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Summary

In its Stability Program of the Slovak Republic for 2019 - 2022, the government approved
its medium-term objectives assuming general government deficit reduction from 0.7 %
GDP in 2018 to balanced budget during 2019 - 2022. Compared to the approved General
Government Budget 2019 - 2021, budgetary objectives in 2020 and 2021 have been slightly
worsened. According to the Ministry of Finance of the Slovak Republic, fulfillment of these
objectives would reduce gross debt-to-GDP ratio from 48.9 % in 2018 to 44.6 % in 2022. Taking
into consideration the reduction of the sanction zones of the Constitutional Act’, gross debt
would remain outside the sanction zones during the whole period. According to the the
Ministry of Finance, the Stability Program contains measures especially on the expenditure side,
whose total effect will worsen the general government balance compared to the no-policy-
change scenario. The CBR has prepared its opinion on the basis of the Stability Program, and
from additional supporting material from the Ministry of Finance.

According to CBR, reaching and maintaining balanced budget till 2022 would not secure
long-term sustainability of public finances. Taking into account current assumptions,
legislation and negative effects associated with approval of the retirement age cap in March 2019,
to achieve the long-term sustainability of public finances it is necessary to adopt additional
measures amounting to 2.3 % GDP2. Fulfillment of budgetary objectives would improve long-
term sustainability by 1.0 % GDP. In order to achieve long-term sustainability of public
finances while taking into consideration retirement age cap, additional measures,
beyond the objectives set by the government, in the amount of 1.3 % GDP are required
to be adopted; it would mean achieving a structural surplus of 1.5 % GDP in 2022 and
maintaining it above 1 % of GDP during the following twenty years. Adoption of measures
in present would through reduced debt create a sufficient fiscal space for absorbing ageing-
related costs and ensure more even distribution of costs over time without having major negative
effect on the standard of living of current and future generations. Eventual postponing of long-
term stabilization of public finances would increase the need for consolidation in the future
when the government could hit taxation limits3 and restricted options for reducing the
expenditures.

In setting the medium-term budgetary objective for years 2020 - 2022, the government referred
to the minimum requirements of the Stability and Growth Pact*, which resulted into a
deterioration of medium-term budgetary objective from structural deficit 0.5 % GDP to 1.0 %

' Limits of debt rule defined in Constitutional Act No. 493/2011 Coll. on Fiscal Responsibility have decreased by 1 %
GDP per year since 2018.

> In the Report on long-term sustainability in 2018 (April 2019), the long-term sustainability indicator
calculated by the CBR reached 1.3 % GDP. This value expresses the size of permanent adjustment required to
ensure that the gross public debt will not exceed 50 % GDP in the following 50-year horizon. According to
preliminary CBR estimations, introducing retirement age cap will worsen the indicator by 1.0 % GDP and hence
increase the need for adoption of permanent measures to 2.3 % GDP.

3 Mucka, Z.: Fiscal Limits - The Mirror Does Not Lie, KRRZ (2019) and commentary of Mucka, Z. and Novysedlak,
V.: Safe Debt for Slovakia, KRRZ (2019).

4 In April 2016, the government set forth a stricter objective for years 2017 - 2019 (structural deficit 0.5 % GDP)
compared to the Stability and Growth Pact requirements (structural deficit up to 1 % GDP), considering
requirements stemming from national rule on balanced budget (Fiscal Compact). The minimum value of medium-
term budgetary objective for 2020 -2022 calculated in line with requirements of the Stability and Growth Pact does
not consider the effects of introduction of retirement age cap. Concurrently, Stability and Growth Pact
requirements applied to calculation of medium-term budgetary objective took in account only one third of
estimated ageing-related costs.
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GDP5. According to CBR, the government has insufficiently reflected requirements
aimed at ensuring long-term sustainability of public finances® while setting the
medium-term objective, including the balanced budget rule’. The objective deteriorated
at the same time, when the retirement age cap has been approved, that will significantly increase
the estimated ageing-related costs in the future. The government failed to substantiate whether
the new medium-term objective complied with the balanced budget rule that enables to ease
the objective only in case of minimal risks arising from long-term sustainability of public
finances. Based on CBR and EC assessments, risks associated with long-term sustainability are
not low, moreover, they even increased considering the effects of retirement age cap.
Additionaly, maintaining the initial level of medium-term objective, structural deficit of 0.5 %
GDP, represents a necessary condition to meet budgetary objectives in 2019 - 2022 set forth by
the government in the Stability Program. Detorioration of the objective reduces the
commitment of the government to fulfill these objectives.

CBR has identified major risks, while evaluating the current development in public
finances and medium-term framework set in the Stability Program. Based on CBR's
assessment, a balanced budget could not be achieved without adoption of additional
measures. As for 2019, shortfall of non-tax revenues (dividends, sale of assets, income from
unspecified measure), higher expenditures of the state budget on investments from funds
transferred from the previous years, higher expenditures on social benefits and healthcare
system, increased expenditures of local governments and shortfall of tax revenues were
identified and partly offset by savings in contribution to the EU budget and savings in the state
budget expenditures due to reserves. According to CBR, if additional measures are not
adopted, the general government deficit could reach 0.9 % GDP in 2019. Considering
fulfillment of the balanced budget rule, excessive expenditure growth should be stressed. In 2019
CBR expects, similar to 2018, expenditure growth above the potential growth of economy, and
thereby breaching the expenditure benchmark rule. If fulfilled, consolidation effort and long-
term sustainability of public finances would improved.

Risks identified in 2019 have been reflected in the development over the medium term
horizon, while some of them are covered by state budget reserves. If those factors are
taken into account, deficit could reach 0.6 % of GDP in 2020 and decline to 0.4 % of GDP
in the following two years. It is an approximate estimation since the Stability Program
represents the first step of the budgetary process and not all measures being a part of the
prepared General Government Budget 2020 - 2022 have been announced yet. The estimation
neither contains impact of the measures already presented for discussion in the parliament, as
they have not been approved yet, and their final form can change®. Inclusion of their negative
impact without additional compensation measures will fully increase the estimated
general government deficit during 2020 - 2022.

5 Ministry of Finance substantiated the change with technical update, pointing out the fact that the GGB objectives
are stricter in particular years than the medium-term budgetary objective. Maintaining structural deficit below
0.5 % GDP is a precondition of achieving a balanced budget during 2019 - 2022.

6 Under the Constitutional Act No. 493/2011 Col. on Fiscal Responsibility.

7 Balanced budget rule represents the transposition of the Fiscal Compact from Treaty on Stability, Coordination
and Governance in the Economic and Monetary Union into the national legislation.

8  Measures include VAT tax rate reduction on selected food products, reduction of corporate income tax rate, and
increase of deductible tax item from personal income tax, and reduction of social security contributions. Based on
the latest available information, these measures shall be adjusted to limit their negative budgetary effect
approximately to EUR 500 - 600 mill. CBR estimation includes only effect of christmas pension increase covered
by reserve already included in the GGB for 2019 - 2021.
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Considering risks identified by CBR, structural deficit should improve by 1.0 % GDP on
a cumulative basis during the following four years to 0.2 % GDP in 2022 (estimations do
not include the impact of new measures discussed in the parliament). Half of the
predicted improvement can be attributed to favorable macroeconomic development; net
government consolidation effort® shall reach 0.5 % GDP. Majority of the measures are scheduled
for year 2021 that is behind the current government's office term. Since the budgetary process
is in its initial stage, no detailed information was provided on particular measures. According to
CBR, in order to fulfill the medium-term budgetary objective (structural deficit of 0.5 % GDP in
2019)" additional consolidation measures should be adopted.

Gross debt-to-GDP ratio should decrease sustainably in the medium-term horizon, even
after consideration of risks identified by CBR. However, following the decline in debt
outside the sanction zones of the debt brake in 2018, taking into account the risks identified, the
threshold of the first sanction zone may be exceeded again from 2019. CBR estimates, that in
case of such development, the debt would persist in the first sanction zone over the medium
term horizon.

Evaluation of medium-term budgetary objectives has been distorted by many factors
that reduce the transparency of the fiscal framework. Tax revenues forecast used in the
Stability Program has not been approved by the Tax Revenue Forecasting Committee, as the
forecast of the Committee was increased by the effects of measures related to elimination of tax
evasion. Estimated GG balance in 2019 contains errors that reduce understandability and
credibility of the estimation, mainly due to a positive effect of state-paid insurance on the
general government balance®. Concurrently, full comparability of budgetary and recorded data
has not been ensured yet. Revenues and expenditures of universities from business activity, or
revenues and expenditures of some subjects of central government and local government are
not budgeted. The expenditures growth is partially distorted by expected changes in state paid
social and healthcare insurance, those have not being included among discretionary revenue
measures, and consequently affecting the evaluation of the expenditure benchmark™.

9 Government consolidation effort indicator is solely related to contribution of measures adopted by the government
to permanent change of the general government balance. Its detailed description is included in the discussion study
CBR no. 02/2014: Ako merat konsolidaciu vo verejnych financidch.

2 The date and value of the objective were set in the Stability Program of the Slovak Republic for the years 2016 to
2019 (April 2016).

13 State-paid insurance has a neutral impact on the GG balance (taking into account the impact of the fully-funded
pillar of pension scheme), while a positive effect is recorded in the estimation (increased revenues of Social
Insurance Agency by EUR 57 mill. and unchanged expenditures of state budget). Ministry of Finance explained in
addition, that increased expenditures of state budget on insurance payments will be covered mainly by savings in
material need benefits that have neither been included in the estimation.

4 The measure has a neutral impact on the balance but affects the level of government revenue and expenditure.
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Budgetary Objectives 2019 - 2022

The objective to achieve balanced budget until 2019 has not changed. Compared to the approved
general government budget (GGB) 2019 - 2021, objectives for years 2020 and 2021 have worsened. Gross
debt forecast has slightly increased compared to GGB 2019-2021.
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Changes in the fiscal framework in year 2020
Revenues and expenditures included in Stability Program 2019-2022 compared to GGB 2019-2021.
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In order to ensure long-term sustainability of public finances, additional improvement of

structural balance in the amount of 1.3 % GDP is required beyond actual budgetary objectives.
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