
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Summary 
 
Key macroeconomic and financial stability indicators suggest that Slovakia has 
created a stable launch pad for accelerated real and financial sector convergence 
with the euro area and some of its neighbours that joined the EU at the same time. 
This is the result of macroeconomic stabilisation measures and the steadfast 
implementation of a comprehensive package of structural reforms. These policy 
choices enabled Slovakia to more than close the reform gap that had opened up 
with its neighbouring EU aspirants before 1998 and to become a prime recipient for 
growth-enhancing foreign direct investment. Nevertheless, some stability challenges 
that are typical for converging economies still lie ahead – both before and after 
Slovakia’s euro adoption, which is planned for 2009. A continued skilful use of 
macroeconomic and structural policies will help to foster steep economic catching-
up, while preventing potential medium- and long-run macroeconomic and financial 
sector instabilities. Fiscal policy will continue to play a pivotal role in the policy 
toolkit. It will in particular have to avoid pro-cyclicality and to maintain investor 
confidence. Complying with a fiscal adjustment strategy anchored in a credible 
framework, as presented in the last Slovak convergence programme, will be crucial.  

 
 
Macroeconomic and financial sector stability in converging 
economies: the core literature in a nutshell 
 
Ensuring macroeconomic and financial sector stability can be particularly 
challenging during a process of rapid economic catching-up such as Slovakia has 
embarked on. The literature on macro-financial stability in converging economies 
received a boost from the Asian crisis in 1997/1998, with research spearheaded by 
the Kaminsky and Reinhart (1999) analysis on stylised facts and early warning 
indicators of currency and banking crises. The Asian crisis also led to a strong 
interest in “macro-prudential indicators” or “financial soundness indicators” (as they 
were renamed later on) for the assessment of financial sector stability conditions. 
These indicators are, in essence, sectoral aggregations of micro-prudential 
indicators as they are used by banking supervisors for individual financial institutions 
and were comprehensively surveyed by Evans et al. (2000). Allen et al. (2002) 
stressed the importance of sector interdependencies in identifying stability 
challenges, particularly in a converging economy. Building on these strands of the 
literature, Watson (2004) developed a parsimonious toolkit of stability indicators, 
which takes sectoral interdependencies into account. European Commission (2005) 
applies the convergence literature on growth and stability to the Member States that 
recently acceded to the EU (“RAMS”) and discusses policy implications.  

By Siegfried Steinlein* 

Will Slovak convergence be steep and stable? 

Highlights in 
this issue: 
• Slovakia has 

stabilised its 
macroeconomy 
and more than 
closed the reform 
gap with its 
neighbours, thus 
creating a stable 
launch pad for 
accelerated real 
convergence and 
financial sector 
growth.  

 
• Nevertheless, 

stability challenges 
that are typical for   
converging 
economies still lie 
ahead. 

 
• All policies will 

need to cope with 
these challenges; 
but fiscal policy 
will be key. 

 

Volume 2, Issue 12 

23.06.2005 

ECFIN COUNTRY FOCUS 

* Directorate for the Economies of the Member States. 
The views expressed in the ECFIN Country Focus belong to the authors only and do not necessarily correspond to those of 
the Directorate-General for Economic and Financial Affairs or the European Commission. 

Economic analysis from the European Commission’s Directorate-General for Economic and Financial Affairs 



ECFIN Country Focus  Volume 2, Issue 12 Page 2 

 
 
Slovak convergence: stable so far, at the macroeconomic level… 
 
Over recent years, Slovakia has made significant progress in real convergence with 
the euro area. Since 2001, its real GDP growth has outpaced growth in the 
neighbouring RAMS, i.e. the Czech Republic, Hungary and Poland. At the same 
time, Slovakia has considerably strengthened the stability of its macroeconomy and  
financial sector, thus creating a stable launch pad for further accelerated real and 
financial sector growth.  
 
By 1997/98, Slovakia’s economy had run into unsustainable external imbalances, 
with a current account deficit of almost 10% of GDP (Chart 1). The imbalances had 
predominantly been caused by a lack of structural reforms (which opened up a 
reform gap with its neighbours), a sizeable but largely unproductive increase in 
investment spending, and an unsustainable fiscal expansion. Economic policy-
makers reacted by implementing a macroeconomic stabilisation package and a first 
set of structural reforms that focussed on the corporate and banking sectors. Fiscal 
policy contributed substantially to the 1999/2000 stabilisation package, although this 
is not visible from the headline deficit figures (Table 1); the latter were heavily 
influenced by extraordinary one-off operations that arguably added no or very limited 
fiscal stimulus (bank restructuring, methodological changes in the accounting for 
government guarantees). A second set of structural reforms concentrated on the 
public sector and was mostly implemented in 2003 and 2004, creating the 
preconditions for further fiscal consolidation towards the fulfilment of the 3% of GDP 
Maastricht deficit criterion, which is envisaged for 2007. 
 
Chart 1: Current Account Deficit     Chart 2: Real Effective Exchange                       
and Net FDI                                            Rate and Real Export Growth 
 
 
 
 
 
 
 
 
 
 
 

 

Source: European Commission services 

 
Table 1: Slovakia and the other EU-4 (Czech Republic, Hungary, Poland) 

Selected macroeconomic and fiscal indicators 

1998 1999 2000 2001 2002 2003 2004

GDP per capita(1) 43.8 43.2 44.0 45.2 47.7 48.9 50.8
(Other EU-4) (2) 49.8 50.1 50.4 51.8 53.3 54.6 56.1

Real GDP growth 4.2 1.5 2.0 3.8 4.6 4.5 5.5
(Other EU-4) (2) 2.8 3.2 4.3 2.5 2.1 3.5 4.5

Unemployment(3) 13.0 16.7 18.7 19.4 18.7 17.5 18.0
(Other EU-4) (2) 8.3 9.6 10.5 10.7 10.9 10.9 11.0

Inflation 6.7 10.4 12.2 7.2 3.5 8.5 7.4
(Other EU-4) (2) 11.9 6.3 8.0 6.3 2.9 1.8 4.3

Government deficit(4) 3.8 7.1 12.3 6.0 5.7 3.7 3.3
(Other EU-4) (2) n/a 3.5 2.7 4.7 6.3 7.5 4.1

Government debt(4) 34.0 47.2 49.9 48.7 43.3 42.6 43.6
(Other EU-4) (2) n/a 39.0 36.8 38.7 42.4 46.9 46.2

(1) In % of euro area, PPS. (2) Unweighted average. (3) In % of civilian labour force. (4) For general government (In % of GDP).  
Source: European Commission services 
 
The macroeconomic stabilisation was successful and, after an initial growth 
slowdown, the economy has now reached an expansion rate of 5½% – higher than 
in all the neighbouring RAMS (Table 1). Price liberalisation was completed 
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comparatively late and led to high and variable inflation until 2004. Thereafter, 
inflation dropped rapidly and is now below 3% annually. In particular since the 
September 2002 elections, fiscal consolidation has largely eliminated policy mix 
tensions, again contrasting favourably with most of Slovakia’s neighbours. Fiscal 
policy thus created room for interest rate cuts and mitigated the appreciating trend of 
the Slovak koruna. In spite of some real appreciation, export growth rates have been 
high (Chart 2). This has contributed to a narrowing of the current account deficit into 
sustainable territory – which occurred more or less at the same time that 
privatisation-related foreign direct investment (FDI) dropped substantially (Chart 1). 
 
Major privatisations through sales to foreign owners were concentrated in the period 
from 1999 to 2002 and boosted foreign exchange reserve adequacy (Table 2). 
Reserves currently more than fully cover short-term debt.  
  

Table 2: Slovakia - Selected monetary stability indicators 

Short-term debt/gross reserves (in%)(1) 204.4 128.1 98.0 105.1 75.7 117.2 68.9
Change in gross reserves (in %) -8.6 36.3 35.8 4.8 80.7 8.2 6.7
M2 / gross reserves 438.1 363.8 314.7 334.9 190.9 185.7 187.7

(1) Short-term debt measured on a remaining maturity basis.

1998 1999 2000 2001 2002 2003 2004 (est.)

 
Sources: IMF, National Bank of Slovakia 

Macroeconomic stabilisation has been embedded in a strengthening of policy 
frameworks. In particular, medium-term fiscal planning has advanced, with the 
Convergence Programme 2004 to 2010 acting as a catalyst. Furthermore, monetary 
policy has recently switched to explicit inflation targeting.  
 
…and in the financial and corporate sectors 
 
Before 1998, Slovakia lagged behind most of the other central and Eastern 
European transition economies slated for EU accession in implementing structural 
reforms. Thereafter, it embarked on an impressive acceleration of these reforms, 
thus more than closing reform gaps with its neighbouring RAMS. The initial 
emphasis was on the corporate and banking sectors: they were disentangled and 
put at arm’s length from each other by means of enterprise reform and privatisation 
on the one hand and comprehensive bank restructuring and privatisation on the 
other. Bad loans of around 12% of GDP were carved out of the three major state-
owned banks in 1999/2000, transferred to public consolidation agencies and largely 
cancelled. This involved very large capital transfers, which increased the fiscal 
deficit. The banks in question, together with most of the rest of the sector, were then 
privatised to foreign direct investors. As a result, the share of foreign-owned banks 
in total bank assets reached well over 90%. Budget constraints in the corporate 
sector were further hardened by strict limits on the issuance of new government 
guarantees. As a corollary to these intensified reforms, however, enterprise 
restructuring led to persistently high unemployment, well above the average in the 
neighbouring RAMS, as a result of inflexibilities in the labour market. 
 

Table 3: Slovakia - Selected indicators for the financial and 
non-financial sectors 

Domestic bank claims on private sector (% of GDP)(1) 33.9 33.2 31.0 32.3 32.8
(cf. other EU-4)(2) 35.8 33.8 31.3 34.2 35.6

   (cf. euro area) 104.3 108.3 108.9 112.1 114.8
Domestic bank claims on private sector (end-period, % change)(1) 2.6 6.0 12.1 13.7 12.5

(cf. other EU-4)(2) 17.8 4.8 0.9 16.2 11.9
   (cf. euro area) 10.6 8.0 4.0 5.6 6.5

Aggregate capital adequacy of banks (% of assets) 12.5 19.8 21.3 21.6 19.0
Non-performing bank loans (% of total loans) 12.3 9.2 6.4 5.4
Cross-border short-term interbank borrowing (% of assets) 1.7 3.1 3.9 7.7
Private sector foreign exchange debt (% of GDP, est.) 32.0 29.1
Corporate debt (% of GDP, est.)(3) 47.1 40.4
Household debt (% of GDP,est.) 7.8 9.6

(1) Domestic bank claims to private sector in 2002 adjusted for change in SKA claims in 2002 ; (2) Czech Republic, Hungary, Poland ; unweighted average.
(3) Corporate debt does not include domestic bond issues.

2003 2004 (est)2000 2001 2002

 
Sources: European Commission services, IMF, National Bank of Slovakia 

Core financial sector soundness indicators suggest that the bank restructuring 
operations have placed the sector on a relatively stable launch pad for further 
expansion. Sensitivity analyses (“financial sector stress tests”) have shown that the 
system, which now enjoys high capital adequacy ratios (Table 3), is able to cope 
with relatively large interest rate, exchange rate and non-performing loan shocks 
(IMF, 2002). Furthermore, credit growth is still moderate and comparable to the 
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neighbouring RAMS, although credit to households has been growing rapidly 
(almost 40% in 2004). However, certain factors warrant continued attention: the 
private sector foreign-currency debt; associated indirect currency exposure of banks 
through their corporate customers; and banks’ government bond holdings.  
 
Altogether, in terms of both policy regimes and sector positions, policy-makers have 
been moving in the right direction to create a stable macroeconomic and financial 
sector environment to safeguard continued growth. In particular, with the savings-
investment balance of the private sector likely to advance further into negative 
territory, action to strengthen the public sector balance has been undertaken and 
more is planned. The monetary policy framework has also been developed further. 
And institutional frameworks for the corporate and financial sector, including notably 
prudential regulations and financial sector supervision, have evolved considerably 
over recent years and have broadly been assessed positively (IMF, 2002). 
 
 

Convergence ahead: a virtuous circle…  
 
Looking ahead, the challenge for Slovakia is to build on its impressive achievements 
during transition and the EU accession process to ensure a further strong and 
sustainable rise in living standards on the way toward euro adoption and beyond. As 
is evident from per capita income figures (Table 1) and from figures on bank claims 
on the private sector (Table 3), there is enormous potential for real and financial 
catching-up with the euro area and there is also still room for catching-up with some 
neighbours that joined the EU at the same time.  
 
Recent developments suggest that Slovakia’s convergence is likely to accelerate 
further. High rates of return to capital, which are mainly due to the low cost of a 
relatively well qualified labour force, are attracting high post-privatisation (i.e. 
“greenfield”) foreign direct investment. This is mainly clustered in the automobile 
industry and is creating vast new export capacities. Furthermore, private 
consumption is picking up and could well be further stimulated by continued high 
growth rates of domestic credit to households.  
 
Nevertheless, there are currently no indications that the returns on investments and 
future incomes are estimated too exuberantly. Although the current account deficit is 
likely to widen in 2005 and 2006 due to higher investment and accelerating 
consumption, its domestic counterparts will probably remain sound and there are no 
grounds currently to think that the deficit will move out of sustainable territory.   
 
…or perhaps some challenges to stability and growth 
 
After 2006, a considerable expansion of exports, following the build-up of new  
capacity in the automobile sector, is likely and should narrow the current account 
deficit again. However, there are three potential countervailing tendencies: first, the 
increase in profit repatriation which has recently been observed could pick up; 
second, Slovak consumers could further accelerate their spending, potentially 
reaching the limits of reasonable “consumption smoothing” with a view to higher 
future income; and, third, further investment could be based on unrealistically benign 
assessments of associated risks. Reminiscent of convergence experience 
elsewhere, such a scenario could be accompanied by high and misallocated 
domestic credit growth, leading for instance to asset price bubbles; by widening 
current account deficits, financed by volatile and short-term capital inflows in lieu of 
stable FDI; and by an overvaluation of the real exchange rate against the backdrop 
of an export sector that becomes increasingly dichotomised into automobiles and 
other exports. In such a situation, the current account balance (and associated 
external debt developments) could potentially become a concern again, particularly 
if fiscal policy does not make an effort to compensate at least partly for rising private 
spending and an increasingly negative private savings-investment balance.  
 
If such a boom develops gradually and stretches well into the period after euro 
adoption (which is planned for the beginning of 2009) and if it becomes ultimately 
unsustainable, the classical adjustment mechanism through a nominal depreciation 
of the currency will be excluded in the currency union. Reducing any overvaluation 
of the real exchange rate will instead require an adjustment in domestic prices via 
disinflation – with ensuing output losses depending on the flexibility in the real 
economy. The adjustment after an unsustainable boom could either result in a soft 
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landing if self-correcting mechanisms work relatively smoothly – for example through 
a gradual consumption slowdown in light of a rising household debt burden – or it 
could lead to a more abrupt onset of a growth crisis if balance sheet distresses in 
the corporate and financial sector are resolved in a more disruptive fashion. 
 
However, it has to be stressed that such negative developments are certainly not 
unavoidable and can be prevented if Slovakia maintains sound and stability-oriented 
macroeconomic and structural policies. Strict compliance with Slovakia’s currently 
envisaged fiscal adjustment path and a potential acceleration of fiscal consolidation 
will already go a long way to avoiding over-exuberance as regards investment risks 
and future incomes.   

 
 
How to be virtuous: fiscally and otherwise 
 
What can be done to ensure a virtuous circle of steep and stable convergence? For 
this, both macroeconomic and certain microeconomic policies will be important, with  
fiscal policy playing a particularly prominent role.  
 
EU accession and further EU integration have been delivering stable policy anchors 
for Slovakia. They also, to a large extent, have the capacity to shield it against 
contagion from third countries. Nevertheless, within the EU-wide framework, 
domestic policies remain key, particularly in four crucial areas: structural (“real 
sector”) policies; prudential and supervisory policies; monetary and exchange rate 
policy; and, last but certainly not least, fiscal policy.  
 
Slovakia’s high structural unemployment suggests that the labour market still needs 
to be made more flexible, building on the substantial reforms already undertaken in 
recent years and including the pursuance of Lisbon agenda objectives. Looking 
forward, prospects for employment growth in line with further strong real GDP 
expansion seem brighter than in the past.  
 
Great progress has been made in prudential and supervisory policies over recent 
years, but they have not yet been tested in a more expansionary financial 
environment. Hence, vigilance is required to counteract early enough potential 
market imperfections (adverse selection, moral hazard, etc) that could lead to 
unsustainable boom phases. Foreign currency borrowing by corporates (both 
abroad and domestically) and corporate hedging behaviour feature among the areas 
to watch. The first macro-financial stability report by the National Bank of Slovakia 
published in 2004 has made a contribution to a comprehensive view on macro-
financial stability issues.  
 
Although monetary and exchange rate policies will progressively lose degrees of 
freedom in the run-up to euro adoption, a premature euroization of the economy 
should be avoided, as this could make potential currency turbulences on the way to 
the euro particularly costly. Market participants should be guided towards an 
awareness that exchange rates can still move in both directions and be encouraged 
to hedge their exposures appropriately.   
 
As regards exchange rate developments in the run-up to euro adoption, a sound 
policy mix remains key and fiscal policy is the crucial policy instrument to ensure it. 
The formal compliance with Stability and Growth Pact requirements may not be 
sufficient in a convergence context. Although fiscal policy may not be able to 
compensate fully for an increasingly negative private savings-investment balance, it 
has an important signalling and confidence-building role to play (European 
Commission, 2005). Basic fiscal rules to follow are the prevention of pro-cyclicality, 
including by avoiding the overestimation of “structural” revenues in boom phases 
(Jaeger and Schuknecht, 2004); and the maintenance of investor confidence, by 
demonstrating compliance with a fiscal adjustment strategy that is anchored in a 
fully credible framework.  
 
The most recent Slovak convergence programme submitted to the European 
Commission fulfils this requirement and outlines a credible adjustment strategy until 
2007, although risks increase towards the end of the programme horizon (European 
Commission, 2004). It will be crucial for a successful run-up to euro-adoption to fully 
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comply with this strategy and to accelerate the adjustment whenever possible so as 
to create a safety margin against the manifold vagaries of economic convergence. 
  
 

Conclusion 
 
Macroeconomic stabilisation and the steadfast implementation of comprehensive 
structural reforms have enabled Slovakia to more than close the reform gap that had 
opened up with its neighbouring EU aspirants before 1998, thus accelerating real 
convergence with the euro area and putting the financial sector on a stable launch 
pad for further expansion. Prospects for further accelerated and stable real and 
financial sector convergence are good. Nevertheless, challenges that are typical for 
converging economies still lie ahead in the medium and long term as consumption 
and investment activities, and associated credit growth, could enter unstable 
territory – potentially coupled with an overly appreciated currency and related 
current account concerns.  
 
All major economic policy areas will have a role to play in avoiding these challenges 
and in ensuring steep and stable convergence. Whatever other policies bring to the 
table, fiscal policy remains key. The avoidance of pro-cyclicality, not least by 
preventing the over-estimation of “structural” revenues in boom phases, and the 
maintenance of investor confidence by following a fiscal adjustment strategy 
anchored in a credible medium-term framework, are particularly important.    
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