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I. A NOTE ON EXTERNAL COMPETITIVENESS AND THE EXCHANGE RATE'
A, Introduction

1. The persistence of Slovakia's large current account deficits combined with recent
volatility in the koruna exchange rate has focused attention on the external value of the koruna
and the external competitiveness of Slovak enterprises. Concern over this issue arose with the
rapid deterioration of the Slovak trade balance in 1996 to 12 percent of GDP, from 1 percent
in 1995. The trade deficit continued at some 11~12 percent of GDP through 1998.

2. This chapter presents and discusses two simple types of competitiveness indicators:

(i) real effective exchange rate measures, which examine underlying fundamentals thought to
influence external performance; and (ii) indicators of actual export performance. None of the
individual indicators presented is comprehensive or completely reliable on its own, particularly
in the context of a transition economy, where rapid structural change and the reorientation of
trade complicate the analysis. However, taken together the indicators often can provide useful
guidance.

3. The results, while somewhat mixed, suggest that the unfavorable outcomes in the
merchandise trade balance and the current account from 1996-98 reflected, at least in part,
competitiveness problems. These problems stemmed from the rapid appreciation of the real
effective exchange rate of the koruna on a unit labor cost basis. The reversal of this
appreciation through a depreciation of the nominal exchange rate, particularly since
September 1998, appears sufficient to offset this loss of competitiveness.” Indeed, Slovak
exporters have again begun to increase ntarket shares in their most important market, the
European Union (EU) countries. At this stage it seems that no further depreciation is needed
on competitiveness grounds.

4. While the focus of this section is external competitiveness and the exchange rate, other
considerations also help determine the appropriate level of the exchange rate. Adjustment to
unbalanced domestic policies, cyclical factors, response to external shocks, and the need for
eventual surpluses to offset persistent trade deficits are examples of factors that may require
exchange rates to deviate from their long-term equilibrium. If such factors were to cause
downward pressures to develop on the exchange rate, and unless these pressures were clearly
ephemeral, a continued policy of non-intervention would be appropriate in order to avoid a

' Prepared by Brad McDonald.

’As of mid-June 1999, the koruna had depreciated some 20 percent against the U.S. dollar
and 12 percent against the Deutsche mark/Euro since end-September 1998.



decline in the international reserves of the National Bank of Slovakia (NBS) from existing
uncomfortably low levels.?

B. Real Effective Exchange Rates

5. Measures of the real effective exchange rate (REER) include those based on consumer
prices (CPI), producer prices (PPI), and unit labor costs (ULC). The CPI-based measure is
widely available, allowing comparisons to other countries; however, it has the disadvantages
of including non-traded goods, and the representative basket used will vary across countries
(although CPI-based series can, under certain assumptions, be taken as a measure of the
relative price of tradables to non-tradables at home and abroad). The PPI-based measure
retains the disadvantage that the basket varies across countries; however, the items in each
country’s basket are slanted more toward traded goods. The ULC-based measure may be the
most appropriate for use as a competitiveness measure;’ however, this nevertheless misses
important components of actual costs, such as capital, and the measurement of productivity,
which underlies the ULC-based measure, is difficult in practice.

6. The CPI, PPI and ULC-based real effective exchange rate measures are shown for
Slovakia in Figure I-1 (the nominal effective exchange rate, NEER, is also shown for
comparison purposes). The CPI- and PPI- based measures indicate that the real value of the
koruna did not deviate from its January 1993 level by more than 10 percent until May 1997,
well after the deterioration in Slovakia’s external trade balance had begun. The real
appreciation, according to these measures,” peaked in January 1998 with the koruna some

15 percent above its level of January 1993 (when the Slovak Republic became independent).
The koruna, according to these measures, fell by some 5 percent over the next eight months,
then dropped 10 percent further in September and October 1998, to levels 1 to 2 percent
above January 1993. From October through January 1999, the CPI- and PPI- based measures
indicate a real appreciation of some 4 percent, although the nominal rate has since depreciated
some 15 percent further.

7. The unit labor cost-based real effective exchange rate measure provides a different
view; it indicates a steady appreciation beginning in early 1995. The period average ULC-
based REER (not shown in the chart) appreciated 6 percent in 1995, 9 percent in 1996 and

At end-1998, NBS gross official reserves were equivalent to 2.3 months of imports of goods
and non-factor services, or 49 percent of short-term external debt.

*Marsh and Tokarick (1994) suggest that export volume equations using competitiveness
indicators based on ULC can explain trade flows for exports of goods overall, and for many
goods alone, somewhat better than indicators based on consumer price indices.

>As seen in the graph, the CPI- and PPI- based measures track very closely in the case of
Slovakia.
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Figure I-1. SLOVAK REPUBLIC: EXCHANGE RATE INDICATORS "
(Jan. 1993=100)
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1/ An increase denotes appreciation. The ULC measure is based on gross output in the industrial sector. Using
value added in Slovak manufacturing, the ULC measure would show stronger external competitiveness in 1999.



12 percent in 1997. On a ULC basis, the koruna appreciated 54 percent from its inception in
January 1993 to January 1998.

8. The considerable gap between the ULC-based measure of the REER and the CPI- and
PPI-based measures reflects the extent to which wage growth has out paced measured
productivity increases. It suggests that to the extent a competitiveness problem existed before
September 1998 it may have stemmed from either slow productivity growth (perhaps related
to unamb6itious structural reform) or from fast wage growth (perhaps related to loose incomes
policies).

9. Table I-1 provides some related indicators of competitiveness and a comparison to
other European transition economies for the period 1994-98. With respect to unit labor costs
(shown here converted to a DM basis), this shows a wide range of developments across
countries. The Baltic countries (which have also had sizeable trade deficits) and Russia
experienced unit labor cost increases through 1996 (in Lithuania, through 1997) much larger
than those of Slovakia, as did Russia. Focusing on Slovakia’s closest comparators and on the
period beginning 1995, just preceding the deterioration of Slovakia's external balances,
suggests a relatively rapid increase in Slovak unit labor costs. From 1995-97, Slovak unit
labor costs rose some 35 percent, compared to some 15 percent for the Czech Republic and
Poland, and a decline of 20 percent for Hungary. The divergence with respect to the Czech
Republic and Poland was largely reversed in 1998.

C. Performance-based indicators of Slovak competitiveness

10.  To examine the performance of Slovak exports, this section focuses on merchandise
trade with the EU, which now accounts for some 55 percent of Slovak exports. This
assessment is complicated, however, because the rapid increase of Slovakia's trade with the
EU in the early 1990s (like that of other European transition economies) largely reflected the
ending of managed trade and a burst of economic relations with western Europe. It is difficult
to disentangle such effects from those related to competitiveness. Nevertheless, the data can
provide some guidance.

°An earlier study based on data through 1997 concluded that no loss of competitiveness was
yet evident in the deterioration of the trade balance (see “Competitiveness and the Trade
Deficit in Slovakia,” SM/98/33, Revision 1, June 2, 1998). This study estimated equilibrium
exchange rates for Slovakia using a vector of fundamental variables (share of investment in
GDP, share of public consumption in GDP, the ratio of exports and imports to GDP, and real
wages as a proxy for productivity increases), a measure of excess money growth, and a
dummy variable for episodes of major nominal devaluations. Regression results were,
however, handicapped by the relatively brief time series available.



11.  Table I-2 shows EU total imports, imports from Slovakia, and Slovakia’s share of EU
imports (including intra-EU trade).” This share grew from 0.11 percent of EU imports in 1993
to 0.21 percent in 1995, but this growth virtually halted in 1996 and 1997, perhaps reflecting
the increased unit labor costs noted above. The stagnation in EU import share is consistent
with the rapid increase in the ULC-based real effective exchange rate of the koruna during
that period, but would also be consistent with a “catch-up” story, according to which
Slovakia’s share of EU imports was repressed during the socialist period but by 1995 reached
its natural level. Slovakia's import share rose to 0.29 percent in 1998, providing support for
the former explanation, and exceeded 0.3 percent in the second half of 1998.

12.  Figure I-2 presents the EU’s imports from Slovakia as a share of EU imports from five
central European countries (including Slovakia). While exports from each of these countries
to the EU have risen markedly since 1993, Slovakia’s share of this group’s exports has risen
from under 5 percent in early 1993 to nearly 10 percent in 1998. Still, this share was stagnant
from late 1994 until early 1998, during the period in which Slovakia’s ULC-based REER was
rising.

13.  Measures of aggregate bilateral trade can be influenced by several factors that are not
related to competitiveness. Changes in prices or import demand of those particular products
exported by Slovakia could, for example, account for changes in the Slovak share of EU
imports.® Table I-3 provides information about the export performance of detailed Slovak
products in the EU market. The product groupings were selected based on their overall share
of total Slovak exports to the EU.” The selected products accounted for 60 percent of Slovak
exports to the EU in 1997. Shares are reported relative to extra-EU imports.

"The EU accounted for 56 percent of Slovak merchandise exports in 1998. The Czech
Republic is the only non-EU country accounting for more than 5 percent of Slovak exports.
However, extending the analysis to trade with the Czech Republic did not seem fruitful given
that the decline of the Slovak share of Czech imports from 17 percent in 1993 to 9 percent in
1998 largely reflects factors unrelated to Slovak competitiveness, such as the dissolution of
the Czech and Slovak Federal Republic.

*In these circumstances, a constant market share analysis would normally be preferred (see,
for example, Feldman, 1995). However, in this case the brief duration of the available time
series and other data limitations are not amenable to more detailed statistical analysis.

The homogeneity of products within a grouping was also considered. This led, for example,
to the decomposition of HS Chapter 85 (“electrical machinery and equipment, and parts
thereof”) and the use instead of certain four-digit components of the chapter, such as HS 8501
(“electric motors and generators”).
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Figure I-2. Selected Central European Countries: Share of EU Imports, 1993-98
(Percent of five-country total)
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14.  The performance of Slovak exports in particular industries remains consistent with the
pattern described above for the overall market share of Slovak exports. In most product
categories, Slovakia's share of EU imports rose sharply from 1993 until 1995, then stagnated
in 1996 and 1997 (exceptions are insulated wire and cables; and vehicles). The more detailed
analysis does, however, provide some insight into the renewed growth in the market share in
1998. In particular, much of this growth stems from exports of vehicles, the market share of
which rose from 2.1 percent in 1997 to 3.1 percent in the first half of 1998 and over

4.3 percent for all of 1998. Other than for vehicles, which accounted for 16 percent of Slovak
exports to the EU in 1997, the market share of the selected products rose only modestly."
The increase in vehicle exports is associated with a large-scale foreign direct investment
project.

D. Concluding Remarks

15.  Slovakia's share of EU imports rose to some 0.83 percent in the second half of 1998,
after stagnating at 0.59 percent in 1996 and 1997. Moreover, the lagged effects of the
depreciation in late 1998, combined with the further substantial depreciation witnessed in early
1999, are likely to support further increases in competitiveness. While the recent depreciation
has been helpful in restoring competitiveness, it thus appears that at this stage no further
depreciation is warranted on competitiveness grounds.

“Vehicles accounted for 0.35 points of the total 0.38 point increase from 1997 to 1998.
Exported vehicles have a large component of imported parts, estimated at around 40 percent
of the export price.



Table I-1. Slovak Republic: indicators of Competitiveness

(In percent change)

1984 1995 1986 1897 1998 1984 1985 1996 1997 1998
Bulgaria Lithuanla
Industrial gross output 8.5 4.9 02 '-70 -8.0 Manufacturing gross output -28.7 0.9 35 5.0 7.0
Productivity in industry 12.6 73 3.4 -3.8 na Productivity in manufacturing -12.1 12.0 85 7.6 1.0
Real wage in industry (PPl-based) -12.14 33 -17.8 9.4 223 Real wage in manufacturing {PPl-based) 13.8 14.0 15.0 191 28.4
Real D-Mark exchange rate (CPl-based) -5.2 14.2 -12.2 40.9 17.7 Real D-Mark exchange rate (CPI-based) 65.7 29.5 29.0 23.2 5.6
DO-Mark unit labor costs -32.1 54 -24.7 37.1 na D-Mark unit labor costs 85.1 233 305 329 7.5
Croatla Poland
Industrial gross output 2.7 0.3 3.1 39 32 Manufacturing gross output 13.7 11.6 8.8 12.8 6.7
Productivity in industry 1.6 5.8 11.4 12.0 9.2 Productivity in manufacturing 14.0 7.0 10.0 121 6.3
Real wage in industry (PPi-based) 29.8 30.8 11.0 82 11.4 Real wage in manufacturing (PPl-based) 10.1 54 14.5 12.1 8.4
Real D-Mark exchange rate (CPl-based) 13.3 14 3.0 35 3.3 Real D-Mark exchange rate (CPl-based) 1.4 4.4 11.6 7.1 54
D-Mark unit labor costs 336 25.9 2.0 04 -1.2 D-Mark unit labor costs -6.2 29 9.0 3.0 32
Czech Republic Romanla
Manufacturing gross output 0.1 8.2 55 6.4 25 Manufacturing gross output 3.8 12.1 12.5 -11.3 -18.1
Productivity in manufacturing 4.9 111 9.6 1.1 56 Productivity in manufactuting 10.1 20.0 12.1 1.0 -15.8
Real wage in manufacturing (PPi-based} 11 8.7 119 8.4 26 Real wage in manufacturing {(PPl-based) -0.2 13.6 2.6 -16.1 18.3
Real D-Mark exchange rate (CPl-based) 6.7 26 10.1 52 a3 Real D-Mark exchange rate (CPl-based) 43.9 53 5.1 232 297
D-Mark unit labor costs 113 15 10.0 0.9 43 D-Mark unit labor costs 22 -4.2 -38 -4.9 56.0
Estonia Russla
Manufacturing gross output -3.2 2.9 22 18.7 8.9 Manufacturing gross output -24.0 -3.8 6.8 1.9 5.2
Productivity in manufacturing 8.7 04 37 26.3 23 Productivity in manufacturing -17.7 4.8 0.2 3.1 na
Real wage in manufacturing (PPI-based) 26.9 14.1 7.7 11.4 10.7 Real wage in manufacturing (PPl-based) -17.6 -31.3 9.6 76 6.4
Real D-Mark exi:hange rate (CPi-based) 44.0 26.6 214 9.2 9.5 Real D-Mark exchange rate (CPl-based) 75.4 18.2 36.5 14.9 57
DO-Mark unit labor costs 61.7 35.2 18.2 -6.3 13.6 D-Mark unit labor costs 79.8 -4.9 54.6 223 na
Hungary Stovak Republic
Manufacturing gross output 9.3 5.0 34 148 16.2 Manufacturing gross output 45 10.2 24 16 6.5
Productivity in manufacturing 7.3 10.9 9.0 14.3 133 Productivity in manufacturing 9.3 53 25 4.1 1.5
Real wage in manufacturing (PP!-based) 7.7 -38 -0.6 36 7.4 Real wage in manufacturing (PPl-based) 6.3 6.0 2.8 75 6.1
Reat D-Mark exchange rate (CPl-based) -1.6 -6.9 55 95 0.4 Real D-Mark exchange rate (CPl-based) 27 3.4 6.2 9.5 24
O-Mark unit labor costs -3.6 -19.1 -3.4 0.6 -8.7 D-Mark unit tabor costs Q7 85 14.0 123 £.0
Latvia Slovenia
Manufacturing gross output -12.0 -8.1 0.8 8.1 25 industrial gross output 6.7 29 0.8 0.2 39
Productivity in manutacturing 8.5 -1.0 36 28.0 1.8 Productivity in industry 11.8 84 6.7 45 54
Real wage in manufacturing (PPl-based) 36.6 11.3 -0.1 173 33 Real wage in industry (PPl-based) 9.8 4.7 73 6.2 5.0
Real D-Mark exchange rate (CPl-based) 57.3 14.8 16.3 16.4 37 Reaj D-Mark exchange rate (CPl-based) 1.6 7.0 -05 4.0 4.2

73.0 17.9 52 42 33 D-Mark unit labor costs =21 37 -1.6 4.8 28

D-Mark unit labor costs

Source: EBRD Transition Report.



Table I-2. Slovak Republic: Share of EU Imports, 1993-98

(In millions of U.S. doliars)

1993 1994 1995 1996 1997 1998 1997 1998
Ht Q3 Q4 H1 Q3 Q4
EU total imports 1,398 1,589 1,914 1,955 1,968 2,102 984 462 522 1,062 490 561
Imports from Slovakia 1.6 2.7 40 43 4.5 6.1 23 11 1.2 28 16 17
Slovak share (percent) 0.11 0.17 021 022 0.23 0.29 023 0.24 0.23 027 0.33 0.31

Source: IMF, Direction of Trade Statistics

Note: EU imports include intra-EU trade.



Table |-3. Slovak Republic: Share of EU Imports in Selected Product Categories, 1993-98

Share of
HS bilateral 1993 1994 1985 1996 1997 1998 1998
Classification trade, 1997 Jan.-July
Share of extra-EU imports (in percent)

Total 1000 024 034 057 059 0.59 069 076
Plastics and plastic articles 39 3.8 055 081 1.29  1.19 1.16 1.06 1.07
Paper, paperboard and articles of paper 48 27 034 054 253 206 1.85 1.7 1.7
Articles of apparel; clothing accessories 61, 62 9.2 060 0.79 1.01 1.07 1.03 1.08 1.08
Iron and steel 72 83 223 273 4.01 411 3.73 348 312
Articles of iron and steel 73 4.1 130 146 240 240 216 219 2.18
Mach. and mech. appliances (incl. Refrigerators) 84 6.9 0.11 014 025 029 0.29 033 0.37
Refrigerators 8418 04 136 163 182 200 1.55 142 143
Electric motors and generators 8501 14 035 172 293 308 3.16 327 327
Electric transformers 8504 04 008 015 029 033 0.49 0.74 0.85
Radio and television parts 8529 1.1 002 020 047 082 162 166 1.68
Insulated wire and cables 8544 58 104 161 353 509 6.44 6.45 6.52
Vehicles 87 159 018 042 1.41 188 207 3141 426
Selected products 600 040 058 107 113 1.14 1.35 1.82

Source; Eurostat COMEXT.
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II. ASSESSMENT OF BANKING CONDITIONS AND THE SUPERVISION
SYSTEM IN THE SLOVAK REPUBLIC"!

A. Introduction

16. This chapter examines the state of the Slovak Republic’s banking sector, stressing the
links between financial sector stability, macroeconomic developments, and sound banking
supervision.? In doing so, the chapter analyzes indicators of the health of the banking sector
and identifies prudential, regulatory, and legislative measures to support further
improvements in banking sector health. It also discusses developments and recommendations
in the area of bank restructuring.

B. Structure of the Banking System
Concentration and ownership

17. Since the breakup of the monobank system in 1990, the number of banks operating in
the Slovak Republic increased markedly to a total of 27 at end-1998, comprising 5 majority
state-owned banks, 20 privately-controlled banks, and 2 branches of foreign banks.
Developments in the structure of the banking system in recent years exhibited two main
trends: (i) foreign capital entry increased dramatically, particularly during 1994-1996,
resulting in an increase in the foreign equity share of total banking sector equity to over

37 percent at end-1998; and (ii) competition in the banking sector subsequently increased,
resulting in a decline in the share of state-controlled banks in total banking sector assets. The
share of state-controlled banks decreased from about 69 percent at end-1995 to 49 percent at
end-1998. However, despite the increase in the number of banks operating in the Slovak
Republic, the banking sector remains highly concentrated, with about 41 percent of banking
assets concentrated in the two largest state-owned banks, the Slovak Savings Bank (SLSP)
and the General Credit Bank (VUB). Furthermore, over 70 percent of banking sector assets
are concentrated in the eight largest banks.

18. Based on ownership and banking operations, the banking system in the Slovak
Republic can be categorized into five distinct groups (Table 1I-1):

J Group 1: This group comprises the three major state-owned banks, SLSP, VUB, and
the Investment and Development Bank (IRB). Banks in this group have a significant
share of nonperforming loans in their portfolios, which amounted to more than
37 percent at end-1998. The SLSP is fully state-owned and is the largest in the banking

! Prepared by May Khamis and Inwon Song.

12 The analysis in this paper focuses on Group 1 and Group 2 banks (defined below), which
together comprise over 83 percent of total banking assets.
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system, commanding over 21 percent of total banking assets. This bank has a dominant,
but declining, position in the retail deposit market, deriving its deposits from its large
branch network in all regions of the country. The VUB, the second largest bank, is
majority state-owned (51 percent of is shares are state-owned), and has 20 percent of
total banking assets. This bank has been operating under tight liquidity conditions and
is highly dependent on the interbank market for liquidity. The IRB is the fifth largest
bank in the banking system with about 5 percent of total banking assets. This bank was
placed under the conservatorship of the National Bank of Slovakia (NBS) in December
1997 following liquidity problems and a consequent run on the bank’s deposits. The
Slovak Insurance Corporation (which is state-controlled) has a majority share in this
bank, holding about 67 percent of the bank’s equity, and the National Property Fund

 (NPF) has about an 11 percent share. The relative size of banks in this group declined
to about 46 percent of total banking assets at end-1998, compared with 63 percent at
end-1995.

e Group 2: This group comprises 18 privately-owned banks with full commercial banking
licenses. Five banks in this group are fully foreign-owned, three banks are majority
foreign-owned, and five banks have foreign capital participation. The share of this
group of banks in total banking assets increased steadily in recent years to about
37 percent at end-1998, compared with less than 20 percent at end-1995.

e Group 3: This group includes two special savings banks. Foreign capital participation in
these banks amount to 50 percent and 65 percent, respectively, at end-1998. Banks in
this groups are in the early stages of their operations which are limited, on the asset
side, to government securities and housing loans. The group has less than a 6 percent
share of total banking assets.

e Group 4: This group includes two fully state-owned specialized banks: the Slovak
Guarantee and Development Bank and the Consolidation Bank. The Slovak Guarantee
and Development Bank supports private sector development, but has only about
0.6 percent of banking assets. The Consolidation Bank is an asset resolution company
that does not conduct banking operations. Banks in this group have about a 3 percent
share of total banking assets.

e Group 5: This group comprises two branches of foreign banks, the Ceskoslovensk4
Obchodnd Banka (Czech Republic), the third largest bank in the Slovak Republic with
more than 7 percent share in total banking assets, and the Internationale Nederlanden
Bank (The Netherlands)."® The two banks combined hold about 9 percent of total
banking assets.

3 The parent bank of the Ceskoslovenskd Obchodnd Banka is a state-controlled bank. It is
currently being restructured and the prospects for a quick privatization of the parent bank are
positive.
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Main operations of the banking sector

19. The banking sector in the Slovak Republic is relatively large, as indicated by the ratio
of total banking sector deposits to GDP of more than 59 percent at end-1998. This figure is
relatively high when compared to other transition economies (Figure II-1)."* The deposits-to-
GDP ratio, however, fell in 1998 from its 1997 level, largely due to increased “dollarization”.
The increase in dollarization in 1998 was also reflected in the increased share of foreign
currency deposits in total deposits: after relative stability in past years at around 11-13
percent, this share increased to more than 16 percent at end-1998.

20. The banking sector in recent years has had a large exposure to the enterprise sector,
with bank credit to enterprises amounting to more than 41 percent of bank assets, and about
90 percent of net domestic credit (more than 42 percent of GDP). Credit to households,
although generally increasing in relation to GDP, is less than 6 percent of banking sector
assets (less than 6 percent of GDP). The share of nonperforming (classified) loans in total
banking sector loans increased dramatically in 1998 to around 37 percent, compared with
about 24 percent at end-1997."> All banking groups observed increases in classified loans,
but the increases experienced by the three major state-owned banks and group 5 banks were
the most significant. Banking sector securities holdings are moderate at around 18 percent of
total banking assets.

21. As aresult of new entry to the banking sector in recent years and the increase in
competition among banks, the spread between lending and deposit interest rates steadily
declined (except for only short episodes when this spread increased). For example, the short-
term spread declined from an average of 6.1 percent in 1997 to an average of 2.1 percent in
1998 (Figure I1-2).

C. Banking Conditions
Nonperforming assets

22. The determination of the amount of problem loans in the Slovak banking sector is
difficult. Although existing rules regarding loan classification do not deviate significantly
from international best practices, evasion of strict implementation of these standards is
possible, particularly in view of the limited resources available to the NBS for on-site
supervision. More significantly, collateral valuation seems to be unrealistic under current

!4 Household deposits account for more than 55 percent of total deposits. Country
comparisons are based on end-1997 data.

13 Nonperforming (classified) loans are defined as the sum of loans classified as sub-
standard, doubtful, and loss.
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conditions of a highly illiquid market and prolonged bankruptcy procedures.® All this
suggests that bank capital adequacy ratios may be overstated. This issue could prove to be
highly problematic in the three largest state-owned banks, particularly in view of the large
share of nonperforming loans in their portfolios, while the implications for the rest of the
‘banking sector could also be significant.

23.  With this caveat in mind, official data on the banking sector indicate a relatively large
share of nonperforming loans and, more importantly, the preliminary data indicate a marked
increase in the share of nonperforming loans in total loans in 1998: this share increased from
31.9 percent to 37.3 percent in the three state-owned banks, from 5.7 percent to 7.2 percent in
the 18 privately-owned banks, and from 10.8 percent to 35.0 percent in foreign bank
branches. This deterioration is attributed to the declining profitability in the enterprise sector
in 1998, which was further exacerbated for some enterprises with large foreign debts by the
recent depreciation of the koruna. '

24. Whereas private banks (Group 2, 3, and 5) adhere to official provisioning requirements,
state-owned banks (Group 1 and 4) have substantial shortfalls in loan-loss provisioning,
which were intensified in 1998 as a result of the significant increase in classified loans. For
the three state-owned banks, the provisioning shortfall doubled in 1998, from about Sk 10
billion at end-1997 to more than Sk 20 billion at end-1998. For Group 4 banks, this shortfall
increased by about 50 percent from around Sk 2.3 billion to about Sk 3.5 billion, resulting in
a total shortfall in loan-loss provisions of both categories of banks of around Sk 23.5 billion
(3 percent of GDP). The actual shortfall in loan provisioning in the banking system,
including in private banks, is expected to be higher when taking into account potential loan
classification weaknesses and collateral overvaluation.

25. As aresult of the absence of legal options for write-offs of nonperforming loans at
banks’ discretion, the level of nonperforming loans in the banking sector in the Slovak
Republic has been persistently high. In this connection, the tax and bankruptcy laws dissuade
banks from writing-off nonperforming loans. On the one hand, by allowing tax deductions
only on loans determined to be categorized as “loss” by a bankruptcy court decision, the Tax
Law provides disincentives for banks to write-off bad loans without the necessary court

16 Although many banks tend to base real estate collateral valuations on at least a yearly
appraisal, appraising the market value of real estate tends to be difficult, particularly in view
of the low turnover of the market. Appraisers base their evaluations on the statutory prices of
real estate that are used for tax purposes, which do not necessarily reflect market conditions.
Furthermore, the appraisal does not reflect liquidation costs (which could be significant) as
well as potential encumbrances on the collateral by state claims which are given priority
status under the current Bankruptcy Law. The NBS bases its collateral evaluation on the
initial collateral value—typically 70 percent—in the first year, with a slowly declining
percentage thereafter. This method does not relate collateral value to market value and also
does not consider the cost of foreclosure.
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decision. On the other hand, the Bankruptcy Law and bankruptcy procedures are inefficient,
and the number of bankruptcy cases that were actually ruled on, compared with the number
of cases filed, were minimal.'’ The persistence of bad loans on banks’ balance sheets
decreases the transparency of their accounts, and can adversely affect the reputation of
otherwise profitable banks.

Capital adequacy

26. The capital adequacy of the banking sector in the Slovak Republic declined across the
board in 1998. The most dramatic decline was in the capital adequacy ratio (CAR) of the
three state-owned banks, from 6.7 percent at end-1997 to 2.7 percent at end-1998, mostly on
account of losses related to the substantial increase in classified loans in the portfolios of
these banks (Table II-2).'® Based on official data, Group 2 banks continue to be well-
capitalized with a CAR at end-1998 of around 12.5 percent.'® Group 3 banks are still at the
early stages of their operations; the group’s CAR is very high.

27. A sensitivity analysis of capital adequacy ratios for Group 1 and Group 2 banks
(together comprising around 83 percent of banking sector assets), assuming strengthened
loan classification and provisioning requirements and adjustments to collateral values which
might reflect better market prices is presented in Table II-3. These calculations are
illustrative. Three scenarios are presented. All three scenarios assume strengthened
provisioning requirements (which, from a quantitative perspective, could be viewed also as
strengthened loan classification). Required provisions are assumed at 2, 10, and 100 percent
for standard, special-mention and classified (substandard, doubtful, and loss) loans,
respectively. The first scenario presents the effects of these assumptions (without any
adjustments to collateral values) on the CARs of the two banking groups. The second and

'7 The Bankruptcy Law suffers from multiple weaknesses, including an inherent bias in the
law in favor of liquidation as opposed to restructuring. This limits the powers of creditors,
and creates inflexibility concerning allowable actions in regard to the implementation of
restructuring plans (such as options related to debt/equity swaps). The implementation of the
Bankruptcy Law is also very weak, particularly in regard to the availability of qualified
enterprise restructuring experts and administrators. Furthermore, the number of bankruptcy
judges in the Slovak Republic—which is currently 18 judges sitting on three bankruptcy
courts located in Bratislava, Banska Bystricam, and Kosice—is insufficient to resolve the
increasing number of loss-making enterprises in the Slovak economy.

' Official CARs take into account shortfalls in loan-loss provisioning. NBS regulations
require banks to deduct shortfalls in loan provisioning from the capital base.

One bank in Group 2, however, did not comply with the minimum CAR of 8 percent at
end-1998.
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third scenarios assume, respectively, a 25 percent and a 50 percent discount on the value of
collateral held by banks in the two groups.

28. The results of the analysis give rise to concern, particularly for Group 1 banks. The
combined CAR for banks in this group becomes deeply negative under the first scenario and
reaches up to minus 29 percent under the third scenario. As for Group 2 banks, the CAR
declines substantially under the first scenario to 8.9 percent, and the CAR for the group falls
below the minimum prudential ratio of 8 percent under the second and third scenarios. The
results for Group 2 point to a possible undercapitalization of some banks in this group. These
results are worrisome, particularly for Slovak banks, to the extent that the ability of domestic
shareholders to provide capital injections would be much less than for foreigners.?

Profitability®!

29. The increase in nonperforming loans resulted in a noticeable decrease in the banking
sector’s net interest margin (NIM), from 1.8 percent in 1997 to 1.2 percent in 1998.%* The
NIM decreased from 1.0 percent to minus 0.7 percent for Group 1 banks, and from

3.0 percent to 2.7 percent for Group 2 banks. Banks with tight liquidity conditions
(particularly VUB) were also hard hit by the increase in interbank rates in the second half of
1998. On the other hand, in view of higher interest rates on short-term securities, banks,
except for Group 1 and Group 4 banks, were able to offset the costs associated with
decreasing net interest income largely from proceeds from securities operations.

30. Accordingly, whereas the profitability of Group 1 banks worsened in 1998, the
profitability of private banks continued to be adequate by comparison with other regions and
country groups (Figure II-3): the return on assets (ROA) of Group 2 banks, while lower than
the average for transition economies for the period 1988-95, is slightly higher than the
regional averages for Africa, Asia, Latin America, and the Middle East and North Africa, and

%% Some smaller banks in the system are reportedly already experiencing problems and
potential mergers with larger banks, or capital injections by prospective investors, have been
explored.

2! In this chapter, official data on banks’ net income and profitability indicators are adjusted
to reflect the shortfalls in loan loss provisioning.

22 Net interest margin is defined as the ratio (in percent) of net interest income to average
performing assets (assets excluding classified loans).
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is substantially higher than the average for industrialized economies.?®> The ROAs for
Group 3 and Group S banks are the highest relative to all regions and also in comparison to
transition economies.

31. The return on equity (ROE) for private sector banks was strong for 1998 at around

26 percent and 97 percent for Group 2 and Group 3 banks, respectively. Profitability
indicators for the three state-owned banks continued to be inadequate with substantial
deterioration in 1998; the combined losses for these banks increased from around Sk 3 billion
in 1997 to an estimated Sk 13.2 billion in 1998 resulting in substantial negative ROAs and
ROEs.

D. Banking Sector Vulnerabilities
Macroeconomic linkages: interest rate, exchange rate, and credit risks

32. The implications for banks of unattended macroeconomic imbalances are worrisome.
Liquidity problems in some banks, widespread maturity mismatches, and large exposures to
the enterprise sector, which borrowed heavily in foreign exchange, render the banking sector
vulnerable to further exchange rate depreciation and/or tighter monetary conditions and
rising domestic interest rates. This vulnerability reflects both direct effects and indirect
effects because of enterprise credit risk.

e Interest rate risk

33. Banks, in general, appear to have shified some of the burden of higher interest rates on
to borrowers. This was evidenced, for example, by the increase in the lending to deposit rate
spreads that accompanied tighter monetary conditions in late 1998 and effectively
transformed (a part of) interest rate risk into credit risk.>* Banks dependant on interbank

% The ROA for Group 1, Group 2,and Group 3 banks in 1998 was 1.6 percent, 2.6 percent ,
and 2.2 percent, respectively. The regional ROA for the period 1988-95 for Africa, Asia, and
Latin America was 1.5 percent for each of the three regions and 1.1 percent for the Middle
East and North Africa. The ROA for the same period for industrialized economies was

0.4 percent. It should be emphasized, however, that profitability indicators for Slovak banks
based on official data might be overstated in view of potential loan classification weaknesses
and collateral overvaluation.

** An increase in the spread, as opposed to a constant spread, would be needed to offset
increases in the cost of other funding sources (besides deposits), such as interbank
borrowing. These other funding costs are generally more volatile and respond quicker than
deposit rates to changes in securities interest rates. It is not clear, however, whether the
increased spread would have been sustainable for longer periods (longer than a few months),
in view of the strong competition in the banking sector.
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funds for liquidity would, however, continue to be more vulnerable to higher interest rates,
with VUB being the most vulnerable among the three-state-owned banks.?* For the rest of the
banking sector, data indicate that 4 of the 18 privately-owned bank could not meet prudential
liquidity requirements (which require the ratio of the sum of liquid assets, cash, and assets
with maturities of up to one month to the sum of liabilities with maturities of up to one month
to be at least 100 percent) at end-1998. Furthermore, this group of banks had substantial
funding gaps at maturities between one to three months which makes them vulnerable to a
sustained increase in interbank interest rates: the ratio of assets to liabilities in this maturity
range was 53 percent at end-1998 (Table II-4). In contrast, bank income from securities
operations would be expected to increase with increasing interest rates: the banking sector
holds about 18 percent of its total assets in securities, more than 85 percent of which are
short-term with less than one month to maturity (Table II-5).

e Exchange rate risk

34. Among the three-state-owned banks, VUB had a short foreign currency exposure at
end-1998 that has left it vulnerable to an exchange rate depreciation, particularléy in view of
its noncompliance with the overall foreign currency exposure prudential limit.?° By
comparison, the 18 privately-owned banks had, in aggregate, a long foreign exchange
position at end-1998 of about US$23 million and, except for one bank, all banks in this group
adhered to the overall foreign currency exposure prudential limit. More significantly, the
increase in enterprise credit risk as a result of further exchange rate depreciation could be
significant: enterprises have taken large unhedged foreign exchange loans, and it is expected
that exchange rate depreciation would further erode their ability to service their debt
including to the domestic banking sector. Off-balance sheet losses, occurring because of
domestic bank guarantees for enterprises’ foreign debt, could also rise: these claims currently
amount to around Sk 57 billion (about 7 percent of total banking assets), of which, around

Sk 31 billion are in foreign currency.

¢ Enterprises credit risk
35. Domestic banks are heavily exposed to the enterprise sector (recall that credit to

enterprises accounts for about 90 percent of total domestic bank credit). The enterprise
sector, in turn, is vulnerable to currency depreciation in view of its large (unhedged) foreign

P IRB is currently fully dependent on the NBS for liquidity, and the Slovak Savings Bank
has excess liquidity.

%6 Foreign currency exposure regulations in the Slovak Republic cover the overall on- and
off-balance sheet positions. At end-1998, the net foreign currency exposure of the banking
sector was as follows (in millions of U.S. dollars, minus sign indicates a short foreign
currency exposure): Group 1: -22.9, Group 2: 23.3, and Group 4: -28.75. Banks in Group 3
do not have a foreign exchange license and foreign branches (Group 5) are not subject to
regulations on foreign currency exposure.
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currency indebtedness: at end-1998, total enterprise foreign currency debt amounted to
almost US$8 billion (36.8 percent of GDP), of which US$1.2 billion was owed to domestic
banks and US$2.5 billion was short-term external debt. In these circumstances, a 10 percent
depreciation of the koruna would increase enterprise debt by the equivalent of about Sk 28.7
billion (3.7 percent of 1998 GDP). An increase of this size would necessarily affect the
ability of the enterprise sector to service all of its debts, including to domestic banks.

36. Furthermore, the substantial koruna-denominated indebtedness of the enterprise sector
(36.5 percent of GDP) makes it highly sensitive to increases in domestic interest rates. Based
on end-1998 data, a one percentage point increase in average lending rates, all else being
equal, would reduce enterprise profits by about 0.4 percentage point of GDP.

Credit concentration and large credit exposure

37. Noncompliance with prudential regulations on large credit exposures is widespread, a
factor which increases the banking sector’s vulnerability because of weak diversification of
banks’ loan portfolios (Table II-6). At end-1998, all three state-owned banks could not
comply with credit exposure regulations to nonbanking and banking clients, and two of the
three banks could not comply with the aggregate net credit exposure limits. Compliance
among banks in Group 2 was also weak: of the 18 banks in the group, six banks did not
comply with the credit exposure limits to nonbanking clients, three banks did not comply
with credit exposure limits for banking clients, and three banks did not comply with the
aggregate net credit exposure limit. The performance of Group 3 and Group S banks was
satisfactory in this respect and none of the banks in these groups failed to comply with credit
concentration regulations.

Enterprise restructuring

38. The lack of progress in the area of enterprise restructuring could result in a further
worsening of conditions in this sector, increased liquidity shortages, and a higher rate of loan
defaults. Also, any enterprise liquidity shortages would be expected to be exacerbated if there
were a continued decline in banking sector credit to this sector: as a result of increasing
enterprise risk, credit to enterprises declined from around 43 percent of total banking assets
in 1997 to around 41 percent in 1998. In addition to its adverse effect on overall bank
income, banking sector cash flow would be restricted and liquidity problems in banks could
easily occur if the share of non-earning assets in bank portfolios were to increase.

E. Bank Restructuring

39. Progress in bank restructuring has been slow and past attempts at restructuring the three
largest state-owned banks were not successful. In 1991, during the Czechoslovak Federation,
the Consolidation Bank (KB) was created to function as an asset resolution company for
problem assets inherited from the past regime. About 25 percent of VUB's portfolio (which
comprised working capital loans to socially-owned enterprises) was transferred to KB. In
1992, a program was created to prepare enterprises and banks before mass privatization.
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Under this program, VUB wrote-off about 10 percent of its outstanding loans and
correspondingly reduced its liabilities to enterprises. Further loan carve-outs, involving VUB
and IRB, were effected in 1993 and 1994. These attempts did not involve any operational
restructuring of these banks or effective work out of bad loans. Furthermore, these transfers
-did not effectively clean up the banks or restore their capital adequacy level to the minimum
standard. More recently, in early 1996, the NBS exempted the three banks from the minimum
capital adequacy standard and declared these banks to be under restructuring. However, short
of this exemption, no restructuring measures were implemented and the exemption expired
toward end-1997.2

40. The new government, which came into power at the end of 1998, indicated its
intentions to implement a comprehensive program for bank and enterprise restructuring. At
its request, SLSP’s and VUB’s new management submitted restructuring proposals for the
two banks. The government has not yet confirmed specific restructuring plans.

41. Inthe face of slow progress in bank restructuring and the declining financial
performance of the three major state-owned banks, the prompt launching of a comprehensive
restructuring program, and rapid privatizing of the banks, is a matter of high priority. Such a
program would have to be based on a realistic evaluation of the quality of the overall bank
assets, which could only be established by undertaking extended audits of these banks.

e VUB

42. The most immediate concern is the rapidly deteriorating condition of VUB, which
posted substantial losses in 1998, and is preserving its liquidity by offering high deposit
rates.”® New management was appointed in mid-1998 and indicated its intentions to
strengthen the bank’s credit activities, to effectively work out more problem loans, and to
cut-down on operating costs. But despite a highly needed operational restructuring, VUB’s
worsening financial conditions suggest that a write-down of a substantial segment of its
classified assets and a subsequent capital injection would be required to enable it to grow. In
view of its systemic importance, there are advantages to pursuing a rehabilitation strategy
that embraces financial and operational restructuring of VUB, and a subsequent rapid
privatization.?

27 Near the end of its term, the previous government approved the Program of Revitalizing
Selected Banks. This program involved a transfer of Sk 7.6 billion from the NBS’ provisions
to the state budget for the purpose of restructuring SLSP, VUB, IRB, and the resolution of
assets at KB. This program was called off by the new government.

For example, published rates for April 1999 indicated that VUB offered the second highest
rate in the banking system on 7-day deposits (the highest rate was offered by IRB).

» VUB is currently in the list of strategic enterprises and cannot be privatized until end-1999.
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. IRB

43. Although IRB has been placed under NBS conservatorship since December 1999,
progress in the resolution of its condition, or in the restructuring of its operations, has been
insufficient.*® In fact, during the last fifteen months, IRB lost most of its deposit base, and it
is now mainly dependent on NBS funding for its operations.>! Prompted by the maximum
time period allowed for conservatorship of two years, after which the bank must be either
recapitalized or liquidated, the authorities made progress recently in the preparations for
IRB’s privatization, as an extended audit of the bank was completed and contacts with
potential strategic investors have been initiated. However, resolution strategies for IRB are
constrained by the fact that this bank has limited commercially attractive loans.>* Thus, its
privatization would probably need to be accompanied by almost a full carving out of its
portfolio. Accordingly, the authorities should consider a strategy of selling parts of the bank
(its infrastructure, cash, securities,-and the small deposit base it maintained) to a strategic
investor followed by the liquidation of the remainder of the bank.

o SLSP

44. Despite its high liquidity deriving from its monopoly position in the retail market in
many regions of the country, the Slovak Savings Bank has performed poorly. Because of its
size and large branch network, and because it provides interbank liquidity (particularly to

3% Initial action in 1998 to increase the bank’s equity failed with only domestic participation
being sought. Furthermore, the process did not include any restructuring of the bank’s
portfolio. Only a partial recapitalization of the bank, through a capital injection by the Slovak
Insurance Company of Sk 2 billion, was effected and the bank continued to be insolvent.

1At end-1998, NBS funding amounted to around Sk 26.4 billion, of which Sk 12.7 billion
was redistribution credit to fund IRB’s social housing loans and, partially, the power plant
loan. The rest comprised short-term liquidity support. The NBS has fully provisioned for the
redistribution credit on account of the housing and power plant loans, but the rest of NBS
liquidity support is neither provisioned nor collateralized.

20f a total credit portfolio of Sk 31 billion (comprising 80 percent of its assets), Sk 13
billion is in a single exposure to the Mohovce nuclear power company, and SK 8.7 billion
consists of social housing loans. Interest rates charged to these two types of loans are fixed at
below-market rates of 15 percent and 1 percent, respectively. Although the government is
committed, in principle, to compensate IRB for the difference between the interest rate
charged on the housing loans and the discount rate which is paid to fund them, the budget
allocation for this purpose was canceled in 1998. A budget allocation was reinstated in 1999,
but it was insufficient to cover IRB’s costs on these loans (about Sk 800 million per year in
1998 and 1999). The remainder of the portfolio (about Sk 9.3 billion) is almost entirely
classified credit to the enterprise sector.
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VUB, IRB, and the Consolidation Bank), the Savings Bank is seen as being of systemic
importance. Thus, the authorities’ resolution strategy rests first on operational and financial
restructuring, then privatization. As in the case of VUB, the management of the Slovak
Saving Bank is still new (appointed in mid-1998), and it must undertake significant
operational restructuring. The government announced plans to partially privatize this bank
(up to 49 percent) by 2000.

Measures to be considered to support bank restructuring

45. Until privatization is realized, the managements of the state-owned banks would be
well advised to pursue immediate measures to avoid further deterioration of the banks'
financial performance, including undertaking ambitious operational restructuring, and
strengthening credit policies, collection practices, and governance more generally. A strategy
to minimize fiscal costs and to facilitate the process of restructuring could be adopted to
include most immediately:

¢ legislative amendments to the Bankruptcy Law and other related legislation to enable
banks to more effectively workout their less problematic loans;

e accelerated restructuring of the enterprise sector, which would be closely associated
with the resolution strategy for state-owned banks;

e aclear and comprehensive cut-off criteria, in conjunction with the enterprise
restructuring program, determining loans eligible for “carving out” from the three state-
owned banks’ loan portfolios so as to engage the banks themselves in the workout of
the remaining loans.

¢ legislative amendments to allow for the involuntary writing down of shareholders’
capital; and

e the withdrawal of the banking license from the Consolidation Bank and the passage of
independent legislation to support its asset resolution function. To ensure serious effort
by its management for resolving problem loans, the life-span of KB should be limited
to, at most, five years.

F. Assessment of Banking Regulations and Supervision
Issues related to loan classification and provisioning
e Loan Classification
46. Loan classification standards and provisioning requirements were improved
significantly in 1995. Despite this improvement, loan classification guidelines for doubtful

and loss loans could be strengthened further. These regulations define five categories for loan
classification based on the period of arrears and also on the repayment capability of
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borrowers.®> NBS regulations specify a repayment delay period of 180-360 days for the
classification of loans as doubtful and litigious, and a delay of over 360 days for the
classification of loans as loss. In comparison, international best practices require that loans be
classified as doubtful if payments are delayed over 90 days and if loans cannot be classified
as substandard. Furthermore, if payments are delayed over 90 days and if loans cannot be
classified as substandard or doubtful, such loans should be classified as loss.>*

47. The NBS implemented strict guidelines for the classification of restructured and
refinanced loans in 1995. Currently, restructured loans cannot be reclassified in categories
better than substandard. If loans were restructured several times, they must be classified as
doubtful, but could be reclassified as special-mention only if they meet one of the following
conditions: (i) the loan was standard or special-mention before restructuring; or (ii) the loan
was restructured without extending the maturity. In the case of refinanced loans, they can be
classified as special-mention if they are properly paid (including interest, fees and
commissions). If interest, fees and commissions were not paid, the original classification is to
be continued.

48. Strict enforcement of loan classification regulations is weak. Although NBS regulations
require banks to classify their loans based on cashflow and repayment capabilities of
borrowers, most banks base their loan classification on mechanical rules, particularly, on
.delays in loan repayment.’’ Furthermore, weaknesses in NBS on-site examinations,
particularly the low frequency of these examinations, gives banks leeway to avoid strict loan

33 The categories are as follows: (i) Standard: the client is solvent; delays in payment do not
exceed 30 days; the securitization is of high quality; (ii) Special-mention: the client is solvent
but subject to slight economic or financial problems; delays of payment are between 30 and
90 days; (iii) Substandard: there is considerable risk of the claim not being paid in full;
delays of payment between 90 and 180 days; (iv) Doubtful and litigious: repayment in full
seems highly improbable or questionable; clients is insolvent; delays in payment between
180 days and 360 days; and (v) Loss claims: the claim is uncollectible; delays in payment in
excess of 360 days; client is in bankruptcy or liquidation.

 For example, if a loan is overdue for more than 90 days and is backed partially by liquid
collateral such as a deposit or marketable securities, this portion of the loan can be classified
as substandard or above, but the remaining portion of the loan must be classified as doubtful
or loss.

3% Also, the deterioration in the solvency and liquidity of the enterprise sector affected banks’
ability to produce reliable forecasts of enterprise repayment abilities.
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classification.*® The NBS, however, is considering measures to strengthen current regulations
on loan classification to ensure the implementation of cashflow analysis.”’

e  Provisioning and collateral

49. Properly administered loan classification and provisioning for impaired loans is an
essential element of prudent risk management and capital adequacy measurement.
Provisioning for loan losses is a method for recognizing the reduction in the value of a bank’s
loan portfolio. Thus, provisioning against total or partial loan losses is crucial for
determining a bank’s net income and assessing the size of its capital. When these are not in
place, capital adequacy figures may be severely distorted.

50. Provisioning requirements in the Slovak Republic are consistent with international best
practices. Mandatory provisions for loans are as follows: provisions for special-mention
loans are set at 5 percent; substandard loan provisions at 20 percent; doubtful and litigious
loan provisions at 50 percent; and provisions for loss loans at 100 percent. Full provisioning
is required for unpaid interest, fees, and commissions classified as substandard or less.®®

51. The appraisal of collateral in the Slovak Republic is, however, difficult and tends to be
overestimated. Current market turnover is very weak and there are essentially no markets for
some types of collateral. Furthermore, bankruptcy procedures to realize collateral value are
lengthy and expensive. Therefore, for collateral valuation purposes, the NBS specifies a
percentage of the initial collateral value—typically 70 percent—in the first year, with a
slowly declining percentage thereafter. This method does not relate collateral value to market
value and also does not consider the cost of foreclosure.

52. NBS regulations allow collateral value to be deducted from the loan principal in
calculating provisioning requirements. In view of difficulties in evaluating the true market
value of collateral, the adequacy of bank provisions for loan losses is a great concern. In a
related vein, efforts to ensure better (and perhaps more conservative) valuation of collateral
value based on more realistic appraisals would be welcome, and helpful in enforcing
adequate provisioning,

3¢ On-site examinations are carried out, on average, once every three years for each bank
compared to a recommended frequency of one examination per year. Accordingly, cases of
problematic loan classification are not corrected on a timely basis by the banking supervisory
authorities.

37 These measures could include a detailed stipulation of the methodology for analyzing the
financial conditions and cashflows of borrowers, and the expansion of bank reporting to the
NBS.

38 . . . .
Fees and commissions which stay in arrears for more than 90 days are classified as
substandard.
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. Non-loan valuation

53. The NBS does not have the legal authority to regulate the classification and
provisioning of non-loan assets of banks. It is strongly recommended that the NBS establish
the legal basis to issue such regulations, including establishing guidelines for security
classification and the establishment of appropriate valuation reserves for such securities.

. Writing-off of bad loans

54. Banks’ ability to write-off bad loans against provisions is greatly impeded by ,
inefficient bankruptcy and tax legislation. The. total amount of bad loans which were written-
off in 1998 amounted to only Sk 1.9 billion, compared to total provisions of more than

Sk 36.9 billion. In addition to time-consuming bankruptcy procedures and inadequate
infrastructure to support these procedures (including an inadequate number of bankruptcy
judges, courts, and administrators), a number of large enterprises were granted special
protection under the Revitalization Act, which was cancelled in 1998, and banks were for
some time unable to pursue bankruptcy procedures against these enterprises. Since the Tax
Law does not allow for tax deductibility against these loans without a court decision on
bankruptcy, this Act hindered creditors from writing-off a number of large problem loans.

55. The new bankruptcy legislation, introduced in 1998, represents an improvement and
could result in a more rapid writing-off of bad loans. The new legislation introduces
automatic triggers for bankruptcy procedures, in which the debtor is obligated to file a
bankruptcy settlement petition if the individual has been unable to repay his commitments for
more than 60 days. Non-compliance with this obligation is an infraction under the Criminal
Code. However, the authorities’ willingness to fully implement this legislation, and the
capacity of the courts to handle an increased caseload, have yet be tested. The limited powers
of creditors in bankruptcy procedures continue to hinder the quick resolution of bankruptcy
cases. :

56. Rapid writing-off of bad loans can improve asset quality of banks considerably.
Banks should also be encouraged, after adequate amendments to the Tax Law, to allow tax
deductibility without a legal court decision and to use out-of-court settlements, so that bad
loans can be written-off without creditors having to wait for a judicial ruling on bankruptcy.

. Income recognition: interest accrued but not earned

57. Inappropriate income recognition policies can rapidly distort banks’ financial
statements, especially when nominal interest rates are high. When interest payments, fees,

% A bank’s asset quality is usually based on its nonperforming loan ratio. If a bank writes-off
its bad loans in a speedy way, it can maintain good asset quality and thus mobilize funds on
favorable terms.
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and other revenues accrue in a bank’s account, and their future collectibility is doubtful, a
bank overstates its income and thus, ultimately, its capital and revenues. Furthermore, banks
might be obligated to pay taxes on income that they have not actually received.*’ To avoid
such a situation, nonperforming assets should be placed on a non-accrual status so that
income is recorded only when it has actually been received in cash.

58. Accounting practices in the Slovak Republic in this area deviate substantially from
international best practices. Under the Slovak Accounting Act, interest is accrued on
nonperforming loans and is recognized as income. Best international practices require that,
when interest on an asset is due and is unpaid for 90 days, interest should cease to be
accrued. Furthermore, banks are required to reverse unpaid interest out of income, and book
it in the interest-in-suspense-account.

. Tax deductibility

59. Taxation should be based on a concept of profits that is correct and realistic. Hence, a
clear definition of taxable income is critical. Tax deductibility for provisioning is very
limited in the Slovak Republic. According to the Law on Provisions and Reserves, only
statutory provisions, as defined in this Law, can be deducted at cost for tax purposes. The
volume of statutory reserves is defined as follows: (i) 2 percent of the increase within the
fiscal year of the volume of loans classified as standard or special-mention,; (ii) 10 percent of
the increase within the fiscal year of the volume of loans classified as substandard, doubtful,
or loss; and (iii) 2 percent of the increase within the fiscal year of the volume of off-balance
items. These reserves are effectively specific loan provisions but are presented in banks’
books under a separate category (statutory reserves) for tax payment purposes. All additional
specific loan loss provisions that are made by banks in order to fulfill NBS regulations for
provisioning are then booked under the category specific provisions and are not tax exempt.

60. Such limited tax deductibility of specific loan provisions does not provide incentives
for banks to acknowledge impaired credits, or to make adequate provisions for these credits.
Specific loan provisions should be viewed as costs that are a part of normal banking
operations, and their early acknowledgment by banks should be encouraged by all underlying
legislation. Therefore, full tax deductibility of all specific provisions is advisable to
encourage banks to acknowledge impaired loans, and to provision for these loans, at a faster
rate.

% This situation applies for the Slovak Republic, as the Tax Law treats accrued income on
nonperforming loans as actual income.

1 In the event that such deductions exceed net income, this loss should be carried forward in
accordance with pre-arranged procedures.
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61. Existing regulations require full taxation of interest accrued on nonperforming loans.
Only the penalty (premium) interest on overdue interest is deducted from the tax base.
Accordingly, actual income of banks as defined for tax purposes is overstated, and banks are
consequently overtaxed. The authorities acknowledge this serious shortcoming and are
-currently in the process of revising the Law on Provisions and Reserves to allow for the
deduction of accrued interest on nonperforming loans from the tax base.

Capital adequacy requirements

62. The current minimum paid-in capital requirement for a full banking license is Sk 500
million. NBS Decree No. 2/1994 introduced rules for calculating the capital adequacy ratio.
and set end-1996 as the deadline for all banks to meet a capital adequacy ratio of 8 percent.”
Banks report their capital adequacy to the NBS on quarterly basis.

63. NBS regulations for the calculations of the capital adequacy ratio are generally
adequate. These regulations require that capital investments in other banks or companies be
deducted from the bank’s core capital. In the absence of consolidated supervision, as in the
case of the Slovak Republic, this practice is sound and is necessary to prevent the multiple
use of capital.* Furthermore, uncovered losses (shortfalls in specific provisions) on
nonperforming loans are deducted from capital. This deduction is also necessary for the
proper calculation of the capital adequacy ratio where specific loan provisions should be
treated as losses and thus be fully deducted from the capital base. Specific provisions for loan
losses are not allowed as Tier II capital. Although NBS regulations used to allow the
inclusion of subordinated debt as Tier II capital (up to 50 percent of Tier I capital), current
regulations, which came into effect on June 30 June 1997, do not allow for the inclusion of
subordinated debt as Tier II capital.** This modification was introduced since the legal
system in the Slovak Republic did not recognize the qualification of subordinated debt.

*“Capital adequacy calculation rules were later amended in Decree No. 5 of May 16, 1997
(which was effective on June 30,1997). In early 1996, the NBS Board of Directors exempted
the three largest state-owned banks (VUB, SLSP, and IRB), which were characterized as
undergoing restructuring, from minimum capital adequacy requirements. This exemption
expired at end-1997 but none of the three banks were able to comply with the minimum
standard.

“ Basle Committee’s Capital Accord and the EU Directive on capital adequacy (December
1989) require that solvency ratios be calculated on a consolidated basis when a financial
institution is the parent entity of a group of undertakings.

** The new regulations, however, did not affect the treatment of subordinated debt that was
issued prior to the date on which the new regulations came into effect. Tier 1, or core capital,
comprises share capital and so-called disclosed reserves. Tier II capital includes undisclosed
continued. ..
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64. Notwithstanding the above, NBS regulations of capital adequacy could be strengthened
to reflect more adequately developments in international best practices in the area of market
risk, including the EU Capital Adequacy Directive (March 1993) which addresses market
risks, and the Basle Committee amendment to the Capital Accord which implements a capital
charge related to market risk.** The absence of regulations on market risk in the Slovak
Republic does not pose an immediate risk as bank trading activities are limited. However, if
bank trading activities increase considerably, prudential regulation on market risk should be
introduced.

Other prudential regulations

65. Credit exposure, connected lending, and foreign exchange limits do not deviate largely
from international best practices. However, liquidity regulations should be improved
substantially to provide more adequately for sound liquidity management.

66. Large exposure regulations, specified in NBS decree No.3/1994, require that the sum of
individual exposures that exceed 15 percent of a bank’s capital not to exceed 800 percent of
its capital. These regulations are less stringent than those specified in EU Large Exposure
Directive (December 1992) where a limit of 10 percent of a bank’s own funds is specified to
define large exposures as opposed to the Slovak Republic’s limit of 15 percent.

67. Other NBS regulations on credit exposure do not deviate from international best
practices. Exposure to a single borrower (nonbank client) is limited to 25 percent of a bank’s
capital. Furthermore, credit exposure to a single bank or banking group is limited to

80 percent; total insider lending (to shareholders or employees) to 5 percent; and connected
lending limits to 25 percent of a bank’s core capital. NBS regulations require the correction
of any violation of these limits within six months, and banks are required to maintain an
information system to monitor credit exposure.

68. Foreign exchange regulations are consistent with best international practices. Foreign
exchange exposure limits are regulated by the NBS decree No. 11/1997. Total overnight
foreign exchange positions in convertible currencies (which includes off-balance sheet
exposure) is limited to 25 percent of a bank’s capital. The decree regulates open positions in
individual foreign currencies at 10 percent and non-convertible currencies at 2 percent.

69. Prudential regulations on liquidity require that the ratio of the sum of liquid assets (cash
and assets with maturities of up to one month) to the sum of liabilities with maturities of up

reserves, asset revaluation reserves, general provisions/loan-loss reserves, hybrid
(debt/equity) capital instruments, and subordinated debt.

45 The amended Accord came into effect at end-1997.
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to one month to be at least 100 percent.*® The ratios are calculated on an end-month basis. To
insure a more adequate maintenance of liquidity positions, it is desirable that liquidity
positions be enforced on a monthly-average basis, rather than on an end-month basis. Other
desirable improvements include the introduction of other liquidity ratios such as the ratio of
fixed assets to total assets, and the specification of a maturity ladder which expands the limits
of the ratio of assets to liabilities to the other maturity ranges.

Prompt corrective action

70. The persistence of a close relationship between the government, state-owned banks, and
enterprises created a situation of wide-spread moral hazard in the banking sector for several
years. At the same time, it has made it difficult for banking supervisors to exercise their
authority appropriately when there has been a need to deal with problem banks swiftly and
firmly. In the absence of a prompt corrective action system that is based on explicit
quantified criteria, such as capital adequacy ratios, supervisory forbearance has often been
practiced. This absence has also made it difficult for the banking supervision authorities to
implement corrective measures.

71. To deal with this weakness, it would be highly desirable that a prompt corrective action
system be introduced in the Banking Act to include clearer exit policies and procedures in
order to ensure the rapid exit of nonviable banks and the timely remedial action of current
banking problems.*’ Although the current Banking Law contains several provisions with
regard to conservatorship and revocation of banking licenses, these measures are not binding
and should be reinforced. Remedial measures specified in a prompt corrective action system
could require certain supervisory actions based on the shortfall of a bank’s capital adequacy
ratio relative to the minimum required standard.

72. These measures should include the revocation of the banking licenses of insolvent
banks. Prompt corrective actions would enable the bank supervision authorities to exercise
necessary measures to deal with problem banks before bank problems become critical, and
would not allow for political interference or regulatory forbearance. Such a system would
minimize the eventual costs of restructuring problem banks. In addition to the introduction of
such a system, the power of the NBS to revoke banking licenses should be strengthened: the

% The NBS raised the liquidity ratio gradually as follows: 70 percent (effective September
30, 1997); 85 percent (effective December 31, 1997); and 100 percent (effective March 31,
1998).

* Country, experiences indicate that the lack of early intervention in problem banks are
generally attributed to political pressures, undue optimism on the part of supervisors,
reluctance by the supervisory authorities to undertake unpleasant actions, and reluctance to
admit the failure of good supervision. To avoid such situations, several countries introduced
provisions in their banking laws that require certain supervisory actions based on banks’
specific conditions, including the closure of insolvent banks.
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Banking Law now requires that the NBS consult with the Ministry of Finance (MOF) before
the revocation of a banking license. This requirement could hinder an immediate action by
the NBS against insolvent banks and should be removed.

Compliance with the Basle Core Principle for Effective Banking Supervision

73. Banking activities are changing rapidly and international best practices are rapidly
evolving. It is now internationally acknowledged that the Core Principles (CPs) should be
viewed as minimum standards, and that there is a constant need for the upgrading of
supervisory capabilities practices to keep up with developments in banking operations and to
ensure best practices in banking supervision.

74. The NBS completed a self-assessment of its compliance with the CPs and concluded -
that it is in compliance with 13 CPs, in partial compliance with 11 CPs, and is not compliant
with one CP.*® To achieve fully compliance, it would be highly desirable if the NBS actively
seek improvements in its supervisory system to complete the implementation of all CPs.
Furthermore, the NBS should continuously seek the enhancement of its supervisory
capabilities even in the areas of CPs that it is in compliance with. For example, although the
NBS fulfills CP22 (formal powers of supervisors) which describes supervisory corrective
measures, the NBS could further enhance its supervisory system and its compliance with
CP22 by introducing a prompt corrective action system.

Supervision on a consolidated basis

75. An essential element of sound banking supervision is the ability to supervise financial
institutions on a consolidated basis. This includes the ability to review both banking and
other financial activities conducted by a bank, either directly or indirectly, and activities
conducted at both domestic or foreign offices, and to assess compliance with prudential
standards on a consolidated basis. For supervision on a consolidated basis to function
effectively, cooperation and exchange of information are essential between the relevant
supervisory bodies. When supervision is not done on a consolidated basis, supervisors fail to
obtain a global view of all the risks faced by a bank and its group, and a bank may easily
escape supervision by transferring some of its activities to a nonbank financial subsidiary.
Furthermore, supervisors need to take into account risks to the bank posed by non-financial

8 CP11 “country and transfer risk” has not been implemented. Partially implemented Core
Principles (CPs) are as follows: CP1 “preconditions for effective banking”; CP2 “licensing
process”; CP5 “major acquisition or investment by a bank”; CP9 “concentration of risks and
large exposures”; CP12 “market risk management”; CP13 “other risk management”; CP20
“consolidation supervision”; CP21 “information requirements of banking organization”;
CP23 and 24 “obligation of home country supervisors”; and CP25 “obligation of host
country supervisors.”
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activities of a bank or group. Accordingly, sound banking supervision should take into
account the overall structure of the banking organization or group.

76. Supervision in the Slovak Republic is not conducted on a consolidated basis, and the
legal basis for conducting consolidated supervision is lacking. In particular, the Banking Act
does not define banking supervision on consolidated basis, and does not authorize the NBS to
demand, review, and verify information concerning companies in financial groups.

77. However, the Slovak banking system is based on the universal banking model, where
banks are allowed to directly engage in a range of financial activities, including leasing,
insurance and investment in securities, and are allowed to own other nonbank financial
institutions as their subsidiaries. In addition, with the prior approval of the NBS, a bank can
own more than 10 percent of the equity of nonbank corporations (but may not exceed

25 percent of a bank’s capital). Combining financial firms with industrial and commercial
companies creates some fundamental concerns. This combination may cause considerable
risks to banks, notably the risk of contagion from nonbank companies to banks. Financial
subsidiaries pose additional contagion risks to parent banks.

78. In order to minimize possible contagion to parent banks, the Banking Act should be
amended to provide the legal basis for consolidated supervision. Furthermore, the NBS
should define and monitor relevant prudential regulations, including regulations on capital
adequacy ratios, on a consolidated basis. Consolidated supervision could be facilitated
through the conclusions of agreements or memoranda of understanding between the relevant
overseas supervisory agencies to allow the NBS to conduct consolidated supervisions
including on subsidiaries, branches, and representative offices of Slovak banks in other
countries. It would also be useful to allow foreign countries’ supervisors to obtain
supervisory information on foreign banks operating in the Slovak Republic.*”

Internal controls and auditing

79. The Banking Act requires every licensed bank to have a supervisory board, consisting
of at least three members. The supervisory board is the organizational unit responsible for the
system of internal controls, and is required to submit to the NBS an annual report on the
performance of the internal control system. Consistent with Basle Committee

“The CPs specify consolidated supervision as a minimum standard for sound banking
supervision. According to CPs recommendations, host supervisory authorities should refuse
the establishment on their territory of a subsidiary of a financial institution which is not
supervised on a consolidated basis by the supervisory authorities in its home country. In
1993, the NBS signed the Agreement on Banking Supervision with the Czech National Bank
in 1993 (after the division of the Czechoslovak Federation), and a new agreement is planned
to be signed in the near future. Besides a Czech bank branch, one branch of a Dutch bank is
operating in the Slovak Republic. Currently, there is no agreement between the supervisory
authorities of the Slovak Republic and the Netherlands.
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recommendations, the Law also provides for the complete independence of the internal audit
sections from bank management.

80. Notwithstanding the above, on-site examination procedures of bank internal control
systems are somewhat lacking. The NBS requires bank management, typically before a bank
commences its operations, to submit the bank’s internal control policies and procedures
designed to ward off attempts to abuse the banking system for money laundering, but does
not follow up on developments in bank internal control systems during on-site examinations.

81. Regulations with regard to the appointment and operations of bank external auditors are
appropriate. The Banking Act requires that banks notify the NBS of the appointment of
external auditors. The NBS in turn is entitled to reject an appointed auditor within 30 days
after the receipt of the bank’s official notification. Furthermore, the Banking Law requires
external auditors of banks to notify the NBS immediately of any eventuality that may
jeopardize bank operations. Notwithstanding the above, a shortage of high quality
professional training in this area tends to weaken external auditing in the Slovak Republic.

Accounting and public disclosure

82. The Slovak Republic made significant improvements in accounting standards and
reporting requirements in recent years. However, weak external auditing and banking
supervision continue to be problematic, and further reconciliation of Slovak accounting rules
with international standards is needed, particularly in the area of consolidated financial
reporting and disclosure requirements.

83. Currently, the MOF is charged with setting Slovak accounting standards including for
banks. However, in view of the strong link between accounting regulations and capital
standards, it is appropriate that the responsibility for issuing accounting standards for the
banking sector be transferred to the NBS. This would resolve the apparent conflict in the
Banking Act in this area: whereas Article 15 of the Banking Act stipulates that the definition
of “capital,” “reserves,” “asset,” and “non-secured foreign exchange positions” are subject to
the rules set by the NBS, Article 21, paragraph (1) stipulates that the method of accounting

and the preparation of financial statement by banks are governed by the MOF.

84. Disclosure requirements are in general appropriate. The March 1996 amendment to the
Banking Act requires all banks to disclose credits larger than SK 3 million to the Central
Credit Registry. The Banking Act also requires banks to publish data from their audited
financial statements, in a manner set forth in a separate regulation, and to prepare annual
reports for publication.

Deposit insurance scheme

85. The objective of a deposit-guarantee scheme is to reinforce the confidence of the
depositors in the banking system by providing (limited) protection to depositors. The Deposit
Security Fund came into effect on July 1,1996. The scheme limits the guarantee to deposits
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of natural persons (with the exception of accounts established for the purpose of business)
and provides a guarantee up to a limit of 30 times the average monthly salary in the Slovak
Republic. This scheme is not fully consistent with the EU Directive on Deposit Guarantees
(May 1994) which requires coverage of all deposits, including those of legal persons.

On-site examination

86. Although the banking supervisory process, through on-site examination and off-site
monitoring, has improved in recent years, there are some persistent weaknesses in the
process. On-site examinations were introduced around end-1993, permitting the NBS to
better assess loan portfolio quality, bank operations, and risk management capabilities.
However, intensive on-site examinations and monitoring compliance with prudential
requirements continue to be limited because of the limited resources available to the Banking
Supervision Department of the NBS. Particularly, the number of staff available for on-site
examinations is insufficient and accordingly, the frequency of on-site examinations is
inappropriate: the NBS conducts eight on-site examinations on average per year, which
implies that each bank receives one on-site examination every three years.

87. This issue is of substantial importance, particularly in view of the deteriorating asset
quality of banks and the increasing cases of bank non-compliance with prudential
regulations. On-site examination capabilities should be reinforced further through increasing
qualified staff and intensifying training. Furthermore, banking supervision in the Slovak
Republic could be improved through better coordination between off-site monitoring and on-
site examination.

G. Legislative developments

88. The legal framework for the banking system in the Slovak Republic is established by
the National Bank of the Slovak Republic Act and the Banking Act. The National Bank of
the Slovak Republic Act was adopted in November 1992, and a modern Banking Law
became effective in 1992.

89. The National Bank of the Slovak Republic Act defines the powers of the central bank.
The responsibility of banking supervision in the Slovak Republic was transferred, based on
this Act, from the MOF to the NBS (effective January 1, 1993). Accordingly, the NBS is
granted the legal powers to issue binding prudential regulations and to verify that financial
institutions comply with these regulations. Notwithstanding these improvements, the
credibility of the NBS as a banking supervisor could be further enhanced by eliminating any
risk of duplication of supervision exercised by the NBS. Specifically, Article 37 of the NBS
Act specifies responsibility sharing between the MOF and the NBS with regard to on-site
examinations. Such sharing of responsibility is inefficient and could undermine the

*® Currently, 20 officers are working at the on-site supervision department.
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accountability of each organization in the performance of supervision. Although in practice
the NBS conducts on-site examinations independently, the responsibility-sharing provisions
of the Act could be repealed.

90. Banking supervision capabilities of the NBS were enlarged and improved upon since
the modern Banking Act became effective in 1992. Although the Act has been amended
several times since 1992, there remain several areas which need to be improved. Specifically,
the Banking Act requires that the NBS acquire MOF agreement for granting banking licenses
and that it consult with the MOF in the case of a revocation of a banking license. These
provisions could limit the independence of the NBS and also could result in unnecessary and
inefficient use of scarce staff resources. Furthermore, the Banking Act lacks sufficient
explicit authority for the NBS to issue key regulations related to provisioning and income.



Table II-1. Slovak Republic: Banking Sector Indicators

1997 1998

Sector Group 1 Group 2 Group 3 Group 4 Group 5 Sector Group 1 Group 2 Group 3 Group 4 Group 5

Number of banks 29 3 18 2 2 4 27 3 18 2 2 2
Percent of total assets 100.00 50.69 3138 450 3.06 10.37 100.00 4594 36.57 5.41 299 9.09
Majority state-owned (number) 5 3 0 0 2 0 5 ) 3 0 0 2 0
As a percent of total assets 53.75 50.69 0 (4 3.06 0 4894 4594 0 0 299 0
Majority Foreign-owned (number) 13 0 8 1 0 4 11 0 8 1 0 2
As a percent of total assets 26.83 0 1562 0.84 0 10.37 28.87 0 1872 1.06 0 9.09

(As percent of GDP; unless otherwise stated)

Total assets 118.80 60.22 37.28 534 364 12.32 102.52 47.10 3749 554 3.07 832
Total credit 54.31 31.05 15,01 0.41 2.56 528 4732 27.04 1481 129 294 227
Credit to entetprises 50.98 27.8% 13.57 0.04 415 534 42.19 2281 14.03 0.06 2.94 226
of which: in foreign currency 5.75 1.72 2.66 0.00 0.00 138 5.68 201 286 0.00 0.00 0.81
Credit to households 5.40 437 0.66 0.35 0.00 0.03 5.62 379 0.58 123 0.00 0.01
of which: in foreign currency Q.00 0.00 0.00 0.00 0.00 0.00 001 0.00 0.01 0.00 0.00 0.00
Total deposits (excluding interbank) 61,91 - 59.19 32.39 18.99 461 0.12 308
Foreign exchange deposits (as percent of total deposits) 13.06 16.28 13.42 2239 0.00 0.00 3367
(As percent of total assets)
Foreign currency denominated .
Assets 39.12 2308 56.48 0.86 131 92.82 41.98 2245 65.06 0.82 1.53 85.63
Liabilities 38.56 23.46 53.03 0.00 0.97 96.42 4287 25.08 61.97 0.03 2.02 9484
Deposits 52.11 5773 68.76 50.66 83.15 392 3305
Credit to enterprises 4291 46.31 36.38 0.76 114.02 4336 41.16 48.65 37.42 1.06 95.77 2423
Credit to households 455 7.26 1.76 6.46 0.06 0.22 5.48 8.05 1.54 22,13 0.10 0.15
(Percent; unless specified otherwise)
Risk-weighted capital/asset ratio! 10.03 6.67 1317 4485 2243 na. 8.61 271 12.51 38.05 25.42 na.
Central Bank credit to banks (as share of total assets) 6.64 7.68 2.15 0.00 6727 0.18 761 10.16 280 0.00 63.89 0.14
Average (before tax) return on equity® 0.46 -40.1% 21.27 65.93 -51.38 na. -19.68 -157.34 25.73 96.5t -15.45 na.
Average (before tax) retum on assets’ 0.05 -0.72 1.41 230 -6.36 089 -0.90 -3.41 1.55 263 -1.95 119
Nonperforming loans, substandard or less
as percentage of total loans 23.80 31.89 567 0.05 62.66 10.80 28.58 37.31 722 013 87.77 3498
Provisioning shortfall (billion koruna) 12.14 9.88 0.00 0.00 226 0.0 2352 20.04 0.00 0.00 348 0.00
Short-term lending spread (period average)® 6.12 2.11
Overnight interbank rate (period average) 24.54 15.56

Sources: National Bank of Slovakia, and staff estimates.

1/ Official data (p ted hete) on risk -weighted capital/asset ratio take into account shortfalls in loan provisioning,
2/ Data on retrun on asset and return on equity is adjusted by staff to take into account shortfalls in loan provisioning.
3/ One month lending rate minus one-month deposit rate.
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Table II-2. Slovak Republic: Capital Adequacy Ratio by

Banking Groups, end-1998

(Official data, billion koruna)

Bank Group End-1997 End-1998

Capital RWA CAR Capital RWA CAR

Group 1 143 213.6 6.7 52 191.4 27
Group 2 16.8 127.5 13.2 20.3 162.2 12.5
Group 3 34 7.7 44.9 55 14.6 38.1
Group 4 0.9 4.0 224 1.0 4.1 25.4
Group 5 n.a. na. na. na. ' na. na.
Sector 354 352.7 10.0 32.0 3722 8.6

Source: National Bank of Slovakia.

Notes: RWA indicates risk-weighted assets; CAR indicates risk-weighted capital adequacy ratio. Group 5
banks are not subject to minimum capital requirements.
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Table 1I-3. Slovak Republic: Capital Adequacy Sensitivity Analysis

(Billion koruna; unless specified otherwise)

Group 1 Group 2
Official data, end-1998 5.2 20.3
Capital 1914 162.2
RWA 271 12.51
CAR (percent)
Collateral value for classified loans 40.4 7.3
Actual Provisions 40.3 7.3
Required provisions (strengthened provisioning 108.0 214
requirements) ,
A. Scenario 1: zero discount of collateral value
Capital 215 13.9
RWA 164.7 155.8
CAR (percent) ' -13.1 8.91
B. Scenario 2: 25 percent discount of collateral value
Capital -31.9 12.0
RWA . 1544 153.9
CAR (percent) -20.6 7.78
C. Scenario 3: 50 percent discount of collateral value
Capital 422 10.1
RWA 144.0 152.0
CAR (percent) -29.3 6.62

Sources: National Bank of Slovakia and staff calculations.

Notes: In addition to the individual assumptions related to collateral valuation, Scenarios 1 through 3 assume
strengthened provisioning requirements as follows: 100 percent for all classified loans (substandard, doubtful,
and loss), 10 percent for special-mention loans, and 2 percent for standard loans. Existing NBS provisioning
requirements are 5, 20, 50, and 100 percent for special-mention, substandard, doubtful, and loss loans,
respectively. The assumption of a 100 percent provisioning for all classified loans may be strict but is made to
reflect the possibility that loans may have been misclassified to better-performing categories.



Table II-4. Slovak Republic: Maturity Mismatches, end-1998

(Billion koruna; unless otherwise specified)

Group 1

Group 2

Group 3

Group 4

Group 5

Assets Liabilities Ratio

Assets Liabilities Ratio

Assets Liabilities  Ratio

Assets Liabilities Ratio

Assets Liabilities Ratio

< 1 month
1-3 months
3-6 months
6-12 months
> 1 year

Total

123.9

19.9

272

223

194.7

388.0

1243 1.00
99.0 0.20
229 1.19
24.8 0.90
139.3 1.40
410.3 0.95

206.9
33.1
20.5
20.8
77.6

358.8

197.7 1.05
62.2 0.53
214 0.96
17.7 1.17
72.8 1.07
371.8 0.97

28.1
283
12
1.3
10.3

437

0.4 72.34
28.9 0.98
7.6 0.15
0.1 17.99
9.2 1.13
46.2 0.95

0.9
13
1.3
1.4
29.8

348

0.0 312.91
1.2 1.13
0.9 1.49
16 | 0.90
330 0.91
36.6 0.95

556 474 1.17
192 229 0.84
23 34 0.66
22 13 031
152 189 0.80

944 999 0.94

Source: National Bank of Slovakia.

Note: Ratio is the ratio of assets to liabilities.



Table II-5. Slovak Republic: Banking Sector Securities Holdings, end-1998

(Billion koruna; unless otherwise specified)

Group 1 Percent of| Group2 Percentof | Group 3 Percent of] Group 4 Percent of | Group 5 Percentof| All Percent of
Total Total Total Total Total Groups Total

Less than 1 month 50.1 80.8 44.2 85.3 226 98.1 0 0.0 3.8 0.1 120.9 84.9
1-3 months 0.1 0.2 0.7 1.3 0.0 0.0 0.0 0.0 0.0 0.0 0.8 0.6
3-6 months 0.0 0.0 0.8 1.5 0.0 0.0 0.2 54.0 0.0 0.0 1.1 0.7
6-12 months 0.9 1.5 0.9 1.6 0.0 0.0 0.2 43.5 . 0.0 0.0 2.0 14
More than 12 months 10.8 17.5 53 10.2 0.4 1.9 0.0 25 1.1 0 17.7 12.4
Total 61.9 100.0 51.8 100.0 23.0 100.0 05 100.0 49 0.1 142.5 100.0

Source:; National Bank of Slovakia.
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Table II-6. Slovak Republic: Compliance with Credit Exposure Prudential
Regulations, end-1998

Number of banks in non-compliance

Total Credit exposure Credit exposure to a Aggregate large credit

Bank number of  to a single nonbanking client single banking client exposure 1/

Group  banks (Limit 25 percent of capital) (Limit 80 percent of (Limit 800 percent of capital)

capital)

1 3 3 3 2

2 18 6 3 3

3 2 0 0 0

4 2 1 1 1

5 2 0 0 0

Total 27 10 7 6

Source: National Bank of Slovakia.

1/ A large credit is defined as one in which exposure is more than 15 percent of capital.
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II. MEDIUM-TERM FISCAL ISSUES®!
A. Introduction

91.  This chapter discusses some key considerations concerning fiscal performance over
the medium term, with a view to identifying significant tensions that could emerge and
suggesting possible policy responses. The motivation is that large fiscal imbalances have
been at the heart of Slovakia’s macroeconomic difficulties, and continued fiscal
consolidation is expected to be a key component to achieving and maintaining a stable
macroeconomic environment. In this connection, policy will need to contend with several
distinctive elements that characterize the structure of both the revenue and expenditure sides.
Weakness in tax revenue collection, increases in the spending of the Health funds, and large-
scale public investment projects have contributed to the fiscal expansion of recent years.
Other distinctive characteristics of the fiscal situation are the heavy reliance on tax revenue,
the large role of the state in the economy, and the large size of social transfers.

92.  The chapter is organized in the following manner. Section B summarizes Slovakia’s
recent fiscal performance and discusses briefly the outlook for 1999. With this as
background, Section C analyzes key fiscal issues, pertaining to both the revenue and
expenditure sides, that the country will face in the medium term. Section D draws on the
analysis of the preceding section to formulate a quantitative medium-term fiscal adjustment
scenario and contrasts it with a no adjustment (passive) scenario. Section E provides
concluding remarks.

B. Recent Fiscal Performance and the Outlook for 1999

93. Since the ending of the former federation in 1992, developments in public finances
witnessed two diametrically different phases. During 1993-95, there was a significant
contraction in the fiscal deficit: in fact, the balance of the general government shifted from a
deficit of 7.2 percent of GDP in 1993 to a surplus of 0.4 percent of GDP in 1995 (Table III-1
and Figure III-1). During 1996-98, fiscal policy was significantly loosened, with the general
government deficit reaching 6 percent of GDP in 1998. The adjustment during the first
period was based on measures that contributed to a marked reduction of expenditure while
preserving very high tax- and revenue-to-GDP ratios. By comparison, the significant
deterioration over the past three years was primarily attributed to significant weakness in tax
revenue, increased spending on health, and major public investment projects. The fiscal
position became untenable, creating tensions for macroeconomic management, while leaving
little room for tax system reform and a lowering of the tax-to-GDP ratio. At the same time,

5! Prepared by Costas Christou.
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Figure III-1. Slovak Republic: General Government Budget Balance, 1993-98
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the structure of revenue and expenditure experienced quite a few changes during the 1993-98
period (Figure III-2).

94.  Inthe most recent year, fiscal policy fell short of stated objectives, namely achieving
a target deficit of the general government of 2 percent of GDP in 1998.” Importantly, there
was a significant expansion in extrabudgetary investment in the pre-election period and cost
overruns in the public health sector. Tax collection—particularly of the corporate income tax,
VAT, and customs duties—was weak, and weakness in non-tax revenue as well as the
elimination of the import surcharge (while welcome) further depressed revenue. Finally, the
cost of financing the fiscal deficit increased significantly, as interest rates on government
debt increased sharply, reflecting the marked increase in financing needs and a relatively
tight monetary policy stance in the face of an expansionary fiscal policy.

95.  Recognizing the need for containing the general government deficit, the new
government announced an ambitious fiscal adjustment in 1999. The overall fiscal deficit is
targeted to be reduced to 3 percent of GDP or less, supported by a number of measures taken
early in the year and, most importantly, by a fiscal package that was announced in late May
1999. To this end, measures taken early in the year included a wage freeze in the budgetary
sector, strengthened tax collection efforts, a number of administrative price increases and
related subsidy cuts (especially the heating subsidy), and a more general expenditure
restraint. In late May, the government decided to strengthen its fiscal effort by announcing
the following fiscal measures: an increase in the lower value-added tax (VAT) rate from

6 percent to 10 percent, a motor vehicle tax, increases in excises and administrative fees,
reductions in the sickness benefit and the duration of unemployment benefits, and a
strengthening in the enforcement of eligibility criteria for family benefits, while also
introducing a housing allowance to compensate for substantial increases in the administrative
prices of gas, electricity, telecommunications, railway, heating, and rents. With a view to
containing balance-of-payments pressures, the government also introduced in its fiscal
package a 7 percent import surcharge.

C. Medium-term Fiscal Issues
96.  After lowering the general government deficit significantly in 1999, a central policy

challenge facing Slovakia will be to maintain the momentum for fiscal consolidation in
subsequent years while creating conditions for a reduction in the tax burden, which is

32 This target was expected to be achieved through strong tax revenue growth (including
through an increase in excises and in value-added tax rates on some services, bracket creep
for personal income tax, and improved collection of corporate income tax) combined with
significant expenditure restraint (particularly reductions in capital expenditure, subsidies, and
social security spending).



Figure III-2. Slovak Republic: Structure of General Government Revenue and Expenditure, 1993 and 1998

Tax Revenue .
44% 27%
33% ¥ 10.8% @ Personal income . 3 16.0% B Personal income
O Corporate profit O Corporate profit
tax tax
O Social security ] Soc:.alhb secy ity
contributions contributions
VAT B VAT
. Excises
® Excises
. £l Import duties an
8 lmPh:; duties an 37.7% surcharge
surc} e
£1 Other
e Other
Current Expenditure
Gross wages
B  Gross wages
0O Other goods
and services O Other goods
28.6% . and services
O o 145% O Social
transfers
2 Health care Bl Health care
® Subsidies Subsidies
351%.
) 36.1%
B Interest E] Interest

Sources: Slovak authorities;, and Fund staff estimates.



-51-

relatively high for a country of Slovakia’s level of per capita income. 53 Continuing high
fiscal deficits could have a number of adverse consequences, including: (i) large external
imbalances, which would be unsustainable and would increase the country’s vulnerability to
external shocks; (ii) the task of regaining and preserving macroeconomic stability would be
made more difficult, including by placing a heavy burden on monetary policy; (iii) there
would be a risk of a rising public debt and a debt-service burden that could become
unsustainable; (iv) national savings could be depressed, thereby limiting the scope for
domestic investment without heavy reliance on foreign savings; (v) the ability to attract
sustainable foreign savings in the form of foreign direct investment would be diminished by
the likelihood of continued macroeconomic instability; and (vi) there would be limited
capacity for absorbing the costs of banking and enterprise restructuring, and thus the pace of
structural reform could be slowed. In contrast, medium-term fiscal consolidation and reform
accompanied by a lower tax burden, would help set the basis for durable economic growth.**

97.  Such a fiscal effort would need to be cast in a way that addresses a number of
structural weaknesses on both the revenue and expenditure sides.” In this connection, it is
important to identify in advance main areas where tensions may show up and thereby
facilitate appropriate and timely policy responses. Clearly, reductions in revenues would
imply significant pressure on expenditure, if fiscal consolidation were to continue.

%3 Slovakia’s tax-to-GDP ratio of 37 percent is among the highest among transition
economies with similar per capita GDP (tax-to-GDP ratios of 27 percent for Bulgaria,

37 percent for the Czech Republic, 41 percent for Hungary, 25 percent for Lithuania,

37 percent for Poland, and 27 percent for Romania) and it is well above the ratio of other
European countries with much higher per capita GDP (tax-to-GDP ratios of 32 percent for
Greece, 26 percent for Malta, 34 percent for Portugal, 35 percent for Spain, and 28 percent
for Turkey).

34 See Musgrave (1959), Feldstein (1994), Fullerton, Walker, Long (1994), and Andersson
(1997) for theoretical arguments and empirical evidence to suggest that lowering the tax
burden can raise economic growth.

%% The composition of fiscal adjustment has important implications for the likelihood of
success (defined as a long-lasting deficit reduction), as demonstrated by Alesina and Perotti
(1997), and Perotti (1996) and (1999). Their main point is that fiscal adjustments that rely
primarily on spending cuts in transfers and the government wage bill have a better chance of
success (and, in fact, may turn out to be expansionary over time), in contrast with fiscal
adjustments that rely primarily on tax increases that tend not to last. Moreover, Mackenzie,
Orsmond, and Gerson (1997) provide evidence for the importance of civil service and
enterprise reforms, good public expenditure management systems, and a well-functioning tax
administration for economic growth.
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Revenue Considerations

98. This section assesses various individual taxes in Slovakia relative to other countries in
the region, and examines issues in tax administration.

Personal income tax

99.  Personal income tax (PIT) collection—at 6 percent of GDP—is comparable with that
of other countries in the region (Table ITI-2). Notwithstanding generous personal allowances
and statutory tax rates that are not especially high, tax collections have been robust. This is
primarily due to the fact that personal income tax brackets have not been significantly
adjusted for inflation since 1994, and to the absence of major PIT exemptions. In comparison
with other countries in the region, Slovakia’s marginal tax rates are lower than those in
Hungary and Poland, while the highest mar%inal rate becomes effective at a much higher
level of income than in those two countries.”® On the other hand, Slovakia’s PIT does not
have exemptions or incentives associated with either housing expenditure or investments like
in the other two countries. Recently introduced legislation (which included an adjustment in
the lowest-income bracket, abolition of the millionaire tax and introduction of a new highest
income tax bracket, and changes in a number of deductions and exemptions) addressed some
weaknesses of the Slovak PIT. However, a more comprehensive reform would be a useful

“element of a medium-term fiscal plan. This could include adjustments in the personal income
tax brackets in order to avoid taxation of incomes at middle levels by higher marginal rates,
and it could be followed by a move toward a global PIT.”’

Corporate income tax

100. Corporate income tax collections are relatively high compared with other central
European countries, owing primarily to the high corporate income tax rate (40 percent).
However, tax collections have recently exhibited significant weakness due to the poor

%6 See IMF (1998a) for a more detailed comparison of the PIT in selected central European
countries.

57 Currently, individuals are not required to file a tax return if the only sources of income are
salaries and interest, as taxes on those are withheld by the employers and banks, respectively.
However, individuals with rental income or capital income other than interest are required to
file tax returns. The main advantage of a global PIT is that the goal of vertical equity can be
achieved more easily, since the tax is based on an aggregate measure of income. A global tax
may also have administrative advantages if there are many taxpayers with multiple sources of
income, because only one tax return is filed for each taxpayer, but it could also generate high
administrative costs if there are many taxpayers with only labor or interest income—which is
now subject to tax withholding—who are not currently required to file a tax return (see
Muten (1992) and International Monetary Fund (1995)).
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financial performance of enterprises (as evidenced by sharp declines in their profits).
Declining financial discipline and governance may also have been a factor leading to a less
strict adherence to tax obligations. The high corporate income tax rate (Table III-3), in
combination with the tax incentives offered by other countries in the region, is regarded as a
disincentive for foreign direct investment (FDI) in Slovakia (which could also reduce the tax
revenues that increased FDI could otherwise generate). A medium-term reform strategy for
the corporate income tax should consider a gradual reduction in the existing high corporate
tax rate. It should also ensure that there is no discrimination between foreign and domestic
investment or between industries.*®

Social security tax

101.  Social security tax collections are equivalent to 14 percent of GDP and they are high
compared with other countries of the region (Table III-2). This is due to the very high social
contribution rates, which—at 38 percent and 12 percent of gross labor income for the
employers and employees, respectively—are above those of other central European countries
and much higher than OECD, European Union (EU) and western European countries
(Table ITI-4). Slovakia’s contribution rates are only comparable with rates in some (higher
income) western European countries that provide some of the most generous benefits. When
_these contribution rates are combined with personal income taxes, the tax wedge between
employers’ total labor costs and employees’ take home pay is close to 60 percent (OECD
(1999)).*> Adding to that the effect of VAT and excises would bring the tax wedge to even
higher levels. Slovakia’s tax wedge is definitely high compared with averages—including the
effect of consumption taxes—of 55 percent and 56 percent for Euro-area and other EU
countries, respectively (IMF (1999)).

%8 In an effort to attract FDI, the government approved in early-1999 a package of tax and
non-tax incentives. These incentives included an improved legal and institutional framework,
and public sector reforms to improve transparency. However, they also included
discriminatory elements, like tax and import duty exemptions for foreign investors,
contingent on firms’ lines of business and export performance. See Holland and Owens
(1997) for a review of investment incentives used in a number of transition countries, and for
important recommendations on the use of taxation to attract FDI.

% The magnitude of the tax wedge has important implications for aggregate employment and
output: by driving a wedge between the prices of labor as seen by the worker and the
employer, taxes on labor hamper the mutually beneficial exchange of labor for income. Large
tax wedges increase labor costs and thus reduce the offered wage and/or the demand for
labor. When large tax wedges are a result of higher contributions by the employees, take-
home pay is lower and thus workers substitute leisure or home production for labor, reducing
labor supply. The overall impact on employment and output is negative, the magnitude of
which depends on the wage elasticities of the wage-setting, labor supply, and labor demand
schedules.
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Value-added tax

102. The value-added tax has been designed to follow the EU directives and considerable
efforts are being made to keep it in line with EU legislation. Revenue from VAT is a bit high
relative to other countries in the region, owing primarily to the high standard rate of

23 percent (compared with EU and OECD averages of 19 percent and 17 percent,
respectively) (Table III-3). In addition, the large differential between the standard and the
lower rate creates an added source of distortions. Thus, a medium-term fiscal strategy would
ideally include an increase in the lower rate accompanied by a gradual decline in the standard
rate, while ensuring that the tax-to-GDP ratio is not increased permanently. In addition,
harmonization with EU standards would entail moving to the standard rate a number of
goods, services, and activities that are now taxed at the lower rate. The most important would
include electricity and construction activities.®® As taxation of the latter at the standard rate
would have a significant impact on the prices of construction (including housing, highways,
and medical facilities), a medium-term strategy could consider a gradual approach, perhaps
by first moving commercial activities (i.e., buildings used for commercial purposes) to the
standard rate.

Tax administration

103. Tax administration in Slovakia continues to face significant challenges in mobilizing
revenue. This is due to the continuing transformation of the economy and the dramatic
changes in the taxation systems that were adopted during the transition to a market economy.
The biggest problems pertain to tax arrears, which are reportedly very high; problems in
collecting VAT, reflecting large-scale evasion through claiming inappropriate credits; and
significant inefficiencies in the administration of social security contributions (including the
lack of power by the agencies responsible for collecting contributions to enforce
collections).®* Thus, the tax-to-GDP ratio would be even higher, if these problems in the tax
administration did not exist.

%0 Taxation of construction at the lower rate results in extensive VAT refund claims as
construction materials and equipment (taxed at the standard rate) may be purchased by
contractors for use in taxable construction activities. These latter activities are taxable at the
6 percent rate, whereas they may take full credit for the 23 percent tax that has been paid on
inputs.

S IMF (1998b) reviews problems with tax administration in Slovakia and makes detailed
recommendations on improving the administration of tax, customs, and social security
collections.
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104. To address these administrative problems, the government has recently approved
legislation to improve the collection of VAT and excises.5 In addition, tax offices have been
reorganized and work is currently under way to improve corporate tax. collection. Looking
into the medium-term, it is important to recognize that additional demands will be generated
to modernize tax administration quickly so as to prepare and implement new legislation,
systems, and procedures that must be in place to comply with the criteria necessary to join
the EU. For example, accession to the EU will require fundamental changes in the way
customs administration is organized and operated, and it will also imply more comprehensive
administration of domestic excise taxes.

Expenditure and Net Lending Concerns

105. Two main characteristics of the expenditure side are: (i) the very high level of public
expenditure, which equaled 48.3 percent of GDP in 1998, a very high level even for a
transition country; and, (ii) the dominant role of social transfers and spending on health care
and general government administration.®® In this connection, important elements of a
medium-term fiscal strategy would encompass reducing government expenditure, including
social spending, and shrinking the government sector to a size more consistent with the
country’s per capita income level.**

General government administration®™

106. Expenditure on general government administration is about 14 percent of GDP, which
is high in comparison with other countries in the region (Table III-5). A wage freeze in the
budgetary sector for 1999 will contribute to a decline in spending on this item, but
expenditure on wages will still remain relatively high. Moreover, there exist some notable
imbalances in the structure of government wages: the average wage in administration

52 Amendments to the VAT legislation pertain to: the provisions on tax refunds and
provisions on tax exemptions for export; the provisions on the application of the tax to
selected financial operations; and the eligibility criteria for claiming refunds.

%3 Slovakia’s expenditure-to-GDP ratio is the highest among transition economies with
similar per capita GDP (corresponding ratios of 33 percent for Bulgaria, 43 percent for the
Czech Republic, 47 percent for Hungary, 47 percent for Poland, and 34 percent for
Romania).

%% These objectives are consistent with empirical evidence that shows the importance of
expenditure cuts (and particularly of transfers and the government wage bill) for the
sustainability of fiscal adjustment and growth (see footnote 55 above).

% Expenditure on general government administration includes salaries, wages, and social
security contributions paid for government employees, and other goods and services.
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(excluding public education and health) is well above, and has been growing at a higher rate
than, the economy-wide average wage; the average wage in public education and health has
been below the economy-wide average wage.”” Thus, important elements of a medium-term
strategy could include implementation of a civil service reform, possibly embracing
reductions in the size of the civil service; strengthening institutions that ensure control over
recruitment and the civil service payroll; introducing competitive wages for highly-skilled
civil servants; and providing realistic severance packages with appropriate incentives to
redundant workers. Finally, expenditure on other goods and services, which declined to

6 percent of GDP in 1998, could be reduced further over the medium term, including through
restraint on spending on equipment, maintenance, and other non-personnel items.

'107. Interest expenditure is relatively low (2.4 percent of GDP in 1998), but it has been
growing recently owing to an increase in public debt and the fact that financing must now be
raised at market-determined interest rates. Following the expansion in the fiscal deficit over
the past few years, the stock of public debt rose to 31 percent of GDP in 1998. Moreover,
until recently, Slovakia financed its deficits to a large extent by borrowing domestically
(including from the National Bank of Slovakia) at below-market interest rates. The shift to
market borrowing in the context of high deficits has meant an increase in interest
expenditure. Over the medium-term, bank restructuring—involving clearing up bad loans and
recapitalizing problem banks—is going to have substantial fiscal implications (see below),
including the interest costs on bonds that could be issued to recapitalize problem banks.

Subsidies

108. Subsidies have been recently declining as a share of GDP, but, at 3.7 percent of GDP,
they are still considered relatively high in comparison with other countries in the region
(Table III-5). The largest subsidies pertain to heating and transportation. Regarding the
former, the government’s program for 1999 includes a substantial reduction in subsidies to
Sk 1.6 billion from Sk 3.4 billion in 1998, in tandem with substantial increases in gas and hot
water prices. In a medium-term context, it is important to move more aggressively with
adjustments in administered prices so as to achieve full-cost recovery and gradually eliminate
subsidies.

Social benefits and the social safety net system

109. Slovakia has a broad system of social security programs, which are extensive in their
coverage. These programs comprise the health, pension and sickness, and employment funds,
as well as state and social assistance benefits, and aim at ensuring that all households are able
to meet a certain minimum standard of living. Total expenditure of the social security system
amounted to 21.5 percent of GDP in 1998 (Table III-6), which is above most other central
European countries (Table III-5), but well below the EU average of 26.5 percent of GDP

% See IMF (1998a) for a comparison of wages in the budget sector during 1992-95.
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(OECD (1999)). As for the composition of total expenditure, pensions and health care
accounted for about 40 percent and 30 percent of total spending, respectively.

State benefits and social assistance

110.  State benefits comprise 13 different programs, many of which overlap with more than
20 social assistance programs that form part of the social safety net operated by regional
offices. Spending on these programs increased to 4.7 percent of GDP in 1998, comprising
expenditure equivalent to 2.4 percent of GDP for state benefits and 2.3 percent of GDP for
other transfers to individuals and non-profit institutions, including social assistance. This
increase, combined with the recent increase in the personal exemption for those with the
lowest incomes, suggests that there is room to rationalize and scale back state benefits
without adversely affecting social protection for the neediest. To this end, important
challenges of a medium-term strategy would include strengthening eligibility criteria and
means testing for state benefits, which could generate significant savings.®’

Pensions

111.  Slovakia has a pay-as-you-go pension system, which provides employment-related
pensions for old age, disability, and survivors. Pension expenditure has been declining
steadily as a share of GDP since 1993 and, at about 8 percent of GDP in 1998, is relatively
low compared with the shares of other central European countries (Table III-5). The low
pension expenditure is primarily attributed to the low, and continuously declining,
replacement rate (i.e., the ratio of average pensions to average wage) (Table III-7). This
ratio—at 45 percent in 1998 for old-age pensions—is very low compared with the ratios of
other central European countries.*® The reasons for this low ratio include the non-existence of
an indexation formula for pensions and the fact that pension benefits are linked to wage
history, but the benefits progressively decline for higher wages. However, while most
pensions are comparatively low, the number of and amount spent on disability and early
retirement pensions are very high compared with OECD countries (OECD (1999)).

112.  While the long-term sustainability of the system may be alarming, there are relatively
minor concerns over the medium-term pension funding prospects. Underlying the medium-
term prospects are the projected increase in the share of working population to 68 percent by
2005 combined with the relative stability of the share of population over 65 years at around
11 percent until 2010 (Figures III-3 and ITI-4). However, a projected increase in the share of

57 The government has indicated its intention to request technical assistance from the World
Bank in this area.

5% In Poland, the average replacement rate for non-farmers is about 80 percent and for
farmers about 40 percent. In Hungary, the same rate is about 60 percent.
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the population over 65 years to 17 percent combined with a decline in the share of the
working population to 64 percent by 2030, point to longer-term pressures on the finances of
the Slovak pension system. These pressures are of a similar nature to the ones facing other
central and western European countries, but appear to be weaker and more delayed than for
other countries, as evidenced by more favorable projections of Slovakia’s dependency ratio
(Figure II1-5).

113. Nevertheless, a reform of the pension system should be considered before the longer-
term difficulties set in. This reform should consider replacing the pay-as-you-go system with
a fully-funded system and raising the retirement age in line with projected increases in life
expectancy.” As these reforms would entail additional fiscal costs during the transition
process, it would be useful for long-term sustainability to be examined in a comprehensive
framework, which would take into account all these costs.

Health

114. Health spending is coordinated by four health funds and six medical insurance
companies provide services. Regarding the contributions to the health care system,

96 percent comes from public sources compared with an average of 78 percent for EU
countries (in the latter, 21 percent of the funding originates from private sources). Health care
spending currently stands at about 6.5 percent of GDP (Table III-6), which is less than the
average of 7.7 percent average in the EU and 8.2 percent in OECD countries. The main
characteristic of the structure of health expenditures is the disproportionately high spending
on medication (1.7 percent of GDP compared with an average of 1.2 percent for EU
countries). In relation to total health spending, medication expenses account for 35 percent of
spending compared with an average of about 15 percent in the EU. At the same time,
spending is disproportionately low for nursing (Demes, Ginter, Kovac, and Butora (1998)).

115. The main issue regarding the finances of the Health funds pertains to the efficiency
and the sustainability of the current system. High and persistent deficits (Sk 5.4 billion or
0.7 percent of GDP in 1998) are attributed primarily to the significant growth of expenditure,
which is not matched by similar increases in revenues (owing to significant revenue arrears
and weakness in revenue administration noted below). Expenditure had been rising at a very
fast pace until 1997, because of the inability to effectively contain costs in a system with an
oversupply of physicians and hospitals, increasing pharmaceutical prices, and few constraints
on the utilization of services (World Bank (1999)). Despite the moderate containment of
expenditure in 1998—following a number of steps taken by the Ministry of Health to
establish a better control over costs—the sector is still facing serious problems. The very
high level of payments arrears by the Health funds (Sk 12 billion at end-1998), combined

% The retirement age (55-60 for men and 53—57 for women) is low and savings through
private pension funds is underdeveloped.
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with large arrears on the revenue side (Sk 14 billion at end-1998)—particularly those
associated with companies in bad financial position which stop making social security
contributions for their employees—creates a vicious circle of indebtedness. Moreover, the
projected increase in the aging population over the longer term is expected to have a
significant impact on the demands on the health sector, thus raising concerns about the
sustainability of the current system and making the case for the reforming of the system
before the longer-term pressures materialize.

116. 1In this connection, a medium-term strategy would have the task of addressing these
weaknesses so as to alleviate the potential risks of deterioration in the quality of the provided
services and, in turn, in the health status of the population. Useful elements of that strategy
could, among others, include: (i) reviewing of the collection system and increasing
compliance with payments of contributions; (ii) developing a system of risk-related
premiums with transparent and reasonable cross-subsidization,; (iii) discouraging
unwarranted patient demand, perhaps through demand-side incentives for cost control, such
as deductibles and co-payments; and (iv) improving the cost structure of health facilities.”

Unemployment benefits

117. Unemployment benefits are administered by the Employment fund—operated under
the National Labor Office—and spending on those benefits is just above one percent of GDP.
This level of slpending is relatively low, given the current rate of unemployment of

16.5 percent.”” The main reasons for the low spending are: (i) the limited duration of
unemployment benefits—a maximum of 6 months for those with less than 15 years of service
and 12 months for the ones with longer service history; (ii) the fact that unemployment
benefits are quite modest—60 percent of the previous salary for the first 3 months and

50 percent thereafter, with a maximum which is just under one half of the economy-wide
average monthly earnings’>; and (iii) the fact that that only about one-quarter of job-seekers
(including those in training programs) receive unemployment benefits.

118.  Although there are currently no significant concerns about the financial position of
the Employment fund, a medium-term strategy could usefully address some issues.
Unemployment benefits affect job search behavior and thus the length of unemployment

7 The government has indicated its intention to request assistance from the World Bank in
these areas.

7! Spending on unemployment (as a share of GDP) is generally around three or four times as
high in western European countries with comparable unemployment rates (OECD (1999)).

2 This compares with an average initial replacement rate—i.e., initial unemployment benefit
divided by the previous earned income—of 61 in the Euro area, 73 in the other EU countries,
60 in the US, and 73 in Switzerland (IMF (1999)).
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spells and the average level of unemployment depends not only on their generosity, but also
on the way they are administered. In this regard, there is a need for imposing strict criteria for
eligibility or for availability for work. This becomes more important as over the medium-
term, and despite projected declines, unemployment will remain high for some years to
come.

Capital expenditure

119. Despite a decline to about 6 percent of GDP in 1998, capital expenditure remains
very high compared with other transition economies (Table III-5). This is the result of a rapid
expansion in public investment spending in recent years. Particular emphasis was given to
the road sector—the construction of major east-west and north-south highway links—which
aimed at improving transportation infrastructure but also creating employment in the
construction sector. Highway construction has been financed mainly through borrowing and
transfers from the state budget. As for the composition of borrowing, there has been a shift
from domestic financing to foreign borrowing—under government guarantees (see below).
Encouraging more participation by the private sector in the building and maintenance of
roads could contribute to a medium-term strategy of reducing the share of government capital
expenditure in GDP. .

Net lending

120.  Over the past few years, the government has been providing guarantees for a large
share of the borrowing of enterprises in support of their investment activities. However, in
1998, the government incurred a cost of Sk 2.3 billion for called guarantees, and, owing to
the deteriorating performance of enterprises, it may face very high potential obligations
associated with debt service payments of those enterprises.”” At the same time, additional
costs are going to be imposed by the potential obligations for bonds that have been issued by
the National Property Fund to compensate the holders of privatization vouchers after the
mass privatization program was canceled. Those bonds—with a face value of Sk 28 billion—
are going to mature at end-2000. To help deal with this very high level of liabilities on the
government accounts, a medium-term strategy would benefit significantly from an
accelerated program of privatization of the government’s holdings in state enterprises,
accompanied by timely adjustments in administrative prices and pressure from the
government on enterprises to reduce operating costs and thereby meet debt service
obligations on loans guaranteed by the government.

" The budget includes a provision of Sk 4.2 billion for expenditure related to guarantees that
might be called in 1999.
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Other Issues

121.  Over the medium term, Slovakia will face a number of other changes which fiscal
policy will need to take into account. These include bank and enterprise restructuring and
efforts aimed at EU accession. In addition, several reforms to the medium-term fiscal process
could be helpful and are under active consideration by the government.

Bank restructuring

122. Bank restructuring is going to be a prominent issue over the next few years. This
process will include undertaking operations to clear up bad loans and recapitalize and
privatize problem banks. The costs of these operations are expected to be significant, and
they need to be recorded transparently in the fiscal accounts.”* As noted above, the first-
round effects involve the spending pertaining to the operation itself: the transfer of funds to
the banks and the interest paid on bonds issued in the recapitalization operation. However, as
Lane (1996) indicates, there might be important fiscal and monetary secondary effects
resulting from the way the operation influences banks’ behavior, and thus the flow of bad
loans. The nature of these effects—which are more difficult to quantify—depends on the
extent to which there are accomPanying changes associated with moral hazard problems and
_incentives for prudent lending.”

Enterprise restructuring

123.  Accelerated public enterprise reform is also an important element of the
government’s medium-term agenda. Although such reform could have some fiscal
implications over the medium-term (arising from labor shedding and its effect through
severance pay and lower personal and social security taxes), it would also contribute to fiscal
adjustment. In this regard, improved profitability of public enterprises would boost dividend
payments to the budget and reduce the need for direct budget support, including through
government guarantees on enterprise borrowing. The government’s medium-term strategy

7 See Daniel, Davis, and Wolfe (1997) for a review of problems with current practices in
accounting for these costs and a new recommended approach.

7> In all, the extent to which the resulting increase in the fiscal deficit implies a more
expansionary fiscal policy is difficult to gauge. Indeed, several authors have argued that the
fiscal cost of bank recapitalization could be an illusion: Calvo and Frenkel (1991) on the
basis that a government transfer to recapitalize state-owned banks involves no net transfer for
the public sector; Begg and Portes (1993) in the sense that the money disappeared from the
state finances when the bad debts were incurred and not when this was acknowledged,
Fleming (1994) since the interest received by depositors is really being paid by the
government; and Lane (1996) on the basis that fiscal costs are incurred regardless of whether
or not recapitalization takes place.
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includes useful elements for the rehabilitation of enterprises, and the improvement of
bankruptcy procedures and corporate governance, which could have important fiscal
consequences of a positive nature.

EU accession

124. Slovakia’s efforts for accession to the EU have gathered momentum recently and it is
important for a medium-term strategy to be cast in a way that the associated costs and
benefits are taken into account. In this context, sustainable fiscal adjustment is very
important as achieving and maintaining macroeconomic stability could be linked to
accession. In addition, a key requirement set by the EU for accession candidates is that they
have functioning market economies and demonstrate the capacity to manage economic policy
consistent with the obligations of EU member-states. On the fiscal side, this means the ability
to conduct fiscal policy with standard tools, standard revenue and expenditure categories, and
budget accounting. It also means that countries eventually avoid any from of direct central
bank financing of government deficits. Compliance with these guidelines as well as building
up necessary infrastructure prior to accession would entail some costs. On the other hand,
revenue is going to be favorably affected by EU transfers that could be used for agricultural
support and for creating necessary infrastructure. These transfers have been a significant

_ source of revenue for some members (Greece, Portugal, and Spain) and are expected to also
be high for countries that are included in the first wave of entrants (projected at about an
annual 0.5 percent of GDP for the period leading up to accession in the case of Hungary).

Medium-term budget process

125. Developing a medium-term fiscal program also requires an appropriate institutional
setting. To this end, the government is in the process of developing methods to strengthen the
budgeting process, including by formulating a given year’s fiscal policy within a medium-
term framework. In addition, it recognizes the need to improve and consolidate the accounts
of extrabudgetary and social security funds, to compile fiscal information more frequently
and comprehensively, and to put mechanisms in place to better control fiscal activities.
Projections of tax receipts and the preparation and regular updating of medium-term fiscal
projections are also essential in upgrading the capacity for budget preparation and
implementation.”®

D. Medium-term Fiscal Scenarios

126. Two alternative scenarios have been prepared (an adjustment scenario and a passive
scenario), in order to provide a quantitative basis to illustrate fiscal consolidation and the

7 The government has already requested technical assistance from the Fund for developing
mechanisms for improving the monitoring, control, and consolidation of general government
accounts, as well as for shifting to fiscal planning over a two- to three-year horizon.
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means to achieve it. Building upon the results of the analysis of the previous section, which
identified some detailed fiscal considerations that Slovakia should take into account in the
medium-term, the two scenarios are cast in the context of an integrated macroeconomic
framework which attempts to ensure consistency between projections of the real, fiscal,
monetary, and balance-of-payments sectors.

127.  The adjustment scenario is broadly consistent with the government’s strategy for
1999 as outlined in the budget and as reinforced by the recent fiscal package. This scenario
assumes, beginning in 1999, strong fiscal adjustment and a reduced role of the state in the
economy, as well as the accelerated implementation of major structural reforms, including
privatization. On the other hand, the passive scenario assumes much weaker fiscal adjustment
and a slower pace of structural reforms.

128. The adjustment scenario targets achievement of a sustainable external position and
durable economic growth of 4% to 5 percent during 2001-2003. Following a substantial
fiscal adjustment in 1999—which leads to a decline in the general government deficit to
under 3 percent of GDP—further adjustment takes hold in later years so that the deficit falls
to 0.6 percent of GDP by the end of the period (Tables III-8 and III-9, and Figure I11-6). The
driving force of the fiscal adjustment is a decline in the expenditure of the general
government: indeed, this scenario illustrates a bold and ambitious effort, with expenditure
falling to about 39 percent of GDP by 2003 from about 48 percent of GDP in 1998.”” This
permits a decline in the tax burden to 33 percent of GDP by 2003 from 37 percent of GDP in
1998, and in the general government revenue to 38 percent of GDP by 2003 from 42 percent
of GDP in 1998.7°

129.  Achieving the envisaged decline in government expenditure will clearly not be easy,
confronting the authorities with difficult decisions. However, Table III-8 (which shows the
operations of the state budget) and Table III-9 (which shows the operations of the general
government) aim to provide some guidance. Drawing on the expenditure analysis of
Section C—which pointed out the relatively high spending on general government
administration and subsidies, as well as certain desirable aspects of cutting and reforming

77 There are a number of countries with successful episodes of significant fiscal adjustment,
primarily originating from dramatic expenditure cuts. For example: (i) in Ireland during
1985-91, primary expenditure was reduced to 34 percent of GDP from 41 percent of GDP,
while tax revenue declined to 34 percent of GDP from 36 percent of GDP; and (ii) in
Hungary during 1994-96, the primary balance improved by almost 7 percentage points,
owing to a decline in primary expenditure to 38 percent of GDP from 45 percent of GDP.

78 The declines in the expenditure-, revenue-, and tax-to-GDP ratios would bring them in line
with the ones for countries of similar per capita income levels, as noted in footnotes 53 and
63 above. Of course, for a given fiscal target, there would be less room for revenue reduction
were expenditure reduction to be less ambitious.
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Figure I1I-6. Slovak Republic: Medium-term Fiscal Scenarios--Government Budgetary Operations
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social expenditure and scaling back capital outlays—expenditure restraint could be
considered in several areas

A
130. In line with Tables III-8 and III-9, the authorities might consider:” (i) a reduction in
general administration expenditure, including wage moderation and civil service reform, to
11.6 percent of GDP by 2003 from 13.9 percent of GDP in 1998; (ii) rationalization of state
benefits and social assistance programs, by strengthening eligibility criteria and means
testing for those benefits, accompanied by moderate pension increases for the Pension funds,
so as to reduce social transfers to 13 percent of GDP by 2003 from 15 percent of GDP in
1998; (iii) rationalization of expenditure of the Health Funds—including the introduction of
larger copayments for users of public health services—so as to reduce expenditure of these
funds to 5.3 percent of GDP by 2003 from 6.5 percent of GDP in 1998; (iv) timely
adjustments in administrative prices and pressure from the government on enterprises to
reduce operating costs and thereby meet debt service obligations on loans guaranteed by the
government (see paragraph 131 below); (v) lower subsidies (equivalent to 2.7 percent of
GDP in 2003 compared with 3.7 percent of GDP in 1998), reflecting adjustments in
administrative prices; and (vi) rationalization of capital spending in the state budget and of
investment expenditure of the extra-budgetary funds (especially the Road fund), coupled with
increased private sector participation in the building and operation of major infrastructure
projects—these could contribute to a reduction in capital expenditure of the general
government to 3.4 percent of GDP by 2003 from 6.1 percent of GDP in 1998.

131.  Otherwise, on the expenditure side, the fiscal costs of bank restructuring are
accounted for: these costs (equivalent to about 1 percent of GDP annually) include the
interest on government bonds to bring the problem banks’ net worth to zero and to
recapitalize these banks bringing their capital-adequacy ratio to international standards. As an
offsetting factor, net lending declines sharply to 0.1 percent of GDP by 2003 from

0.7 percent of GDP in 1998, reflecting the decline in the amount of government guarantees
that are called and future privatization. Finally, it is assumed that the National Property Fund
exchanges its bonds maturing at end-2000 (some Sk 28 billion) for shares in the Gas and
Electricity Companies.

132. Revenues are lowered by the reform of the personal income tax and reductions in the
corporate income tax, as well as lower personal and social security taxes (including because

" These measures are broadly in line with the objectives of the government’s fiscal package
that was announced in May 1999, which contained important expenditure measures that
would underpin medium-term fiscal consolidation. These included continued rationalization
of social benefits beyond 1999, reform in the pension system (including through an increase
in the retirement age), significant reduction in the government payroll beginning in 2000, and
establishing mechanisms to provide better control over the expenditures of the
extrabudgetary and social security funds. At the same time, further adjustments in
administrative prices were envisaged.
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of labor shedding in the restructured enterprise sector). However, revenue capacity is
favorably affected by growing economic activity, increases in enterprise profitability,
strengthened efforts to reform the tax system, and significant improvements in tax
administration. Specific revenue measures, which are broadly consistent with the main
elements of the government’s program for 1999 and whose impact is presented in

Table III-9, include:® (i) an increase in the lower VAT rate and a reduction in the higher
VAT rate to bring them in line with rates in EU countries; (ii) taxation of electricity at the
higher VAT rate—the combined effect of these measures pertaining to the VAT would
contribute to a gradual reduction in the VAT collection to 7.3 percent of GDP by 2003 from
7.7 percent of GDP in 1998, (iii) a gradual reduction in the corporate income tax rate such
that tax collection would drop to 2.6 percent of GDP by 2003 from 3.6 percent of GDP in
1998; (iv) reform of the personal income tax, including an adjustment in the personal income
tax brackets and a subsequent move toward a global personal income tax, leading to a decline
in personal income tax collection to 5.4 percent of GDP by 2003 compared with 5.9 percent
of GDP in 1998; (v) increases in excise taxes so as to bring them in line with taxes in EU and
other transition countries, thus leading to an increase in excise collection to 3.8 percent of
GDP by 2003 from 3.2 percent of GDP in 1998; (vi) introduction of a tax on motor vehicles;
(vii) increases in administrative and other fees; and (viii) better tax administration and
compliance of taxpayers, particularly regarding the personal income tax, social security
contributions, VAT, and excises.

133.  The fiscal adjustment effort is expected to be accompanied by several positive
developments. In particular, the adjustment scenario envisages a continued narrowing of the
external current account deficit throughout the period (Table III-10). Fiscal adjustment helps
restrain import demand, while strong export growth also contributes to external adjustment
while raising economic growth. In addition, public debt declines to 26 percent of GDP by
2003 from 31 percent of GDP in 1998, thus also facilitating the reduction of the debt service
over the medium term. The reduction in the general government deficit is also reflected in the
increase in government savings over the period to almost 3 percent by 2003.

134. In the passive scenario, it is assumed that the fiscal deficit remains large and
following a temporary decline to 4.2 percent of GDP in 1999 it expands to close to 6 percent
by 2003 (Figure ITI-6). The expansion of the fiscal deficit under the passive scenario reflects:
(i) continued high interest costs owing to very high borrowing costs; (ii) a need for the
government to make payments for enterprises whose guarantees are called; (iii) costs of bank
restructuring, which are higher than in the adjustment scenario owing to higher interest rates;
(iv) low revenue capacity owing to weak economic activity; (v) further declines in enterprise
profitability; and (vi) a slow pace of privatization. All these factors would put significant

%% In addition to the measures mentioned in paragraph 95, which pertain only to 1999, the
government’s fiscal package that was announced in May 1999 contained the following
important medium-term revenue measures: a reform of the personal income tax, a reduction
in the upper VAT rate, and a lowering of the corporate income tax.
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strains on the budget and would thus leave hardly any room for streamlining the tax structure
and lowering interest rates.

135. The absence of an adjustment effort in the passive scenario would have other negative
consequences (Table ITI-10). With increasing inflationary pressures and high interest rates,
growth would likely stagnate at significantly lower rates than in the adjustment scenario
during the period 2000~03. Public debt would rise to 36 percent of GDP, and the government
would continue to absorb a big part of national savings. In addition, high interest payments
suggest continued vulnerability of the budget to changes in macroeconomic conditions.
Associated with the deterioration in the fiscal position is a widening in the current account
deficit to an unsustainable level of almost 10 percent of GDP by 2003. Of course, this
scenario assumes the availability of sufficient external financing. In case of sizeable
shortfalls in this financing, the country could experience some combination of a rapid
depletion of the NBS’ reserves, large currency depreciation, rising interest rates, and weaker
economic activity.

E. Concluding Remarks

136.  The preceding analysis has identified a number of important considerations that
would need to be taken into account in designing a program of continued fiscal consolidation
over the medium term. Reducing the tax burden is one key priority, and in line with the
intentions of the Slovak authorities. But achieving a significant reduction in taxes—and
revenues more broadly—will require a determined effort to reduce government expenditure
and the role of the state in the economy. It will also involve difficult policy decisions. Efforts
to scale back expenditure could focus on a medium-term plan for civil service reform and
rationalization; increasing the efficiency and targeting of social spending; reforming
budgeting and control systems, including by ensuring transparency and accountability; and
reducing state involvement in the construction of large-scale infrastructure projects, while
encouraging more participation by the private sector in the building and maintenance of those
projects.
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Table III-1. Slovak Republic: Fiscal Operations of the Consolidated General Government, 1993-98

(In percent of GDP)
1993 1994 1995 1996 1997 1998
Estimate
Total revenue 45.5 46.5 48.7 47.7 44.9 42.4
Tax revenue 37.5 38.8 42.0 41.1 38.4 371
Personal income tax 4.0 4.1 4.5 52 5.6 5.9
Corporate profit tax 6.1 72 6.8 6.0 3.7 3.6
Sacial security contributions 11.9 11.7 13.9 14.8 14.4 14.0
VAT 7.6 8.4 10.1 8.5 8.4 17
Excises 4.3 4.8 3.9 3.8 3.4 3.2
Import duties and surcharge 1.2 1.6 1.7 1.7 2.0 1.6
Other 2.2 0.9 1.1 1.1 1.0 1.0
Nontax revenue 8.1 7.6 6.7 6.6 6.4 53
Total expenditure 52.8 47.8 483 49.0 50.1 48.3
Current expenditures 46.4 42.6 43.6 43.1 42.3 41.5
Gross wages 4.4 3.8 5.5 5.8 7.7 7.9
Other goods and services 133 10.6 11.0 8.8 74 6.0
Social transfers 16.3 14.8 15.6 15.8 14.3 15.0
Health care 44 5.2 53 6.4 7.0 6.5
Subsidies 4.8 42 33 42 4.0 37
Interest 3.2 3.9 2.4 22 1.9 2.4
Net lending 0.4 0.7 0.1 -0.1 0.7 0.7
Investment expenditures 5.9 4.5 4.9 6.1 7.0 6.1
Overall balance -1.2 -1.3 0.4 -1.3 -5.2 -6.0
of which:
State budget -6.9 -1.1 -0.5 -1.9 -2.6 2.6
Local authorities 0.1 -0.2 0.1 0.2 0.1 -0.2
Social security system 0.0 0.7 0.8 0.9 -0.8 -1.1
Extrabudgetary funds 0.1 -0.2 0.0 -0.6 -1.8 -1.2
Extrabudgetary projects and NPF -0.5 -0.5 -0.1 0.2 -0.2 -0.9

Sources: Ministry of Finance; and staff estimates.



Table III-2. General Government Revenue in Selected Transition Countries 1/

(In percent of GDP)
Slovak Republic Bulgaria Czech Republic Hungary Poland Romania Slovenia
Total revenue 42.4 31.0 41.5 42.9 45.0 30.7 44.6
Tax revenue 37.1 26.6 36.8 40.7 38.3 26.8 40.4
Personal income tax 5.9 4.0 5.2 6.4 9.2 5.6 6.7
Corporate profit tax 3.6 5.0 3.7 23 3.1 43 1.2
Social security tax 14.0 6.9 15.6 13.4 9.5 7.1 15.6
Value-added tax 7.1 6.1 6.6 82 7.8 47 0.0
Excise tax 32 2.1 3.7 4.1 43 1.7 13.4
Import taxes 1.6 2.1 0.7 1.3 2.6 1.3 2.0
Other taxes 1.0 0.4 1.2 5.0 1.9 2.1 1.6
Non-tax revenue 2/ 4.2

53 4.4 4.7 23 6.7 3.9

Sources: Various Recent Economic Development Reports, International Monetary Fund.

1/ Data pertain to 1998 for the Slovak and Czech Republics and Hungary, to 1997 for Bulgaria, Romania, and Slovenia, and to 1996 for Poland.
2/ Includes capital revenue in the cases of Poland, Romania, and Slovenia.

_.171...
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Table I11-3. Slovak Republic: Value-added and Corporate Income Tax Rates in Selected Countries

(In percent)
Value-added tax Corporate income tax
Lower rates Standard rate

EU Countries
Austria 10, 12 20 34
Belgium 1,6,12 21 40 1/
Denmark 25 34
Finland 6,12,17 22 28
France : 21,55 20.6 36.7-40 2/
Germany 7 16 30-45 3/
Greece 4,8 18 35-40 4/
Ireland 3.6,10,12.5 21 32
Italy 4,10, 16 19 37
Luxembourg 3,6,12 15 30
Netherlands 6 17.5 35-37
Portugal 5,12 17 34
Spain 4,7 16 25-35 5/
Sweden 6,12,21 25 28
United Kingdom 17.5 30
Central European Countries
Czech Republic 5 22 35
Hungary 12 25 18
Poland 7,12 22 34
Slovak Republic 6 23 40
Slovenia 6/ 5 20 20

Source: International Bureau of Fiscal Documentation.

1/ Effective rate; it comprises a corporate income tax rate of 39 percent and a 3 percent austerity surcharge.
2/ Effective rate; it comprises a corporate income tax rate of 33.3 percent and a surtax of 10-20 percent.
3/ The lower rate applies to distributed profits and the higher rate to retained profits.

4/ The higher rate applies to companies in the Athens Stock Exchange and the lower rate to other companies.

5/ The lower rate applies to non-resident companies and the higher rate to resident companies.
6/ The rates in the value-added columns pertain to a general sales tax.
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Table II-4. Slovak Republic: Social Contribution Rates in Selected Countries

(In percent of gross labor income)

Employer's Employees'
Contribution Contribution Total
Slovak Republic 38.0 12.0 50.0
Health 10.0 3.7 13.7
Sickness 34 14 48
Pensions . 216 59 275
Unemployment 3.0 1.0 4.0
Czech Republic . 35.0 12.5 47.5
Health . 9.0 45 13.5
Sickness 33 1.1 4.4
Pensions 19.5 6.5 26.0
Unemployment 32 04 3.6
Hungary 33.0 8.0 41.0
Health 11.0 3.0 14.0
Sickness
Pensions 22.0 5.0 27.0
Unemployment
Poland 16.7-24.4 18.7 35.4-43.1
Health and Maternity 0.0 2.5 2.5
Disability ] 6.5 6.5 13.0
Pensions 9.8 9.8 195
Injury 04-8.1 0.0 0.4-8.1
Slovenia 155 22.1 376
Health 6.4 6.4 12.8
Maternity 0.1 0.1 02
Pensions 89 15.5 24.4
Unemployment 0.1 0.1 0.2
European Union 1/ 23.6 12.9 36.5
Western Europe 2/ ' 2211 11.7 338
OECD 3/ 16.2 8.6 24.8

Sources: International Bureau of Fiscal Documentation; and World Bank (1998).

1/ Unweighted average of the European Union countries (excluding Denmark).
2/ Unweighed average of European Union countries (excluding Denmark) and Iceland, Norway, and Switzerland.
3/ Unweighed average of Western Europe (as defined above) and Australia, Japan, Mexico, New Zealand, and the US.
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Table III-6. Slovak Republic: Social Security System Expenditure, 1995-98
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1995 1996 1997 1998
Estimate
(In millions of koruny)

Total expenditure 108,178 127,510 139,355 154,496
Health funds 27,456 36,712 45,876 46,982
Social transfers 80,722 90,798 93,479 107,514

Pensions 43,323 46,089 51,000 56,884

Unemployment benefits 5,480 7,354 7,089 7,773

Sickness benefits 5,708 7,388 8,115 8,976

Social assistance 1/ 11,328 13,659 10,951 16,370

State benefits 14,884 16,308 16,324 17,512
(In percent of GDP)

Total expenditure 20.9 22.1 213 215

_ Health funds 53 6.4 7.0 6.5
Social transfers 15.6 15.8 14.3 15.0

Pensions 8.4 8.0 7.8 7.9
Unemployment benefits 1.1 1.3 1.1 1.1
Sickness benefits 1.1 1.3 12 13
Social assistance 1/ 2.2 24 1.7 23
State benefits 29 2.8 25 2.4

Sources: Ministry of Finance; and staff estimates.

1/ Includes transfers to individuals and non-profit insitututions.
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Table 111-7. Slovak Republic: Characteristics of the Pension System, 1993-98

1993 1994 1995 1996 1997 1998
Pensioneers (in thousands) 1,368 1,381 1,382 1,387 1,398 1,410
of which; Old-age 707 716 723 732 760 772
Disability 220 223 223 225 225 225
Widows 286 288 291 293 294 296
Working persons receiving pensions (in thousands) 91 76
Pension expenditure (in Sk million) 32,737 39,326 43,323 46,089 51,000 56,884
of which: Old-age 20,178 23,051 26,930 30,034 33,485 37,554
Disability 5,739 6,739 7,832 8,656 9,588 10,592
Widows 4,040 4,699 2,424 5,984 6,471 7,150
Pension expenditure (in percent of GDP) 8.9 8.4 8.4 8.0 7.8 79
Average monthly pensions (in Sk)
Old-age 2,367 2,852 3,102 3,479 3,846 4,223
Disability 2,247 2,714 2,950 3,305 3,647 4,041
Widows 1,255 1,431 1,594 1,734 1,886 2,073
Replacement rate of average old age pension
and average gross wage (in percent) 47.1 48.4 46.1 45.7 44.7 453
Age Structure of Population (in percent of total)
0-14 years 235 229 223 217 21.0
Productive age - 59.1 59.5 60.2 60.7 61.0
male 15-59 years 30.6 30.8 31.2 31.5 32.0
female 15-34 years 28.5 28.7 29.0 29.2 29.0
Post-productive age 17.4 17.4 17.5 17.6 18.0
male over 60 years 6.1 6.1 6.1 6.1 6.0
female over 55 years 113 11.3 114 11.5 12.0

Sources: Ministry of Labor, Social Affairs and Family; Ministry of Finance; and staff estimates.
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Table IT-8. Slovak Republic: Medium-Term Adjustment Scenario--Govemnment Budgetary Operations, 1998-2003

(In percent of GDP)
1998 1999 2000 2001 2002 2003
Estimate Staff Projections

Revenue 23t 224 222 217 214 212
Tax revenue 21.3 20.1 19.9 19.5 19.2 19.0
Income, profit and capital income taxes 8.6 8.1 7.9 15 12 7.1
Personal income tax 4.1 4.1 39 3.7 36 3.6
Corporate income tax 34 2.9 29 2.7 25 24
Withholding tax on capital income 1.1 1.1 1.1 1.1 11 1.1
Property taxes 0.2 02 0.2 0.2 0.2 0.2
Domestic taxes on goods and services 10.9 11.0 111 111 111 11.0
Value added tax 7.7 7.7 7.6 7.4 7.3 73
Excise tax 32 ) 33 35 36 38 38
Taxes on international trade 16 0.8 0.7 0.7 0.7 0.7
Customs duties [the} 0.7 Q07 0.7 0.7 0.6
Import surcharge 0.9 0.0 0.0 0.0 0.0 0.0
Nontax revenue 1.8 23 23 22 22 22
Expenditure and net lending 25.7 243 232 22.3 219 21.5
Expenditure 25.4 242 232 224 22.0 21.6
Current expenditure 202 19.9 19.2 18.5 18.2 17.9
Budget and subsidized organizations 114 11.0 103 10.2 10.2 102

Gross wages 7.3 6.9 6.4 63 6.3 6.2

Goods and services 41 4.1 3.9 3.9 39 39
Subsidies 20 18 1.7 1.6 1.6 1.5
Social expenditures 44 4.1 38 3.7 3.7 3.7
Transfers to individuals & non-profit institutions 2.0 19 18 1.7 1.7 1.7

State benefits 2.4 2.2 2.1 2.0 2.0 2.0
Interest 23 3.0 34 3.0 2.8 2.6
Bank restructuring 0.0 0.0 1.1 1.1 1.0 0.9
Capital expenditure 1.6 1.1 1.0 0.9 0.9 0.9
Intragovernmental transfers 3.6 32 3.0 3.0 29 2.8
To local authorities 03 0.2 0.2 0.2 0.2 0.2

To social security sector 1.6 1.5 1.4 1.4 14 1.4

To other extrabudgetary sectors 1.7 1.4 1.4 1.3 1.3 13

Net lending 03 0.1 0.0 -0.1 -0.1 -0.1
Lending and guarantees 0.3 0.8 0.6 0.6 0.5 0.5
Repayments 0.0 0.7 06 0.7 0.6 0.6
State budget overall balance -2.6 -1.9 -1.0 -0.6 -0.5 -0.3
Rest of general government balance <33 -1.0 T -08 -0.6 -0.5 -0.3
Extrabudgetary funds balance -1.2 -0.3 -02 -0.1 -0.1 0.0
Social security funds balance -1.1 -0.7 -0.6 -0.5 -0.4 0.2
Local governments balance -0.2 0.0 0.0 0.0 0.0 0.0
Extrabudgetary projects and NPF 0.9 0.0 0.0 0.0 0.0 0.0
Consolidated general government balance -6.0 -2.9 -1.8 -1.2 -1.1 -0.6
Revenue 2.4 40.7 40.1 35.4 387 38.2
Expenditure 483 43.6 42.0 40.6 39.8 388

Sources: Ministry of Finance; and staff estimates and projections.
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Table I11-9. Slovak Republic: Medium-Term Adjustment Scenario--Operations of the General Government, 1998-2003

(n percent of GDP)
1998 1999 2000 2001 2002 2003 '
Estimate Staff Projections
Total revenue 42.4 40.7 40.1 3%9.4 38.7 332
Tax revenue 37.1 351 347 34.0 334 33.0
Personal income tax 5.9 5.9 57 5.5 5.4 5.4
Corporate profit tax 36 3.1 3.0 2.9 2.6 2.6
Social security contributions 14.0 133 13.1 13.0 1238 12.5
VAT 17 © 17 7.6 7.4 73 73
Excises 32 33 35 3.6 38 38
Import duties and surcharge 1.6 0.8 0.7 0.7 0.7 0.7
Other 1.0 1.0 1.0 0.9 09 09
Nontax revenue 53 5.6 55 54 53 5.2
Total expenditure 43.3 43.6 42.0 40.6 39.8 3838
Current expenditures 41.5 39.2 38.0 36.9 36.2 353
Gross wages 79 74 6.9 6.8 6.8 6.7
Other goods and services 6.0 52 5.0 5.0 49 49
Social transfers 15.0 14.3 13.9 13.5 133 13.0
Health care 6.5 59 5.7 5.6 5.4 53
Subsidies 3.7 32 3.0 29 2.8 2.7
Interest 2.4 31 35 3.1 29 2.7
Net lending 0.7 0.4 0.2 0.1 0.1 0.1
Investment expenditures 6.1 4.1 38 3.6 35 34
Overall balance -6.0 -2.9 -1.8 -1.2 -1l -0.6
of which:
State budget -2.6 -1.9 -1.0 -0.6 -0.5 -03
Local authorities -0.2 0.0 0.0 0.0 0.0 0.0
Social security system -1.1 -0.7 -0.6 -0.5 -0.4 -0.2
Extrabudgetary funds 12 03 02 0.1 0.1 0.0
Extrabudgetary projects and NPF -0.9 0.0 0.0 0.0 0.0 0.0

Sources: Ministry of Finance; and staff estimates and projections.
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IV. EXTERNAL CURRENT ACCOUNT PERFORMANCE IN THE
SLOVAK REPUBLIC: A BRIEF RETROSPECTIVES!

A. Introduction

137. The large external current account deficit in Slovakia has been a major economic
concern. The deficit exceeded 10 percent of GDP each year from 1996 to 1998, and must be
reduced significantly if the risks of a balance of payments crisis are to be reduced
significantly. With negligible inflows of non-debt-creating capital, the deficit has been
financed primarily by large external borrowings, which has led to explosive foreign debt
dynamics. Moreover, the persistently high current account deficits and fiscal deficits that
have accompanied them have adversely affected the market’s assessment of Slovakia’s credit
risk. Over the past 12 months or so, all the major credit rating agencies have downgraded
Slovakia’s sovereign debt to below investment grade. This has reduced Slovakia’s access to
international financial markets, and made borrowing more expensive. Moreover, other
vulnerabilities in the economy, such as the weaknesses in the banking and enterprise sectors,
have further impeded capital inflows, thereby making it all the more imperative to deal with
the external current account problem.

138. Reflecting expansionary macroeconomic policies, Slovakia’s output growth in the
1995-98 period was driven by domestic demand, instead of by exports as in the early phase
of the transition process. This made Slovakia’s economy one of the fastest growing among
transition economies (GDP increased annually by more than 6 percent in the 1995-1997
period, and by a still high 4.4 percent in 1998), but also led to high current account deficits.
Strong domestic demand growth reflected lax fiscal policy, and the activities of public
enterprises, as well as strong investment growth in the private sector. Although high
investment rates are usually viewed as desirable, investment in Slovakia was partly driven by
distortionary incentives created during the privatization process, and most investment
apparently did not take place in the tradable goods sector.

139. The counterpart to the boom in domestic demand was rapid import growth, while
export performance was mixed. The latter was comparatively weak during 1996-97, and
accompanied by a loss of external competitiveness resulting mainly from labor market
developments. In 1998, export growth recovered. Moreover, the koruna depreciated in real
effective terms, reflecting productivity gains in manufacturing sector, the slowdown in wage
growth, and the nominal depreciation of the currency.

140.  The rest of this paper is organized as follows: Section II outlines some key aspects of
external current account developments in Slovakia. Section III demonstrates the need for
policy adjustments using a simulation analysis of debt dynamics. Finally, Section IV
provides concluding remarks.

81 Prepared by Uma Ramakrishnan.
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B. Key Aspects of Current Account Developments

141. This section first discusses the various factors that have contributed to the current
account deficits recorded in 1996-98. Booming investment was clearly one key factor. But
while high investment to GDP rates usually at least lessen concerns about current account
deficits, the investment record in Slovakia has not been fully reassuring in this regard. In
particular, a relatively small proportion of investment was undertaken in the tradable goods
sector; for various reasons discussed below, actual investment may have been smaller than
what is recorded in the official statistics; and of the investment that took place, little of it
benefited from foreign participation and know how.

Rapid domestic demand growth and saving-investment behavior

142. Domestic demand, which contracted in the early years after independence (1993-94),
surged by 11 percent in 1995 and by 18 percent in 1996, led primarily by investment
(Table IV-1). The jump in investment—ifrom 23 percent of GDP in 1994, to 28 percent in
1995, and to an exceptionally high level of 39 percent of GDP in 1996—was reflected in the
deterioration of the external current account balance from small surpluses in 1994-95 to a
deficit of more than 10 percent in 1996 (Table IV-2). Investment remained near 39 percent of
GDP in 1997 and 1998. Meanwhile, the ratio of economy-wide saving to GDP was little
changed during 1995-98. The ratios of both investment and saving to GDP were
substantially higher than in other central European economies (Table IV-3).

143.  The reasons behind the investment boom are not fully understood. Some contributing

factors were the following: (i) the pro-investment stance of the government, including special
incentives created under the privatization process, which may have contributed (as discussed

below) to some overrecording of investment; (ii) the government's initiation of huge road and
power infrastructure projects; and (iii) the modernization drive in the large industrial base of

the country, after the newly acquired access to western technology.

144. The absence of an effective wage policy contributed to domestic demand growth, in
particular during 1996-97. In those years, real wages increased by about 7 percent each year.
A wage control law, introduced in the second half of 1997 with the aim of reducing wage
growth, particularly in loss-making enterprises, turned out to be ineffective, and was revoked
in November 1998.

145. Monetary policy was fairly ineffective in containing domestic demand pressures
because of the easy access of Slovak enterprises to foreign borrowing in the 1996-98 period.
Monetary policy, which had been expansionary until mid-1996, was tightened thereafter, as
evidenced by the rise in the average one-month interbank lending rate from 10 percent in the
first half of 1996, to 24 percent in 1997, and 19 percent in 1998. While the ensuing high real
interest rates—the inflation rate remained stable, at about 6 percent—imposed strains on
domestic banks and enterprises, domestic demand pressures were not contained. For
example, when domestic credit growth slowed down from 18 percent in 1996 to about

2 percent in 1997, Slovakia’s enterprises took advantage of their easy access to international
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capital markets, and increased their foreign borrowing, some of which was supported by a
program of government guarantees.

146. From a saving-investment standpoint, the government’s fiscal policy and the
operations of some large public enterprises accounted for most of the large saving-investment
gap of the Slovak economy. The general government deficit deteriorated dramatically in the
1996-98 period, switching from a surplus of 0.2 percent of GDP in 1995 to a deficit of

6 percent in 1998. Moreover, public enterprises substantially contributed to the shortfall of
savings compared with investment. As Table IV-2 suggests, almost all of the savings-
investment gap in the nongovernment sector (which includes the private sector and the state-
owned enterprises) in 1997 and 1998 came from four large state enterpnses reflecting in
addition to high investment, their very low or negative proﬁtablhty

Merchandise trade performance

147.  Against the background of rapid domestic demand, export performance weakened in
1996 and 1997. As shown in Table IV-4, Slovakia’s export growth in these two years was
among the lowest of the central and eastern European transition economies. Moreover,
Slovakia's share in EU imports (the EU is Slovakia’s most important export market) more
than doubled from 0.11 percent in 1993 to 0.29 percent in 1998, but was stagnant in 1996 and
1997. In these two years, the cumulative apprec1at10n of the real effective exchange rate,
based on unit labor costs (ULCs), was 23", percent ? The real apprecxatlon largely reflected
the strong nominal wage growth and a slowdown in productivity growth in those years. The
ULC effects in 1997 were reinforced by nominal effective appreciation of the Slovak
currency of about 6 percent.

148.  Export performance improved substantially in 1998. Export volume growth was an
estimated 12 percent, compared with 1Y% percent in 1997 and 6 percent in 1996. As noted
above, Slovakia also increased its share in the EU market. In addition, the appreciation of the
ULC-based real effective exchange rate was reversed because of the slowdown in wage
growth, a strong recovery in productivity growth, and nominal exchange rate depreciation.

149.  Slovakia’s exports have been heavily concentrated in a narrow industrial base. This
makes Slovakia’s exports sensitive to the performance of a few large exporters. The export
base includes steel, basic chemicals, fuels, and machinery and equipment. Iron and steel, for
example, constitute more than 14 percent of total exports, almost all of it produced by
Slovakia’s largest private company, Vychodoslovenske Zelezarnie, A.S. (VSZ). When the

82 The four enterprises are the Slovakia Post Company, Slovakia Telecommunication
Company, Slovakia Railways, and Slovakia’s Electricity Company. Comparable data for
other enterprises were unavailable.

83 Using valued-added in Slovak manufacturing. The appreciation would have been
somewhat less (22 percent) using gross industrial output.
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company experienced financial difficulties in 1998, as a result not only of a glut in the global
steel market, but also of internal inefficiencies and high indebtedness, this substantially
affected a large share of Slovakia’s exports. In a similar vein, it appears that several large
exporters of chemicals and chemical products, which contributed about 10 percent to total
exports in 1998, have recently been experiencing financial difficulties as a result of
incomplete restructuring, which has also adversely affected their export capabilities. On the
other hand, foreign greenfield investments in some large projects have increased export
capacity of the Slovak economy, particularly in automobile sector, and substantially
contributed to export growth in 1998.

150. Inthe face of strong growth in domestic demand—and investment demand in
particular—import growth was very high in 1996-98. Using the WEO estimate of import
deflators, import volume growth averaged about 14 percent in those three years. Moreover,
such a high rate of import volume growth occurred despite the imposition of import -
surcharges ranging from 7 to 10 percent in 1995 and 1996, and the reintroduction of a

7 percent surcharge in July 1997 (which was fully phased out October 1998).%* Real
exchange rate appreciation in 1996 and 1997 also contributed to higher imports. High
investment activity influenced the structure of imports, as evidenced by the increasing share
of machinery in total imports from less than 30 percent in the 1993-95 period, to more than
35 percent in the 1996-98 period. In addition, higher imports were driven by autonomous
components arising from greater consumer demand for product variety and the higher quality
of foreign consumer goods, which had to be imported in the absence of production in import-
competing industries.

Investment related concerns

151. The investment that took place has been inward-looking in the sense that the tradable
goods sector has not been the recipient of most investment activity. The manufacturing sector
received only about 20 percent of total investment in the period 1994-98 (Table IV-5). At the
same time, this sector accounted for almost 90 percent of total exports, while its share in
GDP was about 25 percent in the period 1994-98. By contrast, recorded investment in
nonmarket services (which includes government services such as public administration and
defense) grew from 13 percent in 1994 to about 18 percent of total investment in 1998, while
its share in GDP was only 13 percent in 1998.

152. Slovakia’s export potential has benefited only modestly from foreign direct
investment (FDI) in existing enterprises. With a highly educated and skilled labor force, and
relatively low wages, privatization of Slovak companies could have attracted significant
amounts of FDI had the government’s privatization policy not discriminated against foreign
investors in favor of domestic managerial groups. As a result, FDI in Slovakia has so far been

8 A 10 percent surcharge was introduced on all consumer goods in 1994; the rate was
lowered to 7% percent in July 1996 and eliminated on January 1, 1997. The 7 percent
surcharge reintroduced in July 1997 was on a broader range of goods.
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much lower than in other central European countries (see Table IV-3). For example, at the
end of 1998, cumulative FDI on a per capita basis was only US$340, or about seven times
less than in Hungary. This has prevented Slovakia from strengthening its export potential
through larger capital injections from abroad, along with better management and
technological know-how. Moreover, poor transparency of the privatization process, absence
of legal protection for the rights of investors, weak market regulations, and reports of
“cronyism” deprived Slovakia of all but a trickle of portfolio investment and deterred
development of a well-functioning capital market.

153.  Finally, the quality (and possibly the measurement) of investment in Slovakia was
adversely affected by the peculiar incentives under the privatization program. Under the
privatization scheme, investors were allowed to reduce their payments to the National
Property Fund (NPF) for the acquired companies if these companies invested in fixed assets.
Such incentives reduced the efficiency of investment, as the cost of investment was often
effectively borne by the NPF. Moreover, since investments that could fall under this scheme
were often not precisely specified, strict enforcement was made difficult. Therefore, it is _
possible that the total investment figures overestimate the underlying productive investment.
Indeed, anecdotal evidence suggests that personal cars of company managers were claimed to
be new fixed investment. Further, under pressure from the former government, the state
banks often provided loans to sustain investment in inefficient enterprises; it is reported that
in so doing, investments may have been diverted away from the most productive enterprises.

Implications of the large and persistent current account deficits

154. Foreign borrowing has been the main source of financing for Slovakia’s current
account deficit, which has resulted in a rapid debt buildup. Gross external debt rose from
only 22 percent of GDP in 1995 to almost 60 percent of GDP in 1998, the highest level
among the transition economies in the region (Tables IV-3 and 1V-6).% Moreover, some

40 percent of the debt is short-term, which increases Slovakia’s vulnerability to crisis. The
hefty foreign borrowings have imposed pressures on the cash flows of enterprises as their
debt-servicing costs more than doubled from 1994 to 1996. Further, the high level of foreign
debt has also made Slovak enterprises vulnerable to the depreciation of the koruna, as
evidenced, for example, by reports of large losses and cash-flow problems in the last half of
1998.

155. The persistent current account imbalances have been a factor that has gradually made
foreign borrowing more expensive and difficult for Slovakia. In downgrading Slovakia’s
sovereign debt to below investment grade in the last 12 months or so, major credit rating
agencies noted external (as well as internal) imbalances. In addition, the default on a

% This includes the “window-dressing” operations of commercial banks, which led them to
increase both short-term external assets and liabilities by about US$2 billion. After excluding
the effect of these operations, the debt stood at about 50 percent of GDP at end-1998, which
is still high compared with neighboring countries.
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US$35 million loan payment by VSZ in November 1998 appeared to signal problems
underlying Slovakia’s enterprises.®® The Russian crisis in August 1998 also caused foreign
investors to become even more cautious. With all these factors making it more difficult to
attract foreign funds, large current account deficits became even more of a problem.

156. The country also exhibits additional economic vulnerabilities, which can further
aggravate risks caused by the large current account deficits. The weak banking and enterprise
sectors, relatively low reserves compared with other transition economies in the region, and
the large stock of both short-term external debt and broad money relative to official reserves
could further discourage foreign capital inflows, thereby compounding Slovakia’s financing
problems.” However, even if the country were able to borrow abroad at spreads near their
levels prior to the debt downgrade, the debt dynamics would still have to be reversed in order
to bring the debt ratios to sustainable and stable levels.

C. Sustainability of the External Current Account

157. This section presents results of a simulation exercise on current account and debt
sustainability that was carried out to demonstrate the medium- and long-term implications of
Slovakia’s current account deficits continuing at their recent levels. Current account deficits
in the simulation period are assumed to be almost completely financed by foreign borrowing,
as nondebt-creating flows in the absence of adjustment would likely remain at low levels.
The country would have to pay interest rates much above benchmark rates, because of the
inherent and perceived risks by lenders. As a result, as Table IV-7 indicates, debt servicing
would begin to use up about one quarter of the export earnings by 2005; and the ratio of debt
to GDP would clearly reach unsustainable levels. Thus, such debt dynamics would have to be
reversed, either by policy measures, or because financing would become unavailable. Indeed,
if external financing under such vulnerable economic conditions were to dry up, the country
would need to run a current account surplus, which would likely be accompanied by harsh
economic and social consequences.

158.  To reverse the debt dynamics—which would also help to attract greater non-debt-
creating inflows—the external current account deficit would need to be reduced substantially
from its current level. In the adjustment scenario shown in Table IV-7, net interest payments
fall rapidly, the debt ratios decline, and the external current account deficit falls to about

2Y4 percent of GDP in the year 2000, and declines further thereafter, to a level that could
easily be financed by non-debt-creating sources. As a result, the debt-to-GDP ratio would be
reduced to about 38 percent of GDP by the year 2005. With declining interest costs,

% VSZ defaulted on the US$35 million syndicated loan in November 1998, when the loan
was called. Subsequently, VSZ defaulted on additional loans that were called, resulting in a
total default of US$210 million, the largest corporate default in central Europe.

%7 Official reserves were equivalent to only a half of the short-term foreign debt, including
medium- and long-term debt falling due.
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additional resources would be released for productive uses, helping to achieve faster and
more sustainable economic growth. Further, structural improvements in the enterprise and
banking sectors, benefiting also from higher FDI, would lead to more efficient production
and higher profitability, which in turn is reflected in improved external competitiveness. The
required reduction in the current account deficit would also benefit from macreoeconomic
adjustment, led by continued fiscal consolidation and a restrained wage policy.

D. Concluding Remarks

159.  Significant actions must be taken to reduce Slovakia’s external current account deficit
from its high levels of the past three years. Such an adjustment effort is all the more
important in circumstances in which external financing prospects have worsened, and the
past investments that helped to generate the external imbalances may not have contributed to
enhancing the future performance of the tradable goods sector in a significant enough way.
Without such an effort, the external current account deficit and the unfavorable debt
dynamics associated with it would clearly leave Slovakia in a very vulnerable position.

160. Thankfully, concerns about this vulnerability have diminished. The recovery of
exports in 1998 and the recent gains in external competitiveness are welcome. The
government’s intention to reduce significantly the deficit of the general government in 1999,
continue with fiscal consolidation in later years, and accelerate structural reforms will, when
fulfilled, be important ingredients in bringing the external current account and associated
debt dynamics to sustainable levels. All this will help lay the basis for durable economic
growth.
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Table IV-1. Slovak Republic: Gross Domestic Product Composition and Growth

1993 1994 1995 1996 1997 1998
(Share of GDP)
Domestic demand 105.5 94.8 98.2 110.5 110.3 111.2
Consumption 78.2 71.7 69.8 71.1 71.6 71.8
Private 53.2 50.4 48.9 49.7 493 50.2
Public 25.0 213 20.9 21.4 22.4 21.6
Investment 274 23.1 28.4 39.4 38.7 394
Fixed investment 327 29.4 274 36.9 38.6 40.8
Change in stocks -5.3 -6.3 1.0 2.4 0.0 -1.4
Exports 61.7 65.1 63.0 58.0 60.7 63.7
Imports 67.2 59.9 61.2 68.5 71.0 74.8
(Percentage change in constant prices)
GDP at market prices -3.7 4.9 6.9 6.6 6.5 4.4
Domestic demand 3.4 -5.7 11.2 17.7 5.7 4.1
Consumption -1.7 -3.6 33 84 6.7 3.5
Private -1.5 0.0 34 6.9 6.3 4.9
Public -2.2 -11.2 3.0 11.8 7.7 0.3
Investment -8.1 -11.8 374 40.8 37 52
Fixed investment -5.4 -4.6 53 39.8 14.5 11.0
Change in stocks 15.0 39.2 -118.4 68.6
Exports -0.5 14.2 3.1 -0.3 o 1 10.8
Imports -0.8 -3.6 9.6 17.4 Y 9.6
Memorandum item:
Gross national saving
(in percent of GDP) 21.8 27.9 30.6 29.7 28.1 29.3

Sources: Slovak Statistical Office; and staff estimates.

1/ Comparable data are not available due to a change in methodology in the compilation of trade data.
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Table IV-2. Slovak Republic: Saving-Investment Balance, 1995-98

1995 1996 1997 1998
(In percent of GDP)
Gross national saving 30.6 29.7 28.1 29.3
Non-government 25.5 25.0 26.3 293
State enterprises 1/ (n.a.) 2.2) 1.5 (0.8)
Government 5.1 4.7 1.8 -0.1
Gross capital formation 284 394 38.7 39.4
Non-government 23.5 333 31.7 334
State enterprises 1/ (n.a.) (5.8) (5.8) 4.4)
Government 4.9 6.1 7.0 6.0
Saving-investment balance 23 -9.7 2/ -10.1 -10.1
(=External Current account)
Non-government 2.1 -8.3 -4.9 -4.1
State enterprises 1/ (n.a.) (-4.2) (-4.3) (-3.5)
Government 0.2 -1.3 -5.2 -6.0

Sources: Slovak authorities; and staff estimates.

1/ Includes Post, Telecommunications, Railways, and Electricity.
2/ Excluding the military equipment shipped from Russia in exchange for a reduction
of Slovak claims, equivalent to 1.5 percent of GDP.



Table IV-3. Slovak Republic: Regional Comparison of Selected Economic Indicators

Slovak Republic Poland Czech Republic Hungary
1995 1996 1997 1998 1995 1996 1997 1998 1995 1996 1997 1998 1995 1996 1997 1998
(In percent of GDP, unless otherwise specified)
Gross national savings 30.6 29.7 28.1 29.3 21.3 19.5 20.8 19.9 29.6 25.3 241 28.4 18.3 23.1 25.9 25.8
Gross investment 28.4 39.4 387 394 18.0 20.5 24.0 24.4 323 329 30.2 30.3 239 26.8 28.1 30.6
Current account balance 2.3 111 1 -10.1 -10.1 3.3 -1.0 3.2 -4.5 -2.7 -7.6 -6.1 -1.9 -5.7 -3.7 2.2 -4.8
General government balance 0.2 -1.3 -5.2 -6.0 -3.3 -36 -33 -30 -1.8 -1.2 21 2.1 6.2 3.1 -4.8 -4.6
Net foreign direct investment 0.8 1.1 0.2 1.1 1.0 2.0 22 4.1 5.0 2.5 1.8 19 10.0 4.8 45 3.1
Total external debt 22.4 40.5 504 583 36.9 30.1 28.4 213 33.8 36.8 40.9 411 70.9 61.0 51.9 56.2
External debt per capita in US$ 728 1,416 1,824 2,208 1,139 1,050 996 1,089 1,664 2,052 2,088 2,243 3,097 2,704 2,340 2,498
Short-term external debt 9.9 15.7 22.1 225 2.0 20 30 20 10.0 11.0 9.0 9.0 7.0 7.0 7.0 7.0
(Percentage change)
Real GDP 6.9 6.6 6.5 44 7.0 6.1 6.9 4.8 6.4 39 1.0 -2.8 1.5 13 4.6 5.1
Inflation, average CPI 10.0 ‘5.8 6.1 6.7 279 19.9 15.1 11.7 9.1 8.8 8.4 10.7 283 23.5 18.3 14.3
Real effective exchange rate relative to 34 6.2 9.5 5.5 44 11.6 7.1 6.2 26 10.1 52 16 -6.9 5.5 9.5 13
deutsche mark, CPI based

Export volume of goods 16.2 6.0 1.5 12.3 23.6 12.0 14.0 11.5 15.8 33 10.8 6.7 49.5 13.2 14.6 21.2
Import volume of goods 20.8 233 2.6 17.8 243 29.9 23.9 189 21.7 11.7 5.3 3.0 21.2 10.4 ‘9.3 21.6
Competiti Indicat: (Percentage change)

Unit labor cost growth 2/ 5.5 140 12.9 -5.0 2.9 9.0 3.0 32 1.5 10.0 0.9 43 -19.1 -3.4 0.6 -8.7

Productivity growth 3/ 5.3 2.5 4.1 115 7.0 10.0 12.1 6.3 11.1 9.6 111 5.6 10.9 9.0 143 133

Real wage growth (PPI based) 3/ 6.0 9.8 75 6.1 5.4 14.5 12.1 8.4 8.7 11.9 8.4 2.6 -3.8 -0.6 3.6 7.4
Sovereign credit rating

Moody's Baa3 Baa3 Baa3 Bal Baa3 Baa3 Baa3 Baa3 Baal Baal Baal Baal Baa3 Baa3 Baa3 Baa2

S&P's BB+ BBB- BBB- BB+ BB BBB- BBB- BBB- A A A- BB+ BB+ BBB- BBB

Fitch IBCA n.a. n.a. BBB- BB+ n.a n.a. BBB BBB+ na. na.  BBB+ BBB+ na. na. BBB

Sources: WEO, Slovak authorities, EBRD, and staff estimates

1/ Includes 1.5 percent of GDP of military equipment shipped from Russia in exchange for a reduction of Slovak claims, which is captured in the BOP accounts as imports but not in the national accounts.

2/ Wages, deflated by productivity index.

3/ In the manufacturing sector.

_-'[6_
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Table IV-4. Slovak Republic: Central and Eastern Europe Exports of Goods

1993 1994 1995 1996 1997 1998
(In billions of DM)

Slovak Rep. 10.5 12.7 14.4 15.5 16.7 18.7
Bulgaria 6.2 6.4 7.7 7.4 8.8 9.2
Croatia 6.5 6.9 6.6 6.8 73 8.1
Czech Rep. 23.5 25.9 30.8 326 385 429
Estonia . 13 2.2 2.7 2.7 36 4.2
Hungary 13.4 12.4 18.4 213 34.1 39.3
Latvia 1.7 1.7 2.0 2.2 3.1 3.4
Lithuania 29 3.2 2.9 5.1 7.3 8.4
Poland 26.1 32.7 41.8 47.5 57.4 63.4
Romania 8.1 9.8 11.3 12.2 14.1 149
Slovenia 10.1 11.1 12.0 12.6 14.1 15.4

(Index 1993=100)

Slovak Rep. 100.0 120.2 136.4 147.4 158.8 177.5
Bulgaria 100.0 103.6 124.3 1194 142.4 149.5
Croatia 100.0 107.1 102.9 105.9 113.1 125.2
Czech Rep. 100.0 110.4 131.0 139.0 163.9 182.9
Estonia 100.0 160.3 198.9 200.5 268.7 314.9
Hungary 100.0 9.5 1373 159.0 253.7 292.8
Latvia 100.0 95.1 112.4 128.4 177.3 195.1
Lithuania 100.0 111.3 103.3 179.9 254.6 294.7
Poland 100.0 125.3 160.0 182.0 219.9 243.0
Romania 100.0 122.0 139.9 151.7 174.6 184.4
Slovenia 100.0 1105 119.0 125.1 140.6 152.9
(Percentage change)
Slovak Rep. 20.2 13.5 8.1 7.7 11.8
Bulgaria 3.6 20.0 -4.0 19.2 5.0
Croatia 7.1 -4.0 3.0 6.7 10.8
Czech 10.4 18.7 . 6.1 17.9 11.6
Estonia 60.3 24.1 0.8 34.0 17.2
Hungary -7.5 48.5 158 59.5 154
Latvia -4.9 18.2 14.2 38.1 10.0
Lithuania 11.3 12 74.1 41.6 15.7
Poland 253 27.6 13.8 20.8 10.5
Romania 22.0 14.7 8.4 15.1 5.7
Slovenia 10.5 7.7 5.1 12.3 8.8

Sources: IMF Direction of Trade Statistics; and staff estimates.
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Table IV-5. Slovak Republic: Investment by Sector

'(In percent of total investment)

1994 1995 1996 1997 1998
Agriculture 4.5 39 3.5 3.5 3.1
Industry 42.1 40.3 35.3 339 38.9
Mining and quarrying 1.8 2.6 28 24 1.1
Manufacturing 20.6 21.3 20.2 19.9 22.1
Electricity, water and gas 197 16.4 123 115 15.6
Construction 3.7 3.1 2.9 2.9 24
Services 36.7 374 393 41.1 38.0
Financial services and insurance 99 10.5 103 9.2 8.5
Real estate 10.0 8.9 - 84 9.1 8.7
Trade and repairs 4.6 4.7 6.1 8.1 8.6
Hotels and restaurants 0.7 0.9 1.2 1.1 0.8
Transport and communications 11.5 12.4 13.2 13.6 11.5
Non-Market Services 13.0 15.2 19.0 18.7 17.6
Public administration and defense 47 6.0 10.4 104 9.7
Education 1.7 2.5 2.5 2.3 2.2
Health and social work 2.6 3.1 3.1 3.0 2.7
Other social services 4.1 3.7 3.1 2.9 3.0
Memorandum items:
Buildings 447 46.6 46.3 41.6 41.6
Machinery 471 50.0 49.9 49,5 49.5
Other 8.2 3.4 3.8 8.9 8.9
Public 51.2 490 495 45.6 41.9
Private 48.8 51.0 50.5 54.4 58.1
Public investment/GDP 16.6 15.7 18.9 17.8 16.6
Private investment/GDP 15.9 16.4 19.2 21.2 22.9

Sources: Slovak authorities; and staff estimates.
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SM/99/160
Corrected: 8/31/99

Table IV-6. Slovak Republic: Capital Flows and Debt Indicators

1995 1996 1997 1998
(In percent of GDP)
A. Capital Flows

Non-debt creating flows, net 2.2 1.6 12 1.2
Foreign direct investment ' 11 11 0.2 1.1
Portfolio investment - 14 0.5 1.0 0.1
Debt creating flows, net 2.8 9.9 8.0 7.4
Medium and long term capital 34 6.2 6.5 7.9
Short term capital 0.5 4.4 1.5 -0.5

B. Debt Indicators
Total Debt 1/ 32.2 40,5 50.4 58.3
Total debt service 5.8 7.4 7.5 8.4
Debt service/Exports of gnfs 9.2 12.8 123 13.2
Medium and long term debt 224 24.8 28.4 35.8
Government+NBS 2/ 11.3 89 82 12.3
Commercial banks 3.0 4.1 35 3.0
Enterprises 8.0 119 " 16.6 20.5
Short term debt 9.8 15.7 22.1 22.5
Government+NBS n.a. 0.0 1.0 0.0
Commercial banks n.a. 7.6 114 10.1
Enterprises h.a. 8.1 9.7 12.4

Sources: National Bank of Slovakia; and staff estimates.

1/ Includes the effects of so-called "window dressing" operations in 1997 and 1998, to
the tune of about US$2 billion, undertaken in response to the NBS' monetary
regulation on banks' net foreign asset positions (now abolished), which led commercial
banks to increase both short-term external assets and liabilities.

2/ Includes a small percentage of municipalities' debt, which is not itemized.
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Table IV-7. Slovak Republic: Different Scenarios on Debt Sustainability

(In percent of GDP, unless otherwise speéiﬁed)

1998 1999 2000 2001 2005
Nd Adjustment Scenario
Trade Balance -11.3 -7.3 -6.8 ~1.9 -6.4
Interest income, net -0.6 2.6 -3.5 -4.0 -6.1
Current Account : -10.1 -8.1 -8.5 -10.1 -10.7
Debt/GDP 58.3 59.2 64.2 70.4 942
Debt Service/GDP 8.4 12.0 11.8 12.5 16.0
Debt Service/Exports of Goods and Services 13.2 18.8 18.6 19.7 252
Debt/Exports of Goods and Services 91.7 93.1 100.9 110.7 148.1
Adjustment Scenario

Trade Balance -11.3 -54 24 2.0 23
Interest income, net 0.6 -1.0 -12 -0.7 -0.1
Current Account -10.1 4.9 23 -1.5 -1.2
Debt/GDP 58.3 56.0 53.7 50.5 38.0
Debt Service/GDP 8.4 10.6 9.4 7.9 6.4
Debt Service/Exports of Goods and Services 13.2 14.2 12.6 10.5 8.5
Debt/Exports of Goods and Services 91.7 74.6 71.6 67.2 50.6

Source: Staff estimates.
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SM/99/160 :
Corrected: 8/31/99

Table Al. Slovak Republic: Gross Domestic Product - Current Prices

1993 1994 1995 1996 1/ 1997 1998

(In billions of koruny)
Domestic demand 389.5 417.6 507.4 636.2 721.4 797.5
Consumption 288.5 3158 360.8 409.5 468.5 514.8
Private : 196.2 221.9 252.7 286.1 3223 360.1
Public 923 93.9 108.1 1234 146.2 154.7
Investment 1010 1018 146.6 226.7 252.9 2827
Fixed investment 120.7 1294 141.5 2127 252.7 292.4
Change in stocks -19.7 -27.6 5.1 14.0 0.2 -9.7
Private 81.9 1214 191.8 207.0 239.8
Government 19.9 252 349 459 429
Net exports of goods and nfs -20.4 229 9.4 -60.5 -67.5 -80.1
Exports of goods and nfs 227.8 286.6 325.8 334.0 396.9 456.8
Imports of goods and nfs 248.2 263.7 316.4 394.5 464.4 536.9
Gross domestic product at market prices 369.1 440.5 516.8 575.7 653.9 717.4

(In percent of GDP)

Domestic demand 105.5 94.8 98.2 110.5 110.3 111.2
Consumption 78.2 7.7 69.8 71.1 71.6 71.8
Private 532 50.4 489 49.7 49.3 50.2
Public 25.0 213 209 21.4 224 21.6
Investment 27.4 23.1 28.4 394 387 394
Fixed investment 327 294 274 36.9 386 40.8
Change in stocks 5.3 -6.3 1.0 24 0.0 -14
Private 18.6 235 333 31.7 334
Government 4.5 4.9 6.1 7.0 6.0
Net exports of goods and nfs -5.5 52 1.8 -10.5 -103 -11.2
Exports of goods and nfs 61.7 65.1 63.0 58.0 60.7 63.7
Imports of goods and nfs 67.2 59.9 61.2 68.5 71.0 74.8

Sources: Slovak Statistical Office; and staff estimates.

1/ Adjusted for exceptional military imports.



Table A2. Slovak Republic: Gross Domestic Product - Constant Prices
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SM/99/160
Corrected: 8/31/99

1993 1994 1995 1996 1/ 1997 1998
(In billions of koruny)
Domestic demand 483.6 456.1 507.4 597.4 631.2 656.9
Consumption 362.6 349.4 360.8 391.0 417.2 431.8
Private 244.4 244.4 252.7 270.2 287.1 301.3
Public 118.2 105.0 108.1 120.8 130.1 130.5
Investment 121.0 106.7 146.6 206.4 214.0 225.1
Fixed investment 140.9 134.4 141.5 197.8 226.4 251.2
Change in stocks -19.9 =277 5.1 8.6 -12.4 -26.1
Net exports of goods and nfs -22.8 273 . 9.4 -46.6 -44.4 -44.2
Exports of goods and nfs 276.7 316.0 325.8 3249 371.0 410.9
Imports of goods and nfs 299.5 288.7 3164 371.5 4154 455.1
Statistical discrepancy 0.0 0.0 0.0 0.0 0.0 0.0
Gross domestic product at market prices 460.8 483.4 516.8° 550.8 l 586.8 612.7
(Annual percentage change)'

Domestic demand -5.7 11.2 177 5.7 4.1
Consumption -3.6 33 8.4 6.7 3.5
Private 0.0 34 6.9 6.3 4.9
Public -11.2 3.0 11.8 7.7 0.3
Investment -11.8 374 40.8 37 52
Fixed investment -4.6 53 39.8 14.5 11.0

Change in stocks 39.2 68.6
Exports of goods and nfs 14.2 31 -0.3 10.8
Imports of goods and nfs -3.6 9.6 17.4 9.6
GDP at market prices 49 6.9 6.6 6.5 4.4

Sources: Slovak Statistical Office; and staff estimates.

1/ Adjusted for exceptional military imports.

APPENDIX
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Table A3. Slovak Republic: Gross Domestic Product by Sectors, Constant Prices

1995 1996 1997 1998

(In billions of 1995 koruny)
Gross domestic product 516.9 550.8 586.8 612.7
Agriculture 28.8 28.6 28.8 285
Industry 166.4 167.1 171.0 172.5
Mining and quarrying 5.1 6.1 6.1 6.4
Manufacturing 139.6 138.1 143.1 1499
Food 234 24.5 238 25.0
Chemicals and plastics 34.1 314 33.0 326
Metal products 19.1 19.2 20.4 19.2
Machinery and vehicles 25.5 276 298 349
Electricity, water and gas 21.8 229 218 16.3
Construction 23.7 237 273 25.3
Services 298.0 331.5 359.6 386.4
Market services 198.6 230.6 2524 2747
Transportation 32.1 336 338 36.6
Communications 109 144 16.2 18.0
Wholesale and retail trade 92.9 120.9 126.7 133.0
Other market services 62.6 61.7 757 87.1
Non-market services 63.4 66.2 74.6 793
Other 1/ 36.0 34.6 32.7 32.5

(In percent of GDP)

Agriculture 5.6 52 4.9 4.7
Industry 322 30.3 291 28.2
Mining and quarrying 1.0 1.1 1.0 1.0
Manufacturing 27.0 25.1 244 24.5
Food 45 4.5 4.1 4.1
Chemicals and plastics 6.6 57 5.6 53
Metal products 3.7 35 3.5 3.1
Machinery and vehicles 4.9 5.0 5.1 5.7
Electricity, water and gas 42 42 37 2.7
Construction 4.6 43 4.7 4.1
Services 577 60.2 613 63.1
Market services 384 41.9 43.0 448
Transportation 6.2 6.1 5.8 6.0
Communications 2.1 2.6 2.8 29
Wholesale and retail trade 18.0 220 216 217
Other market services 12.1 112 12.9 14.2
Non-market services 12.3 12.0 12.7 12.9
Other 1/ 7.0 63 5.6 53

Sources: Slovak Statistical Office; and staff estimates.

1/ Imputed banking services charges, indirect taxes, and own supplies.

APPENDIX
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APPENDIX
Table A4. Slovak Republic: Gross Domestic Product by Sectors, Current Prices
1993 1994 1995 1996 1997 1998
(In billions of koruny)
Gross domestic product 369.9 4413 516.8 575.7 653.9 717.4
Agriculture 173 293 28.8 29.9 316 31.6
Industry 113.1 125.8 166.4 1729 184.1 1913
Mining and quarrying 4.6 3.8 5.1 6.0 6.1 6.3
Manufacturing 72.7 106.4 139.5 1442 154.6 166.7
Food 8.4 12.6 23.4 25.6 26.4 29.3
Chemicals and plastics 14.2 18.6 34.0 33.9 36.9 36.9
Metal products 12.4 14.7 19.0 20.8 22.0 21.5
Machinery and vehicles 15.7 19.2 25.5 28.5 31.7 38.4
Electricity, water and gas 358 15.6 21.8 22.7 23.5 183
Construction 175 20.1 23.7 273 345 35.5
Services 2220 266.1 2979 345.6 411.9 459.1
Market services 156.6 191.2 198.5 240.5 289.5 3325
Transportation 22.5 29.9 32.1 336 3.5 39.4
Communications 7.2 83 10.9 144 17.2 20.5
Wholesale and retail trade 96.1 115.7 92.9 1279 142.2 158.0
Other market services 30.8 373 62.6 64.6 94.2 114.6
Non-market services 49.0 53.1 63.4 69.6 90.7 90.7
Other 1/ 16.4 21.8 36.0 35.5 31.7 35.9
(In percent of GDP)
Agriculture 4.7 6.6 5.6 5.2 4.8 4.4
Industry 30.6 28.5 32.2 30.0 28.2 26.7
Mining and quarrying 12 09 1.0 1.0 09 0.9
Manufacturing 19.7 24.1 27.0 25.0 23.6 23.2
Food 23 29 4.5 44 4.0 4.1
Chemicals and plastics 3.8 4.2 6.6 5.9 5.6 5.1
Metal products 34 33 37 36 34 3.0
Machinery and vehicles 4.2 4.4 49 5.0 49 5.3
Electricity, water and gas 9.7 3.5 4.2 39 3.6 2.5
Construction 4.7 4.6 4.6 4.7 53 4.9
Services 60.0 60.3 57.6 60.0 63.0 64.0
Market services 423 433 384 41.8 443 46.4
Transportation 6.1 6.8 6.2 5.8 0.5 5.5
Communications 1.9 1.9 2.1 2.5 2.6 29
Wholesale and retail trade 26.0 26.2 18.0 222 21.7 220
Other market services 83 8.5 12.1 11.2 14.4 16.0
Non-market services 13.2 12.0 123 12.1 139 12.6
Other I/ 44 49 7.0 6.2 4.9 5.0

Sources: Slovak Statistical Office; and staff estimates.

1/ Imputed banking services charges, indirect taxes, and own supplies.
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APPENDIX
Table A5. Slovak Republic: Investment by Sector
1993 1994 1995 1996 1997 1998 1/
(In billions of koruny, unless otherwise indicated)
" Total investment, national accounts 101.0 101.8 146.6 226.7 252.9 282.7
Total 126.1 135.7 163.0 242.3 281.3 315.2
Agriculture 4.9 6.1 6.4 84 9.9 9.8
Industry 57.0 57.1 65.7 85.5 95.3 122.5
Mining and quarrying 2.1 24 4.2 6.8 6.9 3.6
Manufacturing 37.8 28.0 348 48.9 56.0 69.6
Electricity, water and gas 171 26.7 26.7 29.8 324 493
Construction 4.1 5.0 5.1 7.1 8.0 7.6
Market Services 41.5 49.8 61.0 95.2 115.6 119.9
Financial intermediation 10.0 13.4 17.1 25.0 25.8 26.7
Real estate 141 13.5 14.5 20.3 25.5 27.4
Trade and repairs 4.5 6.3 7.7 14.9 228 271
Hotels and restaurants 1.1 1.0 1.5 2.9 32 2.6
Transport and communications 11.8 15.6 202 321 383 36.1
Non-Market Services 18.6 17.7 24.8 46.1 52.6 55.5
Public administration and defense 5.6 6.4 9.7 25.2 29.2 30.7
Education 22 23 4.1 6.0 6.5 6.9
Health and social work 34 35 5.0 7.5 8.6 8.6
Other social services 7.4 5.5 6.0 7.4 8.2 9.3
(In percent of total)
Buildings 45.9 447 455 40.6 41.6 40.5
Machinery 46.8 47.1 47.8 47.9 49.5 51.6
Other 73 8.2 6.7 11.5 8.9 7.9
Memo (in billion Sk):
Public 78.4 69.5 79.9 120.0 1283 1322
(in percent of total investment) 62.2 51.2 49.0° 49.5 45.6 41.9
Private 477 66.2 83.1 122.3 153.0 183.0
(in percent of total investment) 37.8 48.8 51.0 50.5 54.4 58.1

Source: Statistical Office of the Slovak Republic.

1/ Preliminary data.
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Table A6. Slovak Republic: Employment by Sector

1993 1994 1995 1996 1997 1998

(In thousands)
Total economy 1/ 2,012 1,977 2,020 2,036 2,041 2,032
Enterprises with more than 25 employees 2/ 1,606 1,515 1,503 1,488 1,448 1,436
Agrioulture 209 183 1m 157 140 126
Industry 547 517 522 514 497 484
Mining and quarrying 24 21 20 21 21 20
Manufacturing 478 451 458 449 431 417
Electricity, water and gas 45 45 44 44 45 47
Construction 106 93 88 86 85 83
Services ’ 330 312 300 307 306 314
Financial services and insurance 20 25 27 31 33 34
Real estate 69 62 60 63 61 63
Trade and repairs 88 78 69 72 74 79
Hotels and restaurants . 12 11 11 11 11 12
Transport and communications 141 136 133 130 127 126
State administration 414 410 422 424 420 429
Administration 77 71 78 81 34 84
Education 169 172 174 175 174 179
Health 129 127 122 114 110 114
Other social services 39 40 48 54 52 52
Enterprises with 19 employees 3/ 83 107 157 167 155 154
Private enterprencurs 4/ 323 355 360 381 438 442

(In percent of total employment)

Total economy 100.0 100.0 100.0 100.0 100.0 100.0
Enterprises with more than 25 employees 79.8 76.6 74.4 73.1 70.9 70.7
Agriculture 10.4 93 8.5 7.7 6.9 6.2
Industry 27.2 26.2 25.8 25.2 24.4 23.8
Mining and quarrying 1.2 1.1 1.0 1.0 1.0 1.0
Manufacturing 238 22.8 227 2.1 21.1 20.5
Electricity, water and gas 22 2.3 22 2.2 22 23
Construction 5.3 4.7 4.4 42 42 4.1
Services 16.4 15.8 14.9 15.1 15.0 15.5
Financial services and insurance 1.0 13 1.3 1.5 1.6 1.7
Real estate 34 31 3.0 31 3.0 31
Trade and repairs 44 3.9 3.4 35 3.6 3.9
Hotels and restaurants 0.6 0.6 0.5 0.5 0.5 0.6
Transport and communications 7.0 6.9 6.6 6.4 6.2 6.2
State administration 206 20.7 209 20.8 206 211
Administration 3.8 3.6 39 4.0 4.1 4.1
Education 8.4 8.7 8.6 8.6 85 8.8
Heaith 6.4 6.4 6.0 5.6 5.4 5.6
Other social services 1.9 2.0 2.4 2.7 25 2.6
Enterprises with 1 to 24 employees 4.1 54 78 8.2 7.6 7.6
Private enterpreneurs 16.1 18.0 17.8 18.7 2L.5 21.8

Sources: Slovak Statistical Office; and staff estimates.

1/ Average number of people, including persons employed by entrpreneurs and entrpreneurs themselves, less women on
maternity leave, apprentices and armed forces.

2/ In 1997, for enterprises with 20 or more employees.

3/ Until 1996, for enterprises up to 24 employees.

4/ Estimate.
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Table A7. Slovak Republic: Average Monthly Wages

1993 1994 1995 1996 1997 1998
(In koruny)
Total economy 1/ 7 5,379 6,294 7,195 8,154 9,226 10,003
Enterprises with more than 25 employees 2/ 5,275 6,160 7,144 8,221 9,369 10,212
Agriculture 4,556 5,191 5,835 6,579 7,363 7,930
Industry 5,496 6,464 7477 8,508 9,527 10,371
Mining and quarrying 6,482 7,383 8,621 9,382 10,485 11,053
Manufacturing 5,234 6,193 7,194 8,230 9,197 10,001
Electricity, water and gas 7,767 8,766 9,905 10,902 12,212 13,371
Construction 5,533 6,502 7,489 8,722 9,970 10,619
Services
Financial services and insurance 10,386 11,770 13,529 15,328 17,886 19,487
Real estate 5,559 6,642 7,883 9,648 10,710 11,970
Trade and repairs 4,848 5,748 6,848 8,600 10,094 11,122
Hotels and restaurants 4,474 5,192 5,746 6,958 7,743 8,363
Transport and comrmunications 5,467 6,634 7,742 8,810 10,089 11,163
State administration
Administration 6,179 7,350 8,350 9,818 11,240 12,362
Education 4,706 5,157 6,205 7,005 7,771 8,247
Health 4,813 5,443 6,274 6,947 8,373 8,674
Other social services 4,933 5,626 5,805 6,337 7.372 8,866
Enterprises up to 19 employees 3/ 6,675 9,039 9,074 9,722 11,528 11,422
Private entrepreneurs 4/ 5,850 5,900 6,300 6,773 7.454 8,193
Memorandum:
Minimum wage 2,450 2,450 2,450 2,700 2,700 3,000

Source: Statistical Office of the Slovak Republic.

1/ Since 1997, the payout from profit is not included in the average monthly wage, and as of January 1998 rewards for
standby services are excluded too.

2/ In 1997, for enterprises with 20 or more employees

3/ Until 1996, for enterprises up to 24 employees.

4/ Estimate.
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Table A8. Slovak Republic: Unemployment and Vacancies
1993 1994 1995 1996 1997 1998 1/
(In thousands)
Population 1/ 5,336.0 5,356.0 5,375.0 5,381.0 5,388.0 5,393.0
Labor force 2,556.0 2,510.0 2,544.0 2,576.0 2,786.0 2,607.0
Employment 1,950.0 1,976.0 2,022.0 2,049.0 2,439.0 2,048.0
Unemployment 368.0 371.0 333.0 330.0 348.0 407.0
Receiving benefits 123.0 85.0 90.0 94.0 93.0 120.0
Receiving social allowances 140.0 172.0 147.0 135.0 ..
Vacancies 8.0 13.0 15.0 14.0 19.0 11.0
(In percent)
Participation rate 47.9 46.9 473 479 517 483
Unemployment rate 144 148 13.1 12.8 12.5 15.6
“Vacancy rate 0.3 0.5 . 06 0.5 0.7 0.4

Source: Statistical Office of the Slovak Republic; National Labour Office.

1/ Preliminary.



Table A9. Slovak Republic: Profits and Losses of Firms

Profits Loss Net

1994 1995 1996 1997 1998 1994 1995 1996 1997 1998 1994 1995 1996 1997 1998
(in billions of koruny)

Total economy 85.5 87.4 110.7 107.1 107.6 -38.2 -50.4 -65.2 -66.3 925 413 37.0 45.5 40.8 15.1
Total economy, without financial services 61.8 71.9 85.2 89.3 855 -31.9 -29.1 -51.6 -57.0 -78.8 29.9 428 33.6 323 6.6
Agriculture 13 1.5 5.0 5.6 47 -5.5 4.1 -1.5 -6.6 -6.3 -4.2 =26 2.5 -1.0 -1.6
Industry 420 4.0 480 474 44.6 -16.6 -15.0 219 -31.9 -40.2 254 330 201 156 4.4
Mining and quarrying 0.9 12 1.2 1.6 1.2 -0.1 -0.1 04 -1.2 -0.5 08 11 0.8 0.4 0.6
Menufacturing 17.7 229 229 29.2 29.3 -16.4 -14.9 -26.5 -28.7 -37.8 13 8.0 -3.6 0.5 -8.4
Electricity, water and gas 23.4 239 239 16.6 141 -0.1 0.0 -1.0 -0.9 -1.9 233 239 229 15.7 122
Construction 18 23 53 6.1 57 -16 -1.3 29 -2.9 -4.5 0.2 1.0 24 32 12
Services 40.4 356 524 41.9 527 -14.5 -30.0 -26.9 -24.9 -41.6 259 5.6 255 23.0 11.0
Services, without financial services 16.7 20.1 26.9 30.2 305 -8.2 8.7 -133 -15.7 -27.9 85 114 13.6 14.5 26
Trade and repairs 42 7.6 10.4 13.4 15.2 -3.2 -29 -43 -4.9 -10.5 1.0 47 6.1 85 47
Hotels and restaurants 02 04 0.7 0.5 0.6 -0.4 -0.4 -0.5 -0.5 -0.6 0.2 0.0 0.2 0.0 0.0
Transport and communications 78 56 1.6 9.3 7.0 -1.1 212 -39 -6.5 -11.0 6.7 44 37 29 -40
Financial services 237 155 25.5 17.7 221 -6.3 213 -13.6 9.3 -13.7 17.4 -5.8 11.9 85 84
Real estate 32 5.0 6.7 59 6.2 -0.7 -1.4 27 2.8 -5.0 25 36 4.0 30 12
Other services 13 1.5 1.5 11 15 -28 28 -1.9 1.0 0.8 1.5 -1.3 0.4 01 08

Source: Statistical Office of the Slovak Republic.
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Table A10. Slovak Republic: Number of Firms
1993 1994 1995 1996 1997 1998
Total economy 35,978 36,187 43,636 47,866 53,819 60,334
Agriculture 1,540 1,694 1,931 3,603 3,682 3,642
Industry 4,941 6,314 7,476 7,718 8,463 9,196
Mining and quarrying 63 69 80 88 99 105
Manufacturing 4,795 6,183 7318 7,541 8,264 8,948
Electricity, water and gas 83 62 78 89 100 143
Services 29,497 28,179 34,229 36,545 41,674 47,496
Financial services and insurance 325 515 674 601 563 529
Real estate 4,314 5,046 6,060 6,916 8,205 9,803
Trade and repairs 12,867 16,320 20,266 21,232 24,114 27,254
Hotels and restaurants 776 956 1,101 1,157 1,307 1,487
Transport and communications 1,305 1,414 1,613 1,437 1,679 1,926
Other 9,910 3,928 4,515 5,202 5,806 6,497
Private enterprises 25,850 34,546 42,054 46,185 52,362 58,970
Public enterprises 10,128 1,641 1,581 1,681 1,457 1,364
(In percent of total)
Private enterprises 71.8 95.5 96.4 96.5 97.3 97.7
Public enterprises 282 4.5 3.6 35 27 23

Source: Statistical Office of the Slovak Republic.
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Table A11. Slovak Republic: Electricity Production and Consumption

1993 1994 1995 1996 1997 1998 1/

(In millions of kilowatt hours)

Production 23,881 25,200 26,306 25,278 24,822 22,565
Thermal 8,879 8,369 9,561 9,396 9,537
Hydro 3,891 4,609 5,226 4,533 4,358
Nuclear 11,022 12,135 11,437 11,261 10,797
Other 89 87 82 88 130

Exports 2,880 402 2,065 698 374 2,078

Imports 4,297 830 3,448 4,220 4,429 4255

Losses 1,486 1,611 1,715 1,627 2,082 2,038

Domestic consumption 20,221 20,324 21,730 23,774
Agriculture 1,592 957 904 853
Industry 2/ 7,831 9,931 8,940 10,629
Houscholds 4,137 4,489 4,998 5,451 5,616
Other 6,661 4,947 6,888 6,841

(In percent of production)

Production 100.0 100.0 100.0 100.0 100.0 100.0
Thermal 37.2 332 36.3 37.2 38.4
Hydro 16.3 183 19.9 17.9 17.6
Nuclear 46.2 48.2 43.5 445 43.5
Other 04 0.3 0.3 0.3 0.5

Exports 12.1 1.6 7.8 2.8 1.5 9.2

Imports 18.0 33 13.1 16.7 17.8 18.9

Losses 6.2 6.4 6.5 6.4 8.4 9.0

Domestic consumption 84.7 80.7 82.6 9.1
Agriculture 6.7 38 34 34
Industry 2/ 32.8 394 34.0 420
Households 17.3 17.8 19.0 21.6
Other 27.9 19.6 26.2 27.1

Source: Statistical Office of the Slovak Republic.

1/ Preliminary data.
2/ Excluding construction.
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Table A12. Slovak Republic: Agricultural Production

1993 1994 1995 1996 1997 1998
Vegetable products (in thousands of tons)

Grain 3,152 3,700 3,490 3,322 3,741 3,488
Wheat 1,529 2,145 1,938 1,713 1,886 1,789
Rye 69 96 89 71 84 96
Barley 823 - 874 794 718 687 875
Com 674 521 597 750 819 - 637

Sugar beets 1,128 1,112 1,176 1,713 1,688 1,331

Potatoes 857 399 441 777 504 412

Animal production

Meat (in thousands of tons) 470 417 398 410 412 375
Beef 170 122 108 111 116 104 -
Veal 6 5 3 4 5 4
Pork 294 290 287 295 291 267

Milk (in millions of liters) 1,214 1,155 1,151 1,125 1,116 1,142

Eggs (in millions) 1,527 1,606 1,608 1,618 1,579 1,544

Source: Slovak Statistical Office.
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Table A13. Slovak Republic: GDP Deflator
1993 1994 1995 1996 1997 1998
(1995 = 100)
Domestic demand 80.5 91.6 100.0 106.5 1143 121.4
Consumption 79.6 90.4 100.0 104.7 112.3 119.2
Private 80.3 90.8 100.0 105.9 1123 119.5
Public 78.1 89.4 100.0 102.1 112.4 118.5
Investment 83.5 95.4 100.0 109.8 118.2 125.6
Fixed investment 85.7 96.3 100.0 107.5 111.6 116.4
Change in stocks 99.0 99.6 100.0 162.8
Net exports of goods and nfs 89.5 83.9 100.0 129.7 152.0 181.2
Exports of goods and nfs 823 90.7 100.0 102.8 107.0 111.2
Imports of goods and nfs 829 91.3 100.0 106.2 111.8 118.0
Gross domestic proauct at market prices 80.1 91.1 100.0 104.5 1114 117.1
(Annual percentage change)

Domestic demand 13.7 92 6.5 73 6.2
Consumption 13.6 10.6 4.7 7.2 6.2
Private 13.1 10.1 5.9 6.0 6.5
Public 14.5 11.8 2.1 10.0 5.5
Investment 143 4.8 9.8 7.6 6.3
Fixed investment 12.4 39 15 3.8 43

Change in stocks 0.7 0.4 62.8
Net exports of goods and nfs -6.2 19.2 29.7 172 192
Exports of goods and nfs 10.2 103 2.8 4.1 3.9
Imports of goods and nfs 10.2 9.5 6.2 53 5.5
Gross domestic product at market prices 13.8 9.7 4.5 6.6 51

Source: Fund staff estimates.
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SM/99/160
) ) Corrected: 8/31/99
Table A14. Slovak Republic: Consumer Price Index
1993 1994 1995 1996 1997 1998
(January 1990=100)
Total 232.0 263.1 289.1 305.9 324.5 346.3
Food 212.0 246.3 2757 286.7 302.2 3191
Non-food 243.8 274.8 297.8 318.1 337.2 359.4
Services 226.5 250.7 2733 288.9 «309.1 3342
Public catering 244.8 276.9 309.0 3272 339.0 358.3
(Annual percentage change)
Total 23.2 13.4 9.9 5.8 6.1 6.7
Food 213 16.2 11.9 4.0 54 5.6
Non-food 20.4 12.7 8.4 6.8 6.0 6.6
Services 28.0 10.7 9.0 5.7 7.0 8.1
Public catering 355 13.1 11.6 5.9 3.6 5.7

Source: Statistical Office of the Slovak Republic.
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Table A15. Slovak Republic: Producer Prices and Energy Prices

APPENDIX

1993 1994 1995 1996 1997 1998
(1995 = 1060)

Agriculture 874 96.8 100.0 105.4 1113 111.0
Plant products 93.3 98.1 100.0 109.9 116.8 109.6
Animal products 83.1 95.9 100.0 102.1 108.1 111.7

(December 1995 = 100)

Industry 81.9 90.0 98.1 1022 106.8 1103
Mining and quarrying 91.5 96.5 106.1 103.2 105.7 106.2
Manufacturing 80.7 89.8 98.2 102.6 106.8 110.1
Electricity, gas and water 102.3 95.8 99.6 993 106.9 111.8

(Average of 1995 = 100)

Construction
Works 77.8 86.3 96.7 1112 122 132.7
Materials 78.7 859 96.4 103.5 1114 1194

(Annual percentage change)

Agricuiture 14.5 10.8 33 54 5.6 -0.3

Industry 17.0 99 9.0 4.2 4.5 33

Construction works 24.1 109 121 150 97 8.8

(In koruny per unit)

Petroleum products
Gasoline, 91 octanc (liter) 18.68 18.68 18.35 19.76 2127 2122
Gasoline, 95 octane (liter) 19.55 19.50 19.45 20.86 22.33 22.05
Dieset (liter) 1591 15.80 17.11 18.52 21.02 20.60

Electricity (MWh)

Households 1,018.0 1,018.0
Enterprises 1,455.0 1,455.0

Natural gas (1000 m3)

Households 2,190.0 2,190.0
Enterprises 3,550.0 3,550.0

Central Heating
Households 120.0 140.0 140.0 140.0 140.0 1/ 165.0 2/
Enterprises 200.0 200.0

Source: Statistical Office of the Slovak Republic.

1/ From August 1, 1997, price was Sk 150 per unit.

2/ From January 1, 1998.



Table A16. Slovak Republic: General Government Revenue, 1995-98

In billions of koruny in percent of GDP In percent of total
1995 1996 1997 1998 1995 1996 1997 1998 1995 1996 1997 1998
Estimate Estimate Estimate
Total revenue 2517 274.5 293.4 304.1 487 477 449 424 100.0 100.0 100.0 100.0
Tax revenue 217.1 236.4 2513 266.1 420 41.1 384 371 86.3 86.1 85.7 87.5
Indirect taxes 723 703 76.8 783 14.0 12.2 11.7 10.9 287 25.6 26.2 258
VAT 52.3 487 54.9 553 10.1 85 84 2.7 20.8 17.7 187 18.2
Excise taxes 20.0 21.6 21.9 23.1 39 38 34 3.2 7.9 7.9 75 7.6
Direct taxes 58.5 64.9 61.0 68.5 113 113 93 9.6 23.2 23.6 20.8 225
Corporate income tax 352 348 24.4 26.0 6.8 6.0 37 3.6 14.0 12.7 83 86
Personal income tax 23.2 30.1 36.6 42.5 4.5 52 5.6 5.9 9.2 11.0 12.5 14.0
Wage income 15.7 203 25.6 29.5 3.0 3.5 3.9 41 6.2 7.4 8.7 9.7
Entrepreneurial income 3.6 4.7 53 5.4 0.7 0.8 0.8 0.7 1.4 1.7 1.8 18
Capital income 39 5.1 57 7.6 0.8 0.9 0.9 11 1.6 18 1.9 2.5
Import duties and surcharge 8.8 9.9 12.8 11.7 1.7 17 2.0 1.6 35 36 4.4 3.8
Road tax 1.5 15 2.5 2.6 03 0.3 0.4 0.4 0.6 0.6 0.9 0.9
Other taxes 4.2 4.8 42 45 0.8 08 0.6 0.6 1.7 1.7 14 15
Social security contributions 71.9 85.0 94.0 100.5 13.9 14.8 14.4 14.0 286 31.0 32.0 33.0
Nontax revenue 34.6 38.1 42.1 380 6.7 6.6 6.4 53 13.7 13.9 143 125
Budgetary and subsidized organizations 119 18 22 53 23 03 0.3 0.7 4.7 0.6 08 18
Interest 0.9 1.2 0.7 12 0.2 02 0.1 0.2 03 0.4 0.2 0.4
Fees and fines 39 71 5.6 5.1 0.8 1.2 0.9 0.7 1.6 2.6 1.9 1.7
NBS profits 1.4 2.4 1.1 1.0 0.3 0.4 0.2 0.1 0.6 0.9 0.4 03
Other 16.4 25.7 325 25.4 32 4.5 5.0 35 6.5 9.4 111 84

Sources: Data provided by the Slovak Ministry of Finance; and staff estimates.
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Table A17. Slovak Republic: General Government Expenditure, 1995-98

In billions of koruny In percent of GDP In percent of total
1995 1996 1997 1998 1995 1996 1997 1998 1995 1996 1997 1998
Estimate Estimate Estimate
Total expenditure and net lending 249.7 2822 3274 346.8 483 49.0 50.1 48.3 100.0 100.0 100.0 100.0
Current expenditures 225.2 248.0 276.7 297.9 43.6 43.1 423 415 90.2 879 84.5 85.9
Consurnption 112.8 120.5 1448 146.5 218 20.9 222 20.4 45.2 42.7 44.2 42.2
Gross wages 287 332 $0.7 56.5 5.5 58 7.7 719 115 11.8 15.5 16.3
Health care 27.5 36.7 45.9 47.0 33 6.4 7.0 6.5 11.0 13.0 14.0 135
Education ¥/ 17 19 2.2 1.5 1.5 0.3 0.3 0.2 3.1 0.7 0.7 04
Other 49.0 48.6 46.1 415 9.5 8.4 7.0 58 15.6 172 141 12.0
Subsidies to enterprises 19.4 24.0 26.1 26.4 3.8 4.2 4.0 3.7 78 8.5 8.0 7.6
Agriculture 7.4 6.0 7.0 6.8 1.4 1.0 1.1 1.0 3.0 2.1 2.1 2.0
Industry 0.4 03 03 03 0.1 0.0 0.1 0.0 0.1 0.1 0.1 0.1
Transportation 3.0 29 2.2 2.2 0.6 0.5 03 03 1.2 1.0 0.7 0.6
Heating 35 43 4.2 34 0.7 0.8 0.6 0.5 14 15 13 1.0
Other (including state funds) 5.2 105 123 13.6 1.0 18 1.9 1.9 2.1 3.7 3.8 3.9
Interest 12.2 12.7 12.3 175 2.4 2.2 19 24 49 45 38 S1
Social expenditures 80.7 90.8 93.5 107.5 15.6 15.8 143 15.0 323 322 28.6 31.0
Pensions 433 46.1 51.0 56.9 8.4 8.0 78 719 17.3 16.3 15.6 16.4
Labor policies 5.5 7.4 7.1 7.8 11 13 1.1 1.1 22 2.6 22 22
Unemployment benefits 5.5 7.4 4.0 5.5 1.1 13 0.6 0.8 22 2.6 1.2 1.6
Active policies 0.0 0.0 3.1 23 0.0 0.0 .5 0.3 0.0 0.0 0.9 0.7
Sickness benefits 5.7 74 8.1 9.0 1.1 1.3 12 13 23 26 2.5 2.6
Social assistance 13 13.7 11.0 16.4 22 24 1.7 23 4.5 438 33 4.7
General income support 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other state benefits 14.9 163 16.3 17.5 29 28 2.5 2.4 6.0 5.8 5.0 5.0
Investment expenditures 25.2 349 45.9 44.0 4.9 6.1 7.0 6.1 10.1 124 14.0 127
Net lending -0.7 -0.6 48 49 0.1 0.1 0.7 0.7 -0.3 -0.2 1.5 1.4
Lending 3.0 2.0 6.3 5.0 0.6 0.3 1.0 0.7 1.2 0.7 1.9 1.4
Repayments 3.7 2.6 1.4 0.2 0.7 0.4 0.2 0.0 1.5 0.9 04 0.0

Source: Data provided by the Slovak Ministry of Finance; and staff estimates

1/ Excludes wages.
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Table A18. Slovak Republic: Government Financial Assets in 1994-98
(In millions of koruny, end of period)
1994 1995 1996 1997 1998
Assets
Bank accounts of reserve character 473.6 473.6 473.6 0.0 0.0
Counterpart deposits on foreign loans 6,492.9 8,341.5 8,341.5 88.8 88.8
SAL from the IBRD 793.5 793.5 739.5 0.0 0.0
Borrowing from G-24 3,262.9 3,262.9 3,262.9 88.8 88.8
SAL from the IBRD 2,436.6 2,532.0 2,532.0 0.0 0.0
Borrowing from JEXIM BANK 0.0 1,753.1 1,753.1 0.0 0.0
Other bank accounts 556.6 534.3 534.8 6,971.5 2,934.5
Claims on foreign countries; other than 59,011.9 52,2542 49,1504 52,682.2 52,4918
Civil; nonconvertible 24,683.0 23,3209 18,994.8 19,233.1 16,575.2
Civil; convertible 9,307.2 8,771.8 9,341.1 10,065.3 10,940.3
Special; nonconvertible 118.7 117.9 1209 124.2 100.7
Special; convertible 17,6543 18,338.9 20,3259 22,970.9 24,748.1
Claims on FSU; VIA 1,381.4 480.0 0.0 0.0 0.0
Clearing account: Czech Republic 5,867.3 1,224.7 367.7 288.6 127.5°
Claims on foreign countries; CSOB 1/ 29,7751 28,556.9 28,583.8 31,817.0 33,348.7
Nonconvertible 28,8052 27,5559 27,5346 31,8172 32,747.1
Convertible - 970.5 1,001.0 1,049.2 699.8 601.5
Participations in international banks 2,892.4 2,171.7 2,308.1 2,435.6 2,720.5
IBEC 831.7 324.1 343.0 3584 380.3
1B 720.1 391.9 414.8 4334 459.9
EBRD 335.2 467.8 511.0 533.8 614.9
World Bank institutions 1,005.3 987.9 1,0394 1,110.0 1,265.4
Deposits with domestic companies 7923 919.1 925.1 3,537.2 3,527.8
Receivables from returnable assistance 643.3 1,389.0 3,456.5 2,421.9 3,955.9
Receivables from state guarantees 1,683.5 2,742.1 3,466.6 6,550.5 9,578.6
Securities held by the state 0.1 0.1 0.1 0.0 0.0
Other receivables 240.0 240.0 240.0 263.0 11,757.5
Total assets 102,562.3 103,323.2 2/ 99,7059 3/ 115,269.9 4/ 129,655.9 5/
(as a percentage of GDP) 232 20.0 173 17.6 18.1

Source: Data provided by the Slovak Ministry of Finance.

1/ CSOB - Ceskoslovenska Obchodni Banka.

2/ Includes issued treasury bills of Sk 5,700.9 million.
3/ Includes issued treasury bills of Sk 1,442.3 million and accounts receivable (Mochovee) of Sk 783.1 million.

4/ Includes issued treasury bills and bonds of Sk 6,053.9 million and accounts receivable (Mochovce) of Sk 2,448.4 million.
5/ Includes issued treasury bills and bonds of Sk 6,324.9 million and accounts receivable (Mochovce) of Sk 2,926.9 million.
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Table A19. Slovak Republic: Government Financial Liabilities in 1994-98

(In millions of koruny, end of period)

1994 1995 1996 1997 1998
Liabilities
Credit from the NBS 46,475.2 31,443.1 30,067.0 5,4954 0.0
Due to state lending abroad 13,053.2 13,053.2 13,053.0 na, n.a.
Due to exchange rate changes 8,663.3 8,663.3 8,663.0 na na
Direct credit 24,758.6 9,726.5 8,351.0 54954 0.0
Slovak budget deficit of 1991 7,399.7 7,393.2 na. n.a. na
Federal budget deficit of 1992 2,333.3 2,3333 n.a. na. na
Slovak budget deficit of 1992 0.0 0.0 na. n.a. na.
T-bills issued in 1992 0.0 0.0 na. na. na.
Direct credit in 1992 0.0 0.0 na. na. na.
Budget deficit of 1993 15,025.6 0.0 na. na n.s.
Treasury bills issued in 1993 0.0 0.0 na. na. na.
Direct credit in 1993 15,025.6 0.0 na. na. n.a.
Budget deficit of 1994 0.0 0.0 na. na. na
Treasury bills issued in 1994 0.0 0.0 na. na. na
Direct credit in 1994 0.0 0.0 n.a. na. na
Credit from commercial banks 4,846.0 3,464.2 2,168.5 1,807.0 1,445.6
Related to CSOB 1,954.7 934.3 0.0 0.0 - 00
Investment Bank/KTUK Dolinska 2,891.3 2,529.9 2,168.5 1,807.0 1,445.6
Balance of payments support loans 15,663.6 16,4853 17,4726 14,962.5 11,730.7
SAL/IBRD 4,691.6 4,457.6 4,784.3 4,695.5 4,429.6
EU 4,703.6 4,757.6 4,945.7 2,366.3 0.0
G-24 3,8343 34236 3,674.5 1,572.6 522.8
ERL/IBRD 2,434.0 2,371.4 2,551.6 2,782.6 2,953.0
JEXIM BANK 0.0 1,469.2 1,516.5 3,5454 3,825.3
Liabilities related to CSOB 22,874.1 14,339.2 11,531.6 10,206.0 7,770.1
Convertible currencies 18,387.0 9,921.3 7,113.0 4,460.3 2,112.6
Non-convertible currencies 4,487.1 44179 4,418.6 5,745.7 5,657.5
Issued state bonds 17,692.2 54,325.7 53,894.9 61,683.7 1/ 92,303.8 2/
KBV 5,205.6 4,200.0 4,200.0 1,500.0 1,500.0
Rehabilitation bonds 520.0 0.0 0.0 23.0 212
Budget deficit of 1991 600.3 600.0 0.0 0.0 0.0
Bills of exchange; IBRD participation 2302 2302 230.2 230.0 230.2
Gabcikovo, Turcek, Malinec 3,150.1 3,150.0 0.0 0.0 0.0
Bonds to refinance 1993 deficit 7,986.0 23,080.0 15,100.0 8,970.0 8,350.0
Bonds to refinance the 1994 deficit 0.0 23,065.5 23,065.5 23,065.5 14,205.5
Bonds to finance 1995 deficit 0.0 0.0 8,299.2 0.0 0.0
Bonds for roads 0.0 0.0 3,000.0 0.0 0.0
Treasury bills outside NBS 22,892.0 14,830.0 27,000.6 43,053.0 19,940.0
Foreign loans . 801.7 2,615.5 2,926.9
Mochovee 801.7 2,615.5 2,926.9
Total liabilities 130,443.1 134,887.5 142,936.9 149,636.8 3/ 177,664.9 4/
(As a percentage of GDP) 29.6 261 24.8 229 24.8
Net assets -27,880.9 -38,489.8 na. -34,366.9 -48,009.0
(As a percentage of GDP) -6.3 275 na, -53 -6.7

Source: Data provided by the Slovak Ministry of Finance.

1/ Includes Sk 27,895 million bonds to refinance the 1996 deficit.
2/ Includes Sk 67,996.9 million bonds to refinance 1998 bonds principal payment.
3/ Includes government loan from Nomura (Sk 6,608.5 million), Matra Communication loan (Sk 2,652.7 million) and foreign loan

(Sk 552.3 million).

4/ Includes foreign issued bonds (Nomura) (Sk 37,958.2 million), Matra Communication loan {Sk 2,996.8 million), and foreign loan

(Sk 592.6 million).

APPENDIX
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Table A20. Slovak Republic: Fiscal Operations of the Central Government, 1994-98
(In millions of koruny, unless otherwise indicated)

1994 1995 1996 1997 1998
Estimate
Total revenue 135,938 154,684 155,908 159,607 166,008
Tax revenue 114,587 136,459 140,129 145,528 152,978
Personal income tax 14,195 19,722 25,455 31,511 37,088
Wage tax 11,241 15,808 20,404 25,642 29,372
Withholding tax on capital income 2,954 3,914 5,051 5,651 7,627
Corporate income tax 30,282 33,667 33,560 23,372 24,612
Indirect taxes 58,263 72,266 70,320 76,811 78,323
VAT 37,138 52,300 48,679 54,877 55,264
_ Excise taxes 21,125 19,966 21,641 21,872 23,071
Custom duties and import surcharge 7,164 8,754 9,894 12,815 11,664
Social security contributions 4,040 0 0 0 0
Other tax revenue 643 2,090 900 1,019 1,291
Nontax revenue 21,351 18,185 15,779 14,079 13,030
Total expenditure and net lending 135,533 157,063 166,980 176,687 184,709
Current expenditures 101,561 126,911 129,657 136,568 144,732
Wages 16,697 18,805 21,320 33,877 37,929
Social security contributions 0 7,224 8,190 12,670 14,195
Health, education 8,172 8,306 2,395 2,873 2,056
Social expenditure 1/ 15,269 26,373 28,523 25,390 31,810
Subsidies to enterprises 13,909 14,301 15,198 16,535 14,430
State equalization allowance 2,535 0 0 0 0
Interest 16,683 12,000 12,101 11,614 16,626
Other current expenditures 28,296 39,902 41,931 33,609 27,686
Capital expenditure 10,368 14,395 20,705 16,290 11,7113
Investment projects 8,093 11,952 17,557 12,814 8,84)
Transfers to enterprises 2,275 2,443 3,148 3,476 2,872
Intragovermnmental transfers 26,121 16,429 19,082 18,889 26,026
Ta local authorities 1,080 1,190 1,266 1,443 1,801
To social security sector 22,522 11,956 13,725 11,007 11,680
To state funds 2,519 3,282 4,091 6,440 12,545
Net Lending 2,517 -672 -2,464 4,941 2,237
State budget overall balance 405 -2,379 -11,072 -17,080 -18,701
In percent of GDP 0.1 -0.5 -1.9 -2.6 -2.6

Source: Data provided by the Slovak Ministry of Finance; and staff estimates

1/ Includes social assistance and social benefits.
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Table A21. Slovak Republic: Fiscal Operations of the Social Security Funds, 1995-98 1/
1995 1996 1997 1998 1995 1996 1997 1998
Estimate Estimate
(In millions of koruny) (In percent of GDP)
Health Fund
Revenue 28,011 36,201 39,507 41,106 5.4 6.3 6.0 5.7
Contributions 26,002 34,449 37,581 39,557 5.0 6.0 5.7 5.5
Other 2,008 1,752 1,925 1,549 0.4 0.3 0.3 0.2
Expenditure 26,808 36,229 45,221 48,792 5.2 6.3 6.9 6.8
Balance 1,203 -28 -5,715 -7,687 0.2 0.0 -0.9 -1.1
Sickness Fund
Revenue 7,943 7,946 10,181 10,722 1.5 1.4 1.6 1.5
Contributions 7,693 7,310 9,578 9,817 1.5 1.3 1.5 14
Other 249 636 604 905 0.0 0.1 0.1 0.1
Expenditure 6,148 8,166 9,257 10,130 1.2 1.4 1.4 14
Balance 1,794 =220 924 592 0.3 0.0 0.1 0.1
Pension Fund
Revenue 44,852 51,568 52,106 57,204 8.7 9.0 8.0 8.0
Contributions 44,603 50,932 51,503 56,299 8.6 8.8 79 7.8
Other 249 636 604 905 0.0 0.1 0.1 0.1
Expenditure 44,738 46,866 52,142 58,037 8.7 8.1 8.0 8.1
Balance 115 4,702 T 36 -833 0.0 0.8 0.0 -0.1
Employment Fund
Revenue 7,225 8,219 8,547 9,026 1.4 1.4 1.3 1.3
Contributions 6,183 7,157 7,536 8,030 1.2 1.2 1.2 1.1
Other 1,042 1,062 1,011 996 0.2 0.2 0.2 0.1
Expenditure 6,203 7,695 8,818 8,977 1.2 1.3 1.3 1.3
of which: contributions 2/ 580 1,125 1,187 1,569 0.1 0.2 0.2 0.2
Balance 1,022 524 =271 49 0.2 0.1 0.0 0.0
Total
Revenue 87,451 102,809 109,154 116,489 16.9 17.9 16.7 16.2
Contributions 83,902 98,722 105,011 112,134 16.2 17.1 16.1 15.6
Other 3,549 4,087 4,143 4,355 0.7 0.7 0.6 0.6
Expenditures 83,317 97,832 114,252 124,367 16.1 17.0 175 173
Balance 4,134 4,977 -5,098 -7,878 0.8 0.9 -0.8 -1.1

Source: Data provided by the Public Expenditure Department at the Slovak Ministry of Finance; and staff estimates and projeotions.

1/ Social security funds includes health insurance companies, the sickness fund, pension finds and the employment fund.

2/ Contributions made by the Employment Fund to the Health, Sickness and Pension Funds on behalf of unemployed persons.
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Table A22. Slovak Republic: Fiscal Operations of the State Funds in 1995-98

(In millions of koruny)
Transfers Total Current Capital Total

Own revenue from Budget R Expendi pendi Expenditure Balance
1995
Environment Fund 808.4 250.0 1,058.4 1547 868.3 1,023.0 354
Fund for Culturé “Pro Slovakia” 8.1 3776 3857 377.1 0.0 377.1 8.6
Fund for Physical Culture 126.1 18.0 144.1 108.6 28.8 1374 6.7
Health Fund 114.0 0.0 1141 145 184 329 81.2
Fund for Market Regulstion in Agriculture 1,889.0 650.0 2,539.0 2,092.9 0.0 2,092.9 446.1
Road Fund L1128 1,000.0 211238 1,379.7 2,201.6 35812 -1,468.5
Forestry Fund . 58.6 513.2 571.8 555.9 0.0 5559 15.8
Fund for Agricultural Land Protection 261.0 25.0 286.0 1129 4238 - 1558 130.2
Fund for Water Management 24 0.0 244 0.0 0.0 0.0 244
Financial Support Fund for Agriculture 736.8 100.0 836.8 163 810.2 826.5 104
Nuclear Waste Fund 803.8 348.6 1,1524 15.0 2084 2234 929.0
State funds, total 5943.0 ©3,2824 9,225.4 4.827.6 4,178.5 9,006.0 2194
1996
Environment Fund 934.9 297.0 1,231.9 58.8 1,1943 1,253.1 -21.2
Fund for Culture "Pro Slovakia” 154 116.7 1321 153.9 [IX] 153.9 -21.8
Fund for Physical Culture 4628 183 481.1 316 0.0 3116 169.5
RHealth Fund 499.1 0.6 499.7 629 4412 504.1 -4.4
Fund for Market Regulation in Agriculture 1,762.2 653.5 2,415.7 4,227 0.0 4,242.7 -1,827.0
Road Fund 448.5 1,174.0 1,6225 1,628.8 2,959.4 4,588.2 -2,965.7
Forestry Fund 139.9 571.1 7110 647.9 0.2 648.1 62.9
Fund for Agriculturel Luad Protection 626.2 252 6514 2975 1301 427.6 2238
Fund for Water Management 63.3 2002 263.5 139.2 87.5 226.7 368
Financial Support Fund for Agricullure 947.6 1353 1,082.9 74.8 1,786.5 1,861.3 -778.4
Nuclear Waste Fund 1.518.6 139.3 1,657.9 0.7 656:1 656.8 1,001.1
Housing Fund 1.7 760.0 7.7 5.5 349.0 354.5 417.2
State funds, total 7,430.2 4,091,2 11,5214 7,624.3 7,604.3 15,228.6 -3,707.2
1997
Environment Fund 798.5 2395 1,038.0 55.1 944.0 999.1 38.9
Fund for Culture "Pro Slovakia” 1419 100.0 2419 190.3 (X1) 190.3 516
Fund for Physical Culture 489.5 16.5 506.1 594.5 90.8 685.3 -179.2
Health Fund 89.6 0.0 89.6 82 166.4 174.6 -85.0
Fund for Market Regulation in Agriculture 3,198.7 1,250.0 4,448.7 4,112.7 0.0 4,112.7 336.1
Rosd Fund 1,664.0 2,600.0 4,264.6 2,986.4 12,1354 15,121.8 ~10,857.8
Forestry Fund 454 450.0 4954 594.1 0.0 594.1 -98.7
Fund for Agricultural Land Protection 925.8 1350 1,060.8 1,271.8 0.0 1,271.8 -211.0
Fund for Waler Management 439.2 380.0 819.2 309.9 3694 679.3 139.9
Financial Support Fund for Agriculture 910.2 20.0 930.2 T749.7 396.7 1,146.4 -216.2
Nuclear Waste Fund 896.7 89.2 985.9 35 1,191.6 1,195.0 -209.1
Housing Fund 1,781.6 1,160.0 2,941.6 21.5 3,246.8 3,2683 -326.7
Stete funds, total 11,3812 6,440.2 17,8214 10,8977 18,541.0 29,438.7 -11,617.3
1998 Preliminary Estimates
Environment Fund 985.9 150.0 1,135.9 1203 967.2 1,087.5 184
Fund for Culture "Pro Slovakia" 844 140.1 245 1943 AR 2159 8.6
Fund for Physical Culture 291.0 175 308.5 305.5 0.1 305.6 29
Health Fund 23.8 30.0 53.8 21.1 31.7 52.8 1o
Fund for Market Regulation in Agriculture 1,555.5 834.0 2,389.5 2,597.7 0.2 2,597.9 -208.4
Road Fund 1,794.4 5,800.5 7,594.6 37913 12,6416 16,432.3 -8,837.7
Forestry Fund 59.0 488.9 5479 5379 02 538.0 99
Fund for Agricultural Land Protection 1,022.7 0.0 1,022.7 130.8 795.5 9263 96.5
Fund for Water Management 601.6 188.2 789.8 197.7 554.7 752.4 374
Financial Support Fund for Agriculture 1,026.8 0.0 1,026.8 750.8 90.0 840.8 186.0
Nuclear Waste Fund 29723 150.0 31223 7016 1,003.1 1,704.7 14176
Housing Fund 273.0 4,746.0 5,019.0 38.1 6,038.9 6,077.0 -1,058.0
State funds, total 10,690.1 12,545.1 23,2353 9,387.1 22,1441 31,5311 -8,295.9

Sources: Data provided by the Slovak Ministry of Finance; and staff estimates.



Table A23. Slovak Republic: Monetary Survey, 1993-99

(In billions of koruny, end of period)

1993 1994 1995 1996 1997 1998 1999
Ql Q2 Q3 Q4 Qi Q2 Q3 Q4 Ql
Prelim. Prelim.
Net foreign assets -35.0 155 63.9 65.0 64.6 61.5 68.4 0.5 72 731 515 43.4 472
Foreign assets 46.6 101.9 150.1 187.8 201.8 216.3 2375 . 2335 252.5 2725 246.5 2335
Foreign liabilities 816 86.4 86.2 1228 137.2 154.8 169.1 163.0 - 180.3 199.4 195.0 190.1
Net domestic assets 288.2 284.8 2933 3519 3422 353.4 353.7 383.0 3720 3783 3975 429.3 4343
Domestic credit 3393 344.1 370.6 430.6 4335 444.4 454.4 468.7 468.1 4833 506.5 530.7 541.8
Net credit to government 69.9 76.4 66.4 71.6 73.1 81.2 89.4 101.7 95.0 103.8 119.2 1394 142.6
Net credit to Property Fund 49 1.0 -2.3 -3.2 21 2.4 -2.3 -3.0 -0.2 0.5 0.4 02 0.7
Credit to enterprises and households 264.5 266.7 306.5 3622 362.5 365.6 367.3 370.0 3733 379.0 3869 391.1 398.5
In domestic currency 256.4 2523 283.8 3314 3319 3334 3338 3346 338.8 3422 3463 346.9 3479
In foreign currency 81 144 227 30.8 306 322 335 35.4 345 36.8 40.6 442 50.6
Other items, net -51.1 -59.3 =773 -18.7 913 -91.0 -100.7 -85.7 96.1 -105.0 -109.0 -101.4 -107.4
Broad Money 253.2 3003 357.2 416.9 406.8 414.9 422.1 453.5 444.2 451.4 445.0 472.7 481.5
Currency outside banks 251 341 345 435 447 452 46.4 437 49.5 51.2 52.8 493 457
Deposits 228.1 266.2 3227 3734 362.1 369.7 375.7 404.8 394.7 400.2 396.2 4229 431.8
In domestic currency 199.6 227.8 283.0 331.6 321.0 3252 330.1 3578 345.6 346.8 334.6 3543 359.7
Demand deposits 913 94.8 1139 130.4 1115 1109 110.2 117.4 100.6 103.2 96.2 97.5 94.2
- households 313 315 374 46.2 48.6 49.6 47.9 1462 44.0 44.6 43.5 41.7
- enterprises 59.0 617 75.0 825 61.3 60.2 61.3 69.6 55.6 57.7 51.9 55.1
- insurance company 1.0 1.6 15 1.7 1.6 11 1.0 16 1.0 09 0.8 0.7
Time deposits 108.3 133.0 169.1 201.2 209.5 2143 2199 240.4 2450 243.6 2384 256.8 265.6
- households 82.1 98.0 1257 148.4 150.6 154.1 158.6 182.8 190.8 196.1 1922 2115
- enterprises 11.8 20.2 277 350 40.4 41.6 425 41.4 357 324 315 31.7
- insurance company 14.4 14.8 15.7 17.8 185 186 17.8 16.2 185 15.1 147 13.6
In foreign currency 285 384 39.7 418 41.1 44.5 456 470 49.1 534 61.6 68.6 721
- households 24.1 323 354 359 36.2 369 381 396 387 399 456 497
- enterprises 44 6.1 43 59 49 76 75 74 104 13.5 16.0 189
Memorandum items 1/
(percent change)
Broad money 185 186 18.9 16.7 125 12.8 12.1 8.3 192 8.8 6.4 4.2 3.4
Foreign currency deposits 126.2 347 34 53 3.0 15.9 17.8 124 19.5 20.0 35.1 46.0 46.8
Net foreign assets 25.4 -1443 3123 17 03 6.6 148 3.5 12.8 20.0 -23.7 -37.8 -34.6
Net domestic assets 193 1.2 3.0 20.0 15.1 13.9 116 8.8 85 6.8 122 11.9 16.8
Domestic credit 25.5 14 7.7 16.2 13.1 123 11.6 88 8.8 9.5 122 141 157
Credit to enterprises and households 10.8 0.8 149 18.2 12.1 79 4.7 22 39 45 6.2 6.6 6.7
of which in domestic currency 13.1 9.7 7.1 1.0 3.0 36 47 47 2.7
Contribution to money growth
(since January 1)
M2 185 18.6 23.9 16.6 -2.4 -0.5 12 88 2.1 -0.5 -1.0 42 19
NFA -33 19.9 15.9 03 -0.1 -0.3 0.8 13 0.5 0.7 -4.0 -5.8 0.8
NDA, of which 21.9 -1.3 8.0 16.4 23 0.4 0.4 75 -2.6 -1.2 3.0 10.1 11
Net credit to gov. and NPF 203 1.0 2.0 1.2 0.6 25 4.5 73 -0.8 13 47 9.1 0.9
Credit to private sector 12.0 09 139 15.6 0.1 08 12 19 14 27 4.4 5.4 16

Sources: National Bank of Slovakia.

1/ Growth rates adjusted for reclastfication of various items between December 31 and January 1.
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Table A24. Slovak Republic: Monetary Base, 1996-98

(In billions of koruny, average of the month)

1996 1997 1998
March June Sep. Dec. March Jupe Sep. Dec. March June Sep. Dec.

Net foreign assets . 7442 74.48 84.11 82.85 86.51 67.72 78.18 84.32 79.69 98.80 91.27 75.89
Assets 103.34  103.00 112.13 111.22 114.53 9824 10691 114.89 111.86 12828 118.55 105.91
Liabilities 28.92 28.52 28.02 28.37 28.04 30.52 28.73 30.57 32.17 29.48 27.28 30.03

Net credit to government (deposits) -9.73 -9.11  -11.86 -8.68 -10.62 -9.24 -8.61 -6.11 -5.09  -1528 -3.16 -3.42

Credit to banks and open market operations -17.70  -12.37 -0.93 5.81 3.33 16.14 14.87 6.36 434 -4.54 2.16 14.37
of which government securities 0.00 2.58 4.86 5.68 3.87 13.41 12.95 3.40 3.86 0.00 3.07 14.02

Other items net 13.49 11.21 10.05 6.97 9.04 9.40 7.30 9.76 18.48 18.66 15.23 13.41

Reserve money 60.47 64.22 81.37 86.95 88.14 84.02 91.74 94.33 97.42 97.64 101.18 100.25
Currency in circulation 41.99 44.95 48.15 52.43 51.77 53.02 54.41 58.23 58.64 59.31 61.73 61.14
Reserves . 18.48 19.27 33.22 34.52 36.37 30.99 37.33 36.10 38.78 38.33 3945 39.11

Required 18.29 19.01 33.14 33.62 36.16 36.76 37.13 36.25 38.07 37.99 39.14 38.77
Excess 0.19 0.26 0.08 0.90 0.22 -5.76 0.21 -0.15 0.71 0.34 0.31 0.35
Memorandum item:
Official reserves in U.S.$, EOP 3397 3376 3654 3473 3453 3018 3150 3284 3142 3789 3110 2923

Source: National Bank of Slovakia
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Table A25. Slovak Rpublic: Selected Interest Rates, 1996-98

(Average in each period, in percent per anmun)

1996 1997 1998
March June Sep. Dec. March June Sep. Dec. March June Sep. Dec.

Deposits

Total 6.6 6.5 6.7 6.2 7.5 7.8 8.7 8.7 10.0 9.9 103 10.4

Sight deposits 3.1 3.1 3.0 29 3.0 32 3.5 35 3.7 3.7 38 42

Term deposits 9.0 8.6 9.1 8.6 10.0 10.2 11.4 11.6 12.7 12.7 13.1 13.2
7 days . 6.9 10.6 10.2 9.5 18.2. 14.8 20.4 17.1 15.5 15.0 21.9 16.2
One month 6.3 6.1 8.6 8.9 10.7 12.3 15.5 16.3 18.0 16.4 17.3 17.5
One year 9.4 9.1 9.1 8.9 10.0 10.1 10.5 10.5 10.7 11.0 11.1 12.0

New credits .

Total 13.5 12.6 13.6 13.5 16.2 19.3 19.9 20.9 203 16.4 249 186
Short-term 13.2 12.4 13.6 13.5 16.2 20.0 20.9 216 20.6 16.6 25.6 18.9
Medium-term 15.5 133 14.3 13.1 154 15.6 16.8 16.3 15.3 15.2 13.6 14.2
Long-term 14.6 14.0 11.8 13.7 17.7 15.5 15.5 15.4 15.9 14.5 145 14.8

Source: National bank of Slovakia.
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Table A26. Slovak Republic: Balance of Payments, 1995-98
(Millions of U.S. dollars) |
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1995 1996 1997 1998
: Prelim.
Trade Balance 228 -2,293 -2,084 -2,290
Exports, f.0.b. 8,579 8,831 9,641 10,666
Imports, f.o.b. -8,807 -11,124 -11,725 -12,956
Services and income balance 527 -8 -47 -137
Services balance 540 36 73 17
Receipts 2,376 2,068 2,168 2,292
Payments -1,836 -2,032 -2,094 -2,275
Income balance -14 -45 -120 -154
Current transfers 92 203 173 366
Current Account 391 -2,098 -1,958 -2,061
Capital transfers 46 30 0 70
Foreign investment, net 380 295 235 248
Direct investment 134 199 47 221
Portfolio investment 246 96 187 27
MLT credits 394 986 1,265 1,601
Credits extended, net 69 136 86 58
Credits received, net 325 849 1,180 1,543
Disbursements 1,052 2,033 2,265 2,716
Repayments =726 -1,184 -1,085 -1,172
Short-term capital, net 91 882 294 -96
Capital Account 994 2,192 1,795 1,823
Errors and omissions 385 268 309 -186
Overall balance 1,771 362 146 -423
Financing -1,771 -362 -146 423
Gross reserves (increase, -) -1,579 -237 -94 491
Use of Fund credit net -192 -125 -52 -67

Source: National Bank of Slovakia; and staff estimates.
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SM/99/160
Corrected: 8/31/99

Table A27. Slovak Republic: Foreign Trade, 1993-98

(In millions of U.S. dollars)

. 1993 1994 1995 1996 1997 1998
: ’ Prelim.
Exports fo.b 5,447 6,691 8,579 8,831 9,639 10,667
Market economies 2,071 2,970 3,881 4312 5,150 6,538
Developed countries 1,783 2,632 3,510 3,925 4,937 6,408
Of which:
European Union 1/ 1,609 2,340 3,208 3,644 4,538 5,955
Austria 271 351 426 534 692 790
France 87 113 1 187 231 369
Germany 828 1,144 1,613 1,871 2,284 3,084
Ttaly 148 288 413 431 576 760
United Kingdom 55 86 112 136 160 165
EFTA 40 56 85 106 124 194
Other developed countries 2/ 134 236 217 175 275 259
Of which:
Japan 8 6 18 19 12 12
Uhited States 60 108 107 119 156 150
Developing countries 288 338 371 387 213 130
Of which:
China 66 23 17 39 11 4
India 15 61 67 65 43 17
Economies in Transition 3/ 3,371 3,721 4,697 4,519 4,480 4,073
CEFTA countries 4/ 2,716 3,059 3,799 3,658 3,582 . 3,416
Of which: ‘ '
Czech Republic 2,310 2,502 3,024 2,738 2,471 2,175
Hungary 247 366 391 403 433 470
Poland 159 189 378 427 507 586
BRO countries 453 467 612 641 712 496
Of which:
" Russia 256 278 331 308 333 205
Ukraine 140 117 191 236 269 198
Other transition economies 202 195 286 220 186 161
Others and nonspecified 5 0 1 0 9 56
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SM/99/160
Corrected: 8/31/99

Table A27 (Concluded). Slovak Republic: Foreign Trade, 1993-98

(In millions of U.S. dollars)

: 1993 1994 1995 1996 1997 1998
Prelim.
Imports f.0.b. 6,334 6,611 8,771 11,123 11,622 12,892
Market economies 2,304 2,868 4,022 5,491 6,469 7,990
Developed countries 2,109 2,646 3,674 . 5,023 5,962 7,440
Of which:
European Union 1/ 1,769 2,210 3,049 4,147 5,109 6,501
Austria 394 382 448 538 582 604
France 96 148 215 360 419 499
Germany 723 888 1,252 1,625 2,297 3,334
Ttaly 190 290 406 663 681 837
United Kingdom 80 106 148 210 279 267
EFTA 96 104 166 183 181 206
Other developed countries 2/ 244 332 459 693 672 733
Of which:
Canada o 18 12 20 29 41 35
Japan 73 82 131 205 192 212
United States 112 188 215 300 362 378
Developing countries ' 195 221 348 468 507 550
Of which:
Brazil S 16 16 19 21 20
China 30 38 58 82 114 150
India 9 18 31 27 20 18
Economies in Transition 3/ 4,024 3,737 . 4,736 5,616 5,139 4,828
CEFTA countries 4/ 2,489 2,249 2,903 3,233 3,183 3,222
Of which:
Czech Republic 2,275 1,958 2,434 2,708 2,493 2,379
Hungary 85 111 193 222 242 317
Poland 123 158 243 271 298 323
BRO countrics 1,438 1,378 1,672 2,207 1,910 1,550
Of which:
Russia 1,237 1,191 1,456 1,934 1,573 1,281
Ukraine 152 119 123 173 284 239
Other transition economies 97 110 161 176 46 56
Others and nonspecified 7 6 13 16 14 74

Sources: Data provided by the Slovak authorities; and staff estimates.

1/ EU-15 for all years.

2/ OECD members as of end-1993 (i.e., excludes CEFTA members).
3/ All formerly centrally planned economies.

4/ Excluding Romania.
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SM/99/60 |
Corrected: 8/31/99

Table A28. Slovak Republic: Shares of Partners in Foreign Trade, 1993-98

(In percent of total)
1993 1994 1995 1996 1997 1998
Prelim.
Market economies 38.0 44.4 45.2 48.8 53.4 61.3
Developed countries 327 393 40.9 44.4 51.2 60.1
Of which: '
European Union 1/ 29.5 35.0 374 41.3 47.1 55.8
Austria 5.0 53 5.0 - 60 7.2 7.4
France 1.6 1.7 2.0 2.1 2.4 35
Germany ' 15.2 17.1 18.8 21.2 23.7 28.9
Ttaly 2.7 43 4.8 4.9 6.0 7.1
United Kingdom - 1.0 1.3 13 . 1.5 B 1.5
EFTA 0.7 0.8 1.0 1.2 13 1.8
Other developed countries 2/ 2.5 3.5 2.5 2.0 29 2.4
Of which:
Japan 0.1 0.1 0.2 0.2 0.1 0.1
United States 1.1 1.6 13 1.3 1.6 1.4
Developing countries 5.3 5.1 43 » 4.4 2.2 1.2
Of which:
China 1.2 0.3 0.2 0.4 0.1 0.0
India 03 0.9 0.8 0.7 0.4 0.2
Economies in Transition 3/ 619 55.6 54.8 512 46.5 38.2
CEFTA countries 4/ 499 45.7 443 41.4 372 32.0
Of which:
Czech Republic 42.4 374 353 31.0 25.6 20.4
Hungary 45 5.5 4.6 4.6 4.5 4.4
Poland 29 2.8 44 4.8 5.3 5.5
BRO countries 83 7.0 7.1 7.3 74 4.6
Of which:
Russia 4.7 4.1 39 35 35 1.9
Ukraine 2.6 1.7 2.2 2.7 2.8 1.9
Other transition economies 3.7 29 33 2.5 1.9 1.5

Others and nonspecified 0.1 0.0 0.0 0.0 0.1 0.5




Table A28(Concluded). Slovak Republic: Shares of Partners in Foreign Trade, 1993-98
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(In percent of total)

1993 1994 1995 1996 1997 1998
Market economies 36.4 43.4 459 49.4 55.7 62.0
Developed countries 333 40.0 41.9 45.2 513 57.7

Of which:
European Union 1/ 219 334 348 373 440 50.4
Austria 6.2 5.8 5.1 4.8 5.0 4.7
France 1.5 22 2.4 3.2 3.6 39
Germany 114 13.4 143 14.6 19.8 25.9
Ttaly 3.0 44 4.6 6.0 59 6.5
United Kingdom 13 1.6 1.7 1.9 24 2.1
EFTA 1.5 1.6 1.9 1.6 1.6 1.6
Other developed countries 2/ 39 5.0 5.2 6.2 5.8 5.7

Of which:

Canada 0.3 0.2 0.2 0.3 0.4 0.3
Japan 1.2 1.2 1.5 1.8 1.7 1.6
United States 1.8 2.8 2.5 2.7 3.1 29
Developing countries 3.1 33 4.0 4.2 4.4 43

Of which:
Brazil 0.1 0.2 0.2 0.2 0.2 0.2
China 0.5 0.6 07 0.7 1.0 1.2
India 0.1 0.3 0.4 0.2 0.2 0.1
Economies in Transition 3/ 63.5 56.5 54.0 50.5 44.2 374
CEFTA countries 4/ 39.3 34.0 331 29.1 274 25.0

Of which:

Czech Republic 35.9 29.6 278 243 21.5 18.5
Hungary 13 1.7 22 2,0 21 2.5
Poland 1.9 2.4 28 24 2.6 2.5
BRO countries 227 20.8 1.1 19.8 16.4 12.0

Of which:
Russia 19.5 18.0 16.6 17.4 13.5 9.9
Ukraine 24 1.8 1.4 1.6 2.4 1.9
Other transition economies 1.5 1.7 1.8 1.6 0.4 0.4
Others and nonspecified 0.1 0.1 0.1 0.1 0.1 0.6

Sources: Data provided by the Slovak authorities; and staff estimates.

1/ EU-15 for all years.

2/ OECD members as of end-1993 (i.c., excludes CEFTA members).

3/ All formerly centralty planned economies.

4/ Excluding Romania.



Table A29. Slovak Republic: Merchandise Trade, 1995-98 1/

(In millions of U.S. dollars, and changes in percent from a year earlier)

1995 1996 1997 1998
QL Q2 Q3 Q4 Total Ql Q2 Q@ Q4 Total Q. Q@ @ Q4 Total Ql Q2 Q3 Q4 Total
Exports, fo.b. 1,966 2231 2,128 2269 8595 2,065 2,154 2265 2340 8824 2337 2,554 2286 2,464 9,641 2,460 2,697 2,722 2,788 10,667
(percent change) 378 336 273 165 280 50 35 64 31 27 132 186 09 53 93 53 56 1901 131 106
Tmports, fo.b. 1967 2257 2,086 2475 8786 2612 2,568 2,675 3254 11,109 2,879 3,127 2740 2031 11,677 295 3283 3209 3505 12,956
(percent change) 293 464 261 294 325 328 138 282 315 264 102 218 24 99 51 28 50 171 196 110

Source: Data provided by the Slovak authorities.

1/ Quarterly data may not add to annual totals due to differing exchange rate conversion factors.
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(In millions of U.S. dollars)

APPENDIX

SIT.C Description 1993 1994 1995 1996 1997 1998
Category

Exports, f0.b. 5,447.5 6,691.0 8,578.9 8,831.1 9,638.9 10,666.7
0 Food and live animals 299.3 303.3 4313 3313 332.1 3434
1 Beverages and tobacco 48.1 62.8 75.0 63.6 65.7 56.9
2 Crude Matesials 2680 3425 4372 3934 409.4 382.6
3 Fuels and related products 268.1 3104 362.5 4343 444.6 375.4
4 Animal and vegetable oils and fats 56 6.8 9.2 121 14.8 19.8
5 Chermicals and related products 654.6 862.2 1,132.1 1,096.8 1,039.5 949.7
6 Intermediate manufactured products 2,111.0 2,633.8 3,469.1 3,379.5 3,2726 3,201.4
7 Machinery and transport equipment 1,057.5 1,271.4 1,614.7 2,047.0 2,737.3 3,982.7
8 Miscellaneous manufactured articles 730.5 893.7 1,045.5 1,065.8 1,318.2 1,350.7
9 Other 4.8 4.1 23 73 4.7 4.1

Imports, f.o.b. 6,334,1 6,611.1 8,770.5 11,123.4 11,671.9 12,959.4
0 Food and live animals 464.2 458.7 604.7 670.9 659.2 686.3
1 Beverages and tobacco 922 85.3 96.1 120.3 122.4 116.3
2 Crude Materials 3265 348.8 525.6 543.7 516.0 500.2
3 Fuels and related products 1,324 1,2733 1,535.1 1,861.4 1,826.9 1,418.8
4 Animal and vegetable oils and fats 15.6 19.0 17.6 19.4 215 273
5 Chemicals and related products 720.0 871.7 1,189.2 1,282.1 1,354.0 1,382.1
6 Intermediate manufactured products 956.7 1,113.7 1,560.8 1,700.5 1,929.3 2,343.5
7 Machinery and transport equipment 1,852.8 1,829.3 2,5349 3917.6 4,190.6 5,184.2
8 Miscellaneous manufactured articles 5711 599.8 698.0 995.6 1,046.5 1,294.4
9 Other 10.9 115 85 11.9 55 6.3
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(In percent of total)
S1T.C Description 1993 1994 1995 1996 1997 1998
Category

Exports, fo.b. (Millions of U.S. dollars) 5,448 6,691 8,579 8,831 9,639 10,667
] Food and live animals 55 45 5.0 38 34 32
1 Beverages and tobacco 0.9 0.9 0.9 0.7 0.7 0.5
2 Crude Materials 19 5.1 5.1 4.5 42 36
3 Fuels and related products 4.9 4.6 4.2 4.9 4.6 35
4 Animal and vegetable oils and fats 0.1 0.1 0.1 0.1 0.2 0.2
S Chemicals and related products 12.0 12.9 132 124 108 8.9
[ Intermediate manufactured products 38.8 39.4 40.4 383 34.0 30.0
7 Machinery and transport equipment 194 15.0 18.8 23.2 28.4 373
8 Miscellaneous manufactured articles 134 13.4 122 12.1 13.7 12.7
9 Other 0.1 0.1 0.0 0.1 0.0 0.0

Imports, f0.b. (Millions of U.S. dollars) 6,334 6,611 8,771 11,123 11,672 12,959
0 Food and live animals 73 6.9 6.9 6.0 56 53
1 Beverages and tobacco 15 13 1.1 11 1.0 0.9
2 Crude Materials 52 53 6.0 4.9 4.4 3.9
3 Fuels and related products 20.9 19.3 17.5 16.7 157 10.9
4 Animal and vegetable oils and fats 0.2 03 0.2 0.2 0.2 0.2
5 Chemicals and related products 114 13.2 13.6 115 11.6 10.7
6 Intermediate manufactured products 151 16.8 17.8 153 16.5 18.1
7 Machinery and transport equipment 29.3 27.7 28.9 352 359 40.0
g Miscellaneous manufactured articles 9.0 9.1 8.0 9.0 9.0 10.0
9 Other 0.2 0.2 0.1 0.1 0.0 0.0

Source: Data provided by the Slovak authorities.

1/ Data are on customs basis and exclude 'private’ imports.
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Table A31. Slovak Republic: External Debt in Convertible Currencies, 1992-98

(In millions of U.S. doliars; end of period)
1992 V/ 1993 1/ 1994 1995 1996 1997 1998
Debt in convertible custencies 2,829 3,380 4,660 5,678 7,661 9,768 11,902
Medinm- and long-term 2,262 2,665 3,424 3,964 4,715 5,474 7,297

By debtors:

National Bank 554 917 1,181 1,025 876 849 812
Commercial banks 199 214 275 529 764 680 602
Government 1,071 1,059 1,083 1,011 844 708 1,698
Corporations 438 475 885 1,399 2,232 3,237 4,184
Short-term 567 718 1,236 1,714 2,946 4,294 4,605
Govemment 0 0 0 0 0 186 0
Other 567 715 1,236 1,714 2,946 4,108 4,605
Commercial Bank 1,424 2,225 2,063
Enterprise & Other 1,522 1,883 2,541

Sources: Data provided by the Slovak authorities; and staff estimates.

1/ Excludes debt towards the Czech Republic.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

