, resulting in higher number
of pensions over time as illustrated on Figure D.14 in Annex D.

Pension benefits are not taxed in absolute majority of cases. This is due to relatively high threshold up to which
income of pensioners is tax exempt. Only pensioner’s income exceeding 36times minimum wage14 is subject to 15%
Personal Income Tax. Currently only a negligible number of pensioners (not even 1% of them) pays taxes. Moreover,
such negligible personal income tax revenue is a source of the state budget and not of the social security system itself.
For these reasons tax calculations are not part of projection exercise and therefore gross and net pensions are equal.

 Minimum gross wage is set from 1 August 2013 to be 102,000 CZK per year (approx. 3,926 EUR).



Table 3.2: Projected gross and net pension spending and contributions

(% of GDP)
Expenditure 2013 2020 2030 2040 2050 2060 Peakyear
Gross public pension expenditures 9,5 9,5 9,4 9,4 10,1 10,2 2057
Occupational pensions
Private pensions
Mandatory private

Non-mandatory private
Gross total pension expenditure 9,5 9,5 9,4 9,4 10,1 10,2 2057
Net public pension expenditure 9,5 9,5 9,4 9,4 10,1 10,2 2057
Net total pension expenditure 9,5 9,5 9,4 9,4 10,1 10,2 2057
Contributions 2013 2020 2030 2040 2050 2060 Peak year
Public pension contributions 8,3 8,3 8,3 8,3 8,3 8,3 2013
Total pension contributions 8,3 8,3 8,3 8,3 8,3 8,3 2013

Public pension contributions are paid by working population from their wages that develop in line with GDP over the
horizon. We also assume constant contribution rate in line with no policy change assumption. This results in the
constant share of contributions on GDP in all projection years.

In the light of the most recent population and macroeconomic assumptions, pension expenditures are expected to
increase from current 9.5% to 10.2% of GDP. The greatest part is taken by old-age pensions being mostly affected by
changes in population structure. However, the increase is somewhat limited, due to the postponement in retirement.
Thus the overall increase between years 2013 and 2060 is expected to be 0.8p.p.

Table 3.3: Projected gross public pension spending by scheme

(% of GDP)
Pension scheme 2013 2020 2030 2040 2050 2060 Peakyear
Total public pensions 9,5 9,5 9,4 9,4 10,1 10,2 2057
of which earnings related:
Old age and early pensions 7,7 7,9 7,9 7,8 8,4 8,5 2056
Disability pensions 1,1 0,9 0,9 0,9 0,9 1,0 2014
Survivors'pensions 0,7 0,7 0,7 0,8 0,8 0,8 2058

Other pensions

of which non-earnings related:

minimum pensions and minimum income guarantees

There are two opposite effects driving future development of disability pensions. First, positive effect is related to
legislative changes that introduced three levels of disability (instead of previous two) from 2010 onwards and more
strict eligibility conditions for any of disability types. Also comparing to last projection round, when only rough
estimates of impacts were available, experience from past four years shows positive impact of this reform.” Second,
negative effect stems from the fact that postponement of retirement age brings more disabled persons in
preretirement ages due to their higher disability rates.™® Although numbers of disability pensions increases over time,
the expenditures as a share on GDP do not seem to be higher that much due to indexation lower than nominal GDP
growth. Disabled people of any type are automatically transferred to old age pensions at the age of 65 or at statutory
retirement age if higher.

There is not any special minimum pension scheme. Minimum amount of benefit is ensured by flat rate component
same for every pension type and minimum earnings related component. For details of pension calculations see system
description in Section 1.1.1.

" Impact of the reform on the number disability pensions is shown in Figure D.15—Figure D.17.

' Illustration of disability profiles development can be found in Annex D.

11
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3.3 Main driving forces behind the projection results and their implications

Table 3.4 shows results of the public pension decomposition. It is apparent that the main contribution to the increase
of pension expenditure by 0.8p.p. over time has the ageing population that will change the ratio between the elderly
and active population.

Opposing to that, coverage ratio will decrease over time. The main reason should be seen in continuous
postponement of the retirement age that takes place during the projection horizon. This will reduce the number of
pensioners and together with the increase of population aged 65+ will influence the ratio. It is the case of both, early-
age and old-age ratios, because all these cohorts are affected by the statutory age increase. The early-age coverage
decline is bigger being more affected by the retirement age increase at the beginning. The issue of the decrease in
coverage ratio is addressed in detail in Annex B.

Table 3.4: Factors behind the change in public pension expenditures between 2013 and 2060 — pensions
(in percentage points of GDP)

2013 2020 2030 2040 2050 2013 Average

- - - - - - annual

2020 2030 2040 2050 2060 2060 change
Public pensions to GDP 0,0 -0,1 0,0 0,7 0,1 0,8 0,017
Dependency ratio effect 2,3 1,2 1,4 1,8 0,5 7,2 0,153
Coverage ratio effect -1,7 -0,7 -0,8 -0,7 -0,2 -4,1 -0,095
Coverage ratio old-age -0,8 -0,2 -0,5 -0,3 -0,1 -1,8 -0,040
Coverage ratio early-age -1,9 -2,6 -0,6 -0,2 0,4 5,7 -0,131
Cohort effect 2,1 0,6 -1,3 -2,7 -0,6 6,1 -0,145
Benefit ratio effect 0,0 -0,5 -0,4 0,1 0,1 -0,7 -0,016
Labour Market/Labour intensity effect -0,4 0,0 -0,1 -0,4 -0,2 -1,1 -0,023
Employment ratio effect -0,3 0,0 0,1 -0,3 -0,1 -0,6 -0,016
Labour intensity effect 0,0 0,0 0,0 0,0 0,0 0,0 0,003
Career shift effect -0,1 0,0 -0,2 0,1 0,0 -0,4 -0,010
Residual 0,2 -0,1 0,1 -0,1 0,0 0,5 -0,003

Benefit ratio will decline mainly in several early decades thanks to the assumed indexation. Indexation of pensions is
represented by an inflation growth (measured by the aggregate consumer price index) plus a third of the growth in
real average wage. For the future, the indexation rule is set to be strict without possible discretions. Second effect
that drags the benefit ratio down is assumed additional increase of early retirement pensions comparing to observed
data in order to improve coverage of inactive people determined by csm. Early retirement pension benefits are
subject to permanent penalization and thus are quite substantially lower than regular pension benefit. This mostly
happens in medium term, which can be also inferred from replacement rates of old age pension benefits in Figure
D.21. Also disability pensions contribute to lower benefit ratio (see replacement rates in Figure D.22—Figure D.24),
because of lower inflows of new pensioners with higher benefits. Paid out pensions are devaluated by indexation,
which is lower than wage growth.

Labour market effects help to limit pension expenditure growth mainly through employment ratio effect. The share of
working population (cohort 20—64) increases due to the assumed higher effective retirement age (as a result of
statutory retirement age postponement).

*7 Details can be found in Annex B.



Table 3.5: Factors behind the change in public pension expenditures between 2013 and 2060 — pensioners
(in percentage points of GDP)

2013 2020 2030 2040 2050 2013 Average

- - - - - - annual

2020 2030 2040 2050 2060 2060 change
Public pensions to GDP 0,0 -0,1 0,0 0,7 0,1 0,8 0,017
Dependency ratio effect 2,3 1,2 1,4 1,8 0,5 7,2 0,153
Coverage ratio effect -1,6 -0,6 -0,7 0,7 0,3 -3,8 -0,088
Coverageratio old-age -0,6 0,0 -0,3 -0,1 -0,1 -1,1 -0,023
Coverageratio early-age -1,7 -2,4 -0,6 0,2 0,4 -5,4 -0,123
Cohort effect -2,1 0,6 -1,3 -2,7 0,6 -6,1 -0,145
Benefit ratio effect -0,1 -0,6 -0,5 0,0 0,1 -1,0 -0,022
Labour Market/Labour intensity effect -0,4 0,0 -0,1 -0,4 0,2 -1,1 -0,023
Employment ratio effect -0,3 0,0 0,1 -0,3 0,1 -0,6 -0,016
Labour intensity effect 0,0 0,0 0,0 0,0 0,0 0,0 0,003

Career shift effect -0,1 0,0 -0,2 -0,1 0,0 0,4 -0,010
Residual -0,2 0,1 -0,1 0,1 0,0 0,5 -0,003

Not surprisingly Table 3.5, focusing rather on pensioners instead of pensions, shows quite similar results. The
difference between pensions and pensioners is caused solely by widow’s/widower’s pensions in concurrence, which is
not considered among the number of pensioners. Dependency ratio and Labour market effect are exactly the same in
the two tables, as number of pensions or pensioners do not play any role here. Coverage ratio effect decreases less
here simply because there are fewer pensioners than pensions in the nominator. Benefit ratio changes during decades
are comparable.

Table 3.6: Replacement rate at retirement (RR) and coverage by pension scheme

(in %)
2013 2020 2030 2040 2050 2060 Peakyear
Public scheme (RR) 32,2 35,6 32,5 32,8 34,5 33,7 2014
Public scheme (BR) 42,8 43,8 41,0 38,9 39,1 39,5 2014
Coverage 100% 100% 100% 100% 100% 100% 2013
Public scheme old-age earnings related (RR) 43,3 46,8 43,3 42,5 47,1 49,3 2014
Public scheme old-age earnings related (BR) 42,6 44,5 42,0 39,9 40,2 40,7 2014
Coverage 67% 68% 68% 68% 69% 69% 2052
Private occupational scheme (RR)
Private occupational scheme (BR)
Coverage