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First year of the euro in Slovakia

A conference to evaluate the usage of the euro in Slovakia during 2009 was organized by
the Representation of the European Commission in Slovakia in cooperation with Ndrodnd
banka Slovenska.

=

A press conference was given during the event by NBS Governor Ivan Sramko (left), European Commissioner Maro$
Seféovi¢, and the European Commission’s representative in Slovakia, Branislav Slysko.

The conference began with speeches from Slovak
Prime Minister Rdbert Fico, Slovak Finance Minis-
ter Jan Pociatek, NBS Governor Ivan Sramko, Eu-
ropean Commissioner Maros Seféovi¢, and other
distinguished guests from the social, political and
banking spheres, including VUB bank's deputy
CEO, Elena Kohutikové, the president of the Slo-
vak Association of Commerce and Tourism, Pavol
Konstiak, and the central director of the Slovak
Trade Inspectorate, Nadezda Makdchova. In addi-
tion, analysts from independent institutions and
banks held a discussion about the future outlook
for the euro in Slovakia.

The conference participants agreed that Slo-
vakia had adopted the euro at a pivotal time in
regard to economic, social and political events.

According to Prime Minister Fico, Slovakia had
joined the euro area at the last possible moment.
In his address to the conference, he said: “I am
quite convinced that we caught and boarded the
last euro train. This train to Europe will certainly
not be dispatched in coming years. It is unlikely
that in 2011, 2012 or 2013 any other country will

meet the entry conditions and become part of this
truly elite club!"He added that the euro had given
Slovakia a certain competitive edge, as demon-
strated during the current economic crisis.

According to Finance Minister Pociatek the case
for the long-term benefit of the euro is winning,
and the currency is important for investors in that
it offers a stable environment without exchange
rate fluctuations.

Governor Sramko pointed out in his speech
that although Slovakia was now in the euro area
it should as soon as possible get back to being
in the position as if it still had to meet the fiscal
criteria. “What should now be firmly stressed is
that economic policy cannot disregard certain
tendencies and developments. If it does, the euro
will not solve the problems that arise”, he said.

European Commissioner Sefc¢ovi¢ noted that
“the fiscal rules of the Stability and Growth Pact
countries have helped and motivated countries,
and these countries were consequently in a posi-
tion to cope with the economic crisis after its un-
expected and swift emergence!”

Photo: NBS
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Opinion of Narodna banka
Slovenska on the general
government budget for 2010-2012

The general government budget for the period 2010-2012 (hereinafter “the GGB”) is based
on the assumption that the economy will recover in 2010 and that economic activity

will subsequently accelerate. The economic outlook determining the revenue side of

the budget constitutes the basic framework around which the GGB is compiled for the
medium-term horizon. In accordance with its macroeconomic forecast, the Ministry of
Finance of the Slovak Republic (MF SR) expects that tax and contribution revenues, after
declining steeply in 2009, will stabilize and rise slightly in 2010, and then increase sharply

in the following two years.

While such a development may be realistic — pro-
vided that external demand recovers — allowance
should be made for the possibility that external
demand, as well as domestic demand, will pick
up at a more moderate pace. After all, in the light
of what is now known, estimates of current and
especially future developments are subject to
a great degree of uncertainty.

The expectations for key macroeconomic indi-
cators which serve as the basis of the GGB corre-
spond to as the central bank’s estimates.

As for the development of public expenditure,
the determining factor is the implementation of
the Government’s aims and policies. In this regard,
the budget reflects above all the Government’s
priority to maintain peoples’social standards and
partially also to improve the efficiency of public
spending by cutting staff in the public adminis-
tration sector (including through a reorganization
of the Slovak Armed Forces).

As regards the overall general government
deficit, the Government has presented a consol-
idation plan that sets out to gradually reduce the
deficit, from the expected 6.3% of GDP in 2009 to
below 3% in 2012. Looking at the pace of consoli-
dation, the average annual reduction in the defi-
cit will be 1.19% of GDP per year. However, as in the
past, the submitted GGB focuses consolidation ef-
forts on the more distant time horizon, with the
deficit projected to improve by 0.8 p.p. in 2010,
1.3 p.p.in 2011 and 1.2 p.p.in 2012).

It should also be noted that the worsening fiscal
balance for the recent period is not simply the re-

Table 1 Macroeconomic forecasts

2009
in9
Real growth in % MF SR NBS
GDP -5.7 -4.8
HICP 1.2 09

Source: MF SR and NBS.
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sult of cyclical fluctuations. Potential GDP growth
has been significantly affected by the economic
crisis, too. Not only that, but the budget for 2009
has already reckoned on certain one-time rev-
enues that will not be repeated in the future. Fur-
thermore, the position of some state enterprises
has deteriorated and will have to be addressed
by Government sooner rather than later. It can
therefore be said that the larger fiscal deficit is
only partly caused by cyclical factors.

When assessing the GGB, it is necessary to note
the requirements laid down in the Stability and
Growth Pact, the recommendations of the Euro-
pean Commission, and the pace and nature of the
planned consolidation (including an evaluation
of the long-term sustainability of public finances).
It is also necessary to analyse and consider how
public finances are managed in the “good times”.

Regarding compliance with the Stability and
Growth Pact, structural consolidation is supposed
to begin in 2010, and in no circumstances should
it lag economic recovery. Those countries that
have a high deficit and/or debt, as well as those
with a sharply rising debt, must ensure that con-
solidation effort represents at least 1 p.p. of GDP
per year (the nominal debt of Slovakia, which has
one of the least indebted economies in the EU,
is projected to rise by 79% over four years, from
27.7% of GDP in 2008 to 42.2% of GDP in 2012.

As regards the expected failure to meet the gov-
ernment deficit criterion laid down in the Treaty
establishing the European Union, the deficit of
4.7% for 2009 (estimate of the European Com-

2010 2011
MF SR NBS MF SR NBS
1.9 3.1 4.1 43
26 1.2 37 25
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Table 2 Comparison of actual receipts from structural operations (Structural Funds and the Cohesion

Fund) with the budgeted level (in EUR millions)

2005 2006 2007
GGB 2005-2007 535 627 756
GGB 2006-2008 564 1416
GGB 2007-2009 771
GGB 2008-2010
GGB 2009-2011
GGB 2010-2012
GGB average 535 596 981
Actual figure 180 313 414
Actual igure/
GGB (in%) 34% 55% 54%

*Balance as at the end of October 2009.

2008 2009 2010 2011 2012
1,452

910 1,189

924 1,533 2,337

1,349 1,966 2,162
2,132 2,384 2,020

1,095 1,357 2,145 2,273 2,020

529 389*

57% 29%

Source: MF SR; budgeted amounts calculated using the conversion rate of 30.126 SKK/EUR.

mission) is not “close”to the reference value of 3%
of GDP, and although it is, under the terms of the
Treaty, "exceptional’, it is not “temporary”. On 7 Oc-
tober 2009, the European Commission adopted
areport in accordance with Article 104(3) of the
Treaty in which it states that an excessive deficit
exists in Slovakia. The report also states that the
"‘good times” were not used to make progress in
the consolidation of public finances, and there-
fore the excessive deficit in 2009 is due not only
to the economic downturn, but also to a signifi-
cant deterioration in the structural balance since
2006.The proposal to initiate the excessive deficit
procedure for Slovakia sets a deadline of 2013 for
rectifying the excessive deficit. On 2 December
2009, the EU Council discussed the EC's proposal
and approved it in full.

Nérodna banka Slovenska on one hand takes
a positive view of the Government’s consolida-
tion efforts, which, in accordance with the Euro-
pean Commission’s recommendations, include
aresumption of public finance consolidation at
the first signs of economic recovery; on the other
hand, however, NBS notes certain risky areas in
the adopted fiscal strategy.

Besides the above-mentioned uncertainty
about the pace and scope of Slovakia's economic
recovery (necessitating the inclusion of some
leeway in expenditure), the principal risk is the
absence of active fiscal policy measures on the
expenditure side that are directed towards the
recovery of public finances.

The consolidation is designed on the assump-
tion of the natural rise in revenues and increase
in nominal GDP as the basis for calculating the
deficit ratio.

It may already be expected that European in-
stitutions will criticize Slovakia for not having in-
troduced binding limits on public expenditure.
Although these have long been recommended
as an effective instrument for maintaining fiscal
discipline during periods of unexpected drops
in revenue, the GGB does not envisage any such
measures.

Chart 1 Comparison of actual receipts from structural operations

with the budgeted level (EUR millions)

2,400 A
2,100 A
1,800
1,500
1,200 4

900 4

600 q

300 4 /\

0

T T
2005 2006 2007 2008 2009 2010

Budget — Actual figures

Source: MF SR.

The financing of expenditure through an ambi-
tious amount of receipts from EU funds may be seen
as a vulnerability of the GGB. In the past (even dur-
ing good times), Slovakia demonstrated a limited
absorption capacity of EU funds. Unless there is
more vigorous support for the use of these funds
—and such support is not provided for in the GGB
— it is difficult to expect a substantial acceleration
of these funds.

Another potential risk in the expenditure struc-
ture is uneven distribution in the use of expenditure
over the budget horizon. For 2010, central gov-
ernment expenditure is projected to be high on
the current assumption that the expenditure of
other entities in the public administration sector
will be cut back. For 2011 and 2012, the opposite
tendency is set out in GGB: central government
spending should fall as the spending of other
general government entities rises. Apart from the
improbability of local authorities achieving a bal-
anced budget in 2010, it may be assumed that
local authorities will need to finance delegated
responsibilities by increasing their indebtedness,

2011 2012
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and also that a transfer of budgetary funds will be
needed if local authorities are to carry on perform-
ing their responsibilities to a functional level. Like
the central government, however, local authori-
ties did not use the good times to make provision
for a future deterioration in the macroeconomic
situation.

As regards the expenditure structure, it is nec-
essary to focus expenditure on expense items
that have the highest value added, i.e. that are
expected to bring a greater benefit to the econ-
omy in the future. This includes mainly spend-
ing on research and development, education,
infrastructure projects, structural reforms, and so
on. According to the approved GGB, however,
spending on science and technology and on the
construction, administration and maintenance of
the roads infrastructure will be lower than in pre-
vious years. If the projected drawings of EU funds
and the need for their co-financing were not met,
then in 2010 the central government's capital ex-
penditure would even decline. At the same time,
a rise in funding is budgeted for current expendi-
ture.

Nérodna banka Slovenska puts the total ex-
penditure savingsin certain chapters of the central
government budget at more than €700 million. It
also notes, however, that the budget expenditure
savings should be focused mainly on chapters
that make a lower contribution to potential GDP
and should be implemented in a sustainable way,
meaning through the implementation of appro-
priate structural measures and reforms.

If expenditure policy is dominated by tenden-
cies to maintain a high share of compulsory ex-
penditure while capital investments decline, it
will pose a risk to the long-term sustainability of
public finances. Given the high share of compul-
sory expenditure in total public expenditure and
the absence of built-in expenditure limits, current
expenditure in the 2009 state budget remained
at the level of current expenditure in“good times”
and savings were recorded only the in area of capital
expenditure. Since, however, it is such investment
expenditure, not current expenditure, that stimu-
lates long-term economic growth, this develop-
ment represents a risk in the GGB. The risk posed
by budget deficits created through such a fiscal
policy is that government debt will accumulate
without the creation of capacities for its amortiza-
tion over the medium- to long-term horizon.

This increase in government debt may represent
another public finance risk in that the need to fi-
nance it (in the context of the rising indebtedness

Table 3 General government deficit and debt (in %)

2007 2008
Deficit 1.9 23
Debt 293 27.7
GDP growth 104 6.3

Source: MF SR.
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of governments at the Central European level)
could put pressure on private investments and,
with interest rates climbing, add to the pressures
on GGB expenditure.

When assessing the pace of public finance con-
solidation, it should be noted that the public sec-
tor debt of Slovakia will rise by 14.5 percentage
points of GDP over four years, or €14.7 billion. In
this regard, it would be desirable to have an ac-
celerated consolidation of public finances so as to
avoid burdening future generations.

The unexpected and deep downturn of the
economy in 2009 highlighted the importance of
saving in the good times, when there may also be
scope for achieving a balanced general govern-
ment budget (if not a budget surplus). The effect
of automatic stabilizers in regard to the deficit
level (exceeding 3% of GDP) and total indebted-
ness would then not be so considerable. The un-
favourable starting position of the public finances
in 2009 may therefore be partly attributable to
the insufficiently tight fiscal policy of preceding
years.

As regards the medium- to long-term gov-
ernment debt-sustainability, it should be noted
that for the current government debt ratio to be
maintained over the medium-term horizon, the
general government primary balance (excluding
debt interest costs) would have to be maintained
at a balanced level, assuming a “steady state” (i.e.
permanent GDP growth of 3% per year from
2009, an inflation rate of 2%, and a government
debt interest rate averaging 5%). Otherwise, the
debt could approach the Maastricht reference
level of 60% of GDP.

NBS sees another public finance risk in the fact
that, over the horizon of the next three years, the
Slovak Government has not made more vigorous
preparations for dealing with the ageing popula-
tion issue. The remaining privatization proceeds
earmarked for covering the revenue gap of the
Social Insurance Agency (in relation to the intro-
duction of Pillar Il of the pension system) are to
be used in 2010. This shortfall will need to be fi-
nanced by direct transfers from the state budget,
the immediate effect of which will be to push
up the government debt. Furthermore, because
of the economic crisis, the budget of the Social
Insurance Agency has been seriously affected
by a drop in revenues, which in turn has left the
pay-as-you-go pension system in an impaired
condition. Attention should therefore be focused
on the issue of a sustainable system of pension
insurance, as noted by the European Commission

2009 2010 2011 2012
6.3 55 4.2 30
36.4 40.8 425 422
-5.7 1.9 4.1 54
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in its recommendations on Slovakia's Stability Pro-
gramme for 2008-2012.

Regarding considerations about how to set
fiscal policy in terms of long-term sustainability,
simulations show that the existing level of gov-
ernment debt, at 40% of GDP, may be too high.

There is also a risk in expectations for the fulfil-
ment of the non-tax revenue target of the state
budget. Whereas, in comparison with last year's
budget assumptions, real economic growth has
fallen sharply (reflected in falling corporate prof-
its), non-tax revenue, including dividends, is ex-
pected to have risen. At the same time, NBS con-
siders that, in the midst of an economic recession,
itis a risk to increase the estimate forincome from
administrative and other fees.

CoNcLUSION
Nérodnad banka Slovenska appreciates that the
general government budget aims to provide a fis-
cal policy response to the current economic crisis,
and also that it aims to make savings of more than
€700 million in central government spending. At
the same time, however, the budget contains
several risks, particularly the following:

* The absence of an alternative scenario in the
event that the economy develops differently
than expected. The GGB makes no financial
provision for the lower revenues and higher so-
cial costs that would arise if the recovery was
slower than forecast. Since the previous budget
policy was insufficiently prudent and had a ten-
dency to put off more rigorous consolidation
until alater period, no reserves are available
from past periods. In this regard, it would be
desirable if the GGB took greater account of
what happened with public finances in 2009 -
faced with an unexpectedly adverse macroeco-
nomic development, along with inflexible fiscal
mechanisms and an absence of reserves from

previous “good times’, public finances slumped,
and now, as a result, the way back to restoring
them has an exceptionally inauspicious starting
point.

* Passive consolidation based on a recovery on
the revenue side of the GGB. The absence of
systematic, pro-active consolidation measures
on the expenditure side could result in insuffi-
ciently fast progress in structural consolidation,
which is assessed in terms of compliance with
the Stability and Growth Pact.

* An inappropriate expenditure structure. The
budget combines a high share of compulsory
expenditure with alack of expenditure limits
and with savings in capital expenditure. This
represents a systemic risk of rising government
debt and of public finances becoming even
more unsustainable over the long term.

* With government debt thus increased, it may
in future be difficult to refinance the debt if the
context is that fiscal policy credibility has fallen
and the indebtedness of Central European gov-
ernments has risen. The higher yields required
on government debt instruments will represent
an additional pressure on GGB expenditure. In
addition, given the limited supply of disposable
capital in financial markets, private investment
may be squeezed, again at the expense of po-
tential GDP growth.

* The ambitious amount of projected receipts
from EU funds should be supported by the in-
troduction of instruments for accelerating the
use of these funds, considering that progress in
this area has so far been less than ideal.

* The ageing population and the rising financial
pressures that this puts on public expenditure
and its long-term sustainability is a matter for
which corrective measures will need to be
formulated within the budget period of 2010-
2012. The GGB, however, does not address this
issue.

volume 17, 12/2009

5



— &5

DEVELOPMENT 1IN

PUBLIC Fol

N ANCES

Overview of EU public finances

Ing. Jana Jirsdkovd, Ing. Jakub Obst
Ndrodnd banka Slovenska

The global economy is experiencing its deepest recession since the Second World War.
Along with other negative consequences, this has resulted into a sharp deterioration in
the state of public finances. Most European governments are now facing similar problems:
on one hand, a steep drop in tax and other revenues, and, on the other hand, rising

public expenditure caused by automatic stabilizers and by one-time measures designed

to stabilize the financial sector and to kick-start the economy, or at least to mitigate the
effects of the economic crisis. Due to several factors, it is difficult for governments to set
and time “exit strategies” for unwinding the unprecedented damage to public finances.
There is the persistent uncertainty about the start and extent of the expected economic
recovery, which in turn is related to the continuing pressure on public finances. The
unstable situation in capital markets along with the acute problem of ageing populations
will in the near future put public expenditure under additional pressure. These factors are
also contributing to differences in expert opinions on the timing and pace of the necessary

consolidation of public finances.

PRE-CRISIS DEVELOPMENTS

Public finance developments in the EU up to 2008

can be divided into three stages:

* In 1997, the Stability and Growth Pact entered
into force, as an agreement of EU Member
States designed to achieve and maintain fiscal
discipline in the Member States. The setting of
rules for an autonomous fiscal policy indeed
led to the strengthening of fiscal discipline in
subsequent years, which gradually fed through
to the more efficient use of public resources at
the EU level, peaking at a surplus in 2000.

* From 2001, the EU saw a slowdown in econom-
ic growth (largely due to the business cycle of
the largest Member States). The recession was
also reflected in a turnaround in the develop-
ment of public finances in the EU. As economic
growth declined, the general government defi-
cits of EU countries rose. The deficit at the EU
aggregate level increased for three years and in
2003 exceeded even the Maastricht reference
value of 3% of GDP.

* In 2004, again as a result of a shift in the busi-
ness cycle in EU countries, public finances un-
derwent another change in development, en-
tering a four-year phase of consolidation which
culminated in 2007 when the deficit fell to 0.8%
of GDP.The countries included in the monetary
union recorded an even lower deficit of 0.6% of
GDP.

THE GLOBAL ECONOMIC CRISIS AND ITS
EFFECT ON EU PUBLIC FINANCES

The latest phase in the development of EU public
finances, which began in 2008, is also expected to
last around three to four years and has also been
determined by a change in the economic envi-

6
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ronment. In reaction to the eruption of the glo-
bal financial and economic crisis, governments
adopted costly financial market stabilization
measures. As a way of fighting the recession, the
governments of EU Member States agreed on a
joint coordinated reaction by adopting the Euro-
pean Recovery Plan (ERP). The ERP is based on the
following two key pillars:

The 1st pillar is a major injection of purchasing
power into the domestic economy, implemented
through a fiscal impulse amounting to 1.5% of
GDP and in accordance with obligations under
the Stability and Growth Pact.

The 2nd pillar rests on direct and immediate ac-
tion to reinforce the EU's competitiveness in the
long term. The plan includes a set of measures to
support“smart’investment:investing in energy ef-
ficiency; investing in clean technologies to boost
sectors like construction and automobiles in the
low-carbon markets of the future; and investing
in infrastructure and inter-connection to promote
efficiency and innovation.

Since the fundamental principle of the ERP
is solidarity and social justice, the ERP must be
geared to, or compatible with, the objective of as-
sisting those groups who are hardest hit by the
crisis, with particular emphasis on maintaining
employment.

Both financial sector support measures and
anti-crisis measures represent a heavy burden
on public budgets. The EU general government
deficit deteriorated from 0.8% of GDP in 2007 to
2.0% of GDP in 2008. For euro area countries, the
deficit increased by a larger margin still, from 0.6%
of GDP in 2007 to 2.0% of GDP in 2008.

In 2008, eleven countries reported a general
government deficit exceeding the reference
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value of 3% of GDP, including, in the euro area,  Chart 1 General government balance (as a % of GDP) and GDP in
Ireland, Greece, France, Spain and Malta, and, the EU and euro area

outside the euro area, Lithuania, Latvia, Hungary, 4
Poland, Romania and the United Kingdom. The
deficit rose most sharply in Ireland, which went
from having a surplus of 0.2% in 2007 to a deficit
of 7.2% in 2008 - a difference of 7.4 percentage
points. Despite the global crisis, the consolida- 11
tion of public finances continued in five coun-
tries: Bulgaria, Germany, Hungary, the Nether-
lands and Austria. 1

In the euro area, government debt rose from
66.2% of GDP in 2007 to 69.3% of GDP in 2008, 21
and in the European Union as a whole itincreased
from 58.7% to 61.5% for the same years.

In 2007, eight countries failed to meet the — -4-
Maastricht debt criterion: Belgium, Germany,
Greece, France, |ta|y, Hungary, Malta and Portugal_ — GGbalance-euroarea —— GG balance - EU GDP -euroarea = GDP - euro area
In 2008, the reference value of 60% of GDP was  Source: Eurostat.
exceeded also by Austria, which reported a debt
of 62.6% of GDP (from 59.4% in 2007). Ireland re-
corded the largest increase in government debt  Chart 2 Government debt in the EU and euro area (in % of GDP)
—arise of 19.1 percentage points, to 44.1% of GDP 75 -
in 2008. By contrast, seven countries reported a
government debt in 2008 that was lower than in
2007.They were Bulgaria, Cyprus, Lithuania, Slov-
enia, Slovakia, Finland and Sweden, with Cyprus
recording the largest drop of 11.2 percentage |
points, down in 48.4% of GDP in 2008.

0 T T

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

70 A

Excessive DEFICIT PROCEDURE (EDP) 60
At the end of 2007, six countries were subject to
the excessive deficit procedure, including two
countries in the euro area (Italy and Portugal) and
four outside the euro area (Poland, Slovakia, the
Czech Republic, and Hungary). In the first half of 5o
2008, the procedure was terminated for all coun-

tries — except for Hungary (which was given until — Euroarea EU
2009 to correct the excess deficit) — since their fi-  Source: Eurostat.

554

T T T T T T T T T T T
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Table 1 Overview of general government balances in euro area countries

General government deficit (-) / surplus (+) in the euro area (in % of GDP)
2000 2001 2002 2003 2004 2005 2006 2007 2008

Belgium 0.0 0.5 0.0 -0.1 -0.3 -2.7 03 -0.2 -1.2
Germany 13 -28 -3.7 -4.0 -38 -33 -15 -0.2 0.0
Ireland 48 09 -04 04 14 17 30 0.2 -7.2
Greece -3.7 -4.5 -4.8 -5.7 -7.5 -5.1 -2.8 -3.6 -7.7
Spain -1.0 -0.6 -0.5 -0.2 -0.3 1.0 2.0 2.2 -4.1
France -15 -1.5 -3.1 -4.1 -36 -29 -23 -2.7 -34
Italy -0.8 -3.1 -29 -35 -35 -43 -33 -15 -2.7
Cyprus -2.3 -2.2 -4.4 -6.5 -4.1 -24 -1.2 34 0.9
Luxembourg 6.0 6.1 2.1 0.5 -1.1 0.0 14 3.6 2.5
Malta -6.2 -6.4 -5.5 -99 -4.7 -29 -26 -2.2 -4.7
Netherlands 20 -0.2 -2.1 -3.1 -1.7 -03 06 03 0.7
Austria -1.7 0.0 -0.7 -14 -44 -16 -16 -0.5 -04
Portugal -29 -43 -28 -29 -34 -6.1 -39 -26 -2.7
Slovenia -3.7 -4.0 -2.5 -2.7 -2.2 -14 -1.3 0.5 -1.8
Slovakia -123 -6.5 -8.2 -28 -24 -28 -35 -19 -23
Finland 6.9 5.0 4.1 26 24 2.8 4.0 52 45

Source: Eurostat.
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Table 2 Overview of excessive deficit procedures closed

EDP in the past
EC report (pursuant to Article

Council decision

104(3) of the Treaty) to abrogate the EDP
Poland 12 May 2004 8 July 2008
Portugal 22 June 2005 3 June 2008
Italy 7 June 2005 3 June 2008
Czech Republic 12 May 2004 3 June 2008
Slovakia 12 May 2004 3 June 2008
Cyprus 12 May 2004 11 June 2006
Malta 12 May 2004 16 May 2007
United Kingdom 21 September 2005 12 September 2007
Greece 19 May 2004 16 May 2007
Netherlands 28 April 2004 7 June 2005
Germany 19 November 2002 16 May 2007
France 2 April 2003 31 January 2007
Portugal 24 September 2002 11 May 2004

Source: http://ec.europa.eu/economy_finance/.
Note: Council - the EU's Economic and Financial Affairs Council (ECOFIN).

Table 3 Overview of current excessive deficit procedures

Countries subject to the excessive deficit procedure (EDP) as at 2 December 2009

EC report (pursuant to Article Council decision on existence  Deadline for
104(3) of the Treaty) of an excessive deficit correction
Belgium 7 October 2009 2 December 2009 2012
Czech Republic 7 October 2009 2 December 2009 2013
Germany 7 October 2009 2 December 2009 2013
Italy 7 October 2009 2 December 2009 2012
Netherlands 7 October 2009 2 December 2009 2013
Austria 7 October 2009 2 December 2009 2013
Portugal 7 October 2009 2 December 2009 2013
Slovenia 7 October 2009 2 December 2009 2013
Slovakia 7 October 2009 2 December 2009 2013
Poland 13 May 2009 7 July 2009 2012
Romania 13 May 2009 7 July 2009 2011
Lithuania 13 May 2009 7 July 2009 2011
Malta 13 May 2009 7 July 2009 2010
France 18 February 2009 27 April 2009 2012
Latvia 18 February 2009 7 July 2009 2012
Ireland 18 February 2009 27 April 2009 2013
Greece 18 February 2009 27 April 2009 2010
Spain 18 February 2009 27 April 2009 2012
United Kingdom 11 June 2008 8 July 2008 2013/2014
Hungary 12 May 2004 5 July 2004 2011

Source: http://ec.europa.eu/economy_finance/.

nal general government budget deficits for 2007
were below 3% of GDP.

In summer 2008, the Council (ECOFIN) decided
that the United Kingdom had an excessive defi-
cit, and in April 2009 it did the same for Ireland,
Spain, France and Greece. Greece was given un-
til 2010 to correct its deficit, Spain and France
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until 2012, and Ireland until 2013. In the case
of the United Kingdom, the Council revised the
deadline for correction, to 2013/2014. Latvia and
Malta, despite their higher budget deficits, were
not originally considered for the excessive deficit
procedure, given that, in the case of Latvia, a new
government had just taken office, and, in the case
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of Malta, the budget excess was deemed to be
small and temporary. In February, however, the
EDP was initiated for Latvia, and in June, on the
basis of the EC's April notification, the EDP was ini-
tiated also for Lithuania, Malta, Poland and Roma-
nia. Malta has until 2010 to correct its deficit, Latvia
until 2011, and Romania and Poland until 2012. In
the case of Hungary, the EC took into account its
exceptional situation (characterized largely by a
deep recession and fragile financial system) and
decided to extend the correction deadline un-
der the EDP, from 2009 to 2011. On 11 November
2009, the EC published a report in which it pro-
posed initiating the EDP for Belgium, the Czech
Republic, Germany, Italy, the Netherlands, Austria,
Portugal, Slovenia and Slovakia. Belgium and Ger-
many were to be given until 2012 to correct their
budgets, and the other countries until 2013. On
2 December 2009, the Council adopted the EC's
recommendations, and, as a result, a total of 20
countries were subject to the excessive deficit
procedure as at the end of 2009.

EXPECTED DEVELOPMENTS

Expected developments in EU public finances are
addressed by several institutions in forecasts and
publications. For the purposes of implementing
the EU's fiscal policy, however, the relevant fore-
casts are mainly those of the European System of
Central Banks (Working Group on Public Finance),
the European Commission (Directorate-General
for Economic and Financial Affairs — DG ECFIN),
the International Monetary Fund (IMF), the OECD,
and the forecasts of individual countries pub-
lished in the form of convergence programmes
and stability programmes. Given that the Eurosys-
tem’s forecast (the Public Finance Report) is not
published, this article is based on the DG ECFIN's
forecasts, which, like the Eurosystem’s forecasts,
are published twice a year (in spring and autumn)
and are complemented by a twice yearly “Interim
Forecast”.

According to this year's Autumn Forecast, the
euro area’s deficit will rise to 6.4% of GDP in 2009,
from 2% of GDP in 2008, and it will continue
climbing to 6.9% of GDP in 2010. No consolida-
tion is expected until 2011, when the deficit is
projected to decline by a modest 0.4 p.p., to 6.5%
of GDP. As for the European Union as a whole, its
deficit for this year is expected to be 6.9% of GDP,
rising to 7.5% in 2010, and there should then fol-
low a period of moderate consolidation. That the
EU deficit is projected to be higher than the euro
area’s deficit is largely due to the double-digit def-
icits projected for the United Kingdom, including
13.8% of GDP in 2010.

The largest general government deficits for
2009 are expected to be reported by Greece, at
12.7% of GDP, and Ireland, at 12.5% of GDP In
2010, too, the Irish deficit is expected to be the
highest in the EU-27, at 14.7% of GDP, and in 2011
it should stabilize. Double-digit budget gaps over
the projection period (2009-2011) are also fore-
cast for Latvia, the United Kingdom, Spain and

Chart 3 Expected general government deficits in the euro area

according to the EC’s Autumn Forecast
o-

Belgium
Germany
Ireland
Greece
Spain
France

Italy
Cyprus
Luxembourg
Malta
Netherlands
Austria

m 2009 = 2010
Source: Economic Forecast, DG ECFIN; Eurostat.

m 2011

Greece. By contrast, five countries (Luxembourg,
Finland, Bulgaria, Denmark and Sweden) are ex-
pected to maintain their budget deficit at below
the 3% reference value, while a sixth, Estonia, is
projected to report a deficit of 3.0% of GDP. All
countries except for Bulgaria are projected to ex-
ceed the threshold in 2010. The EC expects that
in 2011, as in 2010, not one euro area country
will meet the Maastricht public finance criterion.
Across the EU-27, only Bulgaria and Sweden are
projected to meet this criterion in 2011, and Esto-
nia is expected to return to a deficit of 3% of GDP.

Gross public debt in the euro area will, accord-
ing to the EC's expectations, increase by 8.9 per-
centage points from last year's figure, to 78.2% of
GDP, and will maintain a rising tendency in 2010
(84% of GDP) and 2011 (88.2% of GDP). The EU’s
gross debt for 2009 is projected to be 73% of GDP,
rising to 79.3% of GDP in 2010 and to 83.7% of
GDP in 2011. This upward tendency is expected
to continue in subsequent years, too.

In the context of the business cycle, it is gener-
ally the case that forecasts are revised upwards in
‘good times’, i.e. during booms, but that during
“bad times” i.e. recessions, each forecast is more
pessimistic than the last. The current economic
crisis provides a good example of this phenom-
enon. For a complete picture, it is best to start by
comparing the EC's Spring Forecast with its previ-
ous Autumn Forecast. In the Spring Forecast, the
deficit projected for the euro area in 2009 was 3.5
p.p. higher than in the previous Autumn Forecast,
and likewise the projection for the EU’'s 2009 def-
icit was 3.7 p.p. higher in 2009 Spring Forecast
than in the 2008 Autumn Forecast. A similar pat-
tern can be seen in expectations for 2010, too,
where the deficit forecasts for the euro area and
European Union rise by, respectively 4.5 p.p. and
4.7 p.p.

In the case of individual countries, the change
in the deficit forecast for 2009 ranged, in the euro

Portugal

Slovenia
Slovakia
Finland

B —

volume 17, 12/2009

9



D EVEL

OPMENT |

N

P UBLIC FI NANC CES

— &5

Table 4 Comparison of the spring 2009 and autumn 2008 forecasts for general government balances

In % of GDP
Euro area
EU

Spring 2009
2008 2009 2010
-1.9 -53 -6.5
-2.3 -6.0 -7.3

Autumn 2008 Spring 2009 - Autumn 2008
2008 2009 2010 2008 2009 2010
-1.3 -1.8 -2.0 -0.6 -35 -4.5
-1.6 -2.3 -2.6 -0.7 -3.7 -4.7

Source: Economic Forecasts, DG for Economic and Financial Affairs; NBS's own calculations.

Table 5 Comparison of the current (autumn) forecast with the previous (spring) forecast

Autumn 2008 Spring 2009 — Autumn 2008
2008 2009 2010 2008 2009 2010 2011

In % of GDP
Euro area
EU

Spring 2009
2008 2009 2010 2011
20 64 69 65
20 69 75 69

-1.9
-2.3

53 65 01 -1.1 -04 -
-60 73 03 09 -02 -

Source: Economic Forecasts, DG for Economic and Financial Affairs; NBS's own calculations.

Table 6 Comparison of general government balances before and during the economic crisis

General government balances in the European Union; % of GDP

2007
Belgium -0.2
Germany -0.2
Ireland 0.2
Greece -36
Spain 2.2
France -2.7
Italy -1.5
Cyprus 34
Luxembourg 36
Malta -2.2
Netherlands 03
Austria -0.5
Portugal -2.6
Slovenia 0.5
Slovakia -1.9
Finland 52
Bulgaria 0.1
Czech Republic -0.6
Denmark 45
Estonia 2.7
Latvia -04
Lithuania -1.0
Hungary -4.9
Poland -1.9
Romania -25
Sweden 38
United Kingdom -2.7

2009 2009 - 2007
-59 -5.7
-34 -3.2

-12.5 -12.7

-12.7 -9.1

-11.2 -134
-8.3 5.6
53 -3.8
-3.5 -6.9
-2.2 -58
-4.5 -2.3
4.7 -5.0
4.3 -3.8
-8.0 -54
-6.3 -6.8
-6.3 -44
-2.8 -8.0
-0.8 -0.9
-6.6 -6.0
-2.0 -6.5
-3.0 -5.7
-9.0 -8.6
-9.8 -8.8
-4.1 0.8
-6.4 -4.5
-7.8 -53
-2.1 -59

-12.1 -94

Source: 2007 Eurostat; 2009 Economic Forecasts, DG for Economic and Financial Affairs; NBS's own calculations.

area, from -0.9 p.p. (Malta) to -5.7 p.p. (Spain), and,
in the rest of the EU-27, from -0.1 p.p. (Hungary)
to -5.9 p.p. (United Kingdom). Among euro area
countries and among the rest of the EU-27, the

'| O volume 17, 12/2009

largest deteriorations in the EC's 2010 estimates
were recorded for, respectively Ireland (a differ-
ence of 84 p.p) and the United Kingdom (7.3
p.p.). By contrast, the forecasts that are expected
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to have changed the least are, as in 2009, those
for Malta and Hungary, their deterioration being,
respectively, 0.7 and 0.6 percentage points.

As for the 2009 Autumn Forecast, the outlook
for government deficits has continued to worsen,
albeit more moderately (since the most pessimis-
tic expectations had already been incorporated
into the Spring Forecast). The deterioration from
the spring figures is most noticeable in the fore-
casts for 2009 (1.1 p.p. in the euro area and 0.9 p.p.
in the EU), as a result of the actual figures for the
first three quarters of 2009. The differences on a
country-by-country basis are similar, i.e. projected
deficit increases ranging from 2.6 p.p. (Spain) to
0.3 p.p. (Bulgaria) were recorded by countries
mainly in 2009. Greece is an exception, since it
is the only country to have its budget deficit for
2008 revised considerably upwards, by 2.7 p.p.
to 7.7% of GDP, the reason being that previous
forecasts did not incorporate the crisis-induced
increase in its public expenditure. The EC expects
the deficit forecasts for Greece in coming years to
again show the largest differences from the previ-
ous forecast, i.e. a difference of 7.6 p.p.in 2009 and
6.5 p.p.in 2010.In the case of Spain, the Czech Re-
public and Romania, the EC still expects an adjust-
ment of more than 2 p.p., but for Latvia, Germany
and Sweden it is predicting an improvement on
the figures in the 2009 Spring Forecast. The out-
look for Latvia has improved by as much as 2.1
p.p. largely due to the adjusted general govern-
ment budget of October 2009, which the Latvian
government approved as a prerequisite for bor-
rowing funds from the EU and IMF. The budget
features considerable cuts in old-age pensions
and salaries of state employees and an increase
in income tax, all of which had to be adopted in
order to keep the deficit within 10% of GDP. In
2010, the Commission predicts an improvement
in the general government deficit not only of
these countries, but also of Ireland and the United
Kingdom, though the 0.9% reduction estimated
in both cases will make only a slight difference to
their projected double-digit budget gaps.

The effect of the crisis on the development of
public finances has undoubtedly been severe.
Certain differences have, of course, appeared
from one country to another, according to the
particular impact of both the economic and fi-
nancial crisis. The differences lie in the original fis-
cal deficits recorded before the crisis and in how
the"good times”were used.

CycLicALLY ADJUSTED BALANCE (CAB)

In addition to the current deficit of general gov-
ernment budgets, another indicator that is used
is the so-called cyclically adjusted balance (CAB),
i.e. the general government balance adjusted for
the effect of the business cycle. Where real GDP is
at the level of its potential, then the CAB is equal
to the current, nominal general government bal-
ance, since in this case the cyclical component
has a zero value. According to the EC, the euro
area’s CAB for 2009 will be worse than that for

P UBILIC FI NANC CES %

Chart 4 Comparison of general government balances before and

during the economic crisis (in % of GDP)
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Source: Economic Forecast, DG for Economic and Financial Affairs.

Chart 5 Cyclically adjusted general government deficits of euro

area countries, according to the autumn forecast (in % of GDP)
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Source: Economic Forecast, DG for Economic and Financial Affairs.

Chart 6 Cyclical components of general government deficits before

and during the economic crisis (in % of GDP)
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1 Eurostat News Release 149/2009 of
22 October 2009.

Charts 7 and 8 Compatrison of the cyclically adjusted balance and nominal balance

Euro area European Union
2008 2009 2010 2011 2008 2009 2010 2011
0 T T T 0 T T T
94 9
24 Py
34 34
4 4
54 5
6 %1
7 7
g -8
— CAB — Nominal balance — CAB — Nominal balance

Source: Economic Forecast, DG for Economic and Financial Affairs.

the previous year by around 2 p.p. From -2.9%
in 2008, the CAB is expected to be -5% in 2009
and -5.4% in 2010. No structural consolidation is
projected until 2011, and then only a very slight
improvement of 0.1 p.p., to -5.3% of GDP. As for
the EU-27, which recorded a CAB of -3.2% in 2008,
the EC forecasts its CAB to be -5.5% in 2009 and
-6% in 2010. Here, too, a moderate consolidation
is projected in 2011, when the CAB is forecast to
be -5.7% of GDP.

The comparison of the cyclically adjusted defi-
cits and the nominal general government deficits
shows that the general government deficit of
every EU Member State was positively affected by
the cycle, while exactly the opposite is the case
over the projection horizon (2009-2011). The EC
expects that with the exception of Malta (which
has only a very small, positive cyclical component
of 0.1% of GDP), all countries of the EU-27 (includ-
ing the euro area) will see their general govern-
ment balance for 2011 adversely affected by the
cycle.

CONCLUSION

In the current forecasts of the ECB, EC and oth-
er institutions, as well as the forecasts of the
Member States themselves, the fiscal policies
of EU countries are based on the fact that that
the global economy is experiencing its deepest
recession since the Second World War. As a con-
sequence, the condition of public finances has
deteriorated sharply as all countries face similar
problems: a sharp decline in tax revenues and
other budget revenues, alongside a huge rise in
expenditure caused by automatic stabilizers as
well as by one-time measures designed to kick-
start the economy, or at least to mitigate the ef-
fects of the current crisis. Taking the examples
of the most troubled economies, the principal
reasons for their high budget deficits and public
debts can be clearly illustrated, and consideration
can be given to what measures are most crucial
to the restoration of public finances. In the case
of Ireland (which has a double-digit budget defi-
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cit despite taking consolidation measures since
the middle of 2008, including the raising of cer-
tain taxes and contributions), budget revenues
have continued to fall and general government
expenditure has risen. Another negative factor is
the climbing costs for managing a level of public
debt that, in the projection horizon, is expected to
reach 96% of GDP. There is a prevailing view that
the condition of public finances in Ireland stems
from a failure to address the issue of sustainable
public expenditure growth when revenues were
rising sharply. For the future, it would be advis-
able to support fiscal discipline with a framework
programme that ensures both sounder manage-
ment of public finances and a broadening of the
tax base to make it less sensitive to the volatility
of economic activity. In the case of Greece, the EC
even in its Spring Forecast expected the budget
gaps for 2010 and 2011 to be, respectively, 5.1%
of GDP and 5.7% of GDP, but because these pro-
jections did not incorporate rising expenditure
and falling revenues, the projections for Greece's
deficit had to be revised in the Autumn Forecast
and now stand at double digits over the whole
projection horizon. The example of Greece serves
as a pertinent illustration of the failure to comply
with the requirements of European institutions
for transparency and consistency in submitted
data. The consequence is a history of regular
upward revisions to the general government
budget deficits. Because of the considerable de-
gree of uncertainty in the data notified by the
Greek authorities, Eurostat, in its news release’,
expressed reservations on the data submitted
by Greece for 2008. In the example of the United
Kingdom, which also has a double-digit budget
deficit, we can see the effect of stimulation meas-
ures introduced by the government (particularly
in support for financial institutions), which are
expected to exacerbate the overall government
deficit by one quarter. For the purpose of con-
taining fiscal expenditure in the future, it would
therefore be desirable to lay down clear rules for
the provision of assistance to individual financial
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institutions. In addition, it is recommended that
the United Kingdom make greater efforts to con-
solidate public finances, so that by taking steps
that are less dependent on macroeconomic de-
velopments, it can achieve sustainable public
finances. Bulgaria, by contrast, is the only EU-27
country that has maintained its budget deficit
at below 1% of GDP, and it expects that figure to
worsen only slightly (by 0.4 p.p.) next year. Here
too, however, despite the relatively positive re-

sults, there are persistent risks of a deterioration
in economic developments. Considering also
that Bulgaria has elections looming, this country,
too, faces the risk of declining efficiency in public
expenditure. Fiscal policy should focus on main-
taining macroeconomic stability and on increas-
ing confidence among foreign investors. Above
all, and it would be advisable for every country,
it would be appropriate to focus on raising the
efficiency of its public expenditure.
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1 This article is an abridged version of
an eponymous paper that sets out a
detailed approach to estimating the
equilibrium rate of unemployment in
Slovakia, using a simple econometric
model and a model with unobserved
variables. It is published on the NBS
website.

Estimating the NAIRU
in the Slovak economy!

Milan Gylanik, Juraj Hucek
Ndrodnd banka Slovenska

The NAIRU (Non-accelerating Inflation Rate of Unemployment) indicates the rate of
unemployment that does not accelerate inflation. If the unemployment rate is lower than
the NAIRU, then inflation will rise; in the opposite case, the economy produces output
without making full use of production factors and inflation falls.

NAIRU is, along with the output gap, another key
factor in describing the cyclical position of the
economy. The place of the NAIRU concept in the
development of economic theory is briefly de-
scribed by Ball (2002). As for the relationship be-
tween unemployment and inflation, it is captured
by the Phillips curve. There is a close link between,
on one hand, deviations of actual unemployment
from the equilibrium rate of unemployment (the
NAIRU) and, on the other hand, the output gap
representing the cyclical fluctuation of the econ-
omy’s total output around its potential level. This
link is explicitly captured in the production func-
tion which, when used to estimate potential out-
put, must include the equilibrium labour force.
One option is to estimate the given equilibrium
using the NAIRU concept. For the purposes of
economic policy, NAIRU is therefore a key indica-
tor that gives a clearer picture of the economy’s
cyclical position — the basis on policy instruments
are set. In the case of Slovakia, another reason to
analyse unemployment is its persistent relatively
high level, which is often mentioned as one of the
country’s key economic problems. Estimating the
NAIRU in the Slovak economy could bring a clear-
er understanding of the extent to which unem-
ployment is the result of a cyclical disequilibrium
or structural disproportions in the labour market.

The main aim of the paper on which this article
is based is to estimate the equilibrium rate of un-
employment in the Slovak economy, to compare
the selected estimation approaches with other
methods, and to verify the results against the
findings of business cycle surveys. The following
lines provide a brief outline of the subject, includ-
ing non-technical results.

The NAIRU is an unobservable variable, and
except for making a simple, but relatively unreal-
istic, assumption about its constant level (Hogan
[1998] showed that the assumption of a constant
NAIRU reduced the ability of the Phillips curve to
explain the inflation observed in the USA), its tra-
jectory needs to be estimated using some of the
methods described in the literature:

e Statistical approaches — they extract the trend
component from a time series of unemploy-
ment, or employment (unemployment is then
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calculated as the difference between the la-
bour supply and number of employed). The
drawback with them is the lack of economic
information in the equilibrium trajectory of
unemployment, which makes it impossible to
interpret the causes of its estimated develop-
ment. This group includes the trend analysis,
moving averages, Hodrick-Prescott filter, and
band-pass filter. Because of their simplicity, sta-
tistical approaches are often used for prelimi-
nary analyses or for estimating the equilibrium
development of exogenous variables in macr-
oeconomic models.

Methods combining statistical approaches
with economic information - a multivariate
Hodrick—Prescott filter or Kalman filter.
Econometric models that to various depths
capture the economic links relating to unem-
ployment, inflation, and the economy’s output
(the Okun law, Phillips curve, structural vector
autoregressive [SVAR] model, wages and prices
determination model).

The most suitable concept for estimating the
equilibrium rate of unemployment in the Slovak
economy appears to be the non-accelerating in-
flation rate of unemployment (NAIRU), consider-
ing that the country’s monetary policy is focused
on stabilizing the inflation at close to its target lev-
el. In order to estimate the NAIRU, two model ap-
proaches were used: a simple econometric mod-
el and a model with unobserved components
using a multivariate Kalman filter. These models
share the same background defined by the eco-
nomic theory underpinning the NAIRU concept.
The size and duration of the unemployment rate’s
deviations from the equilibrium level obtained
using these two approaches are compared with
the simpler statistical filters represented by the
Hodrick—Prescott filter and band-pass filter, which
do not take account of economic information. In
summary, the economic interpretability of the
results obtained from these estimation methods
is set against “soft indicators” from the business
cycle survey carried out by the Statistical Office
of the Slovak Republic (SO SR), indicators of un-
employment structure, and the results of other
studies focused on foreign economies.
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Scheme 1 Model structure and relations
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Source: The authors.

The structure of the model used is based on the
definition of the NAIRU as the equilibrium rate of
unemployment that does not accelerate infla-
tion. The model must therefore include a link be-
tween the labour market, which determines the
rate of unemployment, and the market in goods
and services, for which prices and the inflation
rate are determined. In the model solution proc-
ess proposed by Hogan (1998), the sought-after
equilibrium rate of unemployment corresponds
to a certain equilibrium number of employed
persons which, through the production function,
generates such a level of potential economic out-
put that the respective output gap in the Phillips
curve, along with other explanatory variables,
captures the actual development of inflation. The
behavioural equations of the production function
and Phillips curve are supplemented by two iden-
tities — one defining the equilibrium rate of unem-
ployment through the exogenous labour supply
and equilibrium number of employed persons,
and another defining the output gap through
GDP and its potential (the individual relationships
in the model are shown in Scheme 1).

The level of inflation is determined by the ex-
tent to which the market in goods and services
deviates from the equilibrium represented by the
economy’s potential output. The effect of the dif-
ference between the real and potential output —
the output gap - is captured by the Phillips curve.

The inflation-determining market in goods
and services is linked to the labour market us-
ing a Cobb-Douglas production function, which
expresses the economic output level as a func-
tion of the basic production factors of labour and
capital.

The NAIRU is estimated using the equilibrium
number of employed persons obtained through
solving the model for the number of employed
persons in order to capture the actual develop-
ment of inflation as accurately as possible.

The equilibrium number of employed persons
constitutes a certain trajectory that leads, via the
production function, to potential output and to
the resulting output gap, with which the Phillips
curve can best capture the course of inflation.

EMPIRICAL NAIRU ESTIMATE RESULTS AND
RELATED VARIABLES

The results of estimating the NAIRU by using a
model with unobserved components and a sim-

Chart 1 The NAIRU range (in %)

The NAIRU range
B The NAIRU range excluding statistical approaches

Source: Authors’ calculations.
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Chart 2 Output gap (in %)
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Source: Authors’ calculations.
Key: Y_GAP — output gap obtained using the production function; Y_GAP_HP - output
gap obtained by smoothing GDP with a Hodrick—Prescott filter; Y_GAP_M - output gap
from a simple econometric model; Y_GAP_K — output gap from a model with unob-
served components using a Kalman filter.
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Chart 3 Unemployment gap (in %)
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Source: Authors’ calculations.
Key: U_GAP_HP - unemployment gap obtained using a Hodrick—Prescott filter; U_GAP_
BP —unemployment gap obtained using a band-pass filter; U_GAP_M - unemployment
gap from a simple econometric model; U_GAP_K — unemployment gap from a model
with unobserved components using a Kalman filter.
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ple econometric model, in conjunction with the
Hodrick-Prescott filter and band-pass filter esti-
mates, create a range for the equilibrium devel-
opment of unemployment. In Chart 1, this range
is plotted against the actual unemployment rate.

Inthe development of both the actual and equi-
librium rate of unemployment, two basic periods
can be identified. From 1997 to mid-2001, when
unemployment peaked, the prevailing trend was
a rising unemployment rate due to the continu-
ing economic transformation — a process which
required structural changes in the economy and
which led to the rationalization of the number of
employees, i.e.to the closure of several businesses
and a downturn in labour demand. From the sec-
ond half of 2001, the economy gradually began to
show the beneficial effects of foreign direct invest-
ment inflows (supported by economic reforms),
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which had initially focused on the purchase of
state enterprises and later included investments
in a range of areas, from infrastructure to green-
field production facilities. The effect of these in-
vestments, as well as their secondary impact of
increasing growth in other economic sectors, per-
sisted to the end of period under review. During
this period of the Slovak economy’s development,
the unemployment rate gradually declined to less
than half of its previous all-time high.

The deviations of GDP (Y_GAP) and unemploy-
ment (U_GAP) from the equilibrium obtained
through statistical approaches are smaller and
shorter-lasting in comparison with the results ob-
tained from the model with unobserved compo-
nents (Kalman filter). The economic information
taken into account (including the development
of inflation in relation to the level of economic
activity in the Phillips curve, and the link between
total economic output and the utilization of la-
bour in the production function) reveals more
pronounced and longer-term periods of disequi-
librium in the Slovak economy. Where the simple
econometric model of the NAIRU is used, the
deviations of GDP from its potential are gener-
ally slightly lower, and the unemployment gap
is moderately wider, in comparison with the fig-
ures from statistical approaches. The fact that the
NAIRU model is more similar to the results of sta-
tistical filters than is the model with unobserved
components is due to the use of these filters in
determining the equilibrium values of total factor
productivity (when calculating potential output)
and in the process of estimating model param-
eters.

Based on the estimates of potential output and
the NAIRU, it is possible to identify the increasing
overheating of the economy at the beginning of
the period under review — over the period from
1995 to 1998 — which gave rise to substantial
trade and fiscal deficits. The rate of unemploy-
ment in the first two years was falling from higher
levels caused not just by the structural changes
related to the transition from a planned to market
economy, but also by the partition of the Czech
and Slovak Federal Republic, until it decreased
below the NAIRU level. The rate remained be-
low that level (i.e. close to the lower end of the
range of NAIRU estimates produced by alterna-
tive approaches) until 1999, when the govern-
ment adopted restrictive measures that led to a
sharp slowdown in economic activities together
with a temporary overshooting of the equilibrium
level. This resulted in a negative output gap and
a gradual increase in the rate of unemployment,
which rose above the NAIRU and peaked in 2000.
In 2001 and 2002, the unemployment rate con-
tinued to fluctuate mostly above the NAIRU (or
close to the upper end of its range — if account is
taken of the statistical approaches, which tend, in
the long run, to remain close to the actual data),
accompanied by a negative output gap. In 2003,
the unemployment rate briefly returned to the
lower half of its equilibrium range, which approxi-
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mately corresponded to a temporary narrowing
of the negative output gap. That GDP continued
to remain below its equilibrium in the years 2004
to 2006 was caused also by the gradual accelera-
tion of potential output - facilitated by economic
reforms designed to boost the inflow of foreign
direct investment, which had a positive effect on
capital and especially TFP. The fact that the unem-
ployment rate during this period was higher than
the NAIRU indicates a certain degree of inflexibil-
ity in the labour market, which may explain why
the sustainable rise in the number of employed
persons lagged the dynamic potential economic
growth. In 2007 and 2008, all approaches point to
overheating of the economy, but this is only tem-
porary given the expected adverse impact of the
financial crisis. The launch of production at new
FDI enterprises in the automobile and electron-
ics industries — which for the economy represents
a unique, positive supply shock, one that is hard
to capture using models estimated on historical
data that do not cover any changes of similar in-
tensity — implies that potential output may not be
exceeded by as large a margin as had been indi-
cated. The continuing decline in the unemploy-
ment rate in these years meant that it returned
to the estimated range of the NAIRU and that it
exceeded the range at the end of the period un-
der review.

COMPARISON OF THE NAIRU WITH LABOUR
MARKET INDICATORS

The estimate of the NAIRU, like other unobserv-
able variables, depends on the method used. In
order to confirm the results obtained, it is advis-
able to ascertain whether the conclusions drawn
from them are supported by other economic in-
dicators. In our case, we selected a comparison
with qualitative evaluations made as part of the
business cycle survey.

The expected change in the number of employ-
ees in individual sectors is ascertained in business
cycle surveys of the Statistical Office of the Slo-
vak Republic. On average, for all sectors over the
whole period under review, a preponderance of
firms expected a decline in the number of em-
ployees. However, the prevalence of expectations
of a reduction in number of workers changed
over time. In those periods when firms' expecta-
tions were more pessimistic about the level of
employment compared with the historical aver-
age (especially in 1999 and 2004), the rate of un-
employment rose within a relatively short time
above the NAIRU. Similarly, during those periods
when unemployment was lower than the NAIRU,
or fluctuated within its estimated range, the over-
all tendency of firms to lay off staff was lower. To
better illustrate the relationship between the un-
employment rate and the average expectations
of firms concerning the number of employees for
all sectors, Chart 4 shows the deviations of this
indicator, in percentage points, from its average
level for the entire observed history (since the
predominance of firms'expectations for a decline
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Chart 5 Unemployment gap and shortage of employees
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Chart 6 Unemployment gap and job vacancies
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Key: U_GAP_HP — unemployment gap obtained using a Hodrick—Prescott filter; U_GAP_
BP—unemployment gap obtained using a band-pass filter; U_GAP_M—unemployment
gap from a simple econometric model; U_GAP_K — unemployment gap from a model
with unobserved components using a Kalman filter.
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in employees corresponds to the higher rate of
unemployment, opposite values of the indicator
deviations are plotted) and compares them with
the deviations of the unemployment rate from
the NAIRU.

Another part of the business cycle survey relat-
ing to the labour market situation seeks to estab-
lish whether a shortage of employees is a limit-
ing factor. For as long as this indicator has been
monitored, the proportion of firms limited by la-
bour supply has been relatively low, which could
be caused by the persistent, relatively high rate
of unemployment in Slovakia. In the period 2003
to 2006, across the whole economy, the propor-
tion of firms experiencing a labour shortage was
at an historical low and the unemployment rate,
reflecting the sufficient labour supply, soon rose
above the NAIRU. In 2007 and 2008, there was a
sharp rise in the proportion of firms constrained
by the availability of labour, which was in line with
the estimated overheating of the economy and
the gradual decline in the unemployment rate to
below the NAIRU. The fast pace of this rise could

Chart 7 Long-term unemployed (as a % of the
unemployed)
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Chart 8 Rate of long-term unemployment (as a %
of the active population)
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also, however, be partially attributed to the out-
flow of labour to foreign countries that occurred
after Slovakia joined the European Union (under
the EU's free movement of workers). In Chart 5,
as with the previous indicator, the development
of the unemployment rate’s deviations from the
NAIRU is compared with the deviations in the
proportion of firms (across all sectors under re-
view) experiencing a labour shortage from the
historical average proportion (the opposite devia-
tion values in percentage points were again used,
since a higher perceived labour shortage implies
a lower rate of unemployment).

The deviation of the unemployment rate
from the NAIRU may also be compared with the
number of job vacancies reported by the Centre
of Labour, Social Affairs and Family. This indica-
tor is better illustrated in Chart 6, which, as in
the previous cases, shows (as opposite values)
the percentage deviations in the number of job
vacancies from the average number (since an
above-average number of job vacancies implies
a lower rate of unemployment). Again, it is pos-
sible to observe the correlation between the de-
viations of unemployment from the equilibrium
and the fluctuations in the number of job vacan-
cies. During periods when the number of job
vacancies was relatively high, i.e. 1997-1998 and
2006-2008, the unemployment rate fell with a lag
to below the NAIRU. When the number of job va-
cancies was below average, particularly in the pe-
riod from 1999 to mid-2002, the unemployment
rate rose above its equilibrium level,

The relatively high NAIRU in Slovakia implies
that the higher rate of unemployment in the long
run was not the result of persistent disequilibri-
um in the economy, since in that case, under the
NAIRU concept, it would also have been reflected
in a long-lasting negative output gap and low
inflation. The causes of the high unemployment
are therefore more structural than cyclical in na-
ture. This assertion is supported by the structure
of the unemployed broken down by duration of
unemployment. In comparison with the EU and

Chart 9 Very long-term unemployed (as a % of
the active population)
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euro area, Slovakia has a considerably higher pro-
portion of long-term unemployed (people out of
work for more than one year), as shown in Charts 7
and 8.The disproportion in the case of very long-
term unemployed (out of work for more than two
years) is even more marked (see Chart 9).

A more detailed breakdown of the duration
structure of unemployment is given in Chart
10 (data on unemployment spells of 18 to 23
months and more than 48 months have been
available only since 2001, and hence the jump in
the chart). The decline in unemployment during
the dynamic economic growth of recent years led
to an increase in the share of very long-term un-
employed.

That Slovakia has a higher share of long-term
unemployed at the expense of shorter-term un-
employed implies that its labour market, in com-
parison with the EU or euro areg, is less flexible and
probably includes greater mismatches between

A

Chart 10 Rate of unemployment by duration of unemployment
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Chart 11 Structure of the unemployed by education (in %)
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labour supply and demand. One of the factors
characterizing the composition of labour supply
is educational structure, as shown in Charts 113,
11b and 11c. The unemployment rate among
economically active people with a tertiary educa-
tion is comparable to the corresponding rate in
the EU and the euro area, but the unemployment
rate among working-age people with a primary
education is between three and five times higher
than the European average. Among people with
a secondary education, the unemployment rate
shows a gradual decline towards Europe-wide
levels, implying that the drop in unemployment
during the rapid economic expansion occurred
mainly within this segment of the population.
Given the changing structure of the Slovak
economy as a result of its transformation to a
market economy and FDI inflows, it would be
useful, when assessing the mismatches between
supply and demand in the labour market, to see
the unemployment structure broken down by

0 T T T T T T T T T T
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

— Slovakia

— EU — EMU — Slovakia

the previous occupation of the unemployed. Al-
though such data are available from the Eurostat
database, they lack high information value since
the vast majority of respondents did not answer
the respective question.

ConcLusION

The estimates of the NAIRU in Slovakia imply
that the historically high level of unemployment
is more structural than cyclical in nature. The
NAIRU in Slovakia is higher than in most other EU
or OECD countries, indicating that the structural
mismatches between labour demand and supply
are relatively more pronounced here. The assump-
tion that the Slovak labour market is relatively
more inflexible is supported by the comparison
of unemployment structure in terms of the dura-
tion of unemployment, and not only by the fact
that the dynamics of the equilibrium number of
employed persons increasingly lagged the econ-
omy’s sustainable growth during its recent period

— EU
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of acceleration. The proportion of long-term un-
employed is substantially higher in Slovakia than
in the euro area or the European Union, where
the predominant length of unemployment is less
than one year.

As far as monetary policy is concerned, the esti-
mated NAIRU is an indicator that helps provide a
picture of the economy’s cyclical position, which
may prove useful for the stabilizing setting of pol-
icy instruments. The deviations of unemployment
from the NAIRU range (particularly from its nar-

20 volume 17, 12/2009

row version abstracting from the results of pure
statistical approaches, which in the long run tend
to remain close to the actual data) provide infor-
mation about periods of labour market disequi-
librium. In order to ensure the sustainable reduc-
tion of unemployment that has a predominant
structural component, it is necessary to carry out
reforms that increase the labour market flexibility
and labour force skills, since this could mitigate
undesirable deviations of unemployment from
the equilibrium.
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Comparison of central bank
measures taken in response
to the financial crisis
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Ndrodnd banka Slovenska

The current financial crisis, which started in the United States in the autumn of 2007, has
spread across the entire global financial market and pushed the world economy into
recession. In order to stabilise the financial markets and to attain the primary objective
of maintaining price stability, the world’s major central banks took both conventional
and unconventional policy measures. The present article is divided into two parts; the
second part will be published in the next number of Biatec. The first part is devoted to the
measures taken by the European Central Bank and the Bank of England. The measures
adopted by the American and Japanese central banks to restore the stability of financial
markets will be described in the second part. Financial market stability has been seriously

undermined by the reluctance of banks to bear the credit risk in dealing with their
interbank partners and private clients. Hence, central banks have adopted instruments
designed to support interbank market liquidity, as well as lending to households and
corporate financing. These instruments, combined with government measures, aim at
restoring the efficient functioning of the financing markets and stimulating economic

growth.

COMMON MEASURES

The financial crisis has caused a general decline
in confidence in the financial markets, with banks
becoming reluctant to lend funds via the inter-
bank market. As a result, credit market conditions
have worsened significantly. This situation has led
to a rise in market interest rates and an increase
in the spread between secured and unsecured
deposit rates'. Before August 2007, the differ-
ences between these rates had been around 10
basis points. By the end of the year, the spread for
three-month rates had grown to 100 basis points.
After the collapse of Lehman Brothers in Septem-
ber 2008, the spread reached a historical high
(150 to 350 basis points). This trend was caused by
mounting pressures in the markets, where banks
were reluctant to make unsecured deposits, the
price of which markedly increased in compari-
son with the price of unsecured deposits. Conse-
quently, trading in unsecured deposits stopped
completely and banks gradually tightened their
lending conditions for both households and en-
terprises. A different trend was observed in Japan:
the spread remained unchanged, because Japan
was actually hit by the financial crisis as late as the
end of 2008.

The first common response to the worsening fi-
nancial market conditions was that central banks
raised the level of liquidity through standard re-
financing operations and conducted additional

liquidity-providing operations. The common
responses of central banks to the deepening fi-
nancial crisis after September 2008 can be sum-
marised in five points:

1. Key interest rate reduction

In view of the negative economic outlook stem-
ming from the deepening financial crisis, the
Federal Reserve System (Fed) started to ease its

1 The difference between the Overnight
Index Swap (OIS) rate and the
deposit rate with the same maturity
expresses the credit and liquidity
risks of investors. Deposits that are
not secured by any collateral have
arisk margin incorporated in their
prices (interest rates). The higher this
margin is in comparison with the
low-risk OIS rate, the higher the level
of uncertainty in the market will be.

Chart 1 Key interest rates of selected central banks (in %)
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monetary policy conditions as early as Septem-
ber 2007, by lowering its key interest rates. Later,
the Bank of England also reduced its base rate. Af-
ter the financial market tensions had intensified,
six major central banks (including the European
Central Bank) announced reductions in their key
interest rates in October 2008, in an unprecedent-
ed coordinated move. This decision was followed
by a phase of monetary policy easing throughout
the world. At present, the key rates of the central
banks under review are already at levels close to
zero (see Chart 1).

2. Increased longer-term liquidity supply
via the interbank market

During the credit boom, which lasted ftill the
summer of 2007, European financial institutions
became dependent on interbank transactions in
US dollars, since they had extended their trading
activities to the global market in the previous pe-
riod. Hence, after the financial market situation
had worsened, they started having problems
in obtaining liquidity in US dollars. Under these
conditions, the European Central Bank (ECB) and
the Swiss National Bank (SNB) began to provide
liquidity in US dollars (in December 2007) via a
swap line agreed with the Federal Reserve System.
A further increase in the strong demand for US
dollars was triggered by the collapse of Lehman
Brothers in September 2008, when banks were al-
ready reluctant to lend dollar liquidity; they were
accumulating dollar reserves on their accounts.
A similar swap agreement was made by the BoE,
the Bank of Japan (BoJ), and the Bank of Canada.
This instrument helped to dampen the financial
market pressures to a significant extent and thus
interest rates for US dollars began to fall.

In domestic markets, liquidity was provided
almost exclusively by central banks, which, in
an attempt to ease the market tensions, signifi-
cantly increased the volume of funds provided in
open-market operations. Besides supplying other
central banks with US dollar liquidity via swap
lines, the Fed increased the amount provided in
one- and three-month Term Auction Facility (TAF)
operations, to USD 150 billion in October 2008.
At end-September 2008, the ECB increased the
frequency of standard long-term (3-month) op-
erations and introduced operations with maturi-
ties of 1, 6 and 12 months. The standard tender
procedure was changed from variable-rate ten-
der auction to fixed-rate tender procedure with
full allotment. In September 2008, the BoE began
to provide more liquidity through three-month
operations. In October 2008, the BoJ also started
to supply more liquidity via auctions, in order to
relieve the year-end tension in the domestic mar-
ket.

3. Expansion of the collateral framework

In order to be able to satisfy flexibly the strong
demand in refinancing operations, central banks
decided to expand their collateral framework. In
mid-September 2008, the Fed expanded its list
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of eligible collateral to include the Primary Dealer
Credit Facility (PDCF) and Term Securities Lending
Facility (TSLF). In mid-October 2008, the ECB also
expanded the list of assets eligible to be used as
collateral in Eurosystem refinancing operations to
include marketable debt assets denominated in
currencies other than the euro, and lowered ac-
ceptable credit rating for such assets from A- to
BBB-. The BoE announced an extension of its col-
lateral framework for three-month refinancing
repo operations to include asset-backed securi-
ties and other assets. In mid-October 2008, the
BoJ expanded its collateral framework to include
variable-rate bonds, inflation-linked bonds, and
30-year government bonds.

4. Direct exposure to markets with
markedly impaired functioning

The financial crisis led to a serious deterioration
in the interbank market situation, hitting both
households and enterprises. This was also reflect-
ed in the worsening credit market conditions. The
central banks under review launched new pro-
grammes (described in the relevant chapters) to
stop the financial and economic crisis deepening
still further.

5. Other measures

The intense supply of liquidity to the bank-
ing sector through refinancing operations put
strong pressure on overnight market rates, whose
stability is one of the operational goals of all four
central banks (Fed, ECB, BoE, BoJ). To achieve this
goal, some of these central banks took further
policy measures. At the beginning of October
2008, the Fed announced that the excess reserves
of deposits institutions that meet the minimum
reserve requirements would be remunerated. In
order to stabilise the overnight EONIA rate, the
ECB reduced the width of the corridor formed by
the standing facility rates, from 200 to 100 basis
points around the key rate for the main refinanc-
ing operations, at the beginning of October 2008.
In January 2009, however, the corridor was wid-
ened again to 200 basis points. When lowering its
key rates in May 2009, the ECB narrowed the cor-
ridor again to 150 basis points, in order to avoid
having a zero interest rate for overnight deposits
(the current rate is 0.25%). The BoE extended the
range of overnight refinancing operations, which
were rarely used by financial institutions because
of a possible loss of reputation, to include new
deposit and refinancing operations. These were
overnight operations with rates set at 25 basis
points around the monetary-policy rate, conduct-
ed to exert pressure on the overnight market. In
October 2008, the BoJ introduced a new Comple-
mentary Deposit Facility, for the purpose of inter-
est payment on excess reserves.

The marked expansion of the refinance vol-
umes, provided by central banks to help domes-
tic commercial banks to overcome the tense fi-
nancial market situation, was also reflected in the
balance sheets of central banks. The increase in
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Chart 2 Growth in central bank financing
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refinancing in the four central banks under review
is illustrated in Chart 2.

INDIVIDUAL MEASURES

EuroPEAN CENTRAL BANK

After the United States, the second largest re-
gion that has been hard hit by the financial crisis
since 2007 is the euro area. The financial market
turbulence spread to Europe from America in a
very short time. This situation required immediate
intervention by the European Central Bank. The
ECB's operational target is to maintain a stable
overnight EONIA rate at a level close to the key
rate for the main refinancing operations, which
is in line with the Eurosystem's monetary-policy
objectives. Before the outbreak of the crisis (Au-
gust 2007), EONIA had followed a stable course.
The Bank implemented its monetary policy using
standard instruments, including banking sector
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refinancing through open-market operations,
overnight refinancing and sterilisation operations
(standing facilities), and minimum reserve require-
ments. Within the scope of open-market opera-
tions, main refinancing operations conducted at
weekly intervals were of key importance. Such
operations played a dominant role in the banking
sector’s refinancing (around 70%). The amount
provided in such operations was determined on
the basis of a benchmark calculated according to
the refinancing needs of banks in the given week.
In addition to such operations, the ECB conduct-
ed longer-term operations with a maturity of 3
months (3M LTROs — long-term refinancing op-
erations) on a monthly basis. They accounted for
roughly 30% of the total volume of refinancing.
A characteristic feature of the ECB's measures
taken during the financial crisis is the use of exist-
ing instruments with extended maturities, inter-
vals and volumes. In the recent period, however,

volume 17, 12/2009

23



M o N ETAR Y P O L

— &5

a special non-standard programme has also been
launched, namely the Covered Bond Purchase Pro-
gramme.

The most difficult test ever faced by the euro-
area financial market and the ECB was the sum-
mer of 2007. The liquidity situation rapidly de-
teriorated, for banks suffering from a liquidity
shortage had problems in purchasing funds via
the interbank market, while other banks had ex-
cess liquidity on their accounts. Banks with free
funds tended to give preference to the economi-
cally ineffective deposit facility over lending to
their trading partners. A well functioning money
market is very important for the Eurosystem, for
interest rate formation represents the first step
in its monetary policy transmission mechanism.
The ECB's first immediate response to the tense
situation in the European interbank market was
to renew the supply of short-term liquidity, which
banks were reluctant to lend to one another. The
ECB also increased the frequency of three-month
operations and extended the range of its instru-
ments to include supplementary six-month op-
erations. Using such operations, the ECB started
to provide liquidity in excess of the actual needs
of banks. The banking sector began to give pref-
erence to longer-term financing, which gradually
led to a change in the structure of refinancing.
While in the first half of 2007 the main refinanc-
ing operations accounted for approximately
70% and the rest took place in long-term (three-
month) operations, in the second half of the year,
the share of long-term operations increased to
roughly 60%.

Table 1 Balance sheet of the Eurosystem

EUR billions
Assets

Aug.09 June 07

Autonomous factors
Net foreign assets 392 317
Domestic assets 341 131

In September 2008, the ECB introduced a new
supplementary operation with a maturity of one
maintenance period. Since the interbank market
continued to be exposed to negative pressures,
the ECB took further important measures in the
following month. The process of monetary-policy
operations was changed. Up to that time, they had
been conducted via multiple rate auction (Ameri-
can auction). The amount provided in these opera-
tions was calculated by the central bank according
to the banking sector’s needs in upcoming 1 week
period. The change consisted in the introduction
of fixed-rate operations (at a rate equal to the key
rate for the main refinancing operations) and the
meeting the full demand in these tenders. In order
for banks to have enough collateral for such op-
erations, the ECB also extended the list of eligible
collateral. Thus, the central bank acted as an exclu-
sive provider of interbank market liquidity, which
was also indicated by the number of participants
in the main refinancing operations. Before the fi-
nancial crisis, the number of participants had been
up to 400. By the end of 2008, their number had
doubled, because banks were reluctant to lend li-
quidity via the interbank market; refinancing took
place exclusively via the ECB.

In the first half of 2009, the Eurosystem intro-
duced another type of non-standard operations
with a maturity of one year. They were designed
as fixed-rate operations with full allotment. Since
the ECB guaranteed a fixed rate (corresponding to
the key rate for the main refinancing operations),
operations with a maturity of one year arouse
great interest.

Liquidity-providing operations in foreign currencies

USD repo operations 31 0
DKK swap operations 0 0
SEK swap operations 3 0
Monetary policy instruments

Portfolio of covered bonds 9 0
Main refinancing operations 78 313

Long-term refinancing

operations 634 150

Fine-tuning operations 0 0

Overnight refinancing

operations 0 1

Total 1488 913
Source: ECB.
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Liabilities EUR billions
Aug.09 June 07

Currency in circulation 767 633
Government deposits 136 70
Other autonomous
factors 189 27
Fed receivables 3] 0
Receivables of the Swiss
National Bank 19 0
Reserve accounts 203 182
Liquidity-absorbing
operations 0 0
Overnight deposit
operations 143 1

Total 1488 913
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For the European banking sector, the financial
crisis represented a significant increase in the
amount drawn by banks from the ECB, as well as
a change in the structure of maturities. Before Au-
gust 2007, the sector’s refinancing position had
stood at approximately €450 billion. At the end of
2008, however, it reached €860 billion.

The refinancing position fell somewhat at the
beginning of 2000. In July 2009, the volume of re-
financing provided to the banking sector reached
a historical maximum (€900 billion). Since that
time refinancing has been falling in volume, in-
dicating that the money market conditions are
improving. The structure of maturities underwent
another change in 2009. The main refinancing
operations now account for only 7% (a historical
low), the rest is formed by longer-term opera-
tions.

The large volume of liquidity provided to banks
after the introduction of the full allotment pro-
cedure for monetary-policy operations led to in-
creased demand for the deposit facility. Despite
having been virtually unused before the crisis
(owing to the economically ineffective interest
rate), this facility seemed to be the only possi-
bility for the placement of free funds during the
crisis. Its utilisation increased to a historical high
in January 2008 and July 2009, i.e. to more than
€300 billion.

Swap lines with other central banks

In order to ease the pressures in the European
US dollar funding markets, the ECB established a
new swap line with the Fed, under the Term Auc-
tion Facility (TAF). Through this swap line, the ECB
provided US dollar liquidity to European banks
against collateral eligible for Eurosystem credit
operations. The largest volume was provided at
the turn of the year 2008 (almost USD 100 billion).
This line is currently used up to the amount of
USD 3 billion.

In October 2008, the ECB, in cooperation with
the SNB, established a line in Swiss francs for euro-
area banks, through which a pre-set amount is
provided on a weekly basis, i.e. maximum €25
billion. The utilisation of this line is currently in
decline.

The covered bond purchase programme
In May 2009, the Eurosystem introduced a special
programme for the purchase of covered bonds.
This programme was designed to facilitate the
reduction in long-term money market rates, to
support bank lending to the private sector, to
improve the liquidity situation in important seg-
ments of the private market, and to allow banks
and enterprises easier access to funds. The pro-
gram was launched in July 2009 and will last until
June 2010. By that time, the Eurosystem should
purchase covered bonds in the amount of €60
billion.

The increased volume of liquidity provided
caused a noticeable increase in the Eurosystem's
balance sheet. Compared with €913 billion in

June 2007, total assets reached almost €1,500 bil-
lion at the end of August 2009.

BANK OF ENGLAND

The operational target of the Bank of England is
to maintain overnight money market rates in the
United Kingdom at a level close to the Bank Rate
by ensuring that the supply of bank reserves is
in line with demand, which expresses the target
amount of minimum required reserves set by the
counterparties themselves. In implementing its
monetary policy, the BoE uses standard open-
market operations (OMOs), including the main
T-week refinancing operation and long-term op-
erations with maturities of 3, 6, 9 and 12 months
conducted on a monthly basis. In addition to
refinancing operations, OMOs also include the
purchase of government bonds (gilts). After the
outbreak of the financial crisis in the second half
of 2007, the BoE responded by easing its mon-
etary conditions, mainly by extending the set of
monetary-policy instruments and launching spe-
cial programmes.

The first unconventional measure was taken
in December 2007, when the BoE expanded the
list of eligible collateral for long-term operations
with a maturity of 3 months. Later, the Bank in-
creased the frequency and volume of operations.
Before the financial crisis, the amount allocated
via three-month LTROs had accounted for 60%
(GBP 2 billion) of the total volume of long-term
refinancing operations?. Later, however, the BoE
used this instrument to supply liquidity in an in-
creased amount (up to GBP 40 billion). Compared
with the amount that was allocated to the sec-
tor via 1-week operations on the same day, LTROs
accounted for only 9%; the remaining 91% was
provided via short-term (1-week) operations.
After the sector had been overfilled through
3-month LTROs, the BoE stopped providing
1-week refinancing completely and started to ab-
sorb the excess liquidity through sales of 1-week

2 The BoE conducts LTROs with all
maturities on the same day of the
month. Through a single 3-month
LTRO, the Bank provided up to GBP 2
billion of the total volume provided
on the same day through LTROs (3,
6,9, 12-month), i.e. approximately

GBP 3.3 billion.

Chart 3 Long-term refinancing operations of the Bank of England
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Chart 4 One-week repo operations of the Bank of England
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BoE bills on a weekly basis. These developments
are illustrated in Chart 3.

In April 2008, the BoE introduced a scheme
devised to swap illiquid assets for liquid Treasury
bills, referred to as Special Liquidity Scheme (SLS).
Under this scheme, UK banks are temporarily
allowed to swap currently illiquid high-quality
mortgage-backed bonds and other securities
in exchange for UK Treasury bills. The swaps are
conducted for a period of one year and may
be renewed for up to three years. The SLS was
designed to provide financing for temporarily
illiquid assets that had been issued before the
end of 2007. Banks can hold the Treasury bills
obtained in their portfolios or use them as col-
lateral in monetary-policy operations with the
BoE, or exchange them for cash in repo opera-
tions or through sale. The scheme was originally
designed for GBP 50 billion and planned to re-
main in place until October 2008, but since the
financial market tensions had persisted, it was
prolonged until January 2009.
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In October 2008, the BoE introduced a new in-
strument for sterling money market operations,
namely the Discount Window Facility (DWF). This
facility allows the Bank’s eligible counterparties
to borrow gilts against a wide range of collateral.
This range is wider than the list of eligible collater-
al under the SLS. The DWF allows banks to borrow
gilts against eligible collateral either for 30 days or,
since February 2009, for 365 days in return for a
fee, which varies with the collateral used and the
total size of borrowings.

The beginning of 2009 saw several important
changes in the monetary policy of the BoE. In
cooperation with the UK Treasury, the BoE intro-
duced a joint instrument called Asset Purchase
Facility (APF), devised for the purchase of high-
quality private sector assets (including commer-
cial papers and corporate bonds) and financed
through issues of UK Treasury bills. The APF was
designed to improve the liquidity situation in,
and access to, the corporate credit market. The
amount earmarked for this instrument was GBP 50
billion. The programme also enabled the use of
this instrument for achieving the 2% CPI inflation
target through financing backed by an increase in
the BoE reserves. For this purpose, the Bank pur-
chased government debt on the secondary mar-
ket. A total of GBP 150 billion was allocated for the
programme, of which GBP 50 billion was used for
the purchase of private sector assets.

The first purchase took place at the beginning
of February. By the end of the month, the amounts
purchased in support of credit market revival for
enterprises had reached GBP 500 million. Since
the purchases were covered by UK Treasury bills,
they had no influence on the monetary base.

In addition to cutting the Bank Rate to 0.5% (the
lowest level since the Bank's foundation in 1694),
the BoE decided to implement an unconven-
tional monetary-policy measure (i.e. quantitative
easing) in March 2009. Thus, the APF started to be
used for monetary-policy purposes, while the Bok
purchased eligible assets covered by an increase
in its reserves. Initially, the aim of such purchases
was to obtain GBP 75 billion in three months. At
its May meeting, the Monetary Policy Committee
of the BoE decided to expand the asset purchase
programme to GBP 125 billion by the end of Au-
gust. At the August meeting, the programme was
increased to an unexpected GBP 175 billion (the
market had expected an increase of only GBP 25
billion). At its November meeting, the Commit-
tee decided to expand this facility still further, to
GBP 200 billion.

The aim of quantitative easing is to inject mon-
ey directly into the economy in order to boost
nominal spending. By purchasing eligible assets,
the BoE expands the supply of money in the
economy, improves the credit market conditions,
and influences the rate of growth in nominal de-
mand for money in order to meet the 2% inflation
target. To put enough money into the economy
within a short period, the Bank must purchase as-
sets of which there is an abundant supply in the
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market. Hence, such purchases take place mostly
in the gilt market. This enables purchases in large
amounts within a short period of time. However,
the Bank also purchases assets in the private sec-
tor, mainly commercial papers and corporate
bonds, though in smaller amounts. The aim of
private asset purchases is to improve the func-
tioning of these markets and to allow companies
easier access to financing. Although purchases
in the private sector are not necessarily financed
from central bank resources (they serve another
purpose), they stimulate growth in the monetary
base for they have been financed from bank funds
since the application of quantitative easing.

Under the Asset Purchase Facility, the BoE
currently purchases the following high-quality
assets: investment-grade commercial papers, in-
vestment-grade corporate bonds, and UK gov-
ernment bonds. Other assets are also allowed
to be purchased, e.g. assets issued under credit
guarantee schemes (Credit Guarantee Scheme, UK
Treasury), syndicated loans, and other types of se-
curities covered by assets, but such assets are not
yet purchased by the BoE.

Before the adoption of quantitative easing, the
BoE had implemented its monetary policy partly
through the voluntary reserve commitment re-
gime. Before a new period, banks had set their re-
serves by themselves and were required to main-
tain these reserves throughout the given period.
Since the policy of quantitative easing caused a
marked increase in banks'reserve account balanc-
es, which tended to increase the volatility of over-
night rates, the BoE decided to cancel the setting
of reserves and of the rate of interest thereon. Ac-
cording to the new procedure, the account bal-
ances of banks attract interest at the Bank Rate. As

Table 2 Balance sheet of the Bank of England

GBP millions
Assets

June 07 Aug.09

Overnight refinancing
operations 300

Short-term operations

Fine-tuning RR operations

One-week RR operations 31,750

Other RR operations

Long-term RR operations 15,000 58,174

Instruments provided to

government 13,370 370

Bonds and other securities

from market operations 7,735 13,104

Other assets 12,382 145,706

Total 80,537 217,354
Source: BoE.

Note: RR — reverse repo.

Chart 6 Reserve accounts of banks (GBP millions)
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a result, the overnight rates have stabilised; they
are now hovering around the level of 0.5%, close
to the Bank Rate.

For the time being, the Bank of England has a
contract for the conduct of repo operations in US
dollars in the domestic market. In recent months,
however, there has been minimal or zero interest
in such operations.

BALANCE SHEET OF THE BoOE

Since the period before August 2007, the bal-
ance sheet of the BoE has almost tripled in size
as a result of quantitative easing, from approxi-
mately GBP 80 billion to GBP 217 billion (August
2009). Since the Bank charges interest on banks’
reserve account balances at the main monetary-
policy rate, there is no reason to use the over-
night facility, which is therefore missing in the
Bank's balance sheet. The balance sheet has been

Liabilities GBP millions

June 07 Aug.09

Currency in circulation 39606 46,671

Reserve accounts 18,145 133,654

Overnight deposits -

Short-term operations

Fine-tuning repo

operations

One-week repo operations -

Other repo operations

Government bonds

issued in foreign currency 4,351 3,699

Other deposits 2,717 2,547

Other liabilities 15,718 30,783

Total 80,537 217,354

2009
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expanded to include two new items: one-week
repo operations and reverse repo operations with
other maturities.

The specific amounts indicate that refinancing
has shifted from one-week to long-term opera-
tions. Overall refinancing via reverse repo opera-
tions has increased to almost GBP 60 billion (from
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GBP 47 billion). This growth, however, is negligible
in comparison with the ‘other assets’ item, which
has grown in connection with the APF twelve
times, from GBP 12 billion to GBP 145 billion. On
the liabilities side, this is mainly reflected in the
‘reserve accounts of banks, which have increased
from GBP 18 billion to GBP 150 billion.
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Structural aspects of labour
demand developments
in the Slovak Republic

Ing. Zoja Cutkovd, PhD.

Ministry of Labour, Social Affairs and Family of the Slovak Republic

Following a long and difficult period that saw restructuring of the economy,

mass redundancies, low job-creation, falling employment and mounting levels of
unemployment, the Slovak labour market entered a new phase of development after
2004. This phase was marked by strong dynamics in job creation, rising employment, and
a falling rate of unemployment. Alongside these positive tendencies, however, was a gap
between labour supply and demand that represented one of the major problems in the

Slovak labour market.

Mismatches between labour supply and demand
showed up not only in the scope of work but also
in the skills gaps between the two sides of the
labour market. In 2008, for example, there were
almost 25000 job vacancies in Slovakia, while
the average number of unemployed was close to
260 000, of whom 170 000 were low-skilled and
low-educated.

In the first half of 2009, the global financial
and economic crisis began having a more severe
impact on the Slovak labour market, as employ-
ment fell, unemployment rose, and job vacancies
declined. Even so, the unmet labour demand in
this period remained relatively high (more than
19 000 job vacancies), indicating that the nature
of unemployment in Slovakia was structural - the
skills profile of the workforce lagged the shifting
requirements of the labour market.

INTERNATIONAL COMPARISON OF SLOVAK
LABOUR MARKET DEVELOPMENTS

In 2008, Slovakia recorded a sharper rise in GDP
compared with neighbouring countries and an
increase in employment that was second only
to Poland (based on Labour Force Survey figures
and using the methodology of ESA 95 national
accounts). While real GDP grew by more than half
(3.9 p.p.) in Slovakia - outstripping growth in the
Czech Republic and, by more than 5.6 percentage
points, in the EU-27 - this development was not
reflected in employment. Rather it was related to
the sharp rise in labour productivity, which during
the period under review was the main contribut-
ing factor to real economic growth. Whereas in
2004, Slovakia's labour productivity expressed in
purchasing power parity represented only 65.6%
of the EU-27 average (the second-lowest level
among the countries compared), in 2008 it rose
to 79.0% of the EU-27 average (the highest level
among the countries compared). Nominal wages
and income in Slovakia rose rapidly from 2004,

when they were 50.3% higher than in 2000, to
2008, when they were 101.8% higher. The only
one of Slovakia's neighbouring countries that re-
corded faster wage and income growth in 2004
and 2008 was Hungary (Table 1).

In 2008, Slovakia had the second-highest em-
ployment rate compared with its neighbouring
countries (the Czech Republic had a higher rate;
Hungary and Poland had lower rates). In com-
parison with the Czech Republic and with the
EU-27 average, the employment rate in Slovakia
was lower by, respectively, 4.3 percentage points
(p.p.) and 3.6 p.p. It may be seen as positive that
the increase in employment recorded by Slovakia
between 2004 and 2008 was the second-highest
among the countries compared (Slovakia's rise of
5.3 p.p. was lower only than Poland’s 7.5 p.p.), and
higher even than the EU-27 average (which went
up by 29 p.p.).

As regards education, Slovakia's employment
rate among low-skilled workers was relatively low

Chart 1 Employment structure by sector in 2008 (in %)
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Table 1 Main labour market indicators for 2004 and 2008

EU-27 EU-25 SR CR Hungary Poland

GDP (sppy = 100, at constant prices)

2004 1025 1025 1052 1045 104.9 105.3

2008 1008 1007  1064¢ 1025 100.6 105.0
Rate of employment in % (15-64 year-olds)

2004 63.0 63.4 57.0 64.2 56.8 517

2008 65.9 66.3 62.3 66.6 56.7 59.2
Rate of unemployment (in %)

2004 9.1 9.1 18.2 83 6.1 19.0

2008 7.0 7.1 9.5 44 7.8 7.1
Employment development (ESA 95 NAs, sppy = 100)

2004 100.7 1008 998 1003 106.9 101.2

2008 101.0 1010 1028e 1012 9838 1044
Employment development (LFS, sppy = 100)

2004 1008 1009 = 1003 99.8 99.5 1013

2008 1012 1012 1032 1016 98.8 103.7
Labour productivity in % (EU-27 = 100)*

2004 1000  104.2 65.6 68.0 67.3 615

2008 1000 1035 = 79.0e 71.8 69.3 63.3
Wages and income (indexes, 2000 = 100)**

2004 1503 1366 167.8 109.3

2008 2018 1756 2355

Notes: * GDP in purchasing power parity per employed person, ** Average nominal wages and incomes for the whole economy except for
agriculture, fisheries, private households with employed persons, e — estimate, sppy — same period of previous year.

Source: Eurostat.

Table 2 Main labour market indicators for the quarters from 2008Q4 to 2009Q2

EU-27  EU-25 SR CR Hungary Poland

Rate of employment in % (15-64 year-olds)

Q4 2008 65.8 66.2 629 66.8 56.7 60.0

Q1 2009 64.6 65.0 61.0 65.6 55.1 589

Q2 2009 64.8 65.1 604 654 556 593
Rate of unemployment in %

Q4 2008 7.3 74 8.6 44 8.0 6.7

Q1 2009 8.7 8.8 104 58 9.7 8.3

Q2 2009 8.7 8.9 113 6.3 9.6 79
Employment development (ESA 95 NAs, sppy = 100)

Q4.2008 100.2 100.1 102.1 100.9 99.1 103.0

Q1 2009 98.8 98.7 99.6 100.3 97.0 99.0

Q2 2009 98.1 98.1 98.7 98.6 955 99.3
Employment development (LFS, sppy = 100)

Q4 2008 100.5 1004 102.8 101.3 99.3 103.0

Q1 2009 99.0 99.0 100.0 99.8 979 101.3

Q2 2009 984 98.4 98.9 98.8 98.2 101.0

Source: Eurostat.

between 2004 and 2008, but among intermedi-
ate-skilled workers it was approaching the EU-27
average, and among high-skilled workers it was
almost on a par with EU-27 average. This clearly
shows that one of the problems of the Slovak
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labour market is the relatively low integration of
unskilled and low-skilled workers in the employ-
ment process.

In 2008, the proportion of the workforce em-
ployed in construction was the higher in Slovakia
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Table 3 Job vacancy rate (in %)

EU-27  EU-25 SR CR Hungary Poland
Total

Q4 2008 1.7p 1.7p 1.2 27p 10p 09

Q12009 14p 15p 1.1 1.6 10p 0.7

Q2 2009 14p 14p 1.0 1.2 09p 0.7

By sector (2008Q4)

Total 1.7p 1.7 p 1.1 27p 10p 09
Agriculture 03 32p 05p 0.8
Industry 0.8 27p 07p 0.8
Construction 0.8 6.4 p 1.0 p 2.5
Business services 0.8 23p 06p 1.0
Financial services 1.0 56p 13p 1.1
Public services 1.9 08p 14p 06

Notes: Job vacancy rate = number of job vacancies / (number of occupied posts) * 100, p - preliminary figure.

Source: Eurostat.

than in the EU-27 or in neighbouring countries,
and the share employed in manufacturing was
the second highest (after the Czech Republic).
The share of workers employed in services was
lower than the EU-27 average and Hungary's
figure, but was slightly higher than in the Czech
Republic (Chart 1).

The Slovak labour market in 2008 still reported
a tendency of rising employment together with
falling unemployment. In the first half of 2009,
however, the situation in labour markets in both
Slovakia and neighbouring countries gradually
deteriorated as a result of the global financial
and economic crisis. According to the Labour
Force Survey (LFS), all of the countries under
review, except for Poland, recorded a year-on-
year decline in employment in the first half of
2009. In Hungary, the employment rate declined
throughout 2008 and fell even more sharply in
the first quarter of 2009. In Slovakia, mass redun-
dancies started to be seen at the beginning of
2009, and this was reflected in the unemploy-
ment rate, which returned to double digits
(10.9%) in the first half of 2009. The unemploy-
ment rate that came closest to this was reported
by Hungary (Table 2).

During 2008, Slovakia was the only one of the
neighbouring countries to maintain rising em-
ployment in almost all sectors (except for agricul-
ture). Both the Czech Republic and Hungary re-
ported a decline in manufacturing employment
as at the end of 2008, and Hungary also saw em-
ployment in the construction industry fall.

The mismatch or gap between labour supply
and demand is shown in data on job vacancies.
Both at the end of 2008 and at the beginning of
2009, the average job vacancy rate in Slovakia was
relatively high, owing to persisting unmet labour
demand, particularly in public services. On the
other hand, the job vacancy rate in construction
and industry was lower at the end of 2008, due
to an increase in labour supply and drop in the
number of available jobs (Table 3).

LABOUR MARKET DEVELOPMENTS
IN SLOVAKIA

Macroeconomic environment

Slovakia improved its economic performance
significantly in 2006 and 2007, when it reported
real economic growth of, respectively, 8.5% and
10.4% year-on-year. This positive trend continued
into the first three quarters of 2008, when GDP
increased by 8%. Towards the end of 2008, the
pace of economic growth was slowed down by
the crisis, to 2.5%, and from the first quarter of
2009 the economy began to contract. In the first
half of 2009, real GDP slumped by 5.5% year-on-
year (by 5.6% in the first quarter and 5.3% in the
second).

Industry and services made a significant con-
tribution to GDP, and services accounted for an
increasing share of the total. Industry as a share of
total nominal GDP declined from 28.2% in 2006,
to 25.5% in 2008, and to 22.9% in the first half of
2009. Meanwhile, the share of GDP generated
by services increased by more than 3 percent-
age points from 2006 to 2008 — when it reached
54.2% — and rose to 57.9% in the first half of 2009.
The manufacturing sector of industry accounted
for approximately 229% of GDP in 2006 and 2007,
and its share fell to 20% in 2008 and 16.7% in the
first half of 2009.

As for the nominal value added in manufac-
turing, the share of it attributable to the manu-
facture of machinery, electrical equipment, and
means of transport increased between 2006 and
2008, while the manufacture of metal and metal
products, chemicals, oil and rubbers accounted
for falling shares. For the chemical and rubber
industry and for the manufacture of metals and
metal products, the trend decline in their share of
the total nominal value added in manufacturing
continued in the first half of 2009.

From 2006 to 2008, economic development
was reflected in rising labour demand and em-
ployment increased by more than 2% per year on
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Chart 2 Number of unemployed by sector of last occupation
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average (based on the methodology of ESA 95
national accounts). Employment in the Slovak la-
bour market peaked in the third quarter of 2008,
at 2 263 000 people. Even though the first signs of
the economic crisis were appearing in the fourth
quarter of 2008, the crisis was not having a no-
ticeable effect on employment at this time (in the
fourth quarter, the number of people in employ-
ment rose year-on-year by 46 300, and compared
to the previous quarter it fell by 11 600). This may
be put down to expectations of a short-term cri-
sis and to a slight lag in the transmission of the
crisis to the labour market. Eventually, however,
in early 2009, the crisis did hit the Slovak labour
market. The total number of employed people fell
in the first quarter of 2009 to 2 200 000, a drop
of more than 51 000 people compared with the
end of 2008. Although, taking a long term view,
employment has fallen at the beginning of every
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year, the decline in the first quarter of 2009 was
exceptionally steep. In the second quarter of
2009, the average number of employed people
(calculated using ESA 95 national accounts) was
2 198 000, down by 29 000 year-on-year and by
approximately 2 000 compared with the previous
quarter. For the first half of 2009, total employ-
ment fell by 0.8% year-on-year (by 0.4% in the first
quarter and by 0.8% in the second).

The changesin labour demand also fed through
to unemployment. If the average number of un-
employed is calculated using the LFS method-
ology, then it exceeded 353 000 in 2006, fell to
292 000 in 2007, and dropped again in 2008 to
almost 258 000. For each year from 2006 to 2008,
there was a year-on-year decline in unemploy-
ment, but this trend came to an end in early 2009
when unemployment began to rise. In the first
half of 2009, the number of unemployed (accord-
ing to LFS) rose year-on-year by 5.8% (or 15 900),
largely due to the effect of rising unemployment
in the 2nd quarter (up by 11.6%, compared with a
rise of 0.2% in the first quarter).

The ranks of the unemployed were swelled
mainly by those whose last job had been in man-
ufacturing, and there was also a sharp rise in the
number who had previously worked in the busi-
nessand construction sectors. By contrast, the first
half of 2009 saw a decline in the number of the
unemployed who reported last having worked in
the arts, entertainment and recreation sector, in
information and communications, in education,
in other activities, in public administration and
social security, or in health care (Chart 2).

The unemployment rate as measured by the
LFS stood at almost 15% at the beginning of
2006, and, under the effect of favourable macr-
oeconomic conditions, it came down to 8.7% by
the end of 2008 - the lowest level recorded since
the establishment of the Slovak Republic. From
the turn of 2009, the unemployment rate began
to rise again, hitting 10.5% for the first quarter of
2009 and 11.3% for the next quarter. The average
rate of unemployment for the first half of 2009
was 10.9%, representing an increase of 0.6 p.p.
year-on-year (Chart 3).

Structure of labour demand

Labour demand by sector

Over the period 2004-2008, the average number
of people employed in Slovakia rose by 249 600,
according to the results of statistical reporting.
The largest absolute increases in the number of
employed people was recorded in the follow-
ing sectors: public administration, defence and
social security (a rise of 53 300 — partially due to
a change in the methodology of reporting em-
ployment in this sector); trade (69 100); manu-
facturing (43 400); construction (46 900); and real
estate, rental and business activities (38 000). As
for the sectors that recorded a decline in employ-
ment over this period, they included: mining and
quarrying; health care and social work; education;
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production and distribution of electricity gas and
water; and agriculture (Chart 4).

According to the Statistical Office of the Slo-
vak Republic, the number of job vacancies in the
Slovak economy rose over the five years under
review by almost 14 000. An increase in job va-
cancies was reported in all sectors of the econ-
omy except for education, which, particularly in
2008, saw a decline in available jobs (Chart 5). The
largest relative increase in the number of job va-
cancies between 2004 and 2008 occurred in the
construction and manufacturing sectors (188%
in each case). Marked rises in the number of job
vacancies were also reported for the following
sectors: public administration, defence, and com-
pulsory social security (around 174%); hotels and
restaurants (also around 174%); health care and
social work (almost 142%); manufacturing (more
than 163%); and trade (more than 117%).

In absolute terms, the largest increases in the
number of job vacancies for the period 2004—
2008 were recorded in the sectors of public ad-
ministration, defence and compulsory social se-
curity (5 300), manufacturing (2 900), trade (1 500)
and construction (1 100).

The global financial and economic crisis had an
almost immediate impact (in November 2008) in
that labour demand in manufacturing stopped
rising and started falling and that the decline in
employment in the sector of motor vehicles sales
and repairs became sharper. December saw man-
ufacturing employment drop still further, and a
slowdown in employment growth in retail trade.
Manufacturing and trade are core sectors since
they employ more than 40% of the workforce.

These tendencies carried on into the first half
of 2009 when, according to statistical reporting,
employment fell in several sectors as a conse-
quence of the crisis, and probably fell the most in
manufacturing, accommodation and food serv-
ice activities, as well as in real estate activities and
in administrative services. The generally negative
situation in the labour market was, however, miti-
gated to some extent by the rise of employment
in a few sectors, mainly: professional, scientific
and technical activities; construction; public ad-
ministration and social security; transportation
and storage; and information and communica-
tion (Chart 6).

Looking at the development of job vacancies
in the first half of 2009, the rise in employment
in certain sectors seems to have stemmed from a
higher interest in filling posts that had until then
been vacant. According to SO SR data, there were
around 7 000 fewer job vacancies in the first half
of 2009 than in same period of the previous year
(in the first quarter, the difference was around
7500, and in the second quarter, 6 400), and the

Chart 4 Employment over the period 2004-2008 by sector
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Chart 5 Job vacancies over the period 2004-2008 by sector
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Chart 6 Employment and job vacancies in the first half of 2009 by
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Chart 7 Employment over the period 2004-2008 by occupation
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Chart 8 Job vacancies over the period 20042008 by occupation
(number of job vacancies)

1
3,000

Elementary occupations

Plant and machine
operators and assemblers

Craft and related trades workers

Skilled workers in agriculture,
forestry and related fields

Service workers and shop
and market sales workers

Clerical support workers

Technicians, health and teaching
professionals and associate
professionals

Scientific and specialized
intellectual workers

Legislators, senior officials
and managers

r

-10

T

50

T
60

T

70

Source: SO SR, and calculations made by the Slovak MLSAF from SO SR data.

Chart 9 Employment broken down by occupation in the four quarters of 2008
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activities; and administrative services (more than
200). A rise in the number of job vacancies was re-
ported in water supply and waste management,
in electricity, gas and steam supply, and in health
care and social work.

Labour demand by occupational
classification groups

As for the number of workers broken down ac-
cording to the classification of occupations (CO),
the period 2004-2008 saw an increase in almost
all CO groups with the exception of CO 1 -leg-
islators, senior officials and managers, and CO 6
— skilled workers in agriculture, forestry and re-
lated fields (LFS data).

The largest rise in employment was recorded
in CO 8 — plant and machine operators and as-
semblers (up by 72900 people) and in CO 3
- technicians, health and teaching professionals
and associate professionals (66 000). These two
groups accounted for around 53% of the total rise
in the number of workers over the given period
(Chart 7). Breaking down workers by their field of
training, the majority in CO 3 fell in the catego-
ries of 'technology, processing industry and con-
struction’and‘social sciences, economics and law’,
while a large majority of workers in CO 8 were
trained in the field of ‘technology, processing in-
dustry and construction’

The largest absolute increase in job vacan-
cies in the period 2004-2008 was recorded in
CO5 - service workers and shop and market
sales workers (more than 2 600), CO 3 - techni-
cians, health and teaching professionals and asso-
ciate professionals (1 900), and CO 8 - plant and
machine operators and assemblers (also 1 900),
CO 7 - craft and related trades workers (1 600),
and CO 9 - elementary occupations (also 1 600),
i.e.among lower-skilled occupations. The number
of job vacancies in these groups rose by two to
three times, or in the case of CO 9 by almost five
times.

The lowest rises in job vacancies were in groups
CO 6 - skilled workers in agriculture, forestry and
related fields, CO 1 - legislators, senior officials
and managers, in the segment legislators, senior
officials, senior, middle and lower management in
enterprises and organizations, CO 4 - clerical sup-
port workers, and CO 2 - scientific and specialized
intellectual workers (Chart 8).

In the first quarter of 2009, the largest absolute
declines in employment in comparison with the
end of 2008 were seen in the groups CO 8 - plant
and machine operators and assemblers, CO 7
— craft and related trades workers, and CO 9 — el-
ementary occupations, and they were largely re-
lated to the drop in manufacturing employment.
For the first half of the year, the number of workers
declined most sharply year-on-year in the groups
plant and machine operators and assemblers
(by 20 500) and craft and related trades workers
(by 12 600). By contrast, there were year-on-year
rises in employment in the groups CO 4 - clerical
support workers, CO 2 - scientific and specialized
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intellectual workers, CO 3 - technicians, health
and teaching professionals and associate profes-
sionals, CO 9 — elementary occupations,and CO 1
— legislators, senior officials and managers. It may
be concluded that, given the relative weight of
each group, the crisis has been reflected mainly
in the decline in lower-skilled positions (Chart 9).

Labour demand in the regions

As for the breakdown of employment by region,
the period 2004-2008 was marked by sharp rises
in the number of people employed in the regions
of Bratislava (up by 83 700), Zilina (36 200), Trnava
(35100) and Kosice (34 900), according to the
results of statistical reporting. In the regions of
Banské Bystrica and Trencin, the number of em-
ployed people rose by between 4 000 and 12 000
(Chart 10).

The number of job vacancies also showed con-
siderable regional differences. In Bratislava region
from 2005 to 2008, the number of available jobs
rose by more than 7 300, whereas in Kosice, Ban-
ska Bystrica and Presov regions the additional
vacancies numbered fewer than 900 (Chart 11).
In 2008, one in every two of the total number of
job vacancies in Slovakia were in Bratislava region,
while in PreSov region the ratio was one in eight.

In year-on-year figures for first half of 2009,
Bratislava region recorded the largest absolute
decline in the number of job vacancies (a drop
of 3900 or 56% of the total decrease in Slovakia),
which may be set against the fact that it still has
the largest number of unoccupied posts (Chart
12). Zilina region, too, had an above-average de-
cline in the number of job vacancies (down by
41.3% or almost 900).

CONCLUSION

The analysis of labour demand is an essential
precondition for anticipating the labour market's
requirements. In order to ascertain the future
needs of Slovakia's labour market and to ensure
the greatest possible matching of labour needs
and labour supply (through developing the skills
to meet those needs), it is necessary to establish
a system for predicting market needs and skills
and to produce periodic forecasts of labour sup-
ply and demand. Comparing demand and supply
helps to indicate future imbalances in the labour
market or skills mismatches. Information about
how skills needs will develop in coming years is
important for employers, as well as for the de-
signing of training programmes, the provision of
careers advisory services, and the effective devel-
opment of human resources and formulation of
labour market policy at all levels: corporate, local,
regional and national.

Chart 10 Employment over the period 2004-2008 by region
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Chart 11 Job vacancies over the period 2004-2008 by region
(number of job vacancies as at the year-end)
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Chart 12 Job vacancies broken down by region in the four quarters of

2008 and first two quarters of 2009 (absolute year-on-year change)
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