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 Did nominal exchange rate flexibility matter 
during the global recession? A Czech and Slovak 
case study
Anton Jevčák 

 

Introduction – a tale of two exchange rate regimes 

On 8 July 2008, the ECOFIN Council decided that Slovakia would 
join the euro area on 1 January 2009 and set the rate at which the 
Slovak koruna would be converted into euro. The conversion rate 
was set equal to the prevailing central rate of the Slovak koruna (SKK) 
in the Exchange Rate Mechanism II (ERM II). The nominal exchange 
rate against the euro was thus effectively fixed by this decision. This was 
confirmed by subsequent market developments, with SKK trading close 
to the conversion rate until the end of 2008 despite considerable global 
financial market turbulences. Meanwhile, the Czech Republic continued 
to enjoy full exchange rate flexibility. The exchange rate of the Czech 
koruna (CZK) depreciated sharply against the euro between July 2008 
and February 2009 and, despite a subsequent strong rebound, it 
remained weaker than its June 2008 level until the end of 2010. 

Graph 1: Exchange rate versus the euro 
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     Source: Reuters EcoWin 

The CZK and SKK had evolved broadly in parallel between 
around end-2003 and mid-2008, with both currencies recording 
substantial nominal-effective appreciation, particularly in the second 
half of the period. As a result, the exchange rate between the two 
currencies had remained broadly stable, oscillating around 1.25 
SKK/CZK    

 

Summary 
Prior to Slovakia’s entry into the 
euro area, Slovak and Czech NEER 
movements were highly correlated. 
During the financial crisis, the Czech 
koruna temporarily weakened against 
the euro, while the Slovak exchange 
rate versus euro was already de facto 
fixed since mid-2008. Given the 
otherwise comparable economic 
structure and level of development 
of the two countries, this brief 
analyses whether the switch in its 
monetary policy regime (joining the 
euro area) had any significant impact 
on how the Slovak economy coped 
during the recent crisis period as 
compared to its Western neighbour. 
The analysis suggests that both 
economies continued to evolve in a 
highly similar manner. Czech real 
exports, as well as manufacturing 
production and employment, 
performed somewhat better, 
especially during the peak of the 
crisis. However, Slovak and Czech 
export performance was basically 
identical in nominal euro terms. 
Moreover, Slovakia enjoyed a more 
stable local financial market 
situation and also benefited from 
looser monetary policy conditions in 
the euro area, which resulted in 
more favourable non-financial 
private sector credit developments. 
Price developments in both countries 
were broadly similar. A larger 
deterioration in the Slovak public 
finance situation might have been to 
some extent driven by higher 
discretionary spending.   
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Graph 2: NEER and the bilateral SKK/CZK ER 
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Trend nominal appreciation had been 
accommodated in the context of both countries' 
inflation targeting frameworks. The Czech 
Republic and Slovakia both abandoned their 
currency peg arrangements in 1998. The Czech 
Republic has since then operated a floating exchange 
rate regime within an explicit inflation targeting 
framework. The Czech National Bank has abstained 
from currency interventions (since early 2000s), 
though the instrument remains available in principle. 
Slovakia had initially operated a managed floating 
regime, using verbal and open market interventions 
to reduce excessive volatility and to offset exchange 
rate pressures that were deemed inconsistent with 
economic fundamentals. At the end of 2004, Slovakia 
switched from implicit to explicit inflation targeting. 
The Slovak koruna entered ERM II on 28 November 
2005 with an initial central parity at 38.455 
SKK/EUR, and a standard fluctuation band of 
±15%. In order to accommodate ongoing 
improvements in underlying fundamentals the central 
parity of the koruna was revalued by 7.8% to 35.4424 
SKK/EUR, with effect from 19 March 2007 and by 
15% to 30.1260 SKK/EUR, with effect from 29 May 
2008. 

The Czech and Slovak economies in 2007 
– a snapshot 

A stylised look at the Czech and Slovak 
economies at the time of the Slovak euro-entry 
decision shows many common characteristics. In 
2007, GDP per capita in Purchasing Power 
Standards (PPS) reached 80% of EU27 average in the 
Czech Republic and 68% in Slovakia, which was the 
second and the fourth highest level among  new EU 
Member States from Central and Eastern Europe 

(NMS10)1. Both economies were highly export 
dependent, with their exports exceeding 80% of 
GDP, in contrast to the NMS8 average2 of just 48% 
of GDP. Moreover, manufacturing accounted for 
around 90% of exports and for some 25% of total 
GVA in the two countries, compared to on average 
some 77% and 19% in the NMS8. Wage pressures 
were also better contained than among regional 
peers, with ULC increasing by 0.2% in Slovakia and 
2.9% in the Czech Republic, as opposed to the 
NMS8 average of 11.4%. The labour market 
performance was, nevertheless, clearly inferior in 
Slovakia with the unemployment rate at above 11%, 
compared to 5.3% in the Czech Republic and on 
average 6.3% in the NMS8. This was despite the fact 
that GDP growth in Slovakia exceeded 10%, while it 
attained just 6% in the Czech Republic and 7% in the 
NMS8. 

Graph 3: Real convergence in 2007 
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Source: Eurostat, Ameco 

Both countries also exhibited a considerable 
level of nominal convergence before Slovakia's 
entry into the euro area was confirmed, while 
macro-financial imbalances were limited in 
comparison with regional peers. In 2007, annual 
HICP inflation reached less than 3% in both 
countries and was thus significantly below the NMS8 
average of some 6%. Long-term government yields 
of 4.3% in the Czech Republic and 4.5% in Slovakia 
were the lowest among the NMS10 in 2007. 
Moreover, the share of FX denominated credit at 
some 10% in the Czech Republic and 20% in 
Slovakia was also well below the NMS8 average of 
47%. At the same time, although gross government 
                                                 
1 Bulgaria, the Czech Republic, Estonia, Latvia, Lithuania, 
Hungary, Poland, Romania, Slovakia, Slovenia. 
2 Non-weighted average, NMS8 = NMS10 excluding the 
Czech Republic and Slovakia  
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debt of close to 30% of GDP in both countries 
somewhat exceeded the NMS8 average of 25% of 
GDP, net foreign liabilities totalled 32% of GDP in 
the Czech Republic and 46% of GDP in Slovakia, far 
below the NMS8 average of 76% of GDP. This was 
mainly thanks to more sustainable current account 
deficits, which amounted to some 2.5% of GDP in 
the Czech Republic and 5% of GDP in Slovakia in 
2007, compared to the NMS8 average of 13% of 
GDP. Finally, general government deficits declined 
to less than 2% of GDP in both countries in 2007. 

Graph 4: Nominal convergence in 2007 
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Source: Ameco, National Central Banks, IFS (IMF) 

Czech and Slovak exchange rate 
strategies during the crisis – a natural 
experiment 

Given the large number of similarities, it appears 
possible to examine, albeit in a tentative manner, 
whether the divergence in the exchange rate 
regime and monetary policy framework between 
the two countries had any significant impact on 
their relative economic performance during the 
crisis. The bankruptcy of Lehman Brothers in 
September 2008 resulted in a severe escalation of the 
financial market tensions that had already appeared 
in the late summer of 2007. The global financial 
market turmoil swiftly spilled over into other sectors 
of the world economy, as industrial production and 
merchandise trade plummeted in Q4-2008 and 
continued to fall rapidly in early 2009 across both 
advanced and emerging economies. Although 
economic activity started to recover in Q2-2009, 
world economic output still contracted by 0.6% at 
PPP and world trade volume by 11% in 2009, before 
recording positive growth numbers again in 2010 
(IMF, WEO October 2010). As discussed above, 
Slovakia faced this global recession with a de facto 

fixed exchange rate vis-à-vis the euro since mid-2008 
and euro-area membership since January 2009, while 
the Czech Republic continued to operate a floating 
exchange rate regime within its independent 
monetary policy framework. The fact that, after 
having recorded a similar NEER evolution for 
almost a decade, these two broadly comparable and 
highly open economies entered the peak of the crisis 
with different exchange rate regimes seems to 
provide a unique empirical test on how much leeway 
exchange rate flexibility and an independent 
monetary policy (as compared to a fixed exchange 
rate/euro-area membership) can offer to a small 
open economy hit by a severe negative external 
demand shock, and how this weighs against the risk 
of excess financial market volatility. 
Notwithstanding the broad similarities, some 
structural differences between the two 
economies also need to be taken into account, 
suggesting that a degree of divergence in 
economic developments during the crisis period 
would likely have occurred even if the two 
countries had operated under the same monetary 
policy framework. For example, the largest 
manufacturing sector in both countries, production 
of transport equipment (automotive industry), 
accounted for around 22% of manufacturing output 
in Slovakia in 2007, compared to some 17% in the 
Czech Republic. Moreover, demand for various types 
of cars produced in the two countries might have 
evolved differently during the crisis. In addition, 
apart from the global recession, there were also some 
other exogenous shocks, such as the gas crisis in 
winter 2009. This had a more severe impact on the 
Slovak economy, where gas supplies to industrial 
costumers had to be restricted for 13 days due to 
interruption of gas imports from Ukraine. On the 
other hand, the fact that both economies entered the 
crisis with relatively small macroeconomic 
vulnerabilities (low public and external debt levels, 
sustainable current account deficits and minor shares 
of FX lending) substantially reduced the scope for 
overall economic and financial market volatility.    

The relative economic performance of the Czech 
Republic and Slovakia during the crisis should 
not be interpreted as representative for the 
overall impact of euro-area membership (or non-
membership) on a country's economy. The 
substantial benefits of euro-area membership for a 
small open economy are mostly of a longer-term 
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nature. Euro-area participation fosters cross-border 
trade, investment and labour mobility, thereby 
enhancing medium-term growth prospects. 
Moreover, the local investment environment should 
also benefit from the stable and credible monetary 
policy framework in the euro area, by ensuring low 
inflation expectations and serving as an anchor for 
other macroeconomic policies.  

Economic performance during the 
recent crisis period (between mid-2008 
and end-2010)  

Overall economic situation 

Slovakia performed somewhat better than the 
Czech Republic throughout most of the crisis in 
terms of real GDP, but it experienced a relatively 
larger decline in employment. Slovak GDP 
continued to expand until end-2008 in volume terms 
before dropping sharply by some 8% in Q1-2009, as 
the negative impact of global recession was 
exacerbated by the forced interruption of industrial 
production linked to the gas crisis. Later on, real 
GDP followed a smooth upward trend, returning 
back to its Q2-2008 level by Q3-2010. The decline in 
GDP volume was shallower but more drawn-out in 
the Czech Republic, cumulatively amounting to 
around 5% between Q3-2008 and Q2-2009. The 
subsequent recovery was also more sluggish, with 
real GDP increasing to just below 99% of its Q2-
2008 level by Q4-2010. Total employment (domestic 
concept) was falling throughout all of 2009 in both 
countries, only bottoming out in H1-2010 at some 
96% of its Q2-2008 level in Slovakia and at around 
98% in the Czech Republic. By end-2010, it 
recovered to just 97 % of its 2008 level in Slovakia 
and 99% in the Czech Republic.   

Graph 5: Real GDP and domestic employment 
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Source: Eurostat, seasonally adjusted and adjusted data by working days 

Export performance 

Export earnings in euro terms evolved largely in 
parallel in both countries, masking differences in 
the performance of real exports. The euro value of 
both Czech and Slovak exports dropped sharply by 
more than 20% during Q4-2008 and Q1-2009, and 
then gradually recovered back to its Q2-2008 level 
over the following six quarters. However, in terms of 
volume, Czech exports fared better, bottoming out 
just some 83% of their Q2-2008 level and then 
climbing above 100% by Q2-2010. In contrast, 
Slovakia's export volume dropped by 23% between 
Q2-2008 and Q1-2009, and only regained its Q2-
2008 level by Q4-2010. Nominal exchange rate 
depreciation against the euro seems to have enabled 
Czech exporters to lower their export prices and thus 
to somewhat dampen the negative impact of the 
external demand shock on their sales abroad at the 
peak of the crisis (in the first half of 2009).3 The 
relatively higher real exports broadly compensated 
for lower export prices, resulting in a similar export 
performance in nominal euro terms (i.e. export 
earnings) for both economies. Trade balances, 
however, improved somewhat in both countries as 
imports contracted more than exports, reflecting the 
large role of the export sector and high import 
intensity as well as the crisis-related decline in 
domestic demand.  

Graph 6: Exports of goods and services 
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Source: Eurostat, seasonally adjusted and adjusted data by working days 

                                                 
3 According to anecdotal evidence, the initial 
competitiveness boost from the sudden weakening of the 
Czech koruna at the onset of the crisis might have been 
partly offset by the fact that a large part of export revenues 
was at the time hedged at "stronger" levels at which the 
koruna had traded in the pre-crisis period. 
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Slovakia seems to have suffered a smaller loss in 
nominal export market share during the peak of 
the crisis. Relative to the average nominal imports 
of its trading partners (weighted by their share in 
Slovak exports), the evolution of Slovak nominal 
exports was relatively favourable throughout 2008 
and 2009, apart from a hiccup in Q1-2009. 
Meanwhile, the Czech Republic experienced a decline 
in its nominal export market share between October 
2008 and mid-2009. After a strong performance in 
the second half of 2009 and in early 2010, both 
countries endured further (broadly similar) export 
market losses in mid-2010. Nevertheless, the Czech 
Republic fared relatively better if the assessment of 
export performance is based on volumes, which is in 
line with the more favourable evolution of its real 
exports highlighted in the previous paragraph.   

Graph 7: Changes in nominal export market share 
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Note: Change in export market share calculated as growth of 
exports divided by the increase in the weighted average imports 
of all trading partners 
Source: COMEXT, IMF world trade data  

Given the evolution of external demand, 
Slovakia's export performance does not seem to 
have significantly changed since the de facto 
fixing of its exchange rate versus the euro in 
mid-2008.  Estimating a simple monthly ARIMAX 
model for Slovak nominal export growth (EX) based 
on the evolution of its export market since 2003, we 
have not identified any structural change for the 
period after June 2008. Changes in the weighted 
average imports of Slovakia's trading partners (EM) 
and a euro-area membership dummy (EA - equal to 
one after June 2008) were used as the only 
explanatory variables in the model, since changes in 
NEER and manufacturing wages were not found to 
be robust. While the evolution of the export market 
proved to be a significant positive explanatory factor, 
euro-area membership turned out to be insignificant. 
However, due to the relatively short time period 

since euro-area entry, the results must be interpreted 
with caution.    

Table 1: Slovak export growth model estimation 
Dependent Variable: DLOG(EX) Method: Least Squares
Sample (adjusted): 2004M02 2010M10
Included observations: 81 after adjustments
Convergence achieved after 15 iterations
Variable Coefficient Std. Error t-Statistic Prob.  
DLOG(EM) 0.77 0.09 8.53 0.00
EA -0.01 0.01 -0.39 0.70
AR(12) -0.23 0.10 -2.29 0.02
MA(12) 0.91 0.02 38.98 0.00
R-squared 0.73     Mean dependent var 0.01
Adjusted R-squared 0.72     S.D. dependent var 0.10
S.E. of regression 0.05     Akaike info criterion -2.94
Sum squared resid 0.23     Schwarz criterion -2.82
Log likelihood 122.92     Hannan-Quinn criter. -2.89
Durbin-Watson stat 2.35  

Economic activity in the manufacturing 
(tradable) sector 

In both countries, the manufacturing sector 
represents the main part of the domestic 
production base directly affected by export 
performance since manufacturing goods account for 
around 90% of goods exports in both countries.  

Slovakia experienced a relatively steeper decline 
of its manufacturing production during the 
crisis, but also a faster recovery. In line with the 
massive decrease in export volumes, the index of 
manufacturing production dropped sharply by almost 
20% in the Czech Republic and 25% in Slovakia 
between Q2-2008 and Q1-2009. However, after 
remaining flat in H1-2009, Slovak manufacturing 
production rapidly recovered to above 100%, while  
Czech manufacturing just reached some 95% of its 
Q2-2008 volume by the end of 2010. Hence, Czech 
manufacturing production seems to have fared worse 
than its overall exports in volume terms, which might 
be due to a relatively slower recovery of domestic 
demand for manufacturing products. 

On the other hand, the decline in manufacturing 
employment was both larger and more persistent 
in Slovakia.  Employment in manufacturing lagged 
economic output by roughly two quarters in both 
countries, as it fell rapidly during H1-2009 and only 
bottomed out in Q4-2009. From its peak in Q1-2008, 
manufacturing employment dropped by more than 
20% in Slovakia and by some 15% in the Czech 
Republic. Moreover, following a very sluggish 
recovery, employment in manufacturing remained at 
86% of its Q2-2008 level in the Czech Republic and 
at 82% in Slovakia by the end of 2010.  
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The negative labour demand shock seems to 
have been practically fully absorbed by a 
reduction in employment in both countries, as 
the index of average hourly wages and salaries in 
the manufacturing sector remained broadly 
stable throughout 2009-2010 in Slovakia and even 
further increased in the Czech Republic.  Likely 
due to the lagged impact of previously agreed hikes, 
wages and salaries in the manufacturing sector 
followed an upward trend until Q1-2009 in Slovakia 
and until Q4-2009 in the Czech Republic. They 
decreased by some 4% in Slovakia throughout 2009, 
before almost fully recovering in 2010. On the other 
hand, a drop in Q1-2010 was more than offset by 
subsequent increases in the Czech Republic driving 
the index of average hourly wages and salaries up to 
115% of its Q2-2008 level by the end of 2010.    
Graph 8: Manufacturing production, employment, wages 
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Source: Eurostat, seasonally adjusted data 

Financial market performance 

Longer-term liquidity-providing repo 
transactions were conducted by both the CNB 
and the ECB during the crisis to ensure 
adequate liquidity at the interbank market. Given 
the systemic liquidity surplus in the Czech banking 
sector, the main monetary policy instrument of the 
Czech National Bank is a 14-day liquidity-absorbing 
repo tender. The associated two-week repo rate is 
thus its main policy rate. However, in autumn 2008, 
the CNB introduced extraordinary liquidity-providing 
repo operations with two-week and three-month 
maturities to support the domestic financial market 
during the global financial crisis. The two-week 
liquidity-providing repo was priced at 10bp and the 
three-month repo at 30bp above the main policy rate. 
In contrast, the main policy instrument in the euro 
area is a regular liquidity-providing repo transaction 

with frequency and maturity of one week (the main 
refinancing operation (MRO)). The interest rate on 
the MROs is considered to be the main policy rate of 
the ECB. As a response to the financial crisis, longer-
term fixed-rate (equal to the prevailing rate on the 
MRO) full-allotment liquidity-providing refinancing 
operations with maturity up to 12 months were 
conducted by the Eurosystem.  

The ECB was more aggressive and effective in 
easing monetary conditions than the CNB. The 
main policy rates peaked in summer 2008 at 3.75% in 
the Czech Republic and at 4.25% in the euro area. 
Both central banks then loosened monetary policy in 
response to the global economic crisis, with the ECB 
bringing the main policy rate down to 1% by May 
2009, seven months before the CNB, which 
subsequently cut its main policy rate further to 0.75% 
in May 2010. Money market rates were lower in the 
euro area since the end of 2008, with the 3-month 
interbank rate below 100 bp from July 2009 until 
October 2010, while Czech 3-month rates only 
declined to 120bp by mid-2010. This might indicate 
that the CNB, as a monetary authority of a small 
open economy, was more constrained in its capacity 
to loosen monetary policy than the ECB. 

Graph 9: Policy rates and short-term interbank rates 
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Source: Reuters EcoWin 

The looser monetary policy was transmitted into 
more favourable bank lending rates in Slovakia. 
Short-term interest rates on new consumption loans 
increased by some 20% in the Czech Republic 
between mid-2008 and end-2009, before broadly 
stabilising in 2010, while they dropped by some 20% 
in the summer of 2008 and then oscillated around 
the same level until end-2010 in Slovakia. Czech 
mortgage rates remained broadly stable in 2009 
before declining by some 25% in 2010. Meanwhile, 
Slovak mortgage rates started to decrease gradually 
already in early 2009, falling below 80% of their June 
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2008 level by mid-2010. Similarly, the decline in the 
short-term corporate lending rates materialised faster 
in Slovakia, with rates falling by about 40-50% in late 
2008 and early 2009, while the Czech rates decreased 
more gradually during 2009 and early 2010, with 
short-term new corporate lending rates in both 
countries stabilising some 30-40% below their June 
2008 level in Q4-2010.  

Graph 10: Interest rate (floating and fixed up to one 
year) on new bank lending to households 
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Source: National Central Banks 

Graph 11: Interest rate (floating and fixed up to one 
year) on new bank lending to non-fin. corporations 
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Source: National Central Banks 

The more attractive short-term lending rates 
seem to have contributed to somewhat more 
favourable credit developments in Slovakia. The 
rapid expansion of credit to the non-financial private 
sector ceased at the end of 2008 in the Czech 
Republic, before slowly picking-up again in Q2-2010. 
This temporary stabilisation was due to a contraction 
of more than 10% in credit to the corporate sector 
between Q4-2008 and Q2-2010, while credit to 
households continued to grow throughout the crisis 
period, albeit at a somewhat slower pace than in the 

first three quarters of 2008. On the other hand, 
whereas the evolution of household credit was 
similar in Slovakia, corporate credit remained broadly 
stable throughout 2009-2010  As a result, overall 
credit to the Slovak non-financial private sector 
increased marginally even in 2009, before 
accelerating again in Q2-2010.  

Graph 12: Credit to non-financial private sector 
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Source: National Central Banks 

The long-term government bond and CDS 
markets appear to have been less volatile in 
Slovakia than in the Czech Republic. Long-term 
Czech government bond yields increased by almost 
150bp in the first half of 2009 to just below 5.5%, 
while Slovak yields rose more modestly by around 
40bp to 5.1%. Subsequently, Slovak yields decreased 
gradually to some 3.7% in June 2010. Czech yields 
experienced a more irregular decline but broadly 
stabilised below Slovak yields again by September 
2010. In addition, the difference between Czech and 
Slovak CDS spreads increased in early 2009, with 
Slovak spreads remaining marginally lower 
throughout the whole crisis period, despite 
somewhat weaker fiscal fundamentals (higher 
government debt and deficit). This suggests that 
euro-area membership continues to offer a shield in 
terms of lower financial market volatility and higher 
investors' confidence, particularly at a time of 
increased financial market tensions and global risk 
aversion.  
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Graph 13: Government bond yields and CDS spreads 
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Source: Reuters EcoWin 

Price developments and real effective 
exchange rates 

Both countries recorded only a mild increase in 
the HICP index since June 2008.  Slovakia 
experienced a larger increase in the services price 
index, which materialised mainly during the second 
half of 2008 and in early 2009. This was probably to 
some extent related to euro-changeover effects. 
According to Eurostat4, the likely total impact of the 
changeover on consumer price inflation during the 
period of December 2008 to February 2009 was up 
to 0.3 percentage points. In particular, unusual price 
rises were seen for some foods and beverages, some 
transport services, household and domestic services, 
healthcare products, restaurants and some services 
related to dwellings. On the other hand, the 
evolution of the goods price index was somewhat 
more favourable in Slovakia, possibly reflecting a 
more stable NEER.  

Graph 14: HICP index and its main components 
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Source: Eurostat 
                                                 
4 http://epp.eurostat.ec.europa.eu/portal/page/portal/ 
hicp/documents/Tab/Tab/04_TT_EURO_CHANGEO
VER_INFLATION_IN_SLOVAKIA03-2009.pdf 

Given similar price developments, differences in 
the evolution of real effective exchange rates 
(REER) mainly reflect divergent developments 
in nominal effective exchange rates and cost 
indicators (particularly until labour costs, ULC). 
While different measures of the real affective 
exchange rate were highly correlated in the Czech 
Republic during the whole crisis period, they 
diverged significantly in Slovakia. The ULC-deflated 
measure increased by some 8% between June 2008 
and March 2009 as wage adjustments lagged the 
output decline during the recession. In the meantime, 
the HICP, GDP deflator and export price-based 
measures increased by some 5%, 2% and 1.3% 
respectively. All four measures then started to decline 
gradually as wages and prices adjusted to lower 
output levels. All measures of the Czech real 
effective exchange rate weakened by some 12-13% 
between June 2008 and February 2009, thanks to 
nominal depreciation of about 20%. They recovered 
swiftly close to their June 2008 level by September 
2009, following a rapid nominal appreciation, but 
then they weakened slightly again over the next 9 
months. By Q3-2010, all measures of real effective 
exchange rate in both countries were close to or 
below their June 2008 level.  

Graph 15: Real effective exchange rate 
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Public finances 

The deterioration in economic performance 
resulted in a substantial increase in general 
government expenditure in both countries. 
General government revenues turned out rather 
resilient, remaining close to their 2007 level in the 
Czech Republic throughout the crisis period, while 
they even increased by some 5-10% in Slovakia, 
mainly due to indirect tax hikes implemented in early 
2008. Automatic stabilisers seemed to have largely 
worked through the expenditure side as, compared to 
its 2007 level, the Czech general government 
expenditure was some 10% higher in 2009-2010, 
while Slovak expenditure was some 25% higher in 
2009-20010. However, the monthly profile of the 
Slovak central government cash expenditure reveals a 
significant acceleration in the first half of 2010, i.e. in 
the run-up to the parliamentary elections (which took 
place in June 2010), while in the second half of 2010, 
expenditure growth actually slowed down somewhat 
compared to the pre-crisis (2007) level. In the case of 
the Czech Republic, although the last parliamentary 
elections were held only two weeks earlier, central 
government expenditure remained relatively close to 
its 2009 level throughout the whole of 2010. Hence, 
part of the higher increase in Slovak public 
expenditure might be due to larger discretionary 
spending related to the election cycle. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Graph 16: General government revenue & expenditure 
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Source: Ameco  
Graph 17: Cumulative central government expenditure 
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The overall financial market situation remained 
more stable in Slovakia, which together with an 
effectively looser monetary policy in the euro area, 
resulted into relatively more favourable funding 
conditions and thus also somewhat stronger non-
financial private sector credit dynamics. In contrast, 
the Czech Republic had to cope with higher financial 
market volatility after the onset of the crisis.  

Conclusion  
The analysis in this note focuses on a short time 
span of just two and half years and does not 
intend to assess the potential overall benefits of 
euro-area membership for the two economies, 
which are mostly of a long-term nature. The 
policy brief analyzes the relative performance of the 
Czech and Slovak economies between the official 
confirmation of Slovakia's euro-area entry in mid-
2008 and end- 2010. 

Empirical examination suggests that the 
performance of both economies during the crisis 
was strikingly similar, reflecting broad 
similarities in their economic structure. The 
immediate post-euro-introduction period coincided 
with some important exogenous shocks that were 
common to both economies (i.e. increase in risk 
perceptions or decline in world trade during the peak 
of the recent crisis), but there were also some shocks 
with an asymmetric impact (i.e. the gas crisis in early 
2009, which affected Slovakia to a larger extent). 
Nevertheless, the main macro-financial indicators in 
both countries remained highly correlated. 

While price developments in both countries were 
broadly similar, Slovakia experienced a more 
severe deterioration in its public finances. 
However, since the increase in general government 
deficit was entirely due to higher expenditure growth, 
it may partly have been driven by a looser 
deployment of discretionary measures in Slovakia.  

Czech real exports, as well as manufacturing 
production and employment, performed 
somewhat better, especially during the peak of 
the crisis. Slovakia experienced a larger contraction 
in export volume and, as a result, also a larger decline 
in its manufacturing production and employment. 
Although manufacturing production recovered faster 
in Slovakia, this was not reflected in manufacturing 
employment. However, Slovak and Czech export 
performance was basically identical in nominal euro 
terms. In addition, with respect to its export market 
evolution, Slovak nominal exports seem to have even 
fared slightly better.  

As a whole, the Slovak export sector does not 
appear to have been harmed by the lack of 
nominal exchange rate flexibility versus the euro, 
while euro-area membership provided an 
effective shield for its financial markets during 
the recent crisis period. The substantial 
depreciation of the Czech koruna in the early stages 
of the crisis seems to have been too short-lived to 
significantly boost the relative performance of Czech 
exports and thus of its manufacturing sector, while 
increased exchange rate volatility might have also 
represented an important cost for the over-hedged 
exporters. Moreover, given that the global crisis 
represented a broadly symmetric shock for the euro 
area, Slovakia was able to benefit from a strong 
monetary policy response of the ECB, while also 
enjoying relatively higher financial market stability. 
Nevertheless, due to its sound economic fundaments 
(e.g. relatively low current account deficit and 
external debt), the Czech Republic was able to 
withstand increased financial market turbulences 
better than its non-euro area regional peers.  
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