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INSTITUT FINANCNEJ POLITIKY

Mission and goals



Who we are

 Macro-fiscal unit

« Main analytical unit of the Ministry of Finance and top analytical unit in
Slovakia

* One of the oldest economic think-tanks of the public administrationin
Slovakia

* |mbedded inthe core agenda of the Ministry — macroeconomic, tax and
expenditure forecasts, legislative costing, research, budget analysis



Whatdowedo

Mission of IFP
» Reliable macroeconomic and fiscal analyses and forecasts for the Slovak government and
public

* Policy arm of the Finance Ministry

« Keepsafingeron the pulse of the day on economic data and economic topics
Main goals

« Transparency of public budgets

« Sustainability of public finances

« Quality and efficiency of public finances



IFP departments

Macroeconomic Unit
* Analyses and forecasts development of the Slovak economy, e. g. GDP, inflation or unemployment
* |ooksinto financial markets and financing of the Slovak government
» Special unit of behavioral experiments and analysis

Tax Policy Unit
* Policy recommendations and tax analysis
* Revenues forecasts and policy costing -taxes, social insurance, etc.

Fiscal Unit
» Fiscal policy, public finance and its sustainability

Public Finance Long-term Sustainability and Economic Growth Unit
* Focuson pension expenditures and policies affecting long-term economic development | 6



INSTITUT FINANCNEJ POLITIKY

Macroeconomic forecasting
schedule
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Why to make Forecasts?

* Toachieve the medium-term fiscal objectives, Ministry of Finance needs
to work with future values of macroeconomic variables

» [fthe objectiveis, for example, to reduce the structural deficit, MoF needsto
know what will happen to the actual GDP growth, output gap and government
revenues in the future

* |norder to make the right choices, public needs to have the most accurate
iInformation about the future



When to make Forecasts?

* Thereisnogeneralrule when to do forecast: IMF 2x year, central banks
usually more often
* Tohave agood forecast, the most recent data needs to be available
* Hence,itis goodto make the forecast right after the new datarelease
* |FP at MoF publishes the forecast 3x a year: February, June, September

* Forecastisassessed by independent Macroeconomic Forecasting
Committee

 Whennecessary, thereis an additional forecasting round
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Our forecasting schedule

e Short-termforecasts
 1quarter ahead

 GDP andits components from the production and expenditure side and
employment

* Inputsare available monthly indicators

* 4timesayear before flash estimate of the GDP and employment
release by Eurostat

4 quartersahead
* Internal estimate for Tax Unit every month
* Inputto medium-term forecast
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Our forecasting schedule (2)

* Medium-term forecasts
 Syearsahead
« 3timesayear: January, June, September
* Inline with the budgetary framework:
« Macroeconomic forecasts->tax revenue forecasts->budget proposal

« GDP andits components from the demand side: household consumption,
government consumption, investment, exports, imports, deflators, CPI, HICP,
PPI, real and nominal wages, employment (LFS, ESA, registered),
unemployment rate, current account balance

Macroeconomic forecasting committee assesses the forecasts
Publication at the web site

12



INSTITUT FINANCNEJ POLITIKY

Data



Real economy

« Main source: Statistical office, Automotive Industry Association, Office of Labour, Social
Affairs and Family, National Bank of Slovakia, Financial Administration of the Slovak Republic

 Monthlydata

Confidence indicators - sentiment in industry, services, retail, households’ sector and
construction

. Industrial production, sales, new industrial orders

Carregistrations

Cashregister data—daily data

«  Employment and average monthly wage in selected sectors of economy
 Registered unemployment

Exportsandimports of goods

Exportsandimports of services

*  Currentaccount and financial account data
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Real economy (2)

« Main Source: Statistical office, Eurostat, Social Insurance Agency

* Quarterly data

« National accounts—GDP and its components from the production and expenditure
side —flash estimate and actual release

* Employment ESA methodology - flash estimate and actual release
« Compensations of employees ESA

 LFSdata - microand macrolevel

« Socialinsurance assessmentbase
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* Main source: Statistical office of the SR

 Monthlydata
 CPILHICP, PPI
* Quarterly data

* Household and government expenditure prices, investment prices, export prices,
iImport prices

« Computed from National accounts data as nominal values divided by real values
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Financial sector data

* Main source: National bank of Slovakia

 Monthlydata

« Depositsand credits (flows and stocks) of households and companies
» Interestrates of credits and deposits for households and companies
 Monetary aggregates
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Seasonal adjustment

 Month-on-month/quarter-on-quarter look

« Mt/Mt-, Qt/Qt-1

 |dentification and elimination of the seasonal component
e X12-Arima, Tramo/Seats method

* |norder toidentify turnover point in economy

« Significant revisions especially at the end points
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Microsoft Office
Jdemetra+

R

EViews

Matlab

STATA
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INSTITUT FINANCNEJ POLITIKY

Forecasting process



Start with an external

enviroment

» Slovakiais a small and very open economy affected by:
« External demand shocks, inflation shocks, etc.

 Slovakia cannot affect big markets (Germany), oil price, euro exchange
rate, short-terminterest rate, etc.

» Takethese asexogenous
o Useforecasts from other institutions

« Explore what has changed (monetary stance, financial market, oil
prices) compared to your previous forecast

« Sources: IMF, ECB, EC, OECD, Bundesbank, Bloomberg, etc.
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Start with an external

environment (2)

« Externaldemand is main determinant of GDP
* \Weighted average of imports of our main trading partners
« Weights are based on export sharesinto EA+V3 (CZ,HU, PL)

Export sharesin %

= Eurozona = Cesko = Madarsko = Polsko 22



Continue with domestic

assumptions

=  Assumptions about big investment - car plants
= Highway construction

= |nformation from newspapers

= Regulated prices

» Fiscal measures

= Summary of basic forecast assumptionsis called
skeleton
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We are confidentinthe

short-term horizon...

« Estimate until end of current year

« Gross domestic product, consumption, investments, foreign trade, labor
market, price level

* Anestimate based on available data for the current year, leading indicators
and breakdown by sector and category

» Using combination of several nowcasting methods and expert
judgement

« Structural variables over the entire horizon (population growth, potential
productivity, potential employment)
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Hence the model approach

 New-Keynesian structural model of a small open economy with a fiscal
block

* EXxogenous foreign, financial and structural variables

* Fiveinterconnected blocks: supply block, demand block, price block,
households, fiscal block

* Model without monetary rule (fixed interest rates and exchange rate)
« Backward-looking expectations
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Technical details of the model

 Errorcorrectionmodels + macroeconomic identities

* Long-runrelationships from the economic theory (production function, first
order condition, level based)

* Short-run relations focused on maximum fit of variables (econometrical
approach, growth based)

« Seasonal adjusted time-series (1995Q1-2017Q4)

* More flexibility for forecasting than DSGE, sufficiently detailed structure for
policy analysis
o hitos:/www.mfisr.sk/files/archiv/60/Manual pdf
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Supply block

* Potential production using the Cobb-Douglas production function
(productivity, employment, capital)

Exogenous potential productivity and employment

Capital through the perpetual inventories method

We divide employment into companies, government and self-employed
« Positive impact of output and negative impact of wages

We divide investments into companies, government and households

» Positive impact of output and profitability, negative impact of long-term
Interest rates
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Demand block

 We model GDP as aggregate domestic demand
Yt =Ct+Gt+It +Xt_Mt

* Private consumptionis based on disposable income and short-termrates
(Euler's equation)

* Public consumption is disaggregated into individual components
(compensations, intermediate consumption, etc.)

« EXxportandimport are determined by foreign and domestic demand, the
real exchange rate and the development of market shares
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Price block

« We divide wages into private and public sector
* |mpact of labor productivity and unemployment gap
» Also the negotiating position of companies and households
* Production prices determine other prices in the economy
 Theimpact of unit labor costs and the output gap
» Persistent plus structural expectations
* Wedivide consumer prices into core and energy inflation

* Exogenous on the forecasting horizon, endogenous for simulating risk
scenarios and budget measures
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Incorporation of fiscal variables - deficit and debt VS

We calculate the primary deficit using disaggregated revenues and
expenditures of the public administration

Interest costs are calculated using debt levels and interest rates

All significant taxes (personal and corporate income tax, value added tax,
consumption taxes)

We also calculate employee and employer contributions
The expenditures depend on the current development of the economy
Plus we assume expenditure fiscal rules
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Taxes and social contributions

« Taxes and social contributions have a significant impact on the domestic
economy

» Effective tax rate is unchanged over the forecasting horizon

* PIT will negatively affect the labor supply in the short and long term and will
slow down private consumption

« CIT will be divided between profitability (47%), compensations (43%) and
price increases (10%), will slow down investment and capital growth

« Consumption taxes are reflected in consumer prices
« Social contributions are divided between the employer and the employee
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Model outcome ©

" ECONOMY
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Model outcome

Contributions of individual components to GDP growth (constant Inflation and contributions of individual components (p.p.)
prices, p.p.)
_ _ _ mm Net inflation = Food prices = Regulated prices
mm Gov. consumption mm Private consumption
Change ininventories = Investment m Indirect taxes —Headline inflation

o == Net exports —GDP growth 14 12.38
6 49 12
4 10
8
2 6
0 4
-2 2
-4 0
-6 -2

2021 2022 2023F 2024F 2025F 2026F 2027F 2020 2021 2022 2023F 2024F 2025F 2026F

» Plug short-run forecast into the big model and run it
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Summarize clearly (1)

MF SR FORECAST- MAIN ECONOMIC INDICATORS (June 2023)

indicator forecast dff. From Feb. 2023
(growth in per cent unless otherwise noted) 2022 [ 2023 2024 2025 2026 2027 | 2023 2024 2025 2026

Gross Domestic Product

GDP, real 1.7 1.2 1.3 3.1 21 241 -01 -05 0.4 0.2
GDP, nominal (bn. €) 9.3 | 103 7.7 6.0 4.5 5.4 1.2 04 -0.9 0.0
Private consumption, real 55 -0.5 0.9 241 1.7 25 -1.2 -0.2 0.6 0.4
Private consumption, nominal 18.4 9.8 55 51 4.3 52 -04 -09 -0.8 0.7
Government spending -4.3 -1.4 -3.8 0.8 1.6 1.7 -3.7 -5.2 0.3 0.6
Fixed investment 5.9 1.9 3.1 3.6 -52 -06| -27 1.9 23 -1.9
Export of goods and services 23 -1.8 57 6.9 6.7 5.0 -3.1 -1.2 0.3 1.3
Import of goods and services 4.0 -5.6 7.0 6.2 4.8 48 | -9.8 0.8 1.0 1.0

Labour market

Registered employment 1.7 0.2 0.2 0.6 0.5 03 | -0.2 -03 0.0 0.2

Wages, nominal 7.7 9.9 7.0 5.8 4.4 53 -0.6 -1.1 -0.5 0.2

Wages, real -45 | -0.6 22 27 1.9 26 | -12 -04 07 0.0

Unemployment rate 6.1 6.1 57 54 51 5.0 0.3 0.3 0.2 -01

Inflation

CPI 12.8 | 10.6 4.8 3.0 25 2.6 0.8 -05 -1.2 0.3 35

Source: SO SR, IFP
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Summarize clearly (2)
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Inflation hits | P .
Macroeconomic forecast for years 2023 - 2027
IFP Analysts

40 grow by amodest 12 per 023 of
v shock, g their
Despite that real disposable incomes and savings will rise slightly thanks to government
number of people will rise as well. However, foreign
will with in European industry lagging behind services. The
growth will be supported by EU funding, which will boost capital formation. In 2024,
jected b nly slightly y 1.3 per
cent. - budget efforts. s
global price p will ease will fall below 5 per cent. In 2025,
household consumption will recover and the export will catchiup on lost export market
shares. The development of the war and the of EU to the
forecast. Finally, as an scenario, we estimate the impact of a balanced budget on the

economy.

ngs owing to

The negat ffects of
nflation to fully articulate this
year

hit by high prices in 2023 and GDP growth will slow to 1.2 per cent.
Househaold consumption moderated at the beginning of the year and will fall by 0.5 per
cent this year. As the year continues, inflation will ease and households will be able to
redirect part of tha growth in disposable income to rebuild their savings. The valume of
government consumption will fall again year-on-year, as high prices have not allowed the
consumption of public goods and services to grow more strongly in real terms. Weaker
domestic demand and lower energy imparts this year may help to temporarily boost the
positive contribution of external demand to GDP. However, the export perfarmance will
be dragged down by skow recovery in industrial sectors abroad. The investment will
ramain the anly strong component of the domestic economy. Capital injections from EU
funds will peak, with the implementation of the Recovery and Resilience Plan (RRP)
starting in the second half of the year. The investment will help to stabilise the
unemplayment rate and support the wages growth.

Figure & Contributions of individual com-
ponents to GDP growth (constant prices, p.p.)

Figure 2: Export convergence weaak in 2022 and
2023 (constant prices, 2079 = 100)
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Foreign trade willweakenin
2023

Fubilic finance consolidation is
supposed to start in 2024
Risk is balancad

Inflation has passed the paak

The forecast of the economic development in our foreign partners indicates a 1.6 per
cent decline in trade in 2023. This is mainly due to the receding negative energy prices
shock while the supply chain disruptions have not completely disappeared as well The
recovery in the euro area is driven mainly by the service sector so the export-oriented
industrial economies will benefit less (more in Box 1).

In 2024, economic growth will accelerate slightly to 1.3 per cent. A gradual recovery in the
purchasing power of the population, with real wage growth returning abowe 2 per cent is
expected. The 2023 peak in EU fund absorption will be largely replaced by the stronger
implementation of RAP projects in the following year. On the other hand, the lower
government expanditure will dampen activity. The budget consolidation to the extent of
11 per cant of GDP will reduce the growth of real GDP by 0.8 percentage points in 2024,
The possibility of a balanced budget is also in place. However, its impact on the economy
would be significantly stronger (more in Box 2).

Thw in impulse for GDP from 2025 will be a of
below 3 per cent. Household consumption will return to the strong growth have not seen
since the pandemic. The additional increase in the export capacity of the automotive
industry from 2026 onwards will also boost the Slovak ecanoamy in the years to come.
However, imports will also increase due to the renewal of military equipment.

The development of Russia's aggr in Ukraine r a risk to the forecast. A
renewed rise in input prices for the food industry may delay the recovery in consumer
spending. On the positive side, there is a risk that foreigners will become more involved
in the Slovak labour market and thus fill the shortage of workers in key sectors. The
smoath transition to electro-mobility in the context of the introduction of stricter
emission rules in Europe is a prerequisite for the successful penetration of Slovak car
manufacturers into foreign markets
Figure 3: Social security reconds skgnal weak
employment growth this year [employment
relations in thousands)

Figure: 4: Energy prices haven't had the lastword,
we expect them to increase inthe following years
[y/'y growith in %)
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Inflation will reach 10.6 per cent on average in 2023. Year-on-year price growth will be
largely influenced by the base effect from the strong price increases at the end of last
year. Government measures led to household energy prices rising only slightly in January
compared to developments in commodity markets. Prices of agricultural commodities
have been decreasing (wheat, cilseeds, dairy products) or have stabilised (meat, eggs),
which is reflacted in a slowdown in food price growth. Fuel prices have been on the

2 plul

Foreigners help fill vacancies The labour market will continue to be significantly supported by foreigners, of whom mare

Unemployment will stagnate

Stelar 10 per cent wages
growth

than 93 000 currently work in Slovakia. In addition to those from Ukraine, workers from
Serbia, Georgia and India are also coming to Slovakia in greater numbers. Up to 80 per
cent of the total number of employed foreigners work in western Slovakia, which has the
highest number of unfilled positions and an unemployment rate below 3 per cent. Most
of them are employed as unskilled auxiliary workers and machine operators and
assemblers. These positions are also the most in-demand and have been a long-term
problem to fill Foreign workers thus help us to fill vacancies more effectively.

The unemployment rate (according to the LFS) will remain at last year's level of 6.1 per cent.
The modearation of the decline reflects weaker employment trends and at the same time
an increase in the working population due to the inflow of Ukrainian refugees which is to
be reflected in Statistics later this year. The negative trend of active population
participation will be partly mitigated by the continuing increased participation of foreign
warkers together with Slovaks returning from abroad. At the end of the forecast horizon,
the unemployment rate will decline to 5 per cent.

The growth of th g wage will to 10 per cent in 2023. Wages will
rise fastest in the construction sector, which reports the highest worker shartage in 23
years. Public sector employees, whose wage growth lagged the private sector last year,
will be better off due to a 10.5 per cent wage indexation. From 2024 onwards, wage
bargaining will reflect the lower rate of consumer price inflation. In the public sector,
wage increases will be dampened by the consolidation of public finances. Real wage
growth will stay negative for the year, but real household incomes will rise thanks to
government measures. In subsequent years, wages will grow slightly more than labour
productivity, which was a persistent trend before the pandemic.

BOX 1: External environment assumptions

“The beginnir 2023 rked b i z ivity, but the indu has.
stumbled back. The recovery was supported by a significant decrease in energy
commodity prices as well as warmer weather during the spring months. The more
service-oriented economies of the European South, such as ltaly and Spain, did
particularly well. In contrast, countries with a predominantly industrial sector, such as

Germany and the Czech Republi or rienced negative
= . Figure B: Recovery is drivenb
H,:n: P services (Purchasing managers index, values
L = above 50 = expansion)
- Drewry Containes Index
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INSTITUT FINANCNEJ POLITIKY

Forecastingrisks



More than forecasts

Using the model, we can quantify economic and
fiscal shocks to the Slovak economy

Simulation of selectedrisk scenarios (PS, DBP)

Calculation of dynamic effects of budgetary
measures

Estimation of fiscal multipliers for individual
revenues and expenditures of public
administration

Real GDP in the balance budget scenario (index,
2019 =100, labels in yoy %)

120
—o—June 23 —o—June 23 - Balanced budget scenario
115 21

110

105

100

95

2022 2023 2024 2025 2026 2027
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Useful links in english

https://www.mfsr.sk/files/archiv/50/Manual.pdf

https://www.mfsr.sk/en/finance/institute-financial-policy/economic-
forecasts/macroeconomic-forecasts/

https://www.mfsr.sk/files/archiv/43/Policy-brief MV jun2023.pdf

https://www.mfsr.sk/en/finance/institute-financial-policy/policy-briefs/
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https://www.mfsr.sk/files/archiv/50/Manual.pdf
https://www.mfsr.sk/en/finance/institute-financial-policy/economic-forecasts/macroeconomic-forecasts/
https://www.mfsr.sk/en/finance/institute-financial-policy/economic-forecasts/macroeconomic-forecasts/
https://www.mfsr.sk/files/archiv/43/Policy-brief_MV_jun2023.pdf
https://www.mfsr.sk/en/finance/institute-financial-policy/policy-briefs/

Follow us for more!

 Ifyouwant to stay in touch, you can follow us on our socials!

https://ifp.sk

https://www.facebook.com/ifp.mfsr

&
0 https://www.mfsr.sk/sk/financie/institut-financnej-politiky/o-institute/o-institute.html

https://www.linkedin.com/company/ifp---institute-for-financial/
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