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This report presents the official positions of the Council for Budget Responsibility in line with its
mandate laid down in Act No. 523/2004 on the General Government Budgetary Rules and Act No.
493/201 on Fiscal Responsibility.

This publication is available at the CBR’s website (http://www.rrz.sk).

Copyright ©

The Secretariat of the Council for Budget Responsibility respects all third-party rights, in particular
those protected by copyright (information and/or data, stylistics and wording of texts to the extent they
are of an individual nature). The publications of the CBR Secretariat containing a reference to copyright
(©Kancelaria Rady pre rozpod¢tovu zodpovednost, Kanceldria RRZ, Secretariat of the Council for Budget
Responsibility/Secretariat of the CBR, Slovakia/year, and the like) may be used (reproduced, web-
referenced, etc.) only on the condition that their source is correctly cited. General information and data
published without reference to copyright may be published without citing their source. Insofar as the
information and data are clearly obtained from the sources of third parties, the users of such
information and data shall respect the existing rights or undertake to procure permission for the use
thereof separately.

Any suggestions or comments on the report are welcome at sekretariat@rrz.sk.
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Evaluation of compliance with the balanced budget rule in 2020

The CBR prepared its final evaluation of compliance with the balanced budget rule for 2020
based on the deficit and debt data published by Eurostat in October 2021. It also contains its
response to the evaluation published by the Ministry of Finance of the Slovak Republic on 30
November 2021. No change has been made in the methodology of evaluation'. The CBR’s
approach to evaluation was influenced by the fact that the government declared exceptional
circumstances on 24 June 2020 because the Slovak economy has been impacted by the
pandemic of coronavirus. Therefore, in the present evaluation, the CBR quantified the
applicable indicators for 2020 without assessing whether a significant deviation from the
balanced budget rule had occurred>.

The structural deficit reached 3.2% of GDP in 2020, deteriorating by 0.6 p.p. of GDP year-
on-year when taking into account unexpected revenue shortfalls. The pre-crisis economic
policy contributed towards the 2020 structural deficit with some 77% (2.4 p.p. of GDP)
whereas the pandemic accounted for 30% (1 p.p. of GDP). On the other hand, post-election
economic policy contributed to the deficit reduction with 7% (0.2 p.p. of GDP). The
expenditure growth rate has significantly outpaced the potential economic growth, by EUR 1.2
billion, and its contribution to the worsened deficit was 1.3% of GDP. But, as the economy was
operating under a crisis regime in 2020, the declaration of exceptional circumstances allows
the government to pursue a robust counter-cyclical policy to stabilise the economy. For this
reason, compliance with the rules is not evaluated for this year. However, the 2020 budget has
been prepared already before the outbreak of the unexpected pandemic. Even if taking into
account a higher estimated economic growth before the pandemic, the pace of expenditure
growth rate would be excessive in 2020, thus contributing to the deterioration of the structural
deficit by 1.0% of GDP. In comparison with the correction mechanism, this would mean
exceeding the planned structural deficit by 1.7% of GDP (some EUR 1.6 billion).

Today, there is no doubt that public finances are in a very poor condition (the worst long-term
sustainability in the EU based on EC’s data, high structural deficit and debt exceeding a safe
debt level). And yet the CBR recommended triggering the correction mechanism already in
2016, which marks - also based on the most recent data - the beginning of the deterioration
phase. The Ministry of Finance was in fact suggesting the activation of correction mechanism
as late as at the end of 2019 when the structural deficit already represented some 75 % of the
current post-pandemic level. In hindsight, it seems that CBR’s previous evaluations are thus
validated.

The declaration of exceptional circumstances has temporarily suspended the application of the
government-approved correction mechanism from January 2020, based on which a balanced
budget was supposed to be attained in 2020. In the course of 2021, the economic situation in
Slovakia has improved and the Slovak government approved ending the exceptional
circumstances as of 30 June 2021. In the approved resolution concerning the proposal for
ending the exceptional circumstances, the government also decided that, with regard to
non-application of the rules under the Stability and Growth Pact until the end of 2022, the
correction mechanism would not be applied also in 2021 and 20223.

' CBR, Methodology for the evaluation of the balanced budget rule, version 1, December 2019.

> The Ministry of Finance applied the same approach in its own evaluation.

3 In this connection, the CBR has identified several questionable issues casting doubt on whether the
government’s actions are in line with the balanced budget rule and the correction mechanism principles, such as
its failure to justify non-application of the correction mechanism after the end of exceptional circumstances,
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The CBR’s view is that the Ministry of Finance should have proposed the correction
mechanism immediately after the end of exceptional circumstances. Ending the
exceptional circumstances without subsequently submitting a proposal for triggering the
correction mechanism is, according to the CBR's opinion, in formal conflict with the balanced
budget rule and the correction mechanism principles*, because the requirement not to apply
the correction mechanism is only subject to the duration of exceptional circumstances. Non-
application of the correction mechanism in the period following the end of exceptional
circumstances (presenting a binding consolidation plan’) is not justified given the situation in
public finances.

According to the CBR, compliance with the principles of the balanced budget rule requires
(based on the existing state of affairs) the adoption - no later than next year - of a
correction plan (correction mechanism) which will be binding for budgets throughout
the entire duration of the correction. This is determined by the fact that the correction
mechanism was triggered in January 2020 for the first time in order to correct an
identified significant deviation from the path towards a balanced budget while the situation in
public finances has worsened even further during the pandemic. The pandemic only caused
a temporary suspension of its application. In order to reactivate it, it is therefore not
necessary to identify a significant deviation again®. The Ministry confirmed’ that, as
from 2023, it will propose the activation of correction mechanism in the form of
expenditure ceilings. The expenditure ceilings are to be introduced via an amendment to the
constitutional Fiscal Responsibility Act® and should be binding as from 2023.

According to the CBR, the correction mechanism should entail setting expenditure
ceilings for the entire duration of correction. It would take into account the adjustment
path of the structural balance as determined by the government and the fulfilment of the

lacking statutory power of the Ministry of Finance to propose non-application of the correction mechanism to
the government, the failure to request CBR to provide an opinion on this proposal (more details can be found in
CBR, Evaluation of the Balanced Budget Rule for 2020 (available in Slovak only), July 2021, chapter 3). In August
2021, the Ministry issued its opinion regarding the CBR’s evaluation where it stated its reasons for non-
application of the correction mechanism immediately after the end of exceptional circumstances
(https://www.mfsr.sk/files/archiv/73/FK_StanoviskokhodnoteniuRRZ FINAL.pdf, available in Slovak only).
However, no reaction was provided to other objections raised by the CBR.

4 The principles on correction mechanisms are specified in the EC document, Communication from the
Commission: Common principles on national fiscal correction mechanisms, 2012. Principle No. 6 reads as
follows: ,,... The suspension of the correction mechanism in the event of an escape clause shall be on a temporary
basis. The correction mechanism shall foresee a minimum pace of structural adjustment once out of the escape
clause, with the requirement from the Stability and Growth Pact a lower limit. When exiting the escape
clause, Member States shall adopt a corrective plan that shall be binding over the budgets covered by
the correction period.*

5 The consolidation plan should reflect macroeconomic conditions, i.e., consolidation may not necessarily be
evenly distributed in time.

6 This conclusion was also confirmed by a legal opinion commissioned by the CBR with respect to the application
of the correction mechanism, as published in Annex No. 6 to the analytical document (available in Slovak only).

7 Considering the possible different interpretation of conclusions presented in the Ministry’s evaluation, the CBR
requested the Ministry to provide a statement regarding the activation of the correction mechanism after 2022.
The Ministry’s statement forms part of the Opinion of the Ministry of Finance of the Slovak Republic concerning
the evaluation of the Council for Budget Responsibility as regards compliance with the Balanced Budget Rule for
2020, which is published along with the present document (available in Slovak only).

8 If the expenditure ceilings are introduced by means of an amendment to the constitutional act, their linkage
with the correction mechanism under the balanced budget rule would probably require an amendment to the
legislative wording of the rule itself (with the key contrast being that expenditure ceilings under the
constitutional Act would be a permanent rule approved by the Parliament, whereas the correction mechanism is
of temporary nature according to the current wording of the rule and the government may refuse it while at the
same time justifying the reasons for its non-application to the parliament).
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medium-term budgetary objective based on the updated estimate of the structural deficit
for 2021, which the CBR estimates at 3.2% of GDP°. Considering that exceptional
circumstances have ended during 2021, the deficit reached in 2021 will be the baseline for the
evaluation of compliance with the rule and the adjustment path towards a balanced budget.

Because the state of play and the timing of action to follow after the end of exceptional
circumstances have been evaluated or interpreted by the CBR and the Ministry differently on a
repeated basis, the application of the balanced budget rule needs to be changed in the
imminent future. The previous experience has shown that the rule according to which the
Ministry evaluates its own compliance with the statutory requirements is not ideal. From the
CBR's perspective it is advisable to have the evaluation made by an independent arbiter, which
means merging the balanced budget rule with the public expenditure ceilings that are
being prepared and follow the same objective, i.e. attaining the long-term
sustainability of public finances.

Figure 1: General government structural balance from 2020 to 2027 (% of GDP)
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When considering the current developments in public finances in 2021, the medium-
term tax revenue forecasts and the government-planned improvement of the structural
balance, the CBR estimates that a structural surplus of 0.5% of GDP, as the new medium-
term objective of the government™, should be achieved already in 2026 (Figure 1), i.e.
one year earlier compared to the Ministry’s estimate. Therefore, in the case of a significantly
lower deficit for 2021, the government should pursue its consolidation plans based on the
adjustment path “CBR’s structural balance - consolidation according to the Ministry of
Finance” presented in the above chart, because this will be the basis for its ex-post evaluation.

9 The CBR’s estimate also includes the effects of new measures adopted in the course of December 2021 (signature
of the collective agreement in terms of remuneration, legislative changes in the parliament approved at its
session in December).

o In April 2021, the government set its medium-term objective in the Stability Programme for 2021-2024. Even
though the level of this objective is stricter than the minimum value required by the rule, its attainment would
not suffice in terms of the long-term sustainability of public finances, unless significant structural reforms in
areas sensitive to population ageing are implemented simultaneously (namely the pension system, healthcare
and long-term care services). Without reforms, a structural surplus of around 2 % of GDP would be necessary in
order to essentially reduce the risks for long-term sustainability to the low-risk zone (CBR, Report on the Long-
term Sustainability of Public Finances as at 18 May 2021, June 2021).
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