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1 SUMMARY'

The Slovak economy grew in the third quar-
ter by 0.9%, and, as in the previous quarter, the
main driver of growth was domestic demand.
This included strong investment demand,
which benefited from the accelerated absorp-
tion of EU funds, even beyond what had
been expected. Both private and public con-
sumption expenditure also increased. Domestic
demand therefore boosted employment, which
increased by 0.4%.

The projection for annual GDP growth in 2015
is 3.3% (up by 0.1 percentage point from the
previous forecast). In the light of the temporary
growth-supporting impulse from EU funds, pub-
lic investment expenditure is expected to fall
next year, acting as a negative base effect on
economic growth. External demand is expected
to have a diminishing impact over the projection
horizon, with its growth rate projected to fall by
0.1 percentage point each year. Owing to these
two factors, the forecasts for Slovakia’s GDP
growth in 2016 and 2017 have been revised
down slightly, to 3.1% in 2016 (down by 0.3
p.p.) and 3.2% in 2017 (0.1 p.p.), which means
growth is now expected to accelerate marginally
in 2017. The composition of GDP growth is ex-
pected to be balanced.

Labour market conditions should continue to im-
prove. Employment growth in 2015 is projected
to be 2.0%, with most of the new jobs resulting

from increased domestic demand. Employment
growth over the rest of the forecast period is ex-
pected to slow, owing to lower labour demand,
while rising output should be covered by an in-
crease in the number of hours worked. The la-
bour market outlook is moderately brighter
in MTF-2015Q4 than in the previous forecast,
since the downward revision of the inflation pro-
jection implies a further increase in real wages.

The annual HICP inflation rate is expected to re-
main slightly negative this year (-0.3%), owing to
asignificant fall in energy and food prices. Import
prices, too, should have a dampening effect. The
current subdued inflation rates in services and in
non-energy industrial goods prompted a down-
ward revision of their projected level next year.
Consequently, the headline inflation forecast
for 2016 has been revised down by 0.3 per-
centage point, to 0.7%. An upturn in com-
modity prices is expected in 2017, and this,
together with increasing domestic demand
pressures and an assumed acceleration in ex-
ternal prices, was the basis for revising down
the HICP inflation forecast for 2017 to 1.7%
(by 0.2 percentage point).

The risks to the GDP growth outlook over the
projection horizon are on the upside. The main
risk is the prospective establishment of a new
car plant in Slovakia. The risks to the inflation
outlook over the forecast period are upward.

Table 1 GDP and inflation projections (excluding a prospective car plant investment)

MTF-2015Q4 Difference vis-a-vis
MTF-2015Q3
2015 2016 2017 2015 2016 2017
GDP 33 3.1 32 0.1 -0.3 -0.1
HICP -0.3 0.7 1.7 0.0 -0.3 -0.2 ) )
1 This Medium-Term Forecast (MTF-
Net inflation excluding automotive fuel 0.9 1.6 23 -0.1 -04 -0.2 2015Q4) was produced by NBS as
Sources: SO SR and NBS. part of the Eurosystem forecasting
Note: Net inflation excluding automotive fuel refers to the HICP inflation rate excluding food, energy and administered prices. process. The output of this process
is the “Eurosystem Staff Macroe-
conomic Projections for the Euro
Area’; which the ECB publishes twi-
ce ayear (in June and December).
The cut-off date for MTF-2015Q4 is
therefore the same as that for the
Eurosystem projections.
NBS
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2 CURRENT DEVELOPMENTS IN THE EXTERNAL

ENVIRONMENT

EURO AREA GROWTH IN THE THIRD QUARTER IN LINE WITH
EXPECTATIONS

According to Eurostat’s flash estimate, the euro
area economy grew in the third quarter of 2015
by 0.3% quarter-on-quarter (after expanding by
0.4% in the second quarter). Among the larger
national economies in the euro area, the high-
est growth rates were reported by Spain (0.8%),
France (0.3%) and Germany (0.3%). By contrast,
the Greek and Estonian economies both con-
tracted in the third quarter, after expanding quite
strongly in the previous quarter. Leading indica-
tors are at present sending out mixed signals, but
for now they still suggest that GDP will continue
to grow moderately. The annual HICP inflation
rate in October was 0.1% (after registering -0.1%
in September and 0.1% in August). Energy price
inflation became less negative, while both food
price inflation and non-energy industrial goods
inflation increased.

SLOVAK ECONOMY MAINTAINED STRONG GROWTH?

Slovakia's economic growth in the third quar-
ter was 0.9%, slightly exceeding expectations.
Monthly figures suggest that the main driver of
that growth was domestic demand, and that ex-
ports also made a positive contribution, albeit
lower than expected. Within domestic demand
there was a marked increase in investment, sup-

ported mainly by increased absorption of EU
funds available from the 2007-2013 program-
ming period. Another component, besides in-
vestment demand, that contributed positively
to GDP growth was consumption, with retail
sales pointing to continued private consump-
tion growth and with public consumption in-
creasing.

The labour market situation also improved
in the third quarter. As firms generated new
jobs, employment increased by 0.4%. In conse-
quence, the unemployment rate fell to 11.5%
and moved gradually towards the estimated
natural rate of unemployment, also known as
the non-accelerating inflation rate of unem-
ployment (NAIRU). The rate of job creation is
rapid, and vacancies may be difficult to fill in
some sectors.

The annual rate of decline in prices moderated
temporarily in the third quarter, owing to in-
creases in prices of non-energy industrial goods
and unprocessed food. On the other hand, the
decrease in energy prices became even more
pronounced following reductions in gas prices.
October saw energy prices continue to fall amid
a marked drop in automotive fuel prices, and
there was also a drop in processed food prices.
This trend was partially offset by an increase in
unprocessed food prices.

MEDIUM-TERM FORECAST

2 For further details, see the “Report
on the Slovak Economy - Decem-

ber2015"
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3 TECHNICAL ASSUMPTIONS OF THE FORECAST>

COMMODITIES AND THE EXCHANGE
RATE

3.1

The exchange rate of the euro against the US
dollar following the cut-off date for the previous
forecast (MTF-2015Q3) was at or above the level
projected in that forecast (USD 1.11 per euro). At
the end of October and especially in early No-
vember, the euro’s exchange rate began to de-
preciate in response to mounting expectations of
US monetary policy tightening, as well as a pos-
sible reassessment of the ECB’s accommodative
monetary policy stance. As a result, the assumed
exchange rate is weaker in this forecast than in
the previous forecast, at USD 1.09 per euro.

The Brent crude oil price in US dollars was rela-
tively stable from the beginning of September.
However, an increase in global stocks at the be-
ginning of November caused a significant drop
in the oil price. Therefore, in comparison with the
previous forecast, the assumed price of a barrel
of Brent crude oil has been revised down slightly,
to USD 53.8 in 2015, USD 52.2 in 2016 and USD
57.5in 2017. Since the two forecasts differ more
in their assumptions for the exchange rate than
in their assumptions for the oil price, the oil price
in euro for the next two years is slightly higher in
MTF-2015Q4 than in the previous forecast.

3.2 EXTERNAL DEMAND

The recovery in euro area activity is expected to
continue. The main driver of this growth should
be domestic demand, supported by the ECB’s ac-
commodative monetary policy stance, some fis-
cal easing and low oil prices. The global demand
outlook is also expected to improve gradually,
coupled with rising export market shares reflect-
ing the comparatively weak effective exchange

rate of the euro. Private consumption expendi-
ture is expected to remain the key driver of the
recovery. Nominal disposable income should
accelerate over the projection horizon, support-
ed by increasing wage income against a back-
ground of robust employment growth and rising
nominal compensation per employee growth, as
well as by accelerating other personal income.
Low financing costs and rising household net
worth, both reinforced by the asset purchase
programme (APP), should support private con-
sumption. Residential investment in the euro
area is expected to pick up, albeit from a very low
level. Business investment is set to gain momen-
tum gradually, supported by an improvement
in financing conditions and by cyclical recovery.
The fiscal stance, as measured by the change in
the cyclically adjusted primary balance net of
government support to the financial sector, is ex-
pected to provide a mildly positive contribution
to demand over the projection period. Euro area
foreign demand is expected to be dampened
by weak growth in emerging markets and a low
trade intensity of global growth, but is projected
to recover gradually over the horizon. The nega-
tive output gap is expected to narrow, against
the background of moderate potential output
growth. Overall, euro area GDP is projected to
increase by 0.9% in 2014, 1.5% in 2015, 1.7% in
2016 and 1.9% in 2017. Compared with the ECB’s
projections published in September, the growth
forecast for this year is higher by 0.1 percentage
point.*

Owing to an assumed global growth slowdown
stemming from the weak performance of emerg-
ing economies, the projection for Slovakia’s ex-
ternal demand growth is lower in this forecast
than in the previous forecast. Its rate is assumed
to be 2.9% in 2015, rising to 4.0% in 2016 and
4.8% in 2017.

3 The technical assumptions of

this Medium-Term Forecast are

based on the “September 2015

Eurosystem Staff Macroeconomic
Projections for the Euro Area’, with

a cut-off date of 12 November
2015.

4 According to the “December 2015
Eurosystem Staff Macroeconomic

Projections for the Euro Area”.
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4 MACROECONOMIC FORECAST FOR SLOVAKIA

4,1 ECONOMIC GROWTH

RENEWED EXPORT GROWTH

Overall export growth in 2015 largely reflects
January’s exceptionally high export growth,
which was attributable to the base effect of
weak exports towards the end of 2014. Owing to
the base effect of strong exports in 2015, export
growth is expected to moderate temporarily in
2016. The projection period is expected to see
export growth reflecting external demand for
Slovak goods and services, and the acquisition
of market shares.

Chart 1 Forecast for external demand and
for Slovak exports of goods and services

(annual percentage changes; constant
prices)
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Sources: SO SR, ECB and NBS calculations.

INVESTMENT SUPPORTED MAINLY BY EU FUNDS

The strong growth in investment demand is
expected to continue throughout this year. It is
caused mainly by the absorption of the remain-
ing EU funds available under the 2007-2013
programming period, which has been even
more substantial than expected. Investment
activity is projected to slow next year as invest-
ment in the public sector weakens. This would
happen because the absorption of the remain-
ing 2007-2013 EU funds is a one-off measure
and calls under the new programming period
will be made only gradually. The drop in this
investment should be partly compensated by
private investment, which is expected to be
supported by low nominal interest rates and
lending growth. Residential investment is also
expected to grow, based on the number of flats
and houses under construction and the number
of building permits issued.

CONSUMER DEMAND TO ACCELERATE MODERATELY NEXT
YEAR

Monthly figures from the third quarter indicate
a slight acceleration in consumer consumption
growth, which is expected to buoy growth in real
wages and employment. According to leading
indicators, sentiment has remained favourable
in the last quarter of 2015 and should have a fur-
ther upward impact on private consumption.
Private consumption growth in 2016 is expected
to be further boosted by the impact of one-off
administrative factors® on disposable income
growth (estimated to be around 0.4 percentage
point).

Table 2 Forecast for gross fixed capital formation (annual percentage changes; constant prices)

2014 2015 2016 2017

Gross fixed capital formation in total 3.5 9.3 22 3.2
- private sector” 0.2 5.2 7.7 46
_ public sector” 224 28.9 -19.1 4.0 5 Anincrease in the minimum wage,

i rebates on household gas bills, and
Source: SO SR. X reduction in VAT on selected food
1) NBS calculations. products.

NBS
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Chart 2 Household income and consumption
(annual percentage changes; constant prices)
and the household saving ratio (%)
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PuUBLIC EXPENDITURE® GROWTH TO DECELERATE

The growth in government final consumption
expenditure is expected to increase slightly in
2015, due largely to increased intermediate con-
sumption stemming from the absorption of the
remaining EU funds available under the 2007-
2013 programming period. The final consump-
tion growth should slow gradually over the rest
of the projection period, owing to the assumed
consolidation of public finances.

EcoNOMIC GROWTH TO REMAIN STABLE AT JUST ABOVE 3%
OVER THE PROJECTION HORIZON

The conjunction of the euro area’s accommo-
dative monetary policy and low energy prices
is expected to support growth in external de-
mand for Slovak goods and services. This in turn
will boost the export performance of the Slo-
vak economy and, together with the domestic
economy, contribute to a stable GDP rate of just
above 3%. GDP growth is therefore expected
to be balanced, and its rate is projected to be
3.3%in 2015, 3.1% in 2016 and 3.2% in 2017.
Economic output is expected to be below poten-

Chart 3 GDP growth and the output gap
(%)
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Sources: SO SR and NBS.

tial over the production horizon, and the output
gap is not expected to close until after the end
of that period.

4.2 THELABOUR MARKET
STRONG LABOUR MARKET REVIVAL

New jobs are being generated thanks largely to
high domestic demand based on the absorp-
tion of the remaining EU funds from the 2007-
2013 programming period and on low inflation.
This trend, together with managers’ favourable
expectations for the labour market in the peri-
od ahead, implies continuing job growth at the
end of 2015. Employment growth is expected
to ease slightly in subsequent years as it reflects
to a greater extent the economy’s balanced
growth. Employment growth cannot be expect-
ed to be as strong as it was in 2015, when busi-
ness sentiment improved markedly and laid the
basis for recruitment. Another factor contribut-
ing to this year’s job growth was the elevated
absorption of EU funds. The number of hours
worked is expected to increase over the projec-

6 Data on general government final
consumption, as well as on public
investment, have been revised
owing mainly to the inclusion of
public hospitals in the general
government sector. These changes
increased final consumption and
its components, as well as public
investment, throughout the projec-
tion horizon.

NBS
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Chart 4 Employment, hours worked

(annual percentage changes), and the
unemployment rate (%)
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tion horizon. As employment increases, so the
unemployment rate is projected to fall gradu-
ally, down to 9.5%.

4.3 COSTS AND PRICE DEVELOPMENTS

MARGINAL COSTS IN THE CONSUMER SECTOR EXPECTED
TO RISE

After falling in 2014, marginal costs in the con-
sumer sector are expected to have picked up in
2015, owing mainly to increases in domestic val-
ue-added prices. These prices are reflecting cost-

push pressures in the form of wage cost trends in
the domestic economy.

Cost-push pressures are expected to accelerate
in 2016 and 2017 amid the assumed acceleration
in imported inflation, which may have begun to
have an impact even from the beginning of the
projection horizon. The composition of marginal
cost growth should therefore be evenly split be-
tween domestic and imported prices. It is not
envisaged, however, that these costs will pass
through fully to consumer prices, but that they
will have a moderate negative impact on profit
margins in the given sector.

PRICES TO RISE ONLY SLOWLY

The average annual inflation rate is expected to
remain negative in 2015 (at -0.3%). The fall in
the overall price level has again been caused
by declining energy prices. Moreover, the de-
clining trend in energy prices should continue
in the years to come. This assumption is based
on expected developments in administered
prices, where a lag between prices of future
contracts and tariffs set by the Regulatory Of-
fice for Network Industries is assumed. On the
basis of technical assumptions, food prices are
expected to begin rising in 2016, although that
increase will be moderated by reductions in
VAT on selected food products. The assumed
increase in import prices is expected to pass
through to prices of non-energy industrial
goods, while demand-pull pressures should
begin to be reflected in services prices. The in-
flation rate is projected to accelerate to 0.7% in
2016 and 1.7% in 2017.

Table 3 Wages (annual percentage changes)

2014 2015 2016 2017
Nominal labour productivity 1.0 0.9 3.1 46
Whole economy - nominal 4.1 2.7 36 3.8
Whole economy - real 42 3.0 29 20
Private sector — nominal 4.0 2.6 33 4.0
Private sector - real 4.1 29 25 22
Public administration, education and health care - nominal 4.6 34 5.0 3.2
Public administration, education and health care - real 47 37 43 13

Sources: SO SR and NBS calculations.

Notes: Deflated by the CPI. The sector “Public administration, education and health care” corresponds to sections O, P and Q of the SK NACE
Rev. 2 statistical classification of economic activities. Nominal average wage growth in the general government sector (ESA S.13) is assumed

tobe 3.1%in 2015, 5.4% in 2016 and 3.2% in 2017.
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Chart 5 Composition of annual inflation Chart 6 Net inflation excluding automotive
(p-p.) fuel and the output gap (%)
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Table 4 Inflation components (annual percentage changes)

Average Average
002008 | 205204 | gy | s | s | 207

period) period)
HICP 4.1 18 -0.1 -0.3 0.7 17
Food 36 25 -0.2 0.0 1.1 26
Non-energy industrial goods 0.2 0.1 0.0 04 0.7 1.1
Energy 83 2.0 2.2 -3.9 -3.0 -1.1
Services 53 2.8 1.0 0.6 23 3.0
Net inflation excluding automotive fuel 1.8 0.9 0.5 0.9 1.6 23

Sources: SO SR and NBS calculations.
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5 FiscAL ouTtLoOK’

THE CHANGEOVER IN PROGRAMMING PERIODS FOR EU FUNDS
WILL DAMPEN DEMAND-SIDE STIMULI TO THE ECONOMY

Based on the assumed macroeconomic trends
(increasing employment, consumption and in-
flation) and current developments in public fi-
nances (favourable collection of taxes and low
interest costs), and taking into account fiscal
policy objectives (set out in the General Govern-
ment Budget), the general government deficit
is expected to ease gradually over the pro-
jection horizon, from 2.8% of GDP in 2015 to
2.5% of GDP in 2016 and 1.8% of GDP in 2017.
The expected reduction of the deficit is coupled
with an increase in budget revenue stemming
from continued economic growth and from the
moderating impact of adopted measures on ex-
penditure growth. The overall government rev-
enue and expenditure-to-GDP ratio is projected
to peak in 2015 and then fall gradually over the
rest of the projection period. The impact on de-
mand of the fiscal stance excluding EU funds
is expected to be almost neutral in 2016 and
restrictive in 2017 (at 0.4% of GDP). Even more
important for the macroeconomic forecast is the
outlook for the impact of the fiscal stance after
taking into account relations with the EU budget
(including EU funds earmarked for the private
sector). Since the remaining EU funds from the
2007-2013 programming period are now being
absorbed, the forecast assumes that the impact

of public finances including EU funds on the
economy will be restrictive, by 2% of GDP next
year.

In comparison with the General Government
Budget (GGB), the fiscal deficit forecast is higher
by 0.6% of GDP in 2016 and by 1.4% of GDP in
2017. This fiscal gap is explained by the fact that
the GGB does not specify deficit reduction meas-
ures, while the likelihood of meeting the stated
objectives for substantial reductions in interme-
diate consumption and capital expenditure ap-
pears to be rather low?.

GOVERNMENT REVENUE IS DOMINATED BY THE ABSORPTION
oF EU Funps.

The general government revenue-to-GDP ratio
is expected to increase, year-on-year, in 2015 by
2 percentage points and then to fall gradually
in subsequent years (by 1.8 percentage point in
2016 and 0.8 percentage point in 2017).

Of particular significance in 2015 is the annual
increase in capital expenditure (up by 1.1 per-
centage point)°. The tax revenue assesment
takes into account legislative measures adopt-
ed by the government'®, as well as favourable
macroeconomic developments. Labour market
trends, including the gradual growth already ob-
served in employment and wages, is expected

Table 5 Fiscal assumptions for the NBS forecast and GGB for 2016-2018 (% of GDP)

2014 2015 2016 2017
General government budget balance -2.8 -2.8 -2.5 -1.8
General government debt 53.5 52.6 526 524
Total revenue 389 40.8 39.3 385
Total expenditure 416 43.6 41.8 403
Target deficit in the GGB for 2016-2018 - 27" -1.9 -0.4
Fiscal gap (NBS forecast - GGB target deficit for 2016-2018) - -0.1 -0.6 -14
Fiscal stimulus (-denotes expansion)? -0.3 -0.3 -0.1 0.4
Fiscal stimulus including impact of relations with the EU (- denotes expansion)® -0.3 -2.1 2.0 0.4

Sources: MF SR and NBS calculations (ECB methodology).
1) In the GGB for 2016-2018, the figure for 2015 is the expected deficit.
2) Change in the cyclically-adjusted primary balance.

3) After applying an impact coefficient on the economy (0.66), the demand would be equal to -1.4% of the GDP in 2015, +1.3% in 2016, and

0.2%in 2017.

MEDIUM-TERM FORECAST

7 Abasic analysis for the medium-

term forecast. The Fiscal outlook
will be published as part of the Me-
dium-term Forecast on a quarterly
basis. The fiscal outlook is similarly
published as part of the Eurosystem
Staff Macroeconomic Projections
for the Euro Area.

For a more detailed account of the
risks to the budget projections, see
the "Analysis of the General Go-
vernment Budget for 2016-2018".
This reflects an acceleration in the
absorption of EU funds available
under the 2007-2013 programming
period, as well as the payment

of an instalment of repayable
financial assistance provided to the
company Cargo.

10 In particular, changes in corporate

tax depreciation, the introduction
of cash registers and capitalisation
limits for closely linked firms, tax
advantages for science and rese-
arch, the introduction of a deduc-
tible item for health contributions,
amendments to the laws on VAT
and on tobacco excise duties, the
impact of the ‘opening’ of the se-
cond (fully-funded) pension system
pillar, and the increase in rates for
the second pillar.
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to boost revenues from direct taxes and from
social security and health contributions, while
rising domestic demand should have an upward
impact on indirect tax revenue'’. By contrast, the
introduction of a ‘contribution-deductible’ item
in 2015, albeit with a limited impact in the cur-
rent year, is expected to have a dampening im-
pact on contribution revenue growth. In 2016,
overall revenue is expected to reflect to a large
extent the slower onset of the absorption of EU
funds under the 2014-2020 programming pe-
riod, while tax revenue growth should also be
depressed by the reduction of the VAT rate on
basic foodstuffs (to 10%). The full impact of the
new contribution-deductible item is expected
to be seen in 2016, which in turn will lower the
amount of health contributions. The forecast for
2017 assumes the loss of both revenue from the
special levy on businesses in regulated indus-
tries and, temporarily, revenue from the special
levy on financial institutions.

GOVERNMENT CONSUMPTION EXPENDITURE IS BENEFITING
FROM LOW INFLATION AND AN ACCOMMODATIVE MONETARY
POLICY STANCE

The general government expenditure-to-GDP
ratio is expected to increase in 2015 by 2 per-
centage points year-on-year. This increase is
expected to reflect mainly the assumed trend
in the absorption of EU funds and the related
upward impact of co-financing on government
investment and intermediate consumption. Be-
sides these factors, financial corrections to EU
funds are also assumed'.

Public expenditure is expected to fall year-on-
year in 2016 and 2017 by, respectively, 1.8 per-

centage point and 1.4 percentage point, with
this trend reflecting the lower absorption of EU
funds in 2016 and a moderate increase in gov-
ernment consumption expenditure in 2017, the
year after the general election. Favourable condi-
tions in financial markets, reflecting the current
monetary policy stance and low interest rates,
are likewise expected to have a gradual down-
ward impact on debt costs. On the other hand,
the fall in expenditure in 2016 is expected to be
partially moderated by increased wage tariffs
for public sector employees and by increasing
wages of nurses and other health-care workers,
as well as by government measures (with negli-
gible impact).

The social expenditure-to-GDP ratio’ is pro-
jected to increase year-on-year throughout the
forecast period, by 0.1 percentage point in 2015,
0.2 percentage pointin 2016 and 0.6 percentage
point in 2017. The increase in social expenditure
stems largely from low inflation, implying a low-
ered amount of funds for index-linked adjust-
ment to social benefits. Another positive factor
should be the continuing fall in unemployment
and related moderation in social inclusion ex-
penditure.

The overall risks to the deficit outlook over the
projection horizon are balanced™.

PACE OF DEBT REDUCTION TO FLATTEN AFTER EXTENSIVE USE
OF LIQUIDITY

The general government debt is expected to
fall to 52.6% of GDP in 2015 and remain at that
level in 2016, before falling to 52.4% of GDP in
2017.

MEDIUM-TERM FORECAST

11 Macroeconomic developments are
projected to be more favourable
than assumed in the draft budget,
with the positive impact on tax and
contribution revenue projected to
be €199 million.

12 The corrections to EU funds are as-
sumed to amount to 0.4% of GDP.
This relates to projects that are not
expected to be refunded from the
EU under the 2007-2013 program-
ming period because they involved
infringements of EU funding rules.

13 Social benefits include old-age
pensions, sickness benefits,
accident benefits, unemployment
benefits, and social inclusion
expenditure (emergency benefits,
family benefits, and other benefits
for individuals).

14 The increased absorption of EU
funds in 2015 is expected to increase
the need for domestic co-financing,
which may have a negative impact
on the general government balance.
Another downside risk is higher than
expected financial corrections to
EU funds. The negative risks may be
offset by higher than expected VAT
revenues, stemming from current
trends, as well as by the upside risks
to the GDP outlook. Positive risks to
the deficit outlook in 2016 and 2017
include further fiscal consolida-
tion measures following the 2016
general election and higher than
expected VAT revenues. There rema-
ins the downside side risk of higher
than projected financial corrections
to EU funds related to the 2007-2013
programming period. Another
negative risk to the outlook is the
impact of the third social package
announced by the government.
Further risks include the amount of
government expenditure related to
direct support and land purchase for
the prospective Jaguar Land Rover
car plant investment, and to prepa-
rations for the D4/R7 PPP project.
However, the additional consolida-
tion measures that the government
will have to adopt in order to meet
fiscal targets under the Stability
and Growth Pact requirements may
further reduce the demand-side
stimulus to the economy.

15 A key factor in debt reduction in
2015 was the use of own liquid
financial assets to refinance the
government's cash deficit (a reserve
supplemented with revenues from
the privatisation of Slovak Telekom
and the opening of the second,
fully-funded pension system pillar)
and the fall in liabilities under
the European Financial Stability
Facility (after partial repayment of
Greece’s borrowings).

NBS
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6 RISKS TO THE FORECAST

The risks to the outlook for the real economy
over the projection horizon are on the upside.
The most significant risk is a prospective new car
plant in Slovakia; in particular construction and
technological impulses are expected to have an
impact over the projection horizon.The car plant,
once operating, is not expected to have a signifi-
cant upward impact on export performance and
the domestic economy until after the end of the
projection horizon. A downside risk is that exter-
nal demand will be lower than expected.

The risks to this forecast’s inflation projections

are on the upside, and include in particular high-
er than expected oil prices.

Table 6 Risks to the forecast

Chart 7 HICP inflation forecast (%)

2014 2015 2016 2017

2.3% beta convergence
for Slovakinflation

ECB target for euro area
inflation

21
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 @

Sources: SO SR and NBS.

2015 2016 2017
GDP 1 Investment 1 Investment
Balanced
(Jaguar Land Rover) (Jaguar Land Rover)
Inflation Balanced 1 0il price 1 Oil price
Source: NBS.

POTENTIAL IMPACT OF THE EMISSIONS SCANDAL ON THE SLOVAK ECONOMY

The Volkswagen emissions scandal could con-
stitute a negative risk to the outlook for the
Slovak economy. Of all the countries in the Ger-
man carmaker’s supply chain, Slovakia is the
most exposed to fluctuations in the car indus-
try. This is because of the share of carmakers in
the country’s overall value added. Volkswagen
Slovakia (VS) alone accounts for between 1%
and 2% of that value added and, together with
its suppliers, for between 2.5% and 3%. A 10%
drop in VS's production would be equivalent

to the loss of VS's entire exports to the United
States, not just the selected brands that have
been banned in the US since 2015. A fall in di-
rect US demand for Slovak cars is itself unlikely
to cause production to fall by as much as 10%,
providing that Volkswagen'’s efforts to limit the
damage to its image have at least some suc-
cess. Taking into account, however, the drop
in Slovak intermediate products destined for
the US market via Germany, a decline of 10%
may be realistic. Indeed, taking into account

NBS
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the negative impact on global demand for
Volkswagen products and the bans imposed
by several countries on some of them, a 10%
drop in production may be an underestima-
tion.

In the event of VS's production falling by 10%,
the direct negative impact on Slovakia’s GDP
growth is estimated at 0.1-0.12 percentage
point or, after full pass-through of the reper-
cussion to VS's suppliers, at 0.25-0.3 percent-
age point. These effects do not include redun-
dancies resulting from the fall in production
and the negative impact of such redundancies
on domestic consumption.

The repercussions of the scandal in Slovakia
may be mitigated by the fact that VS has one
of the most modern plants in the Volkswagen
Group and therefore has the flexibility to shift
production to non-diesel cars. In addition, the
parent company appears likely to go ahead
with its previously announced investments in
Slovakia. There may also be an increased in-
centive to invest in research and development,
thereby raising value added in this sector. The
fall in Volkswagen's market share may imply
the acquisition of market shares by other car-
makers in Slovakia (especially of Asian origin),
and in this way the country may be able to
compensate for some of VS's lost output.

MEDIUM-TERM FORECAST
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7 COMPARISON WITH THE PREVIOUS FORECAST

FALL IN ECONOMIC GROWTH DUE TO DETERIORATION IN
GLOBAL GROWTH OUTLOOKS

Compared with the previous forecast (MTF-
2015Q3), the projections for global GDP growth
in 2016 and 2017 have been revised down
in this forecast by a cumulative 0.9 percent-
age point. External demand will grow, but less
than projected in the previous forecast. Export
growth will therefore be lower, with negative re-
percussions for the domestic economy, too. As
regards the domestic economy, the impact of
investment demand (EU funds) in 2015 is more
positive in this forecast than in MTF-2015Q3.
However, government investment is expected
to have a slightly negative base effect on GDP
growth in 2016.

Chart 8 Composition of GDP growth" (annual

percentage changes; contributions in p.p.)
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Sources: SO SR and NBS.

Note: The item “Changes in inventories and statistical discre-
pancy” includes uncategorised imports that remained after the
calculation of import intensity.

1) The composition of GDP growth is calculated as the contribu-
tions of components to GDP growth after deducting their import
intensity. In this case the calculation uses the constant import
intensity of the different GDP components (household final con-
sumption — 30%, public consumption - 7%, investment — 50%,
and exports — 62.5 %). Remaining imports were included under
changes in inventories and the statistical discrepancy.

LABOUR MARKET SITUATION IMPROVING MODERATELY

Despite the slight downward revision of eco-
nomic growth, labour market conditions are im-
proving. An improvement in employers’ expec-
tations in the last quarter, together with a drop
in the unemployment rate in October, has
prompted a slight upward revision of the em-
ployment growth forecast. Since the economi-
cally-active population has risen slightly there
is no significant downward revision of the un-
employment rate forecast. The higher number
of people reclassified from economically inac-
tive to economically active means that the un-
employment rate for this year is not expected
to fall by as much as projected in the previous
forecast. As for income, the real compensation
forecast has been revised slightly up over the
projection horizon in response to lower infla-
tion, while downward adjustments have been
made to its historical time series.

Chart 9 Comparison of labour market

indicators (contributions to unemployment)

(thousands of persons)
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Sources: SO SR and NBS.

NBS
MEDIUM-TERM FORECAST
Q4 2015

15



Chart 10 Comparison of inflation components INFLATION FORECAST OVER THE PROJECTION PERIOD REVISED

(annual percentage changes; contributions DOWN AGAIN
in p.p.) The inflation forecast over the projection horizon
has been revised down from the previous fore-
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cast. This partly reflects technical assumptions,
204 I including a downward revision to the oil price
forecast for next year. Due to a time lag, this revi-
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Table 7 Medium-Term Forecast (MTF-2015Q4) for key macroeconomic indicators

Indicator Unit Actual MTF-2015Q4 Difference versus
MTF-2015Q3
2014 2015 | 2016 | 2017 | 2015 | 2016 | 2017
Prices
HICP inflation annual percentage changes -0.1 -0.3 0.7 1.7 0.0 -0.3 -0.2
CPl inflation annual percentage changes -0.1 -0.3 0.7 18| -0.1 -04 -0.2
GDP deflator annual percentage changes -0.2 -0.2 13 23| -0.1 -0.2 0.1
Economic activity
Gross domestic product annual percentage changes, constant prices 25 33 3.1 32 0.1 -0.3 -0.1
Final consumption of households | annual percentage changes, constant prices 23 2.2 33 29 0.0 0.1 0.1
Final consumption of general
government annual percentage changes, constant prices 5.9 33 1.8 0.9 0.2 -0.2 -0.1
Gross fixed capital formation annual percentage changes, constant prices 35 9.3 2.2 32 1.2 -1.8 -0.1
Exports of goods and services annual percentage changes, constant prices 3.6 6.7 43 6.1 0.8 -0.6 -0.2
Imports of goods and services annual percentage changes, constant prices 43 8.1 4.1 57 1.0 -0.8 -0.1
Net exports EUR millions at constant prices 4,733 4111 4,409| 5004| -513 -469 -540
Output gap % of potential output .7/ 0] -0.8 -0.5 0.2 -0.1 -0.1
Gross domestic product EUR millions at current prices | 75,560 77,880 | 81,324 | 85839 339 -23 -27
Labour market
Employment thousands of persons, ESA 2010 2,223 2,267 | 2,296 | 27316 0.0 1.7 43
Employment annual percentage changes, ESA 2010 1.4 2.0 13 0.9 0.0 0.1 0.1
Number of unemployed thousands of persons” 359 315 283 260 38 0.9 -1.6
Unemployment rate % 13.2 11.5 10.4 95| 0.10 0.0 -0.1
Unemployment gap ? p. p. 2.1 1.2 0.6 0.2 0.1 0.1 0.0
Labour productivity * annual percentage changes 1.1 13 1.8 23 0.1 -0.3 -0.2
Nominal productivity ¥ annual percentage changes 1.0 0.9 3.1 46| -0.1 -0.5 -0.2
Nominal compensation per employee annual percentage changes, ESA 2010 1.8 2.1 3.7 3.8 0.0 0.1 -0.1
Nominal wages ¥ annual percentage changes 4.1 27 36 3.8 0.0 0.1 -0.1
Real wages © annual percentage changes 4.2 3.0 29 20 0.0 0.4 0.1
Households
Disposable income constant prices 36 2.5 3.8 29 0.1 0.3 0.2
Saving ratio % of disposable income 8.5 8.9 9.4 93| -02 0.0 0.0
General government sector (S.13)
General government balance” % of GDP -2.8 -2.8 -25 -1.8 - - -
General debt % of GDP 53.5 526 52.6 524 - - -
Total revenue % of GDP 389 40.8 39.3 38.5 = = =
Total expenditure % of GDP 41.6 436 418 40.3 - - -
Balance of payments
Goods balance % of GDP 3.8 23 1.9 19| -09 -1.1 -1.2
Current account % of GDP 0.1 -0.7 -1.8 -1.6| -07 -13 -14
NBS
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Table 7 Medium-Term Forecast (MTF-2015Q4) for key macroeconomic indicators

Indicator Unit Actual MTF-2015Q4 Difference versus
MTF-2015Q3
2014 2015 | 2016 | 2017 | 2015 | 2016 | 2017
External environment and technical assumptions
External demand growth for Slovakia annual percentage changes 4.6 29 4.0 48| -0.2 -0.3 -0.4
Exchange rate (EUR/USD) ®°) level 1.33 1.1 1.09 1.09| -03 -2.5 -2.5
Oil price in USD ®? level 98.9 53.8 522 575 -07 -1.7 -0.3
QOil price in USD annual percentage changes -9.1 -45.7 -29 10.1 -0.4 L1l 15
QOil price in EUR annual percentage changes 9.2 -35.0 -0.7 10.1 -0.2 1.2 1.5
Non-energy commodity prices in USD® annual percentage changes -8.6 -18.7 -5.2 4.1 1.0 -0.7 -0.4
EURIBOR 3M ? % p. a. 0.2 0.0 -0.2 -0.1 0.0 -0.2 -0.2
10-Y Slovak government bond yields % 2.1 0.9 0.9 1.2 0.1 03 0.3

Sources: NBS, ECB and SO SR.
1) Labour Force Survey.

2) Difference between the unemployment rate and NAIRU (non-accelerating inflation rate of unemployment). A positive value indicates that the unemployment rate is higher

than the NAIRU.
3) GDP at constant prices /employment — ESA 2010.

4) Nominal GDP divided by persons in employment (according to SO SR quarterly statistical reporting).
5) Average monthly wages (according to SO SR statistical reporting).
6) Wages according to SO SR statistical reporting, deflated by CPl inflation.

7) B9n: Net lending (+) / borrowing (-)
8) Changes vis-a-vis the previous forecast (in per cent).

9) The technical assumptions of this Medium-Term Forecast are based on the “December 2015 Eurosystem Staff Macroeconomic Projections for the Euro Area’; with a cut-off

date of 12 November 2015.

Time series of selected macroeconomic indicators can be found on the NBS website at
http://www.nbs.sk/_img/Documents/_Publikacie/PREDIK/2015/protected/P4Q-2015.xls
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