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Executive Summary

As a result of revisions to the national accounts and stronger realisation in the first half of this year, the Bank of Slove-
nia’s projections of economic developments have been revised upwards. GDP is forecast to increase by more than 2.5%
this year, with growth averaging in excess of 2% over the next two years. The slowdown in growth compared with this
year will primarily be a result of the dynamics in government investment. With the recovery in private consumption, the
structure of economic growth is becoming better balanced. This is creating the conditions for solid growth in activity de-
spite a decline in government investment, while at the same time stimulating growth in general government revenues,
which is easing the fiscal consolidation process. This will continue to hold down growth in total final consumption. With
the anticipated solid growth in exports, supported by improved cost competitiveness in the export sector, and with
stronger performance on the domestic market, investment in machinery and equipment will gradually increase, which will
contribute to the renewal of the technological capacity of the economy. The financing for this investment will primarily
come from corporate financial surpluses, while domestic bank financing will not yet be a decisive factor. Inflation will rise
only gradually over the projection period, and will not exceed 1.5%.

* * *

Of the components of domestic demand, a notable feature in these projections is the rise in estimated growth in private
consumption. This was attributable to the revision to the national accounts for 2014, and faster-than-expected growth in
employment and consumption in the first half of this year. The developments are now more in line with an increase in
survey-based consumer confidence. Growth in private consumption will reach approximately 2% towards the end of the
projection period, but will remain constrained by the breakdown of new hires, where uncertain, poorer-paid forms of work
are prevalent. Stronger private consumption will promote employment in service activities. Because growth in labour
productivity in private-sector services is rather low in general, a considerable decline in aggregate growth in productivity
is also expected. Real consumer purchasing power will strengthen slightly faster, albeit largely as a result of growth in
employment. Wage growth will depend primarily on the negotiations in the public sector and adjustments for inflation.

A major factor in developments in investment this year and in 2016 will be the end of disbursement of EU funds from the
“old” financial perspective, and the beginning of disbursement from the “new” perspective. The significant decline in gov-
ernment infrastructure investment in 2016 and 2017 will gradually be compensated for by the private sector investment
into machinery and equipment, which will improve the structure of investment. Taking the government plans partly into
account, aggregate gross fixed capital formation will increase by just under 3% this year, and is expected to decline in
2016, as growth in private investment will not yet be high enough. Private investment will gradually increase throughout
the projection period, as further improvements are expected in corporate results, and with utilisation of production capac-
ity already high. The technological capacity of the economy will thus be gradually renewed, thereby increasing growth
potential.

Although domestic demand will strengthen slightly faster, the export sector will remain the key factor in economic growth.
Export growth in the first half of the year was higher than expected, as a result of which the estimate for annual growth is
also higher, and is indicative of a further increase in the market shares of Slovenian exporters, having outpaced growth
in foreign demand. Growth in industrial production will remain at a level of around 5%, in line with export growth, while
stronger demand on the domestic market means that exposure to fluctuations in foreign demand will be slightly smaller
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than in previous years. At the same time growth in the export sector is having a positive impact on numerous domestic
suppliers of goods and services, which is additionally encouraging economic growth. As a result of the faster recovery in
domestic demand, a gradual decline is expected in the contribution made to GDP growth by net exports, although the
projected pace of import growth will not close the current account surplus.

Economic growth will take place in an environment of low inflation. The inflation projection for 2015 is down 0.5 percent-
age points on the previous projection, as a result of a fall in core inflation and a fall in energy prices. Inflation is expected
fo gradually increase over the next two years, as commodity prices rise gradually and private consumption strengthens,
but will remain below the monetary policy target level until the end of the projection period.

The risks to the realisation of these projections are relatively balanced. The largest uncertainty in the domestic environ-
ment is the amount of government investment, but the international environment entails the greater risk. This relates to
the situations in Russia, China, Brazil and Turkey. The Volkswagen scandal could also have an adverse impact on ex-
port growth, as could any closure of borders because of the refugee crisis. By contrast, the ECB’s quantitative easing
programme could have stronger positive effects. The latter could also have a larger impact on inflation, where the uncer-
tainties are related to oil price developments and, in the domestic environment, to wage growth.

* * *

Slovenia continued to outperform the euro area as a whole in terms of growth in the first half of this year. GDP growth
stood at 2.7%, to which the export sector made the principal contribution. This year the export sector is again demon-
strating its flexibility in the context of volatile foreign demand, having compensated for the decline in exports to Russia by
exporting to non-traditional markets. On these markets, exporters' price competitiveness has been boosted by the ECB
monetary policy. Tourism is also a major factor in export growth, the number of foreign visitors having increased sharply.
The current account surplus remained around 7% of GDP. Household final consumption is gradually strengthening as
employment rises and consumer confidence increases, which is encouraging growth in numerous private-sector ser-
vices. The sole exception among the major sectors is construction, where activity has declined sharply this year in line
with the decline in investment in buildings and infrastructure. However, an improvement in the structure of aggregate
investment is already taking place, corporate investment in machinery and equipment having strengthened slightly in the
first half of the year. At the same time the provisional figures suggest that economic growth has remained solid in the
third quarter of this year.

Growth in employment in the first half of the year was stronger than expected, although structural weaknesses remain on
the labour market. Employment was up 1.6%, the largest rise since 2008. Uncertain forms of employment remain preva-
lent, and the proportion of jobs that they account for is increasing. At the same time the number of self-employed is ris-
ing; their share of total employment is significantly higher than in the most developed European countries. Unemploy-
ment is continuing to fall, but there was a deterioration in this fall in terms of structure. The number of deregistrations for
reason of employment is falling, which is also attributable to a decline in employment subsidies. At the same time the
proportion of those registering as unemployed because their temporary employment has ended is increasing. Wage
growth has slowed sharply this year as a result of its adjustment to deflation, but also as a result of the change in the
breakdown of employment. This year’s recovery in purchasing power is thus primarily occurring via an increase in em-
ployment.

Evidence that firms are not yet sufficiently confident that current economic growth will be sustained comes from Slove-
nia’s 12-month financial surplus against the rest of the world. In the first quarter, surplus in national saving over invest-
ment stood at 6.5% of GDP. It is striking that corporate saving is already at the pre-crisis level, but investment is only just
over half of the pre-crisis level, which is indicative of the autonomous investment potential of the corporate sector. With
the exception of the general government sector, the domestic institutional sectors have recorded financial surpluses over
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the last two years. The corporate sector primarily directed its surplus into paying down debt, while households directed
their surplus into bank deposits, despite the sharp fall in interest rates. The restoration of confidence in the banks has
improved their funding structure, thereby reducing systemic risks. Interest rates on corporate loans have fallen, but the
banks remain cautious about investment, and their credit terms remain a strong limiting factor on the supply side.

The improved economic situation is easing the fiscal consolidation process, although there remain considerable risks to
the attainment of the fiscal plans. This year the key target in the fiscal realm is permanently eliminating the excessive
general government deficit, i.e. reducing it to below 3% of GDP. In the wake of the positive developments on the labour
market and growth in private consumption, general government revenues are strengthening. At the same time growth in
general government expenditure remains low, but is still highly influenced by a large burden of interest payments on the
public debt. These are estimated at 3.1% of GDP this year, although the burden will fall in the coming years as a result
of the more favourable terms of government financing on international markets. The risks in the fiscal realm include
those in relation to macroeconomic developments being less favourable than those expected when the fiscal plans were
drawn up, to the upward pressure on expenditure from various interest groups and to the potential impact of expendi-
tures of a one-off nature.

* * *

The Bank of Slovenia estimates that, in the absence of major shocks from the international environment, growth in the
Slovenian economy will remain solid, and will be more sustainable than before the crisis because of the smaller role
played by debt financing. Despite significant progress, numerous obstacles are still preventing growth from becoming
more robust.

The corporate restructuring process is not yet complete. The Bank of Slovenia has been proactively involved in this proc-
ess since the very start, and has been recently advocating a stronger focus on SMEs, which play a predominant role in
the Slovenian economy. The successful completion of the restructuring of over-leveraged firms would release additional
potential for investment and employment, which would improve the conditions for faster economic growth.

For firms to genuinely embark on more significant investment, confidence in sustained economic growth must first be
established across society. This is largely dependent on the situation in the external environment, although the domestic
business environment also has an important impact. Here the role of the government is key, as with zero tolerance to
payment indiscipline and corruption, a flexible, professional and responsive public administration, and an efficient legal
system it can ensure that the domestic business environment is stable and predictable. The vital fiscal adjustment must
also remain gradual, without sudden measures that might interrupt the projected growth in private consumption.
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2015 2016 2017
2008 2009 2010 2011 2012 2013 2014 Oct. A Oct. A Oct. A
Activity, employment and wages growth rates, %
GDP (real) 33 718 12 06 27 11 30 26 04 19 01 22 02
Employ ment 26 18 21 47 09 14 06 14 08 11 07 13 09
Compensation per employee 72 18 40 15 10 06 11 07 -04 19 06 22 08
Productivity 07 61 34 24 18 03 25 11 05 08 -05 09 -07
ULC (nominal) 64 85 06 08 08 02 -13 04 01 11 11 13 15
Contribution to GDP growth percentage points
Domestic demand, excl. chg. ininventoies 40 57 27 -2 37 23 10 1.2 0.5 0.7 0.0 1.7 05
Net exports 062 19 20 13 30 11 16 11 00 10 00 06 -01
Changes in inventories 09 40 19 06 -20 02 05 02 02 01 01 00 00
Domestic demand real growth rates, %
Domestic consumption 31 95 08 07 -H8 22 16 16 04 09 01 18 04
Private consumption 24 09 13 00 25 41 07 11 06 18 06 20 07
Govemnment spending 49 24 05 07 23 15 01 03 01 04 01 05 00
Gross fixed capital formation 70 20 -133 49 88 17 32 29 10 47 -6 32 09
Balance of payments growth rates, % (if not specified otherwise)
Exports of merchandise and services 42 -166 102 69 06 31 58 50 03 47 02 50 -01
Imports of merchandise and services 38 -188 68 50 37 17 40 40 04 39 02 48 01
Current account: EUR billion 20 02 00 01 09 20 26 26 04 28 05 27 02
as % GDP 53 06 01 02 26 56 70 67 09 70 11 66 04
Terms of frade* 13 35 40 -14 11 08 10 13 09 -1 06 -08 -01
Prices average annual growth rates, %
Consumer prices (HICP) 55 09 21 21 28 19 04 -06 05 10 -01 15 0.1
HICP excluding energy 49 17 03 10 18 19 07 05 04 12 00 16 01
HICP energy 94 45 139 88 90 18 14 73 13 -02 -12 09 01
International environment growth rates, % (if not specified otherwise) Assumptions
Foreign demand** 30 137 100 68 07 18 22 21 03 27 -05 34 00
Oil (USD per barrel) 98 62 8 111 112 109 99 53 9 54 14 60 12
Non-oil commodities 103 -232 369 222 -143 61 86 197 -87 -46 -72 44 -04
EMU inflation 33 03 16 27 25 14 04 01 02 11 00 17 00
PPI Germany 53 -39 115 51 17 00 10 -08 -03 13 02 15 03

* Based on national accounts deflators.

** Volume of imports from the basket of foreign partners.

A - Difference between current projections and projections in Macroeconomic Dev elopments and Projections, April 2015.
Source: Bank of Slovenia, Consensus Economics, Eurostat, JP Morgan, OECD Outlook, SORS, ECB.
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1 \ International Environment

The main features of the global economy this year have been slightly faster growth in advanced economies, a

slowdown in developing countries and a sharp fall in oil prices. The euro area continued to record moderate

economic growth in the second quarter and unemployment fell slightly, while the economic sentiment re-

mained above its long-term average. At the same time the recession deepened in Russia and Brazil, while

growth also slowed in China. Monetary policy in the majority of advanced economies remained expansionary.

In addition to oil, prices of other commodities have fallen sharply this year.

Economic developments

The contribution made to global economic growth by
advanced economies increased in the first half of this
year. In the context of expansionary monetary policy, the
depreciation of the euro and a fall in oil prices, euro area
GDP in the second quarter of this year was up 0.4% in
quarterly terms and 1.5% in year-on-year terms. This
growth was driven primarily by net exports and domestic

Figure 1.1: GDP in the major global economies

4 year-on-year growth in %, seasonally adjusted data 4
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Source: Eurostat, BEA, Tradingeconomics.
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private consumption, which was solid despite the high
unemployment rate. The rate fell slightly in the second
quarter, but remained close to 11%. GDP growth in the
US averaged 2.8% in the first half of the year, which was
largely attributable to high growth in the second quarter
under the influence of net exports and strong private con-
sumption. The latter has strengthened as a result of the
fall in the unemployment rate, which had reached 5.1%
by August, the lowest rate since the first half of 2008. The

Figure 1.2: Unemployment rate

seasonally adjusted, %

13 13
1 1/ T 11
10 1 —US —EA* —Germany* 10
9 )

* harmonised unemployment rate
8 1 -8
: W/\,\ .
"\,\’\’\ "

6 .
M
5 ~— 5
4 4
2012 2013 2014 2015

Source: Eurostat, FRED.

International Environment



BANKA SLOVENIIE

EVROSISTEM

proportion of the population that is economically inactive
remains high in the US, in the context of low unemploy-
ment. Economic activity in Japan has strengthened
slightly this year, having contracted sharply in the second
half of last year. GDP in the second quarter was up 0.8%
in year-on-year terms. Of the other large advanced
economies that are Slovenia’s major export markets,
growth in the UK remained solid at 2.5% over the first half
of this year.

The contribution made to global economic growth by
the BRIC countries has declined this year. Under the
influence of international sanctions, the sharp fall in oil
prices and the fall in the domestic currency, GDP in Rus-
sia in the second quarter was down 4.6% in year-on-year
terms, the largest decline since 2009. The recession also
deepened in Brazil, as a result of the decline in foreign
demand and the global fall in prices of the commodities
that are its key export products. It is also beset by politi-
cal tensions. Growth in China has been gradually slowing
for several years now. Owing to the structure of economic
growth, which was primarily based on exports and very
high growth in investment, economic growth in China has
declined further this year, while the domestic stock mar-
kets have been shaken. Economic growth stood at just
7.0% in the first half of this year. This was also the rate
recorded in India in the second quarter, down 0.5 per-
centage points on the first quarter. The slowdown was
attributable to a decline in investment, a decline in gov-
ernment consumption, and lower export growth.

Economic developments were relatively favourable in
the majority of Slovenia’s main trading partners in
the first half of this year. GDP in Germany in the sec-
ond quarter was up 0.4% in quarterly terms, 0.1 percent-
age points more than the rate in the first quarter, and was
up 1.6% in year-on-year terms. The main factor in the
increase in economic growth was net exports, in the wake
of the favourable impact of the fall in the euro. Economic
growth slowed in the second quarter in Austria and ltaly,
and was unchanged in France. Other major EU partners
recorded stronger economic activity in the second quar-
ter, most notably Poland, where growth in the first half of
the year remained around 3.5%. While there was a posi-
tive contribution from net exports, the high growth in Po-

International Environment
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land was also attributable to strong private consumption
and gross investment. The latter has continued to record
robust growth as a result of the utilisation of EU funds.
Croatia, which emerged from a long recession this year,
recorded solid year-on-year economic growth of 1.4% in
the second quarter. The increase in GDP was the result
of net exports, whose positive contribution was partly
attributable to a very good holiday season. Private con-
sumption also increased as unemployment fell. After de-
clining sharply last year in the wake of heavy floods, eco-
nomic activity in Serbia has strengthened this year. GDP
in the second quarter was up 1.0% in year-on-year terms,
primarily as a result of increases in investment and ex-
ports.

Figure 1.3: GDP growth in BRIC countries
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Figure 1.4: Y-0-y GDP growth in Slovenia's important
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the last 12 months with available data.
Source: Eurostat, Tradingeconomics.
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Financial markets and commodity prices

Monetary policy at the major central banks of the ad-
vanced economies remained expansionary early in
the second half of 2015. The ECB has been highly ac-
tive in the implementation of non-standard measures,’
and has been taking additional non-standard measures
since March in the form of monthly securities purchases
in the amount of EUR 60 billion. The ECB maintained the
programme of securities purchases at the same level in
September, while raising the proportion of public-sector
securities purchased in an individual issue from the origi-
nal 25% to 33%. Mario Draghi signalled the Eurosystem’s
readiness to respond with additional non-standard meas-
ures if inflation remains significantly below the monetary
policy target rate. In light of the strengthening economic
activity and the fall in unemployment, in the summer the
Fed announced the possibility of the first rises in key in-
terest rates, but this did not happen at its most recent
meeting. Monetary policy in the US thus remains expan-
sionary, the key interest rate remaining in the interval
between zero and 0.25%. The Bank of England’s key
interest rate has remained unchanged at 0.5% since
March 2009, while the volume of securities purchases
has also remained unchanged. The two measures re-
mained in effect in August as inflation stood low, despite
the strong economic activity. The Bank of Japan also left
its key interest rate and securities purchases unchanged

Figure 1.5: EUR/USD exchange rate and central banks'

interest rates
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Source: ECB, Federal Reserve.

BANKA SLOVENIJE

EVROSISTEM

at its most recent meeting, despite signs that economic
activity is again slowing.

After falling rapidly in the second half of last year and
the early part of this year, the euro exchange rate
against other major currencies stabilised. The key
factor in the fall in the euro was the increased intensity of
the ECB'’s expansionary monetary policy. The exchange
rate was also affected by the more favourable macroeco-
nomic developments in the US, while the volatility in re-
cent months was primarily attributable to the temporary
rise in tensions with regard to the resolution of the debt
crisis in Greece. The average euro exchange rate against
the US dollar in September was down 13.0% in year-on-
year terms, and down 3.4% on January of this year. It
was down 4.6% on January against the pound sterling,
and 1.9% against the Japanese yen. It has again risen
sharply against the Russian ruble in recent months. As a
result of an intervention by the Russian central bank and
the simultaneous stabilisation of oil prices, the ruble
strengthened in April and May, but has since begun fal-
ling again. There were 75 rubles to the euro in Septem-
ber, compared with an exchange rate of 56 rubles to the
euro in May. The euro was up 52% against the ruble in
September in year-on-year terms. In light of weak ex-
ports, the Chinese central bank intervened on the foreign
exchange market in August, the euro rising against the
yuan by 3.8% in monthly terms. The yuan remained sta-
ble in September.

Figure 1.6: Exchange rates
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1 https://www.ech.europa.eu/mopo/implement/omt/html/index.en.html
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Box 1.1: Macroeconomic profile of Greece

Between joining the euro area in 2002 and the outbreak of the
crisis in 2008, Greece recorded positive economic growth,
stable albeit slightly high inflation, a significant current ac-
count deficit and an unemployment rate of around 9%. Shortly
after it joined the euro additional imbalances began to accu-
mulate, which were reflected most notably in the widening of
the general government deficit, which during the height of the
crisis in 2008 and 2009 exceeded 15% of GDP, while the
public debt increased to 130% of GDP. The current account
deficit exceeded 14% of GDP in 2008. After 2010 there was a
sharp rise in unemployment and the proportion of the popula-
tion at risk of poverty increased by just under a quarter, while
the government debt had reached 177% of GDP by the end
of 2014.

After a large contraction in economic activity, which declined
by just over a quarter between 2010 and 2013, the situation
stabilised in 2014, when GDP increased by 0.8%, its first
increase after six years of decline. In the wake of increased
merchandise imports and exports and a small increase in
gross investment, the main factor in the renewed growth was
an increase in household consumption. This was also attribut-
able to an easing of the unemployment rate, which actually
fell slightly at the beginning of this year, but nevertheless
remains high at around 25%.

At the end of the first half of this year, uncertainty increased
again as a result of financial and political upheaval, and the
forecasts were lowered. In August Consensus forecast that
Greece's GDP would decline by 1.7% in 2015 and 1.0% in
2016. The fiscal indicators stabilised last year, but the outlook

Figure 1: Inflation, unemployment, currentaccountand
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remains unfavourable. According to the most recent IMF fore-
casts, Greece’s public debt will reach 200% of GDP in 2015
or 2016, and will not return to a level of 170% of GDP until
2022.

There have been significant structural changes since Greece
joined the euro. The weights of industry and agriculture have
declined sharply in relative terms. Value-added in industry
stood at just 13% of GDP last year, having stood at a rela-
tively high 22% as recently as 2003. The figure for agriculture
declined by just under 2 percentage points to 4%. By con-
trast, the figure for services has undergone a sustained in-
crease, reaching 83% of GDP in 2014. Transport and travel
services are prominent in the service sector, and account for

Figure 2: GDP growth structure, expenditure method
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85% of total exports of services. They have been relatively
stable since Greece joined the euro, although the proportion
of exports accounted for by tourism has increased slightly at
the expense of the proportion accounted for by transport.

Exports of merchandise and services amounted to just 33%
of GDP last year, a record figure, of which just under half
comprised exports of services. Regions outside the euro area
account for two-thirds of Greece's exports of merchandise
and services and around 60% of its imports. Exports of ser-
vices declined during the crisis, but rose significantly in 2014,
when the surplus of trade in services stood at approximately
9% of GDP. The imbalances that accumulated in the past
were primarily in merchandise trade. Merchandise trade is of
relatively modest importance to Greece; merchandise imports
rose rapidly before the crisis to stand at almost 30% of GDP

Figure 4: Exports and imports of goods and services
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in 2008, which in the context of a significantly lower share of
exports resulted in a trade deficit of almost 20%. Merchandise
imports declined during the crisis, while exports increased
significantly, albeit primarily as a result of exports of refined
petroleum, while exports of other merchandise actually de-
clined. The trade deficit still amounted to around 12% of GDP
in 2014. The current account moved into a small surplus over-
all in 2013 and 2014, for the first time in 15 years.

The fiscal deficit had declined to just 3.5% of GDP by last
year, the lowest figure of the last ten years. The primary posi-
tion in 2013 and 2014 was a small surplus, for the first time in
a decade and for the first time since Greece joined the euro.
The structural position also moved into the positive zone at
this time.

Figure 6: International trade in goods
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Figure 1.7: Commodities
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Oil prices have fallen sharply this year, while prices
of other commodities have also fallen. The price of a
barrel of Brent crude averaged less than USD 48 in Sep-
tember, down 51.5% in year-on-year terms. The main
factors in the movement in oil prices are surplus produc-
tion and increases in stocks, but in recent months fore-
casts of a slowdown in global economic activity have also
had an impact. A significant factor is the slowdown in
economic growth in China, the world’s largest oil im-
porter. Prices of other commodities have also fallen
sharply, and were down 19.8% in year-on-year terms in
September. Most notably, metals prices were down 25%.
The fall in other commodity prices was primarily attribut-
able to the slowdown in economic growth in major devel-
oping countries.

International capital markets

The most notable developments on international
capital markets over the summer months were the
resolution of the situation in Greece, the cooling of
the Chinese economy, and the expectation of the first
rise in US interest rates. Share indices fell in the context
of increased volatility.

After numerous negotiations between the Greek gov-
ernment and international lenders with regard to the
approval of a third programme of financial assistance
for Greece in the amount of EUR 85 billion, an agree-
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Figure 1.8: Foreign stock exchange indices
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ment was reached in the second half of August. The
agreement also set out budget targets for the years
ahead (a primary deficit of 0.25% of GDP this year, and
primary surpluses of 0.5%, 1.75% and 3.5% of GDP re-
spectively in 2016, 2017 and 2018).

Chinese share indices fell in July and August, after
rising sharply in the first half of the year. The large
wave of share selling was the result of tighter conditions
being imposed on margin lending for share purchases,
and the cooling of the Chinese economy. The curbs on
margin lending triggered greater pressure to sell, particu-
larly from local investors. The Shanghai composite index,
which tracks daily changes in prices of shares on the A
and B markets, fell 37.9% between its peak in June and
the end of August, while Hong Kong’s Hang Seng lost
23.8% from its peak in May. Another factor in the wave of
selling was concerns over the cooling of the Chinese
economy, and consequently lower corporate profits.

A number of major stock market indices fell signifi-
cantly in August. The DJ Euro Stoxx, a composite index
that tracks the movements of stock markets in western
Europe, fell by 8.3% in monthly terms in August, after
increased volatility in June and July. There were similar
developments in the S&P 500 in the US, which fell by
6.3% in August. The year-on-year changes in the two
indices in August were +6.5% and -1.6% respectively.
The mood of international investors was also affected by
speculation as to whether the Fed would raise interest
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rates at its September meeting. Despite the growth in the
US economy, there were increasing signs that the antici-
pated first rise in interest rates would be postponed to the
final quarter of this year, and this was indeed how the
Federal Open Market Committee voted at its September
meeting.
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2 Economic Trends and the Labour Market

The revision of the national accounts? indicated that economic growth was faster and more balanced than sug-
gested by previous estimates. Growth remains based on the performance of the export sector, despite the
strengthening of household consumption and the service sector at the same time. Households significantly
increased their consumption particularly in the second quarter of this year when, in contrast to the previous
quarters, they also spent more on non-durables. Confidence in sustained economic growth nevertheless re-
mains weak, as indicated by the absence of major private-sector investment in production capacities, although
the conditions for investing are improving. According to the provisional figures, economic developments re-
mained favourable in the third quarter. Corporate confidence and household confidence remained relatively
high, while the majority of private-sector activities continued to record solid growth. Of the major sectors, the
main exception was construction, where activity has been declining sharply in the absence of government in-
vestment.

The labour market saw strong growth in employment and a further fall in unemployment in the first half of the
year, albeit with certain structural weaknesses. The rise in total employment was largely attributable to em-
ployment activities, wholesale and retail trade, and manufacturing. Uncertain forms of employment remain
prevalent, and the proportion of jobs that they account for is actually increasing. The structure of reduction in
unemployment is deteriorating. The number of people newly registering as unemployed is falling, but the num-
ber of deregistrations for reason of employment is also falling, which is attributable to a decline in employment
subsidies. At the same time the proportion of those registering as unemployed because their temporary em-
ployment has ended is increasing. Wage growth has slowed sharply this year according to the monthly figures,
partly as a result of deflation, but also as a result of the change in the structure of employment.

2 When releasing the national accounts figures for the second quarter of 2015, the SORS also revised the figures for 2014. The fundamental
reason for the upward revision could be found in the release of firms’ closing accounts for 2014. GDP growth was revised upwards by 0.4 per-
centage points to 3%. The largest change on the output side was the contribution made to GDP growth by private-sector services, which was
increased by 0.3 percentage points to 1.4 percentage points. On the expenditure side, the largest change compared with the previous forecast
was in the contribution made by inventories, which was revised from -0.2 percentage points to +0.5 percentage points. The forecast for the contri-
bution made by final consumption was also raised, from 0.1 percentage points to 0.4 percentage points, with comparable positive revisions in
relation to households and the government sector. The contribution made by gross fixed capital formation (investment minus inventories) was
reduced from 0.9 percentage points to 0.6 percentage points. The contribution made by net trade was also reduced by the same amount, as a
result of a lower forecast for export growth.

ECONOMIC AND FINANCIAL DEVELOPMENTS 19 Economic Trends and the Labour Market
WITH PROJECTIONS, October 2015



BANKA SLOVENIIE

EVROSISTEM

Confidence indicators and limiting factors

The economic sentiment remained high in the third
quarter, with the exception of construction. Manufac-
turing confidence has remained solid since the beginning
of the year. The minor decline in September was the re-
sult of an increase in estimated inventories, although esti-
mated export demand and overall demand for the remain-
der of the year remained high. Confidence also remains
high in the retail sector and in other private-sector ser-
vices, with positive indicators of current and expected
demand, which is indicative for further growth in private
consumption. Additional evidence of the latter comes
from rising household confidence with households antici-
pating an improvement in their financial position, while
there was also a significant improvement in their assess-
ment of the timing of major purchases. The exception
was construction, where confidence fell sharply in Sep-
tember in particular. Construction firms remain relatively
optimistic with regard to future orders, but assess the
current situation as very poor. The current level of orders
is extremely low, while the number of months for which
construction firms have guaranteed work is at its lowest
level of the last two years.

According to SORS survey figures, firms’ difficulties
with insufficient demand and financing are diminish-
ing. The proportion of firms in the manufacturing sector
facing insufficient demand is significantly lower this year
than last year. They have fewer difficulties on foreign

Figure 2.1: Confidence indicators
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markets, while the proportion of firms reporting difficulties
as a result of weak domestic demand also declined. The
proportion of firms in the retail and service sectors facing
difficulties as a result of weak demand is also declining,
but nevertheless remains above 45%, in line with the low
level of domestic final consumption. After a sharp in-
crease in the early part of the year, the proportion of con-
struction firms facing difficulties as a result of low demand
began to fall rapidly, which for the moment is still in con-
tradiction with the indicators of investment and construc-
tion activity. Difficulties with financing are diminishing in
the majority of sectors. The exception are services other
than retail, where the proportion of firms facing such diffi-
culties has remained unchanged this year. These devel-

Figure 2.2: Limiting factor - insufficient demand
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Figure 2.3: Limiting factor - financing
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opments are still unrelated to the domestic banking sys-
tem having the stock of corporate loans declined again
over the first seven months of the year. Bankruptcies are
also a factor in the fall in the proportion of firms facing
difficulties.

GDP

Slovenia continued to outperform the euro area as a
whole in terms of growth in the second quarter of this
year with manufacturing making a larger contribution
to GDP growth this year than services. Quarterly
growth was again slightly higher than forecast on the ba-
sis of the monthly indicators of activity, reaching 0.7% for

Figure 2.4: GDP growth in Slovenia and the euro area
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the second consecutive quarter. GDP in the first half of
the year was up 2.7% in year-on-year terms, 1.2 percent-
age points more than the growth recorded across the
euro area. Manufacturing continued to record favourable
developments as the effect of weaker output in the euro
area in the second quarter was less than anticipated. It
contributed 1.3 percentage points to GDP growth in the
first half of the year. After declining at the end of last year
the quarterly growth in private-sector services again
strengthened slightly this year, although it was concen-
trated in a smaller number of segments. The overall con-
tribution made to GDP growth by services in the first half
of the year was 1 percentage point, less than the average
of 1.4 percentage points recorded last year. After re-
cording weak growth last year value-added in public ser-
vices was unchanged in the first half of the year, despite
slightly faster growth in employment. The situation in the
construction sector deteriorated in the second quarter as
the decline in value-added reduced GDP growth by
0.3 percentage points. The contribution made by net
taxes on products increased at the same time as a result
of increased consumption of goods carrying the higher
VAT rate. Despite its relatively rapid growth, GDP is still
down 6% on its pre-crisis peak.

Although its quarterly rates of growth are slowing,
manufacturing was the main engine of economic
growth in the first half of the year. Quarterly growth in
value-added peaked in the second quarter of last year at
1.9%, but had slowed to 1.1% in the second quarter of

Figure 2.6: Recovery clock — GDP
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this year. Year-on-year growth in the second quarter nev-
ertheless stood at 5.7%, the highest figure of all the major
sectors of the economy. Last year's acceleration coin-
cided with the beginning of the production of new models
in the automotive industry, which contribution to growth
has declined this year. After difficulties caused by the
situation in the Russian economy, the pharmaceutical
industry’s output strengthened again in the second quar-
ter, based on export figures. Of the other major seg-
ments, growth in the manufacture of electrical appliances
and the wood industry increased, while there was also a
surge in activity in the repair and assembly of machinery
and equipment. Growth declined in the manufacture of
fabricated metal products, which remains the most impor-
tant segment of the manufacturing sector in terms of total
value-added, but remained above the long-term average
for the manufacturing sector. The contribution made to
overall growth in industrial production by the energy in-
dustry has been negative this year, as a result of the refit-
ting of the nuclear power station and a base effect owing
to last year’s record electricity production at hydro power
stations. Industry accounts for just over 24% of GDP,
almost 6 percentage points more than the euro area av-
erage. Despite growth, value-added is still down almost
4% on its pre-crisis peak.

The largest contribution to growth in turnover in in-
dustry in the first half of the year came from sales on
euro area markets, while sales on the domestic mar-
ket were also up on the previous year. Year-on-year

Figure 2.7: Recovery clock - Industry
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growth in sales on euro area markets had increased to
almost 8% by the second quarter, thereby continuing the
positive trend seen over the last two years. The growth in
turnover has a broad basis: it is evident in all the main
categories of products of Slovenian industry. At the same
time there was a sharp decline in sales on non-euro area
markets, primarily as a result of the difficulties facing the
Russian economy. After increasing by almost 5% in 2014,
turnover in industry on these markets in the first half of
the year was up just under 1%. The slowdown in growth
was mostly attributable to a decline in sales of consumer
goods, the category to which pharmaceutical products
belong. Year-on-year growth in sales on the domestic
market strengthened sharply in the final quarter of last

Figure 2.8: Manufacturing production: Jan. - Jun. 2015
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year and the first quarter of this year. Growth in sales of
capital goods was particularly notable, although there
was a significant negative correction in the second quar-
ter of this year. This reduced year-on-year growth in turn-

Box 2.1: Structural weaknesses in Slovenian exports

The new cycle of economic growth that began in late 2013
has been mostly driven by exports. The first year of the cycle
also saw an increase in government infrastructure invest-
ment, and consequently activity in construction, but this was
temporary. The share in total value-added accounted for by
construction was 5.7% last year, which was still above the
euro area average, but in a situation with very tight credit this
sector cannot contribute more significantly to aggregate
growth. The recovery in private consumption is not yet having
a more noticed impact on import growth.

We tend to demonstrate high export efficiency with the large
current account surpluses of the period following the end of
2012. The current account surplus recently reached around
7% of GDP, while the trade surplus was almost 9%. But this
was mostly a product of contracting imports, first at the out-
break of the crisis in 2009, and then again after the adoption
of the ZUJF legislation and the sharp decline in final con-
sumption in 2012. Between 2011, when the current account
was still roughly balanced, and the 12-month period ending in
June 2015, exports of goods and services increased by
EUR 3.4 billion or 13%, while imports increased by just
EUR 0.6 billion or 2%.

Export growth in the current cycle has been driven by the
recovery in European economic growth since the end of

Figure 1: Differences in real annual growth rates of exports:
Slovenia- euro area
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over on the domestic market from just over 14% in the
first quarter to 6.5% in the second quarter. Sales on the
domestic market nevertheless remained approximately a
quarter down on the pre-crisis level.

2013, after which there was a further leap in exports in the
second half of 2014. Growth stalled in the first quarter of this
year, and recovered in only a modest extent in the second
quarter. The actual strength of the export cycle that is driving
current economic growth can be estimated by comparing
year-on-year rates of export growth in Slovenia with average
export growth rates in the euro area. This comparison reveals
that Slovenia’s current out-performance of average euro area
export dynamics is still well behind Slovenia’s relative export
efficiency before the crisis. The large external surplus is
mostly generated by weak imports, while export growth is in
reality moderate at best.

Contributing to this is the relatively weak growth in exports of
services. In spite of the two quite strong exporting activities,
travel and transport, services account for just 19% of Slove-
nian total exports of goods and services, compared with an
average of 25% across the euro area (18% in Italy, 29% in
Austria and Spain, and around 50% in Greece and Croatia).
Growth in exports of services has been outpaced by growth in
merchandise exports for almost all of the recent past, which is
normal given the limited potential for technological advance in
services, but since 2008 it has also been outpaced by the
average euro area growth in exports of services. In contrast
to merchandise trade, the surplus of trade in services has

Figure 2: Labour productivity
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been stagnating since mid-2013, with just a minor upward
turn in the last year. Slovenia’s exports are driven by mer-
chandise exports and by manufacturing.

The relatively weak recovery of export growth since the out-
break of the crisis has parallels in other indicators of eco-
nomic efficiency. Aggregate growth in labour productivity
averaged around 4% annually over the 15 years before the
crisis, but was only just over 2% last year and just over 1% in
the first half of this year. Annual growth in labour productivity
in manufacturing was relatively stable before the crisis at
around 7%, but has dropped to merely 3.5% last year.! An-
nual growth in aggregate productivity was outperforming the
euro area average by 3 to 4 percentage points before the
crisis, and by less than 2 percentage points last year.?

Selected data on changes in the structure of manufacturing
output, which is a significant factor of export efficiency, are
shown below. Figure 3 illustrates the structure and dynamics
of manufacturing output in the period before the crisis, in
which the transition-linked opening of the economy, on both
the import and export sides, was already producing increas-
ing sectoral restructuring. The figure shows an already full-
blown decline of the textile industry, and the emerging stag-
nation of the food and furniture industries, the food industry
undergoing a contraction of 15% when Slovenia joined the
EU. There were also significant differences in the rates of
growth in other major sectors. In this period the slower sec-
tors grew at an average annual rate of around 5%, while the
two fastest-growing sectors, the motor vehicles and the
chemical industry, which also included pharmaceuticals in the
statistics of that time, recorded annual rates of above 10%.

Figure 3: Production in manufacturing, 1995 = 100
seasonally adjusted
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These trends were exacerbated in the period after the crisis.
The crisis virtually dealt a death blow to Slovenia’s textile and
furniture industries. In the remainder of manufacturing, growth
has picked up slightly in many sectors this year, but in the
medium term perspective growth after 2008 has practically
stalled in most sectors, in which output was still at least 10%
down on its pre-crisis level even in the improved climate of
mid-2015. Only three sectors have so far exceeded their pre-
crisis levels: the electrical industry, motor vehicles and, most
probably, the pharmaceuticals industry, for which statistics
are now no longer provided for reasons of individual data
protection. Slovenia’s export base has become quite narrow.

In addition to the likely leading role of the pharmaceuticals
sector, growth has been notable throughout the period follow-
ing 1995 in the motor vehicles and the electrical industry, in
which the production index is approximately 260 for the over-
all 20-year period (while the indices for textiles and furniture
are 20 and 50 respectively). The motor vehicles sector de-
serves particular attention. Its output almost doubled over a
very short period between 2003 and 2007, since when it has
undergone two consecutive cyclical spikes in which this for-
mer highest level was regained, before declining again; on
average or on a rough trend, growth agter 2008 has stopped.
Within this trend it has displayed very strong cyclical dynam-
ics, giving rise to major fluctuations in year-on-year growth
rates. These reached up to 40% at the most recent turn of the
year. The strong acceleration of industrial growth, export
growth and overall economic growth in the second half of
2014 was in a large part attributable to this latest cycle in the
motor vehicles sector, which is now already slowly fading.

Figure 4: Production in manufacturing, 2007 = 100
_seasonally adjusted
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The increasing sectoral differentiation and the trend of a nar- growth problems.

rowing zone of strong manufacturing performance reflect ' The original SORS figure is 4.7%. This figure is overstated because of an
primarily differentials in technological levels and a narrowing understatement of employment growth, due to the fact that employment via
base of sufficient technological advance. A significantly employment agencies is statistically recorded in another sector. The adjust-
greater account of this should be taken in analyses of Slove- ment applied is explained in the Bank of Slovenia’s Economic and Financial

Developments publication of July 2015 (p 26).

nian growth constraints and in the design of economic poli- . ! ) - )
2 The catching-up with advanced economies, entailing outperforming these

cies. At present the prevailing focus is primarily on fabour economies’ growth rates, which are normally relatively weak at their already

costs and costs of government on the one hand, and on credit high levels of per capita GDP, should be seen as normal and essential for
and other financing constraints on the other. Very little atten- Slovenia. This is even more the case after the crisis, in which Slovenia
tion is in the meantime devoted to the country’s most central lagged behind even further.

Year-on-year growth in value-added in private-sector  turnover in accommodation and food service activities
services in the first half of this year was outpaced by strengthened more sharply, partly as a result of the re-
overall economic growth. After outpacing economic covery in private consumption, and partly as a result of
growth overall in the second half of last year, which was
largely attributable to professional, scientific and technical
activities, wholesale and retail trade, transportation and

Figure 2.11: Nominal turnover in private sector services
excluding trade
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an increase in the number of foreign travellers. Growth
also strengthened in wholesale and retail trade, where
sales of vehicles remained prevalent, while sales were up
in year-on-year terms in some other segments as well.
Other private-sector services that were notable in terms
of growth were employment activities, where turnover
was up almost 50% in the first half of this year alone. The
proportion of GDP accounted for by private-sector ser-
vices stood at just over 40%, 8 percentage points less

Figure 2.13: Recovery clock - Construction
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than the euro area average. Value-added in private-
sector services is now down just 1.6% on it pre-crisis
peak.

After recording high growth last year, construction
has again been in crisis this year. In the wake of low
growth in private-sector investment, the sector has re-
cently been almost entirely dependent on public invest-
ment, which itself has been reliant on EU funding. The
year-on-year decline of 3.6% in value-added in construc-

Figure 2.14: General government investment and value added
in construction
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Table 2.1: Economic activity
12m. to 12m. to 2015 2015 2015 2015 2015
Jul. 14 Jul. 15 May Jun. Jul. Apr. Jul.
y-0-yin% monthly ++
Industrial production: - total * 0.8 3.6 6.2 3.8 3.3 2.1 1.0
- manufacturing 1.6 4.9 6.7 4.2 4.0 1.1 1.2
Construction: - total ** 235 2.1 9.4 -11.9 -14.0 8.1 -1.8
- buildings 1.8 2.3 -1.2 2.7 5.7 -1.5 4.7
- civil engineering 323 -1.8 -12.2 -15.0 -17.0 14.3 -16.2
Trade (volume turnover)

Total retail rade -1.2 0.6 2.8 1.8 0.1 0.9 0.0
Retail rade ex cept automotive fuel 2.0 0.9 1.7 0.7 2.1 0.3 0.1
- food, beverages, tobacco 2.7 0.5 0.5 0.9 1.2 -1.3 -0.9
- non-food (ex cept automotive fuel) -1.2 1.2 2.7 0.0 2.7 1.7 0.2
Retail trade and repair of motor vehicles 6.3 11.4 18.6 18.7 11.8 2.9 4.0
Private sector services *** + 24 2.6 2.7 4.3 2.9 25 0.8
Transport and storage + 4.2 3.6 1.5 4.7 2.3 1.4 1.3

Source: SORS, Bank of Slovenia calculations.
Notes: Data are working days adjusted.

* Volume of industrial production. ** Real value of construction put in place. *** Excluding trade and financial services. + Nominal turnover.
++; 3-month moving average compared to the corresponding average 3 months earlier. Data are seasonally and working days adjusted (except

for construction where data are seasonally adjusted).
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tion in the first half of the year was the result of a decline
in civil engineering work, which was slightly unexpected,
at least in light of the government’s investment plans.
There was a slight increase in the amount of non-
residential construction put in place in the first half of the
year, partly as a result of the expansion of certain retail-
ers. At the same time there was a sharp decline in the
amount of residential construction put in place. The pro-
portion of GDP accounted for by construction stood at
4.6%, the same as the euro area average.

Aggregate demand

Within domestic demand, final household consump-
tion is strengthening, while gross fixed capital forma-
tion was unchanged in year-on-year terms in the first
half of this year. Year-on-year growth in domestic con-
sumption stood at 2.5% in the first quarter, higher than
last year's average, albeit primarily as a result of the large
contribution made by changes in inventories. After stag-
nating in the final quarter of last year, final household
consumption has increased again. In contrast to last
year's developments, investment in machinery and equip-
ment has also begun to strengthen in year-on-year terms.
Growth in domestic consumption declined to merely 1%
in the second quarter, albeit again largely as a result of
inventories, the impact of which was merely neutral com-
pared with the first quarter. At the same time final house-
hold consumption strengthened significantly: at 1.7% its

Figure 2.15: Contributions to y-o-y GDP growth,
expenditure side
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rate of growth was the highest since the first quarter of
2010. Construction investment declined sharply, as gross
fixed capital formation declined by 1.5% in year-on-year
terms despite continuing growth in investment in machin-
ery and equipment. The impact of final government con-
sumption on GDP growth remained neutral overall in the
first half of this year. Aggregate domestic demand
reached its lowest level in the third quarter of 2013, since
which it has increased by just under 4%.

After the revision of the national accounts, estimated
growth in final household consumption is more in
line with the recovery in the real wage bill and the
increased confidence, although it remains relatively
weak. According to new SORS estimates, household

Figure 2.16: Recovery clock — Final consumption of
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Box 2.2: Situation on the Slovenian housing market and comparison with the euro area

Residential real estate sales in Slovenia have increased sig-
nificantly in the last year and a half, but the short-term outlook
for investment in residential construction remains poor. The
number of transactions in housing has been rising since the
third quarter of 2013. This is attributable to the more favour-
able conditions on the market, real estate prices and interest
rates on housing loans having fallen sharply. Household lend-
ing via housing loans is increasing, although the stock re-
mains the lowest in the euro area. Investment in residential
construction is also among the lowest in the euro area. The
supply of new residential buildings will not improve, at least in
the short term, as the value of new contracts is extremely low,
and the number of issued building permits also remains low.

The housing market is primarily recovering as a result of an
increase in transactions in used housing. Sales of the latter in
the second quarter of this year were up 76% on the low re-
corded in the third quarter of 2013. New-build housing sales
increased by around 13% over the same period. The number
of transactions in used real estate in the second quarter was
down just 1.4% on the peak quarterly average recorded in
2007, while new-build real estate sales were down 51%. The
proportion of the total number of transactions accounted for
by new-build real estate declined from more than 20% to a
tenth reflecting low investment in residential construction.

Price correction on the Slovenian housing market during the
crisis was one of the sharpest in the euro area. In the second
quarter they were down 21% on the average in 2008, when
prices peaked. Prices of new-build housing were down 23%
from their peak, while prices of used housing were down
19%. Year-on-year growth in prices stood at 3.6% in the sec-
ond quarter of this year, having housing prices risen for the
first time since 2011. Price corrections were significant in the
Netherlands, Portugal, Slovakia, Cyprus and ltaly as well,
while the largest corrections were seen in Ireland, Spain and
the Balltic states. Prices have resumed growth or have at least
stabilised in the euro area countries with the largest falls.
Prices in the first quarter of this year were significantly higher
than before the outbreak of the crisis in Germany, Austria,
Belgium, Luxembourg and Finland.

The fall in interest rates on housing loans in Slovenia was the
largest in the euro area. Interest rates peaked in 2008 before
the crisis at 7.5%, 2.3 percentage points more than the euro
area average. Growth in interest rates tracked the rapid in-
crease in prices with a lag. This was followed by a sharp fall
in 2009, and then again after 2012, when expansionary
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monetary policy was a factor in the fall. At the same time the
banks tried to focus as much as possible on household lend-
ing, given that housing loans in Slovenia are a lower-risk
source of revenue, particularly when it is borne in mind that
the reduced level of prices now accords more with purchasing
power than it did before the crisis. Interest rates on housing
loans averaged 2.6% in the second quarter of this year,
0.4 percentage points less than the euro area average. The
euro area average is being raised by interest rates in the
Netherlands, France and Germany.

Although the stock of housing loans in Slovenia has in-
creased sharply in the last decade, its ratio to GDP remains
the lowest in the euro area. Given the very low basis, annual
growth in housing loans ranged from 30% to 50% between
2005 and 2008. Despite a significant slowdown, growth con-
tinued during the crisis, the rate reaching around 3% this
year. Growth averaged 2% across the euro area at the end of
the first half of the year, but the figure conceals large variation
from country to country. The stock of loans is declining in
Spain, Creece, ltaly, Cyprus, Portugal and Ireland, but is
increasing sharply in Luxembourg, Austria, Belgium, Slovakia
and Malta. The stock of loans in Slovenia stood at just EUR
800 million or 3% of GDP at the end of 2004, but had risen to
EUR 5.5 billion or 14.5% of GDP by the end of the second
quarter of this year. Over the same period the figure across
the euro area increased from around 31% of GDP to just over
38% of GDP. Spain, Portugal, the Netherlands and Cyprus
were notable for figures ranging from 54% to 66%.

Investment in residential construction in Slovenia is among
the lowest in the euro area, and no major reversal is ex-
pected, at least in the short term. Annual growth in investment
in residential construction averaged in excess of 10% be-
tween 2004 and 2008, albeit from a low basis. This was fol-
lowed by a period of sharp decline, which has continued this
year. Residential investment to GDP ratio peaked in 2008 at
just under 5%, and had declined to just over 2% by the sec-
ond quarter of this year, 2.5 percentage points less than the
euro area average. The largest declines when the real estate
bubble burst were seen in Spain, Cyprus and Ireland, where
the residential investment to GDP ratio declined by 8 to
11 percentage points. The number of building permits in Slo-
venia is falling in year-on-year terms and was down 56% on
the average between 2000 and 2014 in the second quarter of
2015. There was a pronounced fall across the euro area dur-
ing the crisis. Developments varied greatly across countries,
from a fall of 90% in Spain to a rise of 10% in Germany.
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Figure 1: Number of transactions with dwellings - Slovenia Figure 4: Housing loans given to households as a share of GDP
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Figure 3: Interest rates on housing loans for consumers Figure 6: Number of building permits for residential buildings
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consumption increased by 0.6% last year, which contrib-
uted 0.3 percentage points to GDP growth. The growth
was entirely the result of increased purchases of durable
goods. These strengthened by 7.5% last year; according
to turnover in wholesale and retail trade, households pri-
marily spent their money on furniture, household appli-
ances and motor vehicles. Growth in final household con-
sumption strengthened to 1.1% in the first half of this
year, contributing 0.7 percentage points to GDP growth.
This was primarily the result of high growth in the second
quarter, when in addition to durables households also
increased their purchases of food products and clothing,
and above all have begun spending more on leisure ac-
tivities this year.3Household consumption habits are also
changing: an increasing proportion of retail purchases are
now made online. Final household consumption has in-
creased by 2.7% since its low of the third quarter of 2013,
but remains 5% down on its peak in the third quarter of
2011. However, the growth in household consumption is
being outpaced by the growth in the real wages and is an
indication that households are still being cautious.

After recording high growth last year conditioned by
public financing, gross fixed capital formation in the
first half of the year was unchanged in year-on-year
terms, although there was a significant improvement
in its structure. Gross fixed capital formation increased
by more than 3% last year, albeit mostly as a result of
public investment work co-financed by EU funding. In-
vestment in buildings and infrastructure, where civil engi-
neering work was predominant, was up just over a fifth.
The rapid decline in investment in residential construction
continued, while investment in intellectual property prod-
ucts also declined to a lesser extent.In the segment in-
vestment in machinery and equipment only investment in
transport equipment recorded an increase. Overall, in-
vestment in the first half of this year was unchanged.
There was a decline in investment in buildings and infra-
structure, where government investment accounts for a
large proportion. These developments in the first half of
the year do not for the moment reflect the government’s

Figure 2.18: Recovery clock — Gross fixed capital formation
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Figure 2.19: Gross fixed capital formation
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budget plans, which envisage an increase of approxi-
mately 10% in investment this year. Investment in ma-
chinery and equipment increased by almost 5% over the
same period. Investment in transport equipment contin-
ues to grow, which has been facilitated by further growth
in exports of transport services and turnover in the trans-
port sector. In contrast to last year, investment in produc-
tion capacities also recorded a moderate increase, but
nevertheless remained weak compared with capacity
utilisation, growth in demand and the improvement in

3 Revenues of travel agencies and tour operators in the second quarter were up more than 13% in year-on-year terms. After declining for three
years, the number of arrivals by domestic travellers in the first half of the year was up more than 8% in year-on-year terms, while their number of

overnight stays was up almost 6%.

4 Investment in computer software and databases and in research and development declined by just over 1% last year, and continued to undergo

a moderate decline in the first half of this year.
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financing conditions. This indicates that firms are not yet
sufficiently confident that the current economic growth will
be sustained, while the level of investment is also being
affected by the uncertainty surrounding privatisation and

ongoing deleveraging of part of the economy.

The ratio of gross fixed capital formation to GDP re-
mains low compared with its long-term average. It
remained below 20% in the first half of this year, at the
level of the euro area average. The principal reason is
the significant decline in construction investment, which is
primarily related to the development of the trade sector
and road infrastructure in the decade before the crisis,
which has now largely been completed. More unfavour-
able is the decline in investment in machinery and equip-
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ment from more than 10% to less than 8%, which could
have negative consequences for the economy’s techno-
logical development.

The contribution to GDP growth made by net trade in
the first half of the year remained high, despite the
faster recovery in domestic final consumption. Given
the simultaneous developments in aggregate domestic
demand, the high growth in imports in the first quarter
was mostly related to changes in inventories. Growth in
imports slowed significantly in the second quarter, which
was in the context of rising final household consumption
again related to inventories, and also to the decline in
gross fixed capital formation. Growth in exports remained
high, in line with manufacturing output and turnover in

transport and travel services. The contribution made to
year-on-year GDP growth by net trade thus strengthened

Figure 2.20: Investment as a share of GDP
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Box 2.3: Non-standard ECB monetary policy measures and their impact on Slovenia

The financial crisis in 2008 changed the conduct of ECB
monetary policy. In light of the banks’ increased liquidity and
credit risk, the standard framework of ECB monetary policy
via the management of interest rates was no longer ade-
quate: there was a prevailing lack of confidence in transac-
tions between banks, and the flow of liquidity on the money
market ceased, which brought a significant deterioration in
the functioning of the transmission mechanism in the euro
area. The ECB responded with a series of (temporary) non-
standard measures. It first ensured that euro area banks had
sufficient liquidity, and limited the credit crunch on the inter-
bank market. Next it addressed the issue of the debt crisis
and fragmentation between euro area countries. In the third
phase it introduced non-standard measures in the form of an
expanded asset purchase programme to provide additional
support to the transmission mechanism and to raise inflation
to the target rate of close to 2%.

The scope of the non-standard measures adopted to date by
the ECB has ranged from liquidity provision via longer-term
tenders for monetary policy operations, currency swaps, the
easing of collateral requirements, and forward guidance on
interest rates (and negative interest rates), to euro-
denominated securities purchase programmes (CBPP, SMP,
OMT, ABSPP and PSPP). The measures have aimed to
strengthen the functioning of the transmission mechanism, as
well as targeted specific problematic sectors and the easing
of the situation on the financial markets.

The effects of the non-standard measures have been re-
flected most in the decline and convergence of interest rates

Figure 1: Effects of expansionary ECB monetary policy on
selected indicators
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in the euro area, and in a decline in bond yields and spreads
of countries classed as higher-risk by the markets. This has
had an impact on Slovenian government bonds, making refi-
nancing significantly less expensive. The required yield on
10-year Slovenian government bonds is currently around
1.5%, having reached around 7% at the height of the crisis in
2011 and 2012.

In the wake of the general lack of confidence on the interbank
market, Slovenian banks primarily made use of non-standard
measures to provide liquidity via the longer-term monetary
policy operations, thereby ensuring their longer-term funding.
However the prevailing assessment is that the ECB measures
to date have only had a limited direct impact on the Slovenian
economy, having failed to sufficiently overcome the lack of
confidence and the lack of willingness on the part of the bank-
ing system to expand lending to the private sector, thereby
allowing surplus liquidity to flow into the real economy. In the
wake of the gradual recovery of economic growth, the need
for alternative sources of corporate financing has increased,
which has also been reflected in the divergence of the cycle
of the real sector from the financial cycle. The limited effec-
tiveness of the non-standard measures can also be attributed
to some of them being targeted on specific financial markets
that are not particularly developed in Slovenia (e.g. the secu-
rities purchase programmes such as the CBPP and the
ABSPP).

An indirect impact from the non-standard measures is cur-
rently prevalent in Slovenia, namely via the promotion of the
export sector owing to increased demand from other euro

Figure 2: Selected indicators on which the expansionary ECB
monetary policy has yet to have an effect
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area countries on which the ECB measures are having a
greater (direct) impact. Exports to economies outside the euro
area are also more competitive in price terms as a result of
the depreciation of the euro. The direct and indirect impacts
of the expansionary monetary policy might already also be

in particular household appliances and cars. Turnover in
other private-sector services also continued to grow. The
most notable monthly rates of growth were recorded by
architectural and engineering services. In light of the con-
tinuing rise in the number of domestic travellers, house-
holds have continued to spend more on leisure activities.

Employment

Total employment is continuing to rise, to a consider-
able extent as a result of a rise in the number of self-
employed. Employment began rising gradually in the
second quarter of last year, the rate of growth reaching
1.6% in the first half of this year, the highest figure since
2008. The number of employed persons in the first half of
the year was up almost 1.5% in year-on-year terms, while
the number of self-employed also recorded an increase.’
On this occasion the self-employed accounted for a third
of the increase in employment, the highest proportion
since employment began rising in 2014. The proportion of
self-employed among total employment in Slovenia ac-
counted for a fifth, around 5 percentage points higher
than the euro area average and significantly higher than
in the most advanced European economies.

Employment in the private sector also increased in
the first half of this year, and the contribution made
by employment agencies was again prominent. The
figure was up 1.8% in year-on-year terms. More than two-
thirds of the increase in employment was attributable to
professional, scientific and technical activities and admin-
istrative and support service activities, and most notably

BANKA SLOVENIIE

EVROSISTEM

seen in the strengthening of final household consumption,
although more precise assessments of the effects along all
channels of monetary policy transmission will have to wait
slightly longer.

the increase in employment in employment activities.
There were also increases in the second quarter in em-
ployment in wholesale and retail trade, vehicle repair,
transportation and storage, accommodation and food
service activities, at 1.8%, and in manufacturing, at just
over 1%. The number of employees in information and
communication activities also increased, by more than
3%. Employment increased in the construction sector for
the first time in six years, by 1.4%, although activity in the
construction sector declined. Employment in financial and
insurance activities has been falling for four years now
owing to the restructuring of the banking sector, although
the fall has slowed recently.

Employment in mostly public services is continuing
to rise.” Employment in public services began rising last
year, and was up 0.7% in the second quarter of this year.

Figure 2.23: Share of self-employed in EU countries in

the first quarter of 2015
_in%
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Source: Eurostat, Bank of Slovenia calculation.

5 The employment analysis uses national accounts figures. According to the monthly figures, the workforce in employment in the first half of this
year was up 1.2%. The discrepancy is the product of the different methodologies used to monitor employment. The national accounts figures for
employment include permanent employees, self-employed and assisting family members in private farming, self-employed in other household
activities, student work and other forms of temporary employment, employment in sea and coastal transport on Slovenian vessels, and employ-
ment at Slovenian diplomatic and consular offices in the rest of the world. The monthly figures only count employees with employment contracts

and the self-employed in the workforce in employment.

6 Employment in administrative and support service activities, which includes employment activities, increased by 7.8% in the second quarter. The
employment activities segment includes employment agencies, which employ people but assign them to work at other firms. They constitute one

of the uncertain forms of employment.

7 Public administration and defence, education, human health and social work activities (Sectors O, P and Q under the SKD 2010).
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Employment in the government sector was unchanged,
while the number of employees in sectors not under di-
rect government control, where private supply is also
present, is continuing to rise. This is confirmed by the
monthly SORS figures, which are not entirely comparable
to the national accounts figures, and reveal that the work-
force in employment in human health and social work and
in education has been increasing in year-on-year terms
since mid-2013. The total number of employees in July
was up 1.9% in year-on-year terms in the human health
and social work sector, and up 0.7% in the education
sector.

According to surveys, firms expect further increases
in employment in the second half of this year. Accord-
ing to SORS survey figures, firms in manufacturing are
expecting an increase in employment in the autumn. The
Employment Service’s Employment Preview 2015/1 is
forecasting that the largest hiring in the second half of the
year will be by manufacturing firms, construction firms (in
contrast to the SORS survey) and employment agencies,
primarily manual workers. Research by Manpower, an
employment agency, finds that the largest hiring in the
final quarter will be by production firms, whose forecasts
are the most optimistic of the last four years.

Box 2.4: Change in the structure of Slovenia’s active population

There was no significant change in the activity rate during the
crisis, but the structure of the active population did change
profoundly. The activity rate measures the ratio of the work-
force in employment and the unemployed to the total popula-
tion able to work." The overall activity rate stood at 71% in the
second quarter of 2015, and had not changed significantly
since the outbreak of the crisis. Neither have there been any
major changes in the activity rate of those aged 30 to 49,
which exceeds 90%. Changes have occurred in respect of
young people (aged 15 to 29), where the activity rate has
declined, and in respect of older people (aged 50 to 64),
where it has increased. The activity rate among the young
declined by almost 6 percentage points between the second
quarter of 2008 and the second quarter of 2015 to stand at
just 54%. Over the same period the activity rate among older
people increased by almost 4 percentage points to 55%. The

Figure 1: Activity rates by age group
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divergence in the activity rates between the two age groups is
partly attributable to the pension reform? and the ban on hiring
in the public sector, which is further reducing young people’s
employment opportunities. The activity rate among older peo-
ple has exceeded that of young people since the middle of
2014, having been around 7 percentage points lower than
that of young people at the outbreak of the crisis.

The decline in the population of young people has coincided
for several years now with a decline in their activity, while the
opposite trend has been prevalent in respect of older people.
The number of young people (aged 15 to 29) has fallen by a
fifth over the last ten years, primarily as a result of a fall in
births since independence. It is cause for concern that the
generational decline is being accompanied by a decline in
active work and an increase in unemployment and inactivity.
Even among those aged 30 to 49, it was mostly the number

Figure 2: Annual growth rates composition of working-age
population —young (15-29 years)
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Figure 3: Annual growth rates composition of working-age
population - older (50-64 years)
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The improved economic developments are also being
reflected in a rising number of notified vacancies. The
number of vacancies in the second quarter was up al-
most a tenth on the previous quarter.8 Employers in the
sectors of manufacturing and construction notified the
largest number of vacancies.

The structural mismatching on the labour market is

increasing.® The gap between the shortage of skilled

Figure 2.24: Expected employment
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of unemployed that rose during the crisis years. Meanwhile
the structure improved in the rising older population, as the
workforce in employment rose and the number of inactive
workers fell. The exception was 2011, when mass outflows
into inactivity were caused by the possibility of retirement
under the old pension legislation.

T All persons aged 15 to 64 who are primarily resident in Slovenia are
classed as able to work. The population able to work consists of those in
active work (employees, the self-employed, assisting family members), the
unemployed and the inactive population.

2 |n addition to a rise in retirement ages and the extension of pensionable
years of service, the pension reform in effect as of 1 January 2013 also
brings benefits for those who meet the conditions but do not retire. In addi-
tion to their employment income, each month they are able to receive 20%
of the pension to which they would have been entitled on the day that they
met the conditions for retirement, up to the age of 65. They also receive a
premium on the pension in the amount of 1% for every three months of
extended years of service after meeting the conditions for retirement.

workers and the shortage of workers in general, which is
one of the indicators of structural mismatching on the
labour market, is widening, as a result of an increased
shortage of skilled workers. The Employment Office’s
research states that there is primarily a shortage of voca-
tional profiles for manual work (drivers of heavy goods
vehicles and tractor units, welders, toolmakers, lathe op-
erators, electricians, chefs, etc.).

Figure 2.25: Contributions to employment growth
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8 In April 2013 the Labour Market Regulation Act abolished the mandatory notification of vacancies at the Employment Service for all employers
other than the public sector and firms under majority government ownership. Between April 2013 and the end of 2014 the figures were no longer
complete, for which reason the SORS introduced independent surveying of vacancies in the first quarter of 2015. Analysis of vacancies was thus
only conducted for 2015. The sample framework included all business entities with at least one employee whose primary registered business

activity was in one of Sectors B to S.
9 The figure relates solely to manufacturing.
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Figure 2.26: Labour shortage*
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Labour market flows and unemployment

The number of deregistrations from unemployment
for reason of employment declined, while temporary
employment remained prevalent among new hires.
The average number of deregistrations from the Employ-
ment Office for reason of employment fell by 2.5% over
the first eight months of the year, having risen by 16%
over the same period last year. The fall in the number of
deregistrations for reason of employment was also attrib-
utable to a halving of the funding for the active employ-
ment policy, which reduced the opportunities for the un-
employed to enrol in programmes of subsidised employ-
ment and self-employment. The funding for active em-

Figure 2.27: Public expenditure on active labour
market programmes in 2012
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Figure 2.28: Unemployment
in%
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ployment policy is already among the lowest in interna-
tional comparisons. Slovenia earmarked just 0.3% of
GDP for this purpose in 2012, just a half of the average of
OECD members. The situation has not improved in sub-
sequent years, on account of consolidation measures.

Temporary employment contracts remain prevalent
among new hires. Employers are still cautious about
hiring: three-quarters of all new hires in the first half of the
year were in the form of temporary employment con-
tracts, while among young people (aged 15 to 29) the
figure is even higher, and is still rising. It stood at 82% in
the second quarter.

Figure 2.29: Long-term unemployed persons
in 1,000
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The number of registered unemployed is falling rap-
idly this year, but unemployment is becoming in-
creasingly structural. The fall in the number of unem-
ployed over the first eight months of the year was in ab-
solute terms the largest to date, and in relative terms the
largest since 2007. The number of registered unem-
ployed stood at 107,935 in August, down 6.0% in year-on
-year terms. The registered unemployment rate has been
falling for a year now, but remains high. It stood at 12% in
July. The fall in the number of long-term unemployed
since the beginning of the year is slightly more than in the
same period last year, although the proportion of total
unemployment that they account for increased in August
to 55%, as a result of the decline in the number of people

Table 2.2: Unemployment and employment
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newly registering as unemployed, the highest figure since
monitoring began in 2005. The deepening of structural
employment is also evidenced in the continual increase in
the number of unemployed people who have been regis-
tered at the Employment Service for more than three
years, who now account for 44% of the total number of
long-term unemployed. The proportion of the unemployed
with tertiary qualifications is also increasing, while in
terms of age groups there were increases in the propor-
tions of those aged 30 to 39, and those aged 50 and
over.

The decline in youth unemployment, which has been
falling in relative terms for almost a year, is encour-
aging, and is partly attributable to the Guarantee for

2010 2011 2012 2013 2014 14Q2 14Q3 14Q4 15Q1 15Q2
in 1,000
Registered unemployed persons 100.5 110.7 110.2 119.8 120.1 120.2 1145 1169 121.6 112.5
Unemployment rate in %
-LFS 73 82 89 101 98 93 93 96 98 92
- registered 10.7 118 120 131 131 131 125 127 132 123
Probability of transition between employ. and unemployment in %
- probability to find a job’ 142 138 132 136 154 178 145 131 179 169
- probability to lose a job? 28 26 28 28 26 22 22 29 31 20
in 1,000
Total employment® 962.1 946.0 937.2 9243 929.6 926.0 940.1 939.0 927.4 940.7
year-on-year growth in %
Persons in paid employ ment 27 20 13 28 06 05 09 13 13 13
Self-employed 07 01 08 49 04 06 06 00 24 26
By sectors
A Agriculture, forestry and fishing 21 24 11 00 -02 01 -01 00 00 00
BCDE Manufacturing, mining and quarrying and other industry 56 -02 11 19 03 02 04 06 07 09
F Construction 91 117 -75 70 11 06 -12 -11 00 14
GHI Trade, accommodation, fransport 22 26 12 13 -03 07 03 08 15 1.8
J Information and communication services 08 03 21 23 26 27 27 30 38 34
K Financial and insurance activiies -08 27 17 28 -214 25 214 24 17 09
L Real estate activities 00 27 14 05 09 00 19 19 19 00
MN Professional, technical and other business activities 23 09 04 22 37 38 41 42 59 44
RST Other activities 11 13 02 60 32 32 35 40 37 37
- mainly private sector (without O..Q)? 30 23 14 16 06 05 09 12 17 18
- mainly public services (O..Q) 22 10 10 06 04 05 05 06 08 07
Total employment* 21 47 09 14 06 05 08 10 15 16

"Newly employed as a share of registered unemployed persons according to Employment Service of Slovenia. The higher the indicator's value,
the better chance of finding a job.

2 Newly registered unemployed due to a job loss as a share of total employment. Calculation is based on Employment Service of Slovenia's data
and registered data of total employment. The higher the indicator's value, the higher chance of losing a job.

3 Employed and self-employed persons.

4 Public administration, education, human health and social work services according to NACE rev. 2.

Source: SORS, Employment Service of Slovenia, Bank of Slovenia calculations.
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Box 2.5: It was mainly large firms that laid off workers during the crisis, while small firms are contributing to

renewed employment growth

Employment on the basis of AJPES reports on the perform-
ance of firms in the private sector fell by 16.4% between 2009
and 2013, of which around two-thirds was accounted for by
the fall in employment at firms employing more than 200
workers. The proportion of employment accounted for by the
largest firms thus fell from 43% in 2008 to 38% in 2014.

Employment rose in 2014, mainly due to hiring at smaller
firms (fewer than 50 employees). Employment at such firms
rose by 4.8%, accounting for 1.9 percentage points of overall
growth in employment in the corporate sector. It is interesting
that despite the economic crisis the number of employees at
the very smallest firms (one to five employees) rose every
year in the period 2003-2014, other than in 2011 and 2012.

Figure 1: Contributions to employment growth by firm size
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Figure 2: Contributions to employment growth by firm size -
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Further evidence of the archetypal developments in which the
main contribution to the fall in employment after 2009 came
from large firms, which were also far behind smaller firms in
the renewed employment growth in 2014, is presented by the
figures broken down by sector. The vast majority (82%) of the
fall in employment in manufacturing between 2008 and 2013
can be ascribed to the largest firms, whose share of net em-
ployment in 2014 was negligible. The proportion of employ-
ment in manufacturing accounted for by the largest firms thus
declined from 56% in 2008 to 50% in 2014. Despite a fall in
overall employment in manufacturing of almost a fifth be-
tween 2008 and 2014, the number of employees at firms with
one to 19 employees increased by 9% over this period.

Figure 3: Contributions to employment growth by firm size -
wholesale and retail trade
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Figure 4: Contributions to employment growth by firm size -
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the Young scheme, although the proportion of un-
employment accounted for by those aged 30 to 39 is
increasing persistently. One of the many reasons is
that funding for active employment policy is being di-
rected to those aged 29 and under or 50 and over, which
is causing a relative increase in unemployment in the 30
to 39 age group. Given the limited funding for active em-
ployment policy, which relates to advice, training and
employment for the unemployed, there is a need for a
national employment and education strategy that ensures
that the education system is producing employable
school leavers.

The total number of people newly registering as un-
employed at the Employment Office is falling, but the
number of those registering as unemployed as a re-
sult of the loss of temporary employment has begun
to rise. The number newly registering as unemployed
over the first eight months of the year was down 6.0% in
year-on-year terms. The largest factors in this decline
were falls of a fifth in inflows from bankruptcies and re-
dundancies, and 17% delcine in inflows of first-time job-
seekers. By contrast, inflows from loss of temporary em-
ployment were up 2.5% during the first eight months of
the year, and were up 7.7% between May and August.

Figure 2.30: The share of unemployed by age
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Inflows from loss of temporary employment between May
and August last year were down 7.1%. This is an indica-
tion that the labour market reforms'" are not having the
desired effects.

Wage developments

Nominal wage growth has aligned with price develop-
ments this year. The average nominal gross wage in the
total economy rose over the first seven months of the
year by just 0.5% in year-on-year terms, comparable to
the second half of 2013. The average wage in the private
sector was up 0.7%. The rise was the result of a rise of
2.1% in wages in primarily export-oriented manufacturing,
and a rise of 2.7% in financial and insurance activities.
After last year's pronounced growth, wages declined sig-
nificantly in the mining sector. Wages in the accommoda-
tion and food service activities sector were also down, by
1.5%. Wages in mostly public services have been rising
moderately in year-on-year terms since the middle of last
year. Wages rose most notably in public administration
and defence, by 1.2%, but were unchanged in education
and health.

Figure 2.31: Total wage bill and average monthly gross wage
per employee
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Source: SORS, Bank of Slovenia calculations.

10 The Guarantee for the Young action plan for 2014 and 2015 aims to improve the position of young people on the labour market. It combines 36
measures from various government departments, the aim of which is to improve youth employability and to help young people activate them-

selves on the labour market.

" The labour market reforms passed on 5 March 2013 incentivised against temporary employment by limiting the chaining of contracts for the
same job to a maximum of two years, introducing severance pay in the event of termination of temporary employment at a level comparable to
severance pay for permanent employment, increasing the employers’ contributions to unemployment insurance on temporary contracts, and
exempting employers from paying this contribution for the first two years after hiring an employee permanently.
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Table 2.3: Labour costs indicators

2010 2011 2012 2013 2014 14Q2 14Q3 14Q4 15Q1 15Q2
in EUR
Average gross wage 1495 1525 1526 1523 1540 1528 1524 1581 1535 1537
nominal year-on-year growth, %
Average net wage 39 21 04 06 08 08 09 09 01 03
Average gross wage 39 20 o1 -01 11 11 13 11 05 06
- mainly private sector (excl. 0..Q)' 50 26 09 07 14 13 14 14 05 09
- mainly public services (0..Q)' 01 00 -22 -23 02 02 11 07 08 02
Average gross wage in manufacturing 89 39 25 28 33 28 31 32 21 23
Average real net wage? 18 01 -23 -13 05 00 08 09 07 12
Labour costs per hour worked? 10 20 03 21 20 22 22 10 24 20
Labour costs per hour worked in manufacturing® 32 19 29 06 37 26 59 32 19 21
Gross wage per unit of output* 04 -04 19 05 13 17 -14 06 07 -04
Gross wage per unit of output in manufacturing* 48 07 40 12 15 16 -21 -34 -39 22
Unit labour costs*$ 06 08 08 02 -13 -20 -12 03 -08 -01
Labour costs per employee® 40 15 40 05 11 07 16 14 04 09
Output per employee 34 24 18 03 25 28 28 18 12 10
Output per employee - manufacturing 143 32 14 16 48 45 53 68 62 46
HICP 219 21 28 19 04 08 01 00 05 -08
GDP deflator 10 11 03 08 08 07 06 06 06 01

1 Public administration, education, human health and social work services according to NACE rev. 2.

2 HICP defiator.
3 Labour costs according to SORS calculations.

4 Unit of output for the total economy is defined as real GDP per person employed, and in manufacturing as real value added per person

employed (both based on national accounts).

5 Labour costs calculated on the basis of employee compensation (national accounts).

Source: SORS, Bank of Slovenia calculations.

Figure 2.32: Total wage bill and average gross wage per employee

y-0-y in %, 3-month moving averages
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Note: Wage bill is calculated as the product of average gross monthly wages
for employees of legal persons who received pay and the total number of
employees of legal persons.

Source: SORS, Bank of Slovenia calculations.
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Growth in employment and wages has also been re-
flected in a rise in the nominal wage bill. The nominal
wage bill over the first seven months of the year was up
2.1% in year-on-year terms, having increased by 2.6% in
the private sector and by almost 1% in mostly public ser-
vices. Deflation meant that growth in the real wage bill
approached 3%.
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3 ‘ Current Account and Competitiveness Indicators

The improved competitiveness of the Slovenian economy has been reflected via current account surplus that
is large, even without consideration of the terms of trade. The cost competitiveness of the export sector is al-
ready significantly ahead of the euro area average, which simultaneously with the geographical diversification
of markets allows for rapid growth in merchandise exports despite the crisis on the Russian market. Export
growth is continuing to outpace import growth, as the impact of the recovery in private consumption on imports
is relatively small for the moment, which is contributing to the generation of a large surplus in merchandise
trade. The surplus of trade in services is also gradually widening; the largest factor is this year’s significant rise
in the number of foreign travellers. The only deficit widening this year is that in primary income, which remains
strongly under the influence of reinvested earnings. The deficit in secondary income remains relatively stable
at the same time, primarily as a result of solid inflows of EU funds.

Slovenia’s competitiveness is continuing to strengthen relative to all major trading partners. The year-on-year
fall in domestic prices increased further, while developments in domestic labour costs were more favourable
than in the majority of the partners from the perspective of export competitiveness. Exchange rate develop-
ments in particular had a positive impact on the competitiveness of euro area countries in the Asian and US
markets.

Current account pOSitiOﬂ Figure 3.1: Currentaccount components

. ) 8 % BDP, 12-month moving sums 8
The current account surplus has remained at a high
level this year, even without consideration of the ; ;
terms of trade. The 12-month surplus exceeded 7% of 5 5
GDP in July, up just over 1 percentage point on a year 44— L4
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Source: Bank of Slovenia.
ECONOMIC AND FINANCIAL DEVELOPMENTS 41 Current Account and Competitiveness Indicators

WITH PROJECTIONS, October 2015



BANKA SLOVENIIE

EVROSISTEM

Figure 3.2: Terms of trade effects on the currentaccount balance
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income, where a large net outflow on the basis of rein-
vested earnings has been forecast for this year, is hold-
ing down the growth in the current account surplus. The
12-month deficit in secondary income remains stable.
The current account surplus would be high even in the
context of neutral terms of trade, and would amount to
just under 6% of GDP.

Merchandise trade

Growth in merchandise exports remains solid, and
significantly above growth in imports. After slowing in
the early part of the year, year-on-year growth in mer-
chandise exports has strengthened again slightly in re-
cent months. It averaged 5.8% over the first seven
months of the year, while growth in merchandise imports
stood at 3.7%. Both figures were comparable to last
year's averages. The merchandise trade surplus thus
continued to widen rapidly. Over the first seven months of
the year it increased by EUR 306 million in year-on-year
terms.

Growth in merchandise exports has increased in re-
cent months as a result of exporters’ increasing fo-
cus on non-traditional markets. The contribution made
to overall growth in merchandise exports by non-
traditional markets strengthened over the three months to
July to around 2 percentage points. Growth in exports to
the US, Switzerland and Turkey was high, although ex-
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Figure 3.3: Goods trade*

y-0-y.in % mio EUR

70 T 700
60 - *3-month mo;/ing sums 600
50 - 500
40 I I 400
30 e 300
20 - | I - 200
10 =t g l 100
0 \ﬁy‘ﬂ& Qi 0
-10 - -100
20 - Dbalance, mio EUR - -200
30 - —exports, y-0-y in % r -300
40 1 —imports, y-0-y in % 400
50 ! -500
2012 2013 2014 2015

Source: Bank of Slovenia.

Figure 3.4: Contributions to export growth by country groups
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port flows to non-traditional markets are highly diversified
in geographical terms. Exporters are thereby demonstrat-
ing their great flexibility in compensating for the loss of
demand on key markets, Russia on this occasion. Ex-
ports to Serbia and to Bosnia and Herzegovina have also
strengthened. The majority of growth remains attributable
to exports to other EU countries, but so far has remained
at lower levels compared with the final quarter of last
year.

This year’s developments in nominal exports have
been profoundly affected by price factors and the
cycle of the domestic automotive industry. The signifi-
cant decline in year-on-year growth in merchandise ex-
ports in the first quarter was largely a reflection of a slow-
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Figure 3.5: Contributions of main BEC groups to export growth
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2015

down in exports of intermediate goods'2 as a result of a
nominal decline in oil re-exports and exports of organic
chemical products and plastics. The latter coincided with
a fall in oil prices on the global market. At the same time
there was a decline in wood exports, most likely as a re-
sult of a base effect. The decline in exports of the afore-
mentioned products had mostly dissipated by the second
quarter, while exports of other major intermediate goods
continued to rise, including various products of the metals
industry and the automotive industry. The contribution
made to exports of consumer goods by automotive ex-
ports is declining, from 4.2 percentage points in the first
quarter to just 0.7 percentage points in July, although it is
gradually being compensated for growth in exports of
pharmaceutical products. Exports of food products in-
creased at the same time. Growth in exports of capital
goods increased in the second quarter, as a result of
positive contributions by most segments of the machinery
industry.

This year’s nominal growth in merchandise imports
is attributable to a base effect in intermediate goods,
unchanged investment, and inventories of merchan-
dise. The contribution made to overall nominal growth in
imports by intermediate goods'® was strongly negative in
the first half of last year, primarily as a result of price fac-
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Figure 3.6: Contributions of main BEC groups to import growth
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tors and a fall in electricity prices owing to high domestic
production. The sharp fall in import prices of various com-
modities (other than oil) was a major factor in the nega-
tive contribution made by imports of various metals and
metal products. Import prices of commodities stabilised in
the second half of last year, and have begun rising in
year-on-year terms this year. As a result of a base effect,
this contributed to an increase in nominal growth in im-
ports of intermediate goods for the purposes of the met-
als industry in the first half of this year. The contribution
made by electricity imports was also positive in the first
half of the year, as a result of a deterioration in hydro
power conditions and the refitting of the nuclear power
station. The effect of the fall in oil prices on nominal im-
ports was particularly pronounced at the turn of the year,
although the contribution made to overall growth in nomi-
nal imports by oil imports has been negative since the
beginning of 2013. Imports of consumer goods began
rising in the second half of 2013, and were primarily di-
rected into inventories, judging by the developments in
domestic demand aggregates. Imports of cars, furniture,
and clothing and footwear strengthened last year, which
coincided with the recovery in final household consump-
tion. Growth in imports of consumer goods has slowed
sharply this year, and the increased consumption in the
second quarter was most likely covered from inventories.

12 Intermediate goods accounted for approximately 55% of total merchandise exports over the first seven months of the year, consumer goods for

34% and capital goods for around 10%.

'3 Intermediate goods accounted for approximately 60% of total merchandise imports over the first seven months of the year, consumer goods for

28% and capital goods for around 12%.
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Growth in imports of capital goods has also slowed
sharply this year, in line with weaker gross fixed capital
formation.

Trade in services

After a temporary year-on-year decline in the first half
of last year, the surplus of trade in services is again
gradually strengthening. The narrowing of the surplus
in the first half of last year was primarily the result of one-
off factors in imports of services, while the renewed
growth is primarily attributable to positive developments
in trade in transport and travel services. Trade in con-
struction services is also generating a large surplus, al-

Figure 3.7: Trade in services*
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Figure 3.8: Services exports
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beit primarily as a result of changes on the import side.
The deficit in trade in business services also narrowed for
similar reasons. The overall surplus of trade in services
over the first seven months of the year widened by EUR
152 million in year-on-year terms.

This year’s overall growth in exports of services re-
mains solid, as a result of extra impetus in travel ser-
vices and the maintenance of high growth in exports
of transport services. Growth in exports of services
strengthened significantly in the second half of last year
as a result of increased growth in transport services. Ex-
ports of construction services and business services in-
creased as well, while exports of travel services in-
creased sharply at the end of the year. Growth strength-
ened further at the beginning of this year, as a result of
increased arrivals of foreign travellers. Alongside con-
struction services and business services, there was also
a jump in exports of telecommunications, computer and
information services. Growth in exports of services
slowed in the second quarter of this year, despite the
maintenance of high growth in exports of transport and
travel services. The main reason was a fall in exports of
telecommunications, computer and information services,
and construction services. Exports of the latter continued
to decline in July. Overall exports of services over the first
seven months of the year were up 5.4% in year-on-year
terms, a higher rate than last year's average growth. Ex-
ports of travel services recorded pronounced growth in
excess of 7%, as the number of arrivals by foreign travel-

Figure 3.9: Services imports
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lers was up 12%, while the number of their overnight
stays was up 8%. Growth in exports of transport services
remained close to last year's level, at just under 8%.

BANKA SLOVENIIE

EVROSISTEM

After declining in the first quarter, imports of services
have strengthened slightly during the remainder of
the year. Growth in imports of services was already slow-

Overall growth in exports of other services slowed
sharply, to just under 2%.

ing sharply in the second half of last year, as a result of a
decline in imports of travel services and business ser-
vices. Imports of services in the first quarter actually de-

Table 3.1: Components of the current account

in 12 months to

2012 2013 2014 Jul14 Jul15 14Q1 14Q2 15Q1 15Q2 Jul.14 Jul.15
in EUR million

Current account balance 930 2,023 2607 2291 2,690 505 666 425 759 307 378

1. Goods -81 708 1,210 832 1,516 281 299 349 429 135 243

2. Services 1,509 1,761 1,736 1,641 1,888 321 443 407 477 191 223

2.1. Transport 633 660 727 694 781 164 188 185 215 74 80
2.2. Travel 1,278 1,345 1,326 1,311 1,406 256 303 286 338 130 147
2.3. Other -401 -243 -315 -363 -299 -99 -48 -63 -77 -13 -4
3. Primary income -271 -172 -87 74 -448 67 -7 -166 -39 37 -58
3.1. Labour income 376 385 420 420 415 94 129 N 126 32 31
3.2. Investment income -890 867 -717 614 -1,020 -109 215 2717 -259 -1 93
3.3. Other income 243 310 209 268 158 83 79 20 93 6 4

4. Secondary income -227 -275 -252 -256 -266  -165 -68 -166 -107 -85 -30

in % of BDP

Current account balance 2.6 5.6 7.0 6.2 71 5.8 7.0 47 7.7 9.5 11.4

1. Goods 0.2 2.0 3.2 2.3 4.0 3.2 3.1 39 4.4 4.2 7.3

2. Services 4.2 4.9 4.7 4.5 5.0 3.7 4.6 4.5 4.8 5.9 6.7

2.1. Transport 1.8 1.8 1.9 1.9 21 1.9 2.0 2.1 22 2.3 24
2.2. Travel 3.6 3.7 3.6 3.6 3.7 3.0 3.2 3.2 34 4.0 4.4
2.3. Other -11 0.7 -0.8 -1.0 -0.8 -11 0.5 0.7 0.8 0.4 0.1
3. Primary income 0.8 0.5 0.2 0.2 -1.2 0.8 0.1 -1.8 0.4 1.1 -1.8
3.1. Labour income 1.0 1.1 1.1 1.1 1.1 1.1 1.3 1.0 1.3 1.0 0.9
3.2. Investment income 2.5 2.4 -1.9 1.7 2.7 -1.3 2.2 -3.1 2.6 0.0 2.8
3.3. Other income 0.7 0.9 0.6 0.7 0.4 1.0 0.8 0.2 0.9 0.2 0.1

4. Secondary income 0.6 0.8 -0.7 0.7 -0.7 -1.9 0.7 -1.8 -1.1 1.7 0.9

nominal year-on-year growth rates in %

Export of goods and services 1.6 24 5.7 3.4 6.6 4.1 3.8 6.0 5.7 53 48
Ex port of goods 1.0 21 6.0 3.2 7.0 43 34 59 6.0 5.6 4.8
Export of services 4.1 41 4.5 3.9 5.1 3.1 5.9 6.5 4.6 39 5.0

Transport 2.9 319 94 6.9 8.9 7.5 9.1 6.1 9.2 9.1 7.9
Travel 1.7 1.5 0.8 2.7 3.8 2.8 21 7.4 71 -1.3 6.9
Other 8.0 7.1 5.0 3.0 3.4 0.0 7.3 6.1 -1.3 7.8 0.2

Import of goods and services 2.3 -1.6 4.3 3.4 &4 43 4.2 41 3.8 6.7 0.7
Import of goods -3.1 -1.7 3.8 2.6 4.0 2.7 2.6 4.9 4.0 6.9 0.6
Import of services 2.8 -1.2 7.5 8.5 0.8 15.5 14.7 -1.1 3.1 5.4 -1.2

Transport -1.6 34 8.8 6.6 5.7 7.2 11.3 0.5 4.0 2.9 8.1
Travel -10.6 4.9 54 4.9 2.2 36.0 19.1 0.4 06 -104 0.5
Other 10.0 -1.6 7.8 10.3 0.1 14.4 14.5 -1.8 4.0 18.7 4.7

Source: Bank of Slovenia.
Note: Shares in GDP are calculated on the basis of monthly estimates of GDP.
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clined in year-on-year terms, albeit primarily as a result of
strong base effects. These were primarily related to the
high growth in imports of travel services, business ser-
vices and construction services recorded in the first half
of last year, which was attributable to one-off factors (the
Winter Olympics, payments for services during the recov-
ery and resolution of the domestic banking system, in-
creased construction of public infrastructure). Imports of
services have strengthened slightly during the remainder
of the year, as a result of increased imports of transport
services and financial services. Imports of services over
the first seven months of the year were merely up just
under 1% in year-on-year terms. Imports of travel ser-
vices were down 0.5% as a result of a fall in estimated
spending in the rest of the world by residents, while im-
ports of transport services were up just over 3%, and
imports of all other services were up just 0.3%.

Primary and secondary income

After narrowing last year,'4 the deficit in primary in-
come has been widening rapidly this year as a result
of net outflows of income on FDI. The deficit in primary
income narrowed by EUR 84 million last year to just EUR
87 million. This was attributable to a year-on-year narrow-
ing of EUR 384 million in the deficit in income on equity to
just EUR 30 million. The narrowing deficit was attributable
to reinvested earnings, which in methodological terms
were disclosed as a positive net inflow in the amount of
more than EUR 450 million, but whose actual value was
the result of the decline in the equity of non-resident firms
in Slovenia being larger than the decline in domestic
firms’ equity in the rest of the world. The decline in equity
was concentrated in the financial sector and, in part, in
the real estate sector. Judging by the current estimate of
reinvested earnings, the decline in non-resident firms’
equity in Slovenia has slowed, while the decline in do-
mestic firms’ equity in the rest of the world has increased,
which contributed EUR 375 million to the year-on-year
deterioration in the primary income position over the first
seven months of the year from a surplus of EUR 97 mil-

lion to a deficit of EUR 263 million. At the same time the
net outflow of dividends declined by EUR 50 million in
year-on-year terms to EUR 149 million, while growth in
net outflows of interest on debt securities slowed as a
result of the improved terms of government financing on
international markets. The net outflow of interest over the
first seven months of the year amounted to EUR 360 mil-
lion. The net outflow of interest on other investments,
predominantly loans, continued to decline, which was
related to domestic banks’ repayments of debt in the rest
of the world and the fall in interest rates. The government

Figure 3.10: Net primary income
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Figure 3.11: Net secondary income
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14 This year’s revision to the balance of payments significantly reduced the deficit in primary income in 2014, as a result of a change of EUR 421

million in reinvested earnings.

15 The forecast for reinvested earnings is based on a three-year average of operating results minus current dividend payments.
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Box 3.1: Recording of reinvested earnings in external statistics

Reinvested earnings are an imputed transaction that is re-
corded in balance of payments statistics under primary in-
come, and is simultaneously a transaction in the financial
account under FDI. According to the Balance of Payments
Manual (BPM6), imputed transactions are only created in
exceptional cases when the transactions are not booked by
economic entities, or need to be eliminated from the sum of
transactions and rerouted to clearly illustrate the underlying
economic relationship.

The logic of reinvested earnings is that the retained earnings
of an economic entity that is under foreign ownership are
attributed to a foreign investor (in proportion to the investor's
equity holding), and are treated as if they had been paid and
then invested in the equity of the economic entity. Because
an essential attribute of FDI is that a foreign investor has
control and a decisive role in the decision on profit distribu-
tion, this imputed transaction discloses the scope of the in-
vestor's decision to reinvest in the controlled enterprise.

Reinvested earnings may be negative or positive. If they are
negative, it means that distributed profits exceeded the net
earnings in the period in question (net profit or loss), or that
the entity in question is operating at a loss.

Inward FDI in Slovenia recorded negative reinvested earnings
over the 2009 to 2014 period at aggregate level, which entails
divestment in the financial account of the balance of pay-
ments (a decline in liabilities from equity belonging to foreign
investors). The balancing transaction in the current account
consists of expenditure of primary income with a negative
sign. The negative reinvested earnings were largely attribut-
able to foreign owners’ losses in firms in the sectors of finan-
cial and insurance activities, real estate activities and con-
struction. By contrast, profit distributions to foreign owners
increased over the aforementioned period in particular in the

sectors of manufacturing, and the wholesale and retail trade,
maintenance and repair of motor vehicles.

A similar situation can be seen on the side of Slovenia’s out-
ward FDI. Outward investors also recorded negative rein-
vested earnings over the 2009 to 2014 period at aggregate
level, thereby reducing equity in the financial account of the
balance of payments (a decline in equity holdings). The bal-
ancing transaction in the current account consists of negative
receipts of primary income. The negative reinvested earnings
were largely attributable to losses in the rest of the world re-
corded by domestic owners in the sector of financial and in-
surance activities. By contrast, the level of profit distributions
to domestic owners was maintained over the aforementioned
period. The largest profit distributions were recorded by inves-
tors in the sectors of manufacturing, and wholesale and retail
trade.

Figure 1: The impact of reinvested earnings on the
currentaccountbalance

3 _EUR billions -3
2 4 -2
11 -1
0 - -0
11 r-1
2 W current account [ -2
;] B current account without reinvested eamnings L,

2007 2008 2009 2010 2011 2012 2013 2014 2015

Source: Bank of Slovenia. (-7)

Table 1: Current account and reinvested earnings of direct investment

EUR millions 2007 2008 2009 2010 2011 2012 2013 2014 f:)175)
Current account 1,451 -2017 -203 43 68 930 2023 2607 1,562
Current account without reinv ested eamings -1,493 -2010 87 72 158 1,016 2,031 2152 1,672
Net reinvested eamings -42 7 20 115 90 86 9 454 10
Expenditures (reinvested earnings on foreign direct investment in Slovenia) 84 18 5 252 85 340 499 646 114
Receipts (reinvested eamings on direct investment of Slovenia in the restofthe world) 125 11 -295 367 175 426 507 -192 -223

Source: Bank of Slovenia.

Note: * Data on reinvested earnings in 2015 are estimated on the basis of a three-year average of total earnings less dividends and other prof-
its, paid in 2015. The estimate will be replaced by actual data by June 2016, when financial statements for 2015 are available.
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Reinvested earnings are a component of primary income that
is a part of current account and contributes to the current
account balance. As is evident from the table and the figure,
in 2007 and 2014 reinvested earnings contributed to a wider
current account surplus (by fully EUR 454 million in 2014),

sector's surplus in primary income over the first seven
months of the year narrowed by EUR 60 million in year-
on-year terms to EUR 125 million. Net taxes of products
are in deficit, while inflows of EU funds for agriculture also
declined. There was no significant year-on-year change
in the surplus in labour income.

The deficit in secondary income widened slightly
over the first seven months of the year.'¢ |t amounted
to EUR 302 million, up EUR 14 million in year-on-year
terms. Only the private sector’s deficit widened in year-on
-year terms, by EUR 23 million to EUR 102 million. The
government sector's deficit narrowed by EUR 9 million
over the same period to EUR 200 million. The govern-
ment sector’s deficit was attributable to payments into the
EU budget on the basis of VAT and gross national in-
come, which over the first seven months of the year were
down EUR 16 million in year-on-year terms. The net in-
flow of EU funds for the implementation of certain com-
mon policies also declined slightly at the same time.

Selected competitiveness indicators

The price competitiveness of exports on markets out-
side the euro area increased, primarily as a result of a
sharp fall in the euro. Slovenia’s harmonised competi-
tiveness indicator against 19 major trading partners out-
side the euro area as measured by the HICP/CPI deflator
recorded its largest decline since 2000 over the first nine
months of the year. This was largely attributable to the
euro’s fall against the Chinese yuan and the US dollar.
The impact of the fall in the euro on the decline in the
aforementioned indicator for the euro area was even
greater, as a result of the larger role played in foreign

while in all the other years they acted to worsen the current
account position, most notably in 2009.

trade by non-euro-area partners, and the corresponding
higher weights in export structure.

The year-on-year fall in domestic prices strengthened
over the first nine months of the year, which again
increased Slovenia’s price competitiveness against
all its major trading partners in the euro area. Only
Greece and Cyprus recorded larger price falls in the euro
area. The harmonised indicator of Slovenia’s price com-
petitiveness against other euro area countries fell again
in year-on-year terms, largely as a result of a greater
price rises in Germany and Austria.

From the perspective of export competitiveness, de-
velopments in unit labour costs (ULCs) in the first
half of the year were more favourable than in the ma-
jority of euro area countries. The year-on-year decline
in ULCs slowed in the second quarter, and came to a halt
when seasonal effects were excluded. This was primarily
attributable to growth in labour costs in manufacturing as

Figure 3.12: Nominal harmonised competitiveness indicator
(vis-a-vis 19 trading partners outside the euro area)
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Source: ECB.

16 Over the longer term the largest factor in the government sector’s position in secondary income is the ability to make use of EU funds for the
implementation of various common policies. In methodological terms these funds are classed as “miscellaneous current government transfers”, in
which the surplus increased sharply in 2010 and 2011, but has been gradually declining in recent years. At the same time the deficit in social
transfers and payments into the EU budget on the basis of VAT and gross national income increased. The widening of the private sector’s deficit
in secondary income since 2010 is the result of a deficit in taxes on income and wealth, and in social security contributions and various types of

insurance.
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Figure 3.13: Harmonised price competitiveness indicators

Figure 3.14: Nominal unit labour costs* in relative terms
(based on HICP/CPI deflators)
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Slovenia’s financial surplus with the rest of the world totalled 6.5% of GDP in the first quarter of 2015, an indi-
cation of the surplus in national saving over investment, whereby saving of corporations has already returned
to its pre-crisis level, but their investment is just over a half of its pre-crisis level. With the exception of the gen-
eral government sector, all the domestic institutional sectors have recorded financial surpluses over the last
two years. The non-financial corporations sector primarily used its surplus to repay debt, while households
directed their surplus into currency and bank deposits. The restoration of confidence in the banks has im-
proved their funding structure, thereby reducing systemic risks. Despite favourable financing conditions and
increasing demand for loans, the banks have remained cautious with regard to investments.

Financing of domestic institutional sec-
tors and the rest of the world

The large surplus in the current account is an indica-
tion of a surplus in national saving over investment.
The domestic institutional sectors’ financial surplus
against the rest of the world increased from 2.8% of GDP
in 2013 to 5.0% of GDP in 2014, and amounted to 6.5%
of GDP on an annualised basis in the first quarter of
2015. Saving remains larger than investment in the non-
financial corporations sector and has already returned to
its pre-crisis level, while investment is just over half of its
level of 2008. The non-financial corporations sector's
surplus remained at the level of 4% of GDP, as non-
financial corporations primarily directed the surplus to
repayment of their debt and improving their financing
structure. Households remain cautious with regard to
consumption. The household sector's surplus has been
increasing since the middle of 2013, and passed 4% of
GDP in the first quarter on an annualised basis, which
primarily turned out as an increase in bank deposits. After
temporarily increasing because of the measures to stabi-
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lise the banking system in late 2013, the financial corpo-
rations sector’s surplus and the government sector’s defi-
cit have returned to a stable level. Financial corporations
recorded a surplus of 2.5% of GDP on an annualised
basis in the first quarter of 2015. The banks, with a sur-
plus of just under 2% of GDP, continued to reduce their

Figure 4.1: Financing of institutional sectors
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total assets. The government sector’s deficit amounted to

Figure 4.3: Financial liabilities of NFCs (S.11) to rest of the world
4.3% of GDP. The rest of the world has recorded a deficit
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2015, particularly vis-a-vis the rest of the world, while 3 - FUR bilfon. quarterly moving sums -3
domestic business-to-business lending continued to de- , | nerease of claims o -,
cline. There was a slight increase in other claims, most decrease of liabilities 1 LA 4
notably claims against the government sector and intra- 1 i 1
sectoral claims, and in loans granted, both business-to- 0 I E 11 i | I i 0
business loans and loans to the rest of the world, while I‘i’l‘} E i
bank deposits remained at their level from the end of -1 el i -1
. . . decrease of claims or
2014. Investments in equity, which account for the largest P increase ofabiltes |
proportion of non-financial corporations’ financial assets, mother B debt securities
declined slightly as a result of negative revaluations. 3 | mmeauly  CIET T 3
Bl |oans ®5 - foreign loans
\ . . TP —total
Non-financial corporations’ liabilities amounted to 4 - el : : -4
EUR 79.2 billion at the end of the first quarter of 2015, 2010 2011 2012 2013 2014 2015
broadly unchanged from the end of 2014, but up Source: Bank of Slovenia, consolidated data.
Figure 4.2: Financial claims towards the rest of the Figure 4.5: Cross EU-country comparison of financial
world - NFCs (S.11) . leverage* of firms
80 - EUR bilon | | | s - 275
mmsecurities other than shares 250 ~ SN | 250
704 N mmcash and deposits L 70 _/—f
insurance technical reservations 225 225
Bl|oans L S IS S — 15 EU members with higher leverage L
60 mmother claims and liabilities 60 200 than EA average in Q1 2015 A
50 m=shares and other shareholders' capital | 17—t T - 175
—total i
T -~ 150 A~ 150
40 T 40 125 _f_ /—\-\ L 125
| _ A I
30 3 100 100
75 75
—DK - lowest B N
) ) ] =i 10 EU members with lower | I
| =—FEA N members with lower leverage L
10 1 | - 10 2 =G| than EA average in Q1 2015 e
0 0 0 | | | 0
- o e S o o 2007 2008 2009 2010 2011 2012 2013 2014 2015
° Source: ECB, Bank of Slovenia calculations.
Source: Bank of Slovenia. Note: * Debt to equity ratio.
Financing 52 ECONOMIC AND FINANCIAL DEVELOPMENTS

WITH PROJECTIONS, October 2015



BANKA SLOVENIJE

EVROSISTEM

Figure 4.6: Cross EU-country comparison of Figure 4.7: Financial assets of households (S.14 and S.15)
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EUR 1.7 billion on the end of 2013. The figure was

Figure 4.8: Interest rates on household deposits, by maturity
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35 percentage points less compared to the peak in the
second quarter of 2010. The corporate indebtedness indi-
cator as measured by the ratio of debt to GDP stood at
73%, less than the euro area average.
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In addition to caution, the lowering of interest rates
remains an additional factor in the shortening of av-
erage deposit maturity. Interest rates on deposits of all
Household financial assets and financing maturities fell last year in Slovenia and in the other euro

area countries. With the additional ECB measures, the
Household financial assets amounted to gy has continued this year. Interest rates on short-term
EUR 39.7 billion at the end of the first quarter of 2015, deposits in Slovenia stay below the euro area average,
exceeding the end of 2013 for EUR 3.0 billion. House-  ypjle by contrast interest rates on medium-term and long-

holds remain cautious with regard to consumption, and  term deposits in Slovenia remain above the euro area
are primarily investing their surpluses in currency and average.

deposits. The increase in household deposits is an indi-
cation of the increased confidence in the domestic banks.
The majority of deposits are still sight deposits, an indica-
tion of households’ prudence.

Despite the favourable financing situation, house-
holds have not undertaken additional borrowing, and
remain among the least-indebted in the euro area.
Household financial liabilities amounted to just over EUR
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Figure 4.9: Cross country comparison of household
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12 billion at the end of the first quarter of 2015, virtually
unchanged over the last two years. The stock of bank
loans as the most important form of household borrowing
also remained unchanged in the first quarter.'” Household
indebtedness in Slovenia thus remains low, and is barely
half of the euro area average.

Bank funding and investments

Debt repayments on foreign markets and the in-
creased confidence in the banking system are bring-
ing a gradual improvement in the structure of bank

Figure 4.10: Financial liabilities of banks* (S.122 and S.123)
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funding. With a gradual rise in deposits by the non-
banking sector, particularly households, is restoring the
confidence in the domestic banks. Because deposits are
the most reliable and stable source of bank funding, the
systemic risks associated with refinancing on foreign mar-
kets are also diminishing. In the first quarter of this year
the banks succeeded in repaying a part of the liabilities to
the ECB, which as a ratio to total assets are now below
their pre-crisis level, while loan liabilities to domestic and
foreign banks have also declined. The structure of bank
funding has altered significantly in the last year, and is
becoming similar to that seen before the period of in-
creased borrowing in the rest of the world by the banks.

Despite favourable financing conditions, the banks
have remained cautious with regard to investments.
The banking sector's financial assets amounted to
EUR 41.8 billion at the end of the first quarter of 2015,
EUR 0.5 billion less as at the end of 2014. This was the
result of a decline in deposits (in the rest of the world and
at the central bank), a decline in investments to debt se-
curities (government securities in particular), and a de-
cline in loans granted (between banks in particular). De-
spite the fall in asset interest rates and the narrowing
spread with average euro area interest rates, the banks’
credit standards remain a strong limiting factor on the
supply side.

Figure 4.11: Financial assets of banks* (S.122 and $.123)
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17 Household loans began increasing in year-on-year terms after the first quarter. In addition to the continuing growth in housing loans, there is

also a reversal of the negative dynamic in consumer loans.

Financing

54

ECONOMIC AND FINANCIAL DEVELOPMENTS
WITH PROJECTIONS, October 2015



Box 4.1: Bank performance in the first half of 2015

The pace of contraction in the Slovenian banking system'’s
total assets has strengthened slightly in 2015. The ongoing
contraction in wholesale funding increased in the second
quarter of this year as issued debt securities matured at sev-
eral banks. Growth in deposits by the non-banking sector
slowed, while the average maturity of deposits has shortened
in the situation of low deposit rates, which is reducing the
stability of this source of bank funding. Household lending has
been recording positive growth since May of this year, while
the contraction in corporate lending is maintaining the same
pace, but is not worsening. The quality of the credit portfolio
has remained stable this year, with further reductions in both
classified claims and claims more than 90 days in arrears.

The year-on-year contraction in loans to the non-banking
sector has gradually slowed in 2015, reaching 10.1% in July,
or 7.5% if the transfers to the BAMC at the end of last year
are excluded. The amount of new long-term corporate loans
over the first seven months of this year was similar to the
same period last year, while the amount of short-term corpo-
rate loans was down just under a third. The banks’ high credit
standards on corporate loans have remained unchanged
(according to the BLS), while demand for corporate loans is
continuing to increase. Interest rates on loans of up to
EUR 1 million fell by 1.3 percentage points over the first
seven months of the year, more than the fall over the whole of
last year (1.1 percentage points). which is increasing Slove-
nian banks’ competitiveness relative to the rest of the euro
area.

Figure 1: Loans to non-financial corporates
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Household loans have been increasing since May of this
year, year-on-year growth reaching 0.3% in July. The growth
in household loans is the result of stable growth in housing
loans, while the pace of the contraction in consumer loans is
slowing. The banks slightly relaxed their credit standards on
both consumer loans and housing loans in the second quarter
of this year, and there were reports (BLS) of increased de-
mand for both types of loan for the first time after a long pe-
riod of decline.

Non-performing claims (those more than 90 days in arrears)
remained stable over the first six months of the year at an
average level of 11.5% of the banking system’s total classi-
fied claims, and then declined to 11.1% in July. Given the
relatively low quality of the claims against these clients, the
banks are continuing to reduce their exposures to them, al-
though they are improving the quality of the remaining part of
the portfolio via forbearance and, in part, via write-offs of non-
performing claims. The most notable declines in non-
performing claims against non-financial corporations in terms
of stock and proportion were recorded by firms in manufactur-
ing (down 2.6 percentage points at 9.8%) and wholesale and
retail trade (down 2.5 percentage points at 15.9%), which this
year are contributing most to economic growth.

Debt repayments on the wholesale markets over the first
seven months of this year were up significantly in year-on-
year terms, as a result of the increased maturing of debt se-
curities at the large domestic banks. During this period the
banks under majority foreign ownership in particular contin-
ued repaying liabilities to banks in the rest of the world with

Figure 2: Non-performing claims
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the same intensity. The proportion of total funding accounted
for by funding on the wholesale markets stood at just 12.2%
in July, merely a third of the figure at the end of 2008.

Growth in deposits by the non-banking sector has been posi-
tive this year, albeit with a slower dynamic. The rate stood at
just 1.2% in July. The government sector's overnight place-
ments and corporate deposits have been the main factors in
the fluctuation in the stock of deposits by the non-banking
sector. Growth in household deposits is also slowing, but was
still 3.3% in July. Low deposit interest rates are acting to
shorten the average maturity of these deposits. The propor-
tion accounted for by sight deposits had risen to 54% by the
end of July, up 6 percentage points on the end of 2014.

The net interest margin on interest-bearing assets has main-
tained a ftrend of decline, albeit very slow, and it remains
above 2%. The interest margin calculated on interest-bearing
assets over the 12 months to July stood at 2.12%, while the
margin on total assets was 2.02%. The banking system’s net
interest income has continued to decline, but the contraction
in total assets means that the decline in the net interest mar-
gin is smaller than it might otherwise have been. The margin
at the banks under majority foreign ownership is around 2%,
while the margin at the banks under majority domestic owner-
ship is 0.2 to 0.3 percentage points higher.

The net interest margin has again become a significant factor
in the banks’ profitability, in a situation of stability in the ratio
of impairment and provisioning costs to total assets and a
decline in operating costs. After a rise in the net interest mar-
gin at the beginning of the recovery and resolution process
and the stabilisation of the situation, following which the struc-
ture of the banking portfolio improved, the banks’ asset inter-

Figure 3: Household deposits
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est rates have for some time remained at the levels attained,
while the liability interest rates have continued to decline. The
proportion of deposits by the non-banking sector accounted
for by (unremunerated) sight deposits has increased sharply
over the same period.

In an environment of persistently low interest rates, the banks
are increasingly facing downward pressures on the interest
margin in the future. On the asset side these pressures com-
prise a contraction in lending activity, a fall in asset interest
rates, and the maturing of the portfolio of debt securities,
which the banks will have to replace with lower-yielding in-
vestments in the coming years. By contrast, the banks are
constrained in making further reductions in interest expenses,
the level of liability interest rates having already fallen sharply,
while the proportion of sight deposits is higher.

The banks recorded a solid pre-tax profit over the first seven
months of this year. It amounted to EUR 182 million, and was
attributable to reduced impairment and provisioning costs.
The banking system’s gross income over the first seven
months of the year was down 9.7% in year-on-year terms, as
net interest declined by 10.6% and net non-interest income
declined by 8.2%. Interest expenses were down 40%, while
interest income was down 22%.

As the trend of declining net interest income was maintained,
the increased profitability in the banking system was attribut-
able to the decline in impairment and provisioning costs,
which were just half of those in the same period last year.
Operating costs were down 1.2% in year-on-year terms. The
ratio of operating costs to average total assets increased
slightly, as a result of the faster contraction in total assets.
The banks recorded a pre-tax ROE of 7.5%.

Figure 4: Bank performance indicators
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Domestic financial market

The cumulative volume of trading in shares on the
Ljubljana Stock Exchange over the first eight months
of this year amounted to EUR 221 million, down
44.2% in year-on-year terms. The negative trend in the
volume of trading in shares is having a negative impact
on the turnover ratio, which has fallen sharply over the
recent period. Shares in five issuers were delisted from
the stock exchange over this period, while there were no
new issues. The market capitalisation of the delisted issu-
ers amounted to EUR 269.2 million at the end of last
year. The delisting merely had a minor impact on the
market capitalisation of shares on the domestic stock
exchange, which declined by 13.0% over the first eight
months of the year to EUR 5.4 billion. This was largely
attributable to the fall of 11.7% in the SBI TOP, Slove-
nia's main share index, as a result of adverse develop-
ments on international capital markets. The SBI TOP lost
5.7% in July and August alone. The proportion of invest-
ments in shares held by non-residents stood at 25.3% at
the end of August.

The volume of trading in bonds on the Ljubljana
Stock Exchange over the first eight months of this
year amounted to EUR 32.3 million, down 31.8% in
year-on-year terms. The market capitalisation of bonds
increased by 7.7% over the first eight months of the year

BANKA SLOVENIIE

EVROSISTEM

Figure 4.12: Market capitalisation on the LJSE in EUR billion and
annual turnover ratios (TR)

in EUR billion in %
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to EUR 18.9 million. During this period three new Slove-
nian government bonds were issued on the domestic
market with a total nominal value of EUR 2.55 billion, and
maturities of 10, 20 and 30 years. Given that the state
budget borrowing requirement for 2015 had been cov-
ered by the 20-year bond issued in March, with the two
subsequent bond issues (in the second half of July) Slo-
venia has continued its pre-financing of the budget bor-
rowing requirements for 2016. Four more bonds with a
total nominal value of EUR 189.8 million were issued on
the Ljubljana stock exchange in July and August.
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5 ‘ Public Finances

This year the key target in the fiscal realm is permanently eliminating the excessive general government defi-
cit, and thus abrogating the excessive deficit procedure. This is a prerequisite for Slovenia to move from the
corrective arm to the preventive arm of the Stability and Growth Pact, where a country is required to pursue an
improvement in its structural fiscal position. The country will also be subject to a transitional period in the debt
reduction benchmark. This means that the key for the remainder of the year is maintaining a fiscal policy that
ensures that the deficit is less than 3% of GDP, and taking measures within the framework of the adoption of
the budgets for 2016 and 2017 to further improve the structural position.

The general government debt is forecast to reach 84.0% of GDP by the end of the year. This year’s increase
again reflects also borrowing in order to increase cash buffers for future debt repayments. The high level of
debt means that a large part of resources is needed for interest payments, and therefore cannot be used for
other purposes. This year’s borrowing has been undertaken at lower interest rates due to the favourable mar-
ket situation, and the government has also borrowed via bonds with very long maturities, 30 years in the case
of the longest.

The risks in the fiscal realm are related to macroeconomic developments potentially being less favourable than
those expected when the fiscal plans were prepared, to the upward pressure on expenditure from various in-
terest groups, to potential one-off factors, and to the high level of implicit and potential obligations.

General government deficit tors on the basis of a judgment by the European Court of
Human Rights in the amount of 0.7% of GDP, and capital
transfers for covering past corporate losses and net pur-
chases of real estate in the amount of 0.3% of GDP,18
while the concession fees for the mobile telephony radio
spectrum narrowed the deficit by 0.2% of GDP. Interest is
forecast at 3.0% of GDP this year, which means that a
minimal primary surplus is forecast for the year according
to the plans. According to the European Commission’s
forecasts from May of this year, the general government
deficit across the euro area is expected to stand at 2.0%
of GDP, less than the figure for Slovenia.

According to government plans, the general govern-
ment deficit is forecast to reach 2.9% of GDP this
year. A primary surplus is forecast again, after seven
years of deficit. Alongside the minor negative impact
of one-off factors, the narrowing deficit is a conse-
quence of the improved economic situation. In 2014
one-off factors widened the general government deficit by
1.7% of GDP. The factors that widened the deficit in-
cluded the recapitalisation of Abanka and Banka Celje
(0.9% of GDP), the recognition of liabilities to LB deposi-

18 The latter relates to BAMC transactions in the process of consolidating the bad loans. Transactions in the form of capital transfers increased the
general government deficit by EUR 61 million in 2014, and by EUR 82 million in the first half of 2015. The capital transfers are a consequence of
debt-to-equity conversions.
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Table 5.1: General government deficit and debt in Slovenia 2012-2019

SORS Dratt Budgelary Stabillty Programme EC

IS Plan SOl [FIC ety =5
as % BDP 2012 2013 2014 2015(1-6) 2014 2015 2015 2016 2017 2018 2019 2015 2016
Revenue 445 453 449 438 453 444 447 431 425 420 415 448 434
Expenditure 486 60.3 498 476 497 472 476 453 443 434 424 477 46.2
of which: interest 20 26 32 32 3.3 3.2 31 29 26 25 24 31 29
Net lending (+) / borrowing (-) 41 -150 -50 -38 44 28 29 23 18 14 09 29 28
excl. support to fin. Institutions -39 49 40 -38 35 28 29 23 -18 -14 09 29 28
Structural balance 28 24 22 -6 -13 -10 -08 24 29
Debt 537 70.8 808 808 822 82 816 787 796 794 782 815 817
Real GDP (growth, %) 27 11 30 27 2.0 1.6 24 20 21 22 22 23 21

Source: SORS (realization), Ministry of Finance — Draft Budgetary Plan 2015 (October 2014) and Stability Programme (April 2015), European

Commission (EC, May 2015).

General government revenues increased in the first
half of the year, primarily as a result of the improved
economic situation. Revenues were up 3.6%, and pri-
marily reflect the improved situation on the labour market,
which has also been reflected in slightly higher growth in
private consumption this year. The largest increase was
recorded in indirect taxes, which were up 4.7%, however
VAT revenues recorded slightly lower growth. Rises in
excise duty rates have also brought increased inflows.
Other factors behind the increased revenues from indirect
taxes are the rise in carbon dioxide emissions tax, and
the rise in the tax on financial transactions and insurance
services. Revenues from personal income tax were up
0.5%, while revenues from corporate income tax were up

Figure 5.1: General governmentrevenue

contribqtions to year-on-year growth in p.p.
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Source: SORS, Bank of Slovenia calculations.
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just over 12%. At 3.3%, growth in net social security con-
tributions was higher than growth in personal income tax
because of the introduction of health and pension insur-
ance contributions for students, which have been payable
on income from student work since February 2015.

General government expenditure (after the exclusion
of one-off factors) in the first half of the year was up
slightly in year-on-year terms, primarily as a result of
further growth in interest expenditure, while the
changes in the other major categories of expenditure
were minor. General government expenditure in the first
half of the year was up 2.3% in year-on-year terms, or up
0.7% after one-off effects have been excluded. Interest
expenditure was up 6.6%. Government investment in the

Figure 5.2: General government expenditure (excluding
support to financial institutions)
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Box 5.1: Public finance developments according to cash flow methodology, January to July 2015

The consolidated general government deficit is narrowing this first seven months of the year, having narrowed by EUR 184
year, most notably as a result of higher revenues from taxes million in year-on-year terms, and according to the provisional
and contributions. It amounted to EUR 760 million over the figures revenues from taxes and contributions continued to
rise in August, before declining in September as a result of

Figure 1: Public finance developments the timing of excise duties inflows. Primarily as a result of

_ Year-on-year growthin %, national methodology higher taxes and contributions, and inflows from the EU
budget, the state budget disclosed a surplus in August, a year
-on-year improvement of EUR 145 million. The movements in
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i | 3 W m 4 EUR 48 million year on year). Non-tax revenues are down on

L last year, primarily as a result of the absence of last year's
.3 one-off revenues from the concession fees for the mobile
4 telephony radio spectrum and a decline in the inflow from the
5 surplus of the single treasury account.
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Table 1: Consolidated general government (GG) balance*

2014 last 12 months to Jul. 15 2014 2015 Jan.-Jul. 15
Jan.-Jul. Jan.-Jul.

EUR millions % GDP y-0-y, % EUR millions y-0-y, %
Revenue 15,494 15,697 41.4 3.0 8,715 8,918 23
Tax revenue 13,193 13,563 35.7 4.1 7,494 7,864 4.9
- goods and services 5,191 5,317 14.0 2.3 2,960 3,086 4.2
- social security confributions 5,272 5,378 14.2 34 3,043 3,149 35
- personal income 1,916 1,947 5.1 2.8 1,081 1,112 3.0
- corporate income 468 547 1.4 22.3 217 356 28.3
From EU budget 1,040 1,087 29 16.7 438 486 10.8
Other 1,261 1,046 2.8 -18.2 783 568 -27.5
Expenditure 16,755 16,774 44.2 21 9,659 9,678 0.2
Current ex penditure 7,043 7,088 18.7 4.2 4,132 4,178 1.1
- Wages and other personnel 3610 3,609 95 0.2 2127 2127 0.0

expenditure (incl. contributions)
- purchases of goods, services 2,233 2,212 5.8 0.8 1,278 1,258 -1.6
- interest 1,097 1,118 29 24.4 677 698 31
Current fransfers 7,592 7,571 19.9 -1.0 4,550 4,529 0.5
- ransfers to individuals 6,33 6,354 16.7 0.1 3,775 3,794 05
and households

Capital expenditure, transfers 1,717 1,713 4.5 10.0 692 689 -0.5
To EU budget 403 402 1.1 2.8 284 283 0.4
GG surplus/deficit -1,261 -1,077 -2.8 -944 -760

Source: Ministry of Finance, Bank of Slovenia calculations.
Note: * Consolidated central government budget, local government budgets and social security funds (pension and disability insurance fund and
health insurance fund) in cash accounting principle.
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Overall growth in revenues over the first seven months of the
year stood at 2.3%, primarily as a result of a decline in non-
tax revenues, while growth in revenues from taxes and contri-
butions stood at 4.9%. There were several factors behind the
revenue growth. First, the favourable situation on the labour
market has been reflected in higher inflows of social security
contributions and personal income tax, while indirect taxes
are also increasing via the impact of household consumption.
Second, good corporate performance in 2014 resulted in an
increase in settlements of corporate income tax, while tax
prepayments were also higher than last year. Third, certain
tax rates and levies have been raised (e.g. tax on financial

first half of the year was down just over 1% on the same
period last year, despite a major increase having been
planned for 2015. An increase in investment is thus ex-
pected in the second half of the year, as the inflow of EU
budget funds on the basis of the 2007-2013 financial per-
spective comes to a close. Expenditure on employee
compensation declined slightly and the number of em-
ployees remained unchanged in year-on-year terms,
while expenditure on intermediate consumption increased
by just over 1%. Expenditure on social benefits again
declined slightly, this time by 0.3%. The year-on-year rise
in the number of pensioners has slowed significantly this
year to around 0.5%, while pensions have not been
aligned with wage growth or inflation. Unemployment
benefits declined significantly, as a result of the improved
situation on the labour market and decrease in eligibil-
ity.!® By contrast, payments to ensure social security in-
creased.

General government debt and govern-
ment guarantee

The general government debt remained at 80.8% of
GDP at the end of the first half of the year. The gov-
ernment took advantage of the favourable situation
on the financial markets to pre-finance obligations
falling due next year. The general government debt
amounted to EUR 30,595 million or 80.8% of GDP at the
end of June, up EUR 462 million on the end of last year.
It will rise further by the end of the year, reaching

services, increased taxation of student work). Revenues from
the EU budget over the first eight months of the year were up
EUR 90 million in year-on-year terms.

The rise of 0.2% in general government expenditure contin-
ues to reflect growth in interest expenditure, which however
was very slow compared with last year. Interest expenditure
over the first seven months of the year was up 3.1% in year-
on-year terms. Expenditure on goods and services and on
subsidies was down, while transfers to individuals and house-
holds increased slightly as a result of higher payments to
ensure social security.

EUR 32,375 million or 84.0% of GDP according to Minis-
try of Finance forecasts. The majority of borrowing over
the first nine months of the year was undertaken via bond
issues. A 20-year bond with a nominal value of
EUR 1 billion and a coupon rate of 1.5% was issued in
March. Issues of 10-year and 30-year bonds followed in
July and August. The issuance of the 10-year bond
amounted to EUR 1.25 billion and a coupon interest rate
was 2.125%, while the issuance of the 30-year bond
amounted to EUR 300 million at an interest rate of
3.125%. The 30-year bond issue was increased to
EUR 575 million in September. The bond issues were
related in part to the pre-financing of financing needs
falling due in 2016. In addition to the bond issues, budget
borrowing was also undertaken via loans and treasury bill
issues, although the amounts were significantly smaller
than the bond issues (just under EUR 700 million over the
first nine months of the year). According to the consoli-
dated general government figures, around EUR 2.1 billion
of debt was repaid over the first seven months of the
year, while the government's deposits at banks were re-
duced by EUR 83 million.

Government guarantees and sureties declined
slightly. They amounted to EUR 7,973 million or 21.1%
of GDP at the end of June, down around EUR 300 million
on the end of last year. The majority of the decline was
related to the maturing of two bank bonds and loans
raised by DARS d.d., all liabilities having been settled by
the borrowers. A portion of the guarantees in the amount
of 6.5% of GDP is included in the general government

19 At the end of June only approximately a fifth of the unemployed were entitled to benefits, while an average of just over 22% of the unemployed

were entitled to benefits last year.
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debt (a portion of the guarantees for the EFSF and the
BAMC bonds), for which reason the potential increase in
the debt from guarantees being called is actually lower
than the aforementioned total guarantee amount. Accord-
ing to the state budget figures, just over EUR 5 million of
guarantees were called over the first eight months of the
year, while repayments of government guarantee calls in
the past amounted to almost EUR 23 million. The latter
were mostly related to the repayment of a guarantee that
was called last year for the two banks undergoing the
orderly wind-down process.

The required yield on 10-year Slovenian government
bonds remained at a relatively low level in the third
quarter. The main story of the summer months was the
situation in Greece (negotiations on a new bailout, the
resignation of the Greek prime minister), which put up-
ward pressure on the required yields on the bonds of
euro area periphery countries on the financial markets.
After the aforementioned uncertainty diminished, the
yields returned to their previous levels. The yield on
10-year Slovenian government bonds was around 1.9%
in September and the spread over the benchmark Ger-
man bond was averaging 121 basis points over the
month.

Forecasts for general government deficit

This year’s key target in the fiscal realm is to elimi-
nate the excessive general government deficit. Slove-
nia has been in the excessive deficit procedure since
2009, and according to plans is set to reduce the deficit
by the stipulated deadline of 2015. Under the revision to
the state budget for 2015 adopted in February of this
year, a deficit of 2.9% of GDP was forecast. In the Octo-
ber report on the general government deficit and debt,
this year’s general government deficit is also forecast at
2.9% of GDP, while the debt is forecast to stand at 84.0%
of GDP at the end of the year.

After the elimination of the excessive deficit, in ac-
cordance with the preventive arm of the Stability and
Growth Pact Slovenia will have to pursue the appro-
priate fiscal structural improvement. The preventive
arm of the Stability and Growth Pact sets a structural
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Figure 5.3: Spreads on 10-year governmentbonds as
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Figure 5.4: Public finance structural balance
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adjustment benchmark of 0.5% of GDP for meeting the
medium-term budgetary objective. Given that Slovenia’s
debt exceeds 60% of GDP and that the output gap is
estimated to be less than 1.5% of GDP in 2015 and is
forecast to remain so, a slightly larger structural improve-
ment of 0.6% of GDP will be required. According to the
European Commission’s latest forecasts of May 2015, the
general government sector's structural deficit stood at
2.5% of GDP in 2014 and is forecast to decline to 2.4% of
GDP in 2015. Slovenia’s medium-term objective is a bal-
anced structural position, which means that further struc-
tural adjustments are required to meet this objective. The
National Assembly adopted the Fiscal Rule Act on the
basis of Article 148 of the Constitution. It pursues the
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aforementioned commitments, and also regulates the
establishment of the Fiscal Council. The procedure for
selecting members of the Fiscal Council, which is ex-
pected to play a major role in monitoring and analysing
fiscal policy and issuing recommendations, is currently in
progress.

Under the draft budgets for 2016 and 2017, the gov-
ernment is planning to further reduce the general
government deficit. The government adopted the draft
state budgets for 2016 and 2017 on 20 September 2015.
The deficits are forecast at 1.98% of GDP in 2016 and
1.74% of GDP in 2017, according to the cash flow meth-
odology. According to the ESA methodology, the deficits
are forecast at 2.24% of GDP and 1.75% of GDP. The
principal measures to reduce the deficit include a planned
agreement with public sector trade unions with regard to
restraints on wage expenditure, the maintenance of cur-
rent VAT rates as a permanent measure, the extension of
certain measures in the area of social transfers, an
agreement with the municipalities with regard to the local
government funding, and an agreement on pension ad-
justments. In both years there is significantly less funding
earmarked for investment expenditure, which is related to
the slow start of drawings from the new 2014-2020 Euro-
pean financial perspective. The reduction of the general
government deficit is relieved by an economic situation
that is better than previously expected. Given that eco-
nomic situation is subject to risk, cautious planning of
general government expenditures is needed.

There are various risks to the realisation of the
planned targets. Throughout the projection horizon the
risks are related to the potential deterioration in the mac-
roeconomic situation and the adverse impact of one-off
factors (e.g. the refugee crisis, BAMC transactions). The
risks are particularly large this year, given the size of the
forecast deficit, which is only marginally below the refer-
ence value of 3% of GDP. There is also the uncertainty
related to the calculation of the deficit under the
ESA 2010.20In light of the improved economic situation,
there are pressures to end certain austerity measures.
The wage agreement only applies until the end of 2015,
after which temporary measures would have to be re-
laxed.2' The agreement releases promotions in Decem-
ber 2015 (first payment in January 2016) that are esti-
mated at EUR 180 million, or just over 4% of employee
compensation. The release of other wage elements
would entail an even more significant increase in wage
expenditure, although the government wishes to ensure
that growth remains low by means of the extension of the
measures and/or additional measures. The uncertainty is
also related to the agreement to end or extend certain
measures in the area of social transfers in 2016, in light
of the economic growth recorded in 2014. The govern-
ment is proposing a rise in cash social assistance, a rise
in the limit for government scholarship, a rise of 10% in
child benefit in the fifth and sixth bands, and for pension-
ers an extraordinary pension increase of 0.7% in January
2016 and the maintenance of the annual allowance at
this year’s level.

20 The uncertainty surrounding the calculation under the ESA 2010 is partly related to information (e.g. personal income tax and corporate income
tax annual settlements, final accounts) that will only be available after the end of the budgetary year.

21 The measures include reductions in wage classes, the freezing of ordinary performance-related pay, reduced performance-related payments for
workload, lower annual leave allowance and lower premiums for collective supplementary pension insurance.
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6 \ Price Developments

The decisive factor in this year's moderate deflation is the fall in oil prices on global markets. Prices of other
commodities are also falling, which is additionally impeding the meeting of the monetary policy target, which is
defined as an inflation rate of close to but below 2%. The fall in commodity prices is reducing firms’ input costs,
which in conjunction with the alignment of wage growth with deflation is reducing pressures on prices of final
products. At the same time the impact of the fall in the euro caused by the ECB’s quantitative easing is still
relatively small for the moment. However, falling prices of refined petroleum products have freed a portion of
household income, thereby contributing to growth in private consumption, which has perhaps already been
reflected in a slight rise in core inflation. Inflation across the euro area is meanwhile fluctuating around zero,
although core inflation is significantly higher than in Slovenia, primarily as a result of the higher level of domes-
tic consumption.

Structure of price developments prices of unprocessed food. The deflation continues to be
maintained primarily by the fall in energy prices as a re-
The fall in prices slowed slightly in the third quarter gt of |ow global oil prices. There were no other major

of this year. This was primarily attributable to a smaller  changes in the structure of price developments.
fall in prices of non-energy industrial goods and a rise in

Figure 6.1: Inflation in Slovenia and euro area
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level of final domestic consumption and investments.
Average year-on-year growth in the two other core infla-
tion indicators in the third quarter was also significantly
less than the euro area average.

The low core inflation is the result of both supply-
side and demand-side factors. The recovery in the la-
bour market is based on uncertain forms of employment
with low income. The rise in employment and moderate

deflation caused that the real wage bill over the first
seven months of this year nevertheless increased further,
while the fall in prices of refined petroleum products is
contributing to an increase in real disposable income.
Together with rising consumer confidence this has
brought a slight strengthening in final consumption.
Households nevertheless remain cautious, and are main-
taining a high level of saving. There are no signs of any

major upward pressure on prices on the supply side: pro-

Figure 6.2: Core inflation in Slovenia and euro area ductivity growth is still outpacing wage growth, while

30 Joyin% 3.0 firms’ input costs are continuing to fall.
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Qil prices on global markets fell further in the third
quarter, increasing the year-on-year fall in energy
prices. After falling sharply in the early part of the year,
oil prices on global markets rose slightly in the second
quarter, although the maintenance of unchanged pump-
ing in the wake of declining demand led to further price
falls in the summer months. This was a major factor in the
additional year-on-year fall in energy prices, and was the
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Table 6.1: Breakdown of the HICP and price indicators

weight ~ average year-on-year growth, % year-on-year growth in quarter, %
2015 2011 2012 2013 2014 2015 2Q14 3Q14 4Q14 1Q15 2Q15 3Q15
HICP 1000% 21 28 19 04 -07 08 01 00 05 -08 -08
Breakdown of HICP:
Energy 142% 88 90 18 -4 -70 02 -15 20 -75 -64 -79
Food 229% 48 47 49 08 09 07 03 06 07 11 12
processed 159% 50 47 36 18 1.1 24 17 11 14 07 04
unprocessed 7.0% 43 45 76 15 07 28 26 07 06 20 28
Other goods 26.5% -09 -02 09 -10 -09 06 -13 -14 -08 -11 00
Services 3%3% 00 15 22 18 11 23 15 15 17 04 05

Core inflation indicators:

868% 10 18 19 07 04 09 03 04 07 01 05
787% 07 15 14 09 04 13 06 05 08 00 03
629% 04 07 09 06 02 10 04 03 07 02 03

HICP excl. Energy
HICP excl. energy and unprocessed food
HICP excl. energy, food, alcohol and tobacco

Other price indicators:

Industrial producer prices on domestic market 38 10 03 -11 -02 14 11 -08 03 00
GDP deflator 11 03 08 08 03 07 06 06 06 0.1
Import prices1 57 21 45 41 07 12 11 03 -14 01

Source: SORS, Eurostat, Bank of Slovenia calculations.
Note: ' National accounts figure.
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main reason for the deflation in Slovenia. The year-on-
year fall in energy prices increased by 1.5 percentage
points to 7.9% in the third quarter, and made a negative
contribution of 1.2 percentage points to inflation. The
largest year-on-year fall was recorded by prices of refined
petroleum products and gas. In the energy category elec-
tricity prices were alone in recording a year-on-year rise
over this period, the contribution for more sustainable
production of electricity having risen in August.

Despite a fall in food prices on global markets, year-
on-year growth in food prices remained unchanged in
Slovenia in the third quarter. This was attributable to
the expected year-on-year rise in prices of unprocessed
food, as a result of a low basis. Growth in unprocessed

Figure 6.3: Energy prices

growth rates in %

= S|ovenia, m-0-m (rhs)

——
A
3]

-15 1 =——Slovenia, y-0-y
-=-EA,y-0y
-20 - : : - 6.0
2012 2013 2014 2015
Source: Eurostat, Bank of Slovenia calculations.
Figure 6.4: Contributions to energy inflation
15 percentage points - 15
| heat energy
12 -gas r 12
o BN 4 B solid fuels L9
M |iquid fuels
R | 1M el ] 1 (] electricity -+ 6
mmfyels and lubricants
3 —energy, y-0-y in % 3
0 r 0
3 r-3
5 -6
9 r-9
-12 12
2012 2013 2014 2015
Source: ECB.
ECONOMIC AND FINANCIAL DEVELOPMENTS

WITH PROJECTIONS, October 2015

67

BANKA SLOVENIIE

EVROSISTEM

food prices was up 0.8 percentage points on the previous
quarter at 2.8%. By contrast, average year-on-year
growth in prices of processed food declined slightly over
this period, primarily as a result of last year's rise in ex-
cise duties on tobacco products dropping out of the cal-
culation, and slower year-on-year growth in prices of
dairy products. Food prices thus contributed 0.3 percent-
age points to headline inflation in the third quarter.

Year-on-year growth in services prices remained at
low levels in the third quarter. It was almost unchanged
from the previous quarter, and contributed 0.2 percent-
age points to headline inflation. Growth in prices of public
services increased, while the fall in prices of market ser-
vices deepened. The main price rises in public services

Figure 6.5: Food prices
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were recorded by cultural and other services. The main
factor in the fall in prices of market services was prices of
package holidays and air transport, which were impacted
by developments in oil prices. By contrast, prices of tele-
phone and internet services rose.

The fall in prices of non-energy industrial goods
came to a standstill in the third quarter, an indication
of the favourable developments in this segment after
several years of decline. Prices in this category were
down 1.1% in year-on-year terms even in the second
quarter, but were unchanged in the third quarter, for the
first time after three years of falls. This was largely attrib-
utable to prices of semi-durables, in particular clothing
and footwear. The contribution made by prices of non-
durables also increased, while the negative contribution
made by prices of durables diminished, even though
prices of cars fell further. These developments are in line
with the slightly stronger increase in household consump-
tion in recent months, and, in part, with the fall in the
euro.

Figure 6.7: Prices of services and industrial goods
excluding energy
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Industrial producer prices

Industrial producer prices on the domestic market
have been falling again since June, primarily as a
result of lower commaodity prices. Prices fell by an av-
erage of 0.2% in year-on-year terms over the first eight
months of the year, 0.9 percentage points less than in the
same period last year. After the year-on-year fall in indus-
trial producer prices slowed over the first five months of
the year, it strengthened again in June. This primarily
reflected the fall in global commodity prices, which via
import prices is reducing domestic producer prices, de-
spite the fall in the euro. Prices of wood also fell more
sharply, which was primarily attributable to surplus do-
mestic supply. Year-on-year growth in prices of capital
goods also declined. The fall in energy prices and prices
of consumer non-durables slowed slightly. Growth in
prices of durables increased sharply, as all sectors in the
broad economic category made a contribution to growth.

Figure 6.8: Producer prices on domestic market
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7 ‘ Projections of Economic Trends and Inflation
2015-20172

The structure of economic growth has become more balanced compared with the figures available when the
previous projections were drawn up, and is therefore more robust and less sensitive to individual shocks. Net
exports have remained solid and final household consumption has began to strengthen, which is providing
ground for growth in numerous service sectors. GDP is forecast to increase by more than 2.5% this year, with
comparable contributions made by domestic consumption and net exports. Later in the projection horizon eco-
nomic growth will exceed 2%, despite the reduced level of public investment. Growth will increasingly be
driven by sectors whose focus is on the domestic market.

The revision of national accounts for 2014, and faster-than-expected growth in employment and private con-
sumption in the first half of this year have been reflected in these projections with a rise in the contributions to
GDP growth from private consumption. Growth in private consumption is forecast to reach approximately 2%
towards the end of the projection horizon, but will remain constrained by the structure of new employment,
where flexible, poorer-paid forms of work are prevalent. At the same time growth in investment will remain rela-
tively low, although its structure will improve. Government infrastructure investment is still forecast to grow this
year, but then to decline significantly in 2016 with the transition to the new European financial framework. Over
the projection horizon the decline in government investment will gradually be compensated for by growth in
private-sector investment in machinery and equipment, as the conditions for investment will continue to im-
prove. This will improve the output structure of the economy, and will strengthen export potential. Growth in
government consumption will be weak, in keeping with the closing of the general government deficit.

Consumer prices as measured by the HICP will fall overall this year. This is primarily attributable to oil prices,
which are holding at a level of USD 50 per barrel, and to an ongoing decline in primary commodity prices.
Core inflation also fell significantly in this context. Inflation is expected to gradually increase over the next two
years, as commodity prices rise gradually and private consumption strengthens, but will remain below the ECB
monetary policy target level until the end of the projection horizon.

22 The projections were made on the basis of the statistical methodologies and data available on 16 September 2015. The projections of macroeco-
nomic factors presented in this report are based on assumptions of developments in variables from the international environment and on certain
domestic factors dependent on economic policy decisions. The assumptions on variables from the international environment are taken from Con-
sensus Forecasts and Eastern Europe Consensus Forecasts (September 2015), the European Economic Forecast (European Commission, spring
2015), the OECD Economic Outlook and Interim Economic Outlook (September 2015), and the IMF WEO update (July 2015). The assumptions
used in the projections are not necessarily the same as those used by the ESCB in its projections. For the relationship between the Bank of Slove-
nia projections and those of the ESCB, see the appendix in the April 2008 Price Stability Report.

ECONOMIC AND FINANCIAL DEVELOPMENTS 69 Projections of Economic Trends and Inflation 2015-2017
WITH PROJECTIONS, October 2015



BANKA SLOVENIIE

EVROSISTEM

Risks to the realisation of these growth projections are relatively balanced. The largest negative risk derives
from the external environment, and is related to the potential deepening of the recession in Russia, and above
all to possible additional deterioration in economic trends in China, which could have an adverse impact on the
German economy. By contrast, the ECB’s quantitative easing programme could have strongly positive effects.
The largest risk in the domestic environment is the actual outturn of government investment over the entire
projection horizon.

Risks with regard to inflation are also basically balanced. The main upside risk from the international environ-
ment is a potentially stronger impact on the exchange rate from the quantitative easing programme, while the
risk with regard to oil prices relates to the impact of Iran’s entry into the market following the ending of sanc-
tions. In the domestic environment the wage negotiations in the public sector could result in a slight rise in core
inflation, while at the same time pressure on prices will be constrained by the continuing prevalence of the un-
certain forms of employment.

International environment and external previous projections. In contrast to expectations, oil
assumptions prices fell again between April and September, down to

their level in January. Based on information on current
The forecast for growth in foreign demand has been  roqyction and prices of ol futures, oil prices are ex-

revised slightly downwards compared with the previ-  hecteq to remain at a level of around USD 55 per barrel
ous projections. The less favourable forecasts by inter- this year and next, rising to USD 60 in 2017. Prices of
national institutions regarding global economic growth other commodities will fall more sharply this year than
and trade constitute the basis for the downward revision. was forecast in the previous projections. Next year the fall

Foreign demand is forecast to increase by 2.1% this year, in prices of primary commodities is expected to slow
and by 2.7% in 2016, down 0.3 and 0.5 percentage  gjightly, and prices are then forecast to gradually rise in
points respectively on the April projections. The forecast line with futures contracts and economic growth.

for 2017 is unchanged.
Prices in the euro area will remain practically un-

The assumptions for prices of oil and primary com-  ¢changed overall this year, primarily as a result of fal-

modities have again declined significantly since the  |ing energy prices and prices of primary commodi-
Figure 7.1: Projections of global economic growth Figure 7.2: Projections of global economic growth
excluding euro area annual growthin %
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Table 7.1: Assumptions for the international environment
Assumptions
2015 2016 2017
2010 2011 2012 2013 2014 Oct. A Oct. A Oct. A
growth rates, % (if not specified otherwise)
Foreign demand* 100 68 07 18 22 21 03 27 -05 34 00
Oil (USD per barrel) 8 1M1 12 109 9 53 9 54 -4 60 -12
Non-oil commodities 369 222 -143 -61 86 197 87 -46 -72 44 04
EMU inflation 16 27 25 14 04 01 02 11 00 17 00
PPI Germany 15 61 17 00 10 -08 03 13 02 15 03
* Volume of imports from the basket of foreign partners.
A: Difference between current assumptions and assumptions in April 2015 Economic and Financial Developments with Projections.
Source: Bank of Slovenia, Eurostat, Consensus Economics, ECB, JP Morgan, OECD Economic Outlook.
IRt GBI 22 Figure 7.4: GDP growth projections
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ties. The inflation forecasts have been revised down-
wards from the previous projections, in light of the con-
tinuing fall in energy prices and the fall in prices of pri-
mary commodities. Producer prices in Germany are ex-
pected to continue falling this year, while for the next two
years Consensus forecasts are predicting gradual growth
that will not exceed 2%.

GDP growth

Economic growth is forecast to average over 2% over
the projection horizon. This year it is forecast to be
higher than predicted previously, which is attributable to
the revision to the national accounts for 2014 and the
outturn in the first half of 2015, which was higher than
forecast, particularly with regard to private consumption.

ECONOMIC AND FINANCIAL DEVELOPMENTS
WITH PROJECTIONS, October 2015
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Source: SORS, Bank of Slovenia projections.

GDP growth is forecast to reach 2.6% this year, an up-
ward revision of 0.4 percentage points. The fall in govern-
ment investment in connection with the start of the new
European financial framework will act as the main brake
on faster economic growth next year, for which growth is
forecast to remain close to 2%. The recovery in domestic
demand is now forecast to be slightly faster than ex-
pected in the previous projections, both in terms of pri-
vate consumption and private-sector investment. The
latter will nevertheless not fully compensate for the de-
cline in government investment in 2016, for which reason
the overall contribution to GDP growth from investment
will be negative. Growth in private consumption will
strengthen to around 2% by the end of the projection ho-
rizon, as the improvement in the situation on the labour
market has a stronger impact on consumption than previ-
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ously forecast. Growth in government consumption will
remain very modest, as a result of the ongoing fiscal con-
solidation process in a situation of relatively high public
debt.

Aggregate demand

The contribution to GDP from private consumption is
increasing, making economic growth more balanced.
In the revised national accounts for 2014, growth in final
household consumption was raised upwards and is now
more in line with the parallel recovery in incomes and
purchasing power. Employment growth in the first half of
this year was also higher than first forecast. Together with
moderate deflation, this contributed to a further recovery
in purchasing power as measured by the real wage bill. A
gradual recovery in consumer lending is also expected.

Figure 7.5: Projection of expenditure contributions to

GDP growth rate
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Table 7.2: Components of domestic demand

Survey based consumer confidence has strengthened
further, and is only now beginning to pass through into
slightly higher consumption, with a significant lag. Growth
in final household consumption is forecast to strengthen
further over the projection horizon, more than predicted in
the previous projections, but will still lag behind GDP
growth owing to the structural imbalances on the labour
market and the prevalence of uncertain forms of employ-
ment. The slower growth in final household consumption
relative to the growth in the real wage bill, and the con-
tinuing growth of bank deposits despite the extremely low
interest rates, is further evidence that households never-
theless remain cautious with regard to consumption.

Stronger growth in gross fixed capital formation is
not forecast over the projection horizon, and the ac-
tual dynamic will be particularly subject to govern-
ment investment. Growth in investment will merely be
around 3% this year. It will mostly be driven by the com-
pletion of public infrastructure projects co-financed
through the current and expiring European financial
framework. At the same time a weaker reversal is ex-
pected in private-sector investment in machinery and
equipment, which will not contribute significantly to overall
growth. A moderate decline in overall investment is fore-
cast for 2016: past experience suggests that heavy in-
flows of funds from the new financial framework will not
yet have started, and growth in private-sector investment
will be too weak to fully compensate for the loss of gov-
ernment investment. The growth forecast for private-
sector investment over the projection horizon is based on
the expectation of further improvement in corporate per-
formance, given that production capacity utilisation was
already high at the end of 2014. Further ground for mod-

Projections
2015 2016 2017
2010 2011 2012 2013 2014 Oct. A Oct. A Oct A
real growth rates, %
Domestic consumption 08 07 58 22 16 16 04 09 0.1 18 04
Private consumption 13 00 -25 41 07 11 06 18 06 20 07
Government spending 05 07 23 -15 01 03 01 04 -01 05 00
Gross fixed capital formation 133 49 88 17 32 29 10 47 16 32 09

A: Difference between current projections and projections in April 2015 Economic and Financial Developments with Projections.

Source: SORS, Bank of Slovenia.
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erate optimism is the number of building permits for non-
residential construction, which has risen significantly this
year. There nevertheless remain significant barriers to
growth in private-sector investment, which are related to
the corporate restructuring process and uncertainties in
connection with the privatisation process. In light of price
corrections, the high number of vacant properties, the
prevalence of flexible forms of employment and the
merely moderate growth in lending, investment in resi-
dential construction will remain weak throughout the pro-
jection horizon, and largely dependent on the implemen-
tation of the Housing Fund’s plans.

Despite an improved outlook with regard to growth in
components of domestic demand, exports remain the
key element in economic growth over the projection
horizon. Export growth in the first half of this year was
higher than expected, which has slightly raised the an-
nual forecast. By contrast, the faster than expected re-
covery in domestic demand has produced a higher fore-
cast for this year's import growth. Export growth will slow
slightly in 2016, primarily as a result of a base effect re-
lated to the cycle of Slovenia’s automotive industry. Im-
port growth in 2016 is forecast to remain close to this
year’s level, as the decline in public investment and slight
decline in export growth are compensated for by growth
in private-sector components of domestic demand. Export
growth will continue to average around 5% over the pro-
jection horizon, but a gradual decline is expected in the
contribution to GDP growth by net exports owing to the
faster recovery in domestic demand.

Government consumption will be low over the projec-
tion horizon, on account of the need for further fiscal
consolidation. Annual growth in government consump-
tion is forecast to remain around 0.4% over the projection
horizon. Employment in the government sector is forecast
to fall minimally this year, and to remain unchanged over
the next two years. Average compensation per employee
in the government sector is forecast to rise by 0.4% this
year, before growth picks up to 3.9% and 2.9% over the
next two years as promotions are applied at the end of
2015 and 2016 and other measures? are extended.
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Measures to limit expenditure on intermediate consump-
tion are expected to contribute to fiscal consolidation,
including savings achieved by the centralisation of public
procurement.

Output side

The export sector will remain the key factor in eco-
nomic growth throughout the projection horizon.
Growth in industrial production will remain at a level of
around 5%, in line with export growth, while stronger de-
mand on the domestic market means that exposure to
fluctuations in foreign demand will be slightly smaller than
in previous years. Growth in industrial production and
exports will outperform growth in foreign demand
throughout the period, a reflection of the increased com-
petitiveness of the export sector, which has been re-
flected in growth in market shares and the large merchan-
dise trade surplus. At the same time growth in the export
sector is having a positive impact on numerous domestic
suppliers of goods and services, which additionally en-
courages economic growth.

Value-added in construction will decline over the pro-
jection horizon. As a result of delays in the implementa-
tion of planned government investment, construction ac-
tivity has declined this year. The amount of construction
put in place over the first seven months of the year was
down 7% in year-on-year terms, and only an exceptional
impetus in the completion of government projects in the
remaining months of the year could result in positive an-
nual growth in value-added in the sector. The short-term
outlook also remains weak: the value of new contracts is
very low for all types of construction. At the same time the
new European financial framework earmarks a smaller
amount of resources to be used for different purposes to
Slovenia. For these reasons a significant decline in the
amount of construction put in place is thus forecast in
2016. Growth will be weak in 2017, and largely related to
private-sector investment.

23 The measures include extensions of reduced wage grades, the freezing of ordinary performance-related pay and reduced performance-related
payments for workload. The government also proposed the extension of the reduced annual leave allowance and the extension of lower premi-

ums for collective supplementary pension insurance.
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The contribution to GDP growth by services will
strengthen over the projection horizon somewhat
more than previously forecast. This will be attributable
to faster growth in domestic demand, while the contribu-
tion of the export sector to services growth will remain
approximately at this year's level. Growth in transport
services is forecast to increase slightly again, as the
strengthening of domestic business-to-business opera-
tions begins to contribute more to growth, alongside mer-
chandise exports. Growth in exports of travel services will
strengthen further. In addition to an increase in arrivals of
non-residents as a result of positive developments in the
promotion of tourism and the increased tension in the
Middle East and North Africa, domestic spending on lei-
sure activities will also begin to strengthen significantly.
Growth in turnover in wholesale and retail trade is ex-
pected to peak next year, when the cycle of increased
purchases of cars and other durables is expected to end.
This cycle is proving to be relatively strong, primarily on
account of the deferral of major purchases during the
crisis. On the other hand, the situation in service sectors
and segments of wholesale and retail trade linked to con-
struction will deteriorate, at least temporarily. The imple-
mentation of more growth-friendly fiscal consolidation is
expected to bring weak growth in value-added in public
services.

Table 7.3: Activity, employment and wages

Labour market

Employment will rise over the projection horizon sig-
nificantly faster than previously forecast. Employment
growth in the first half of this year was higher than fore-
cast. This strong employment growth is being driven en-
tirely by the private sector, where flexible forms of em-
ployment will remain prevalent. The main factor in higher
employment growth is a change in the forecast structure
of economic growth, with an increased contribution by
services.2 These are more labour-intensive, and are also
notable for slower productivity growth, which is also re-
flected in the forecast lower productivity growth in the
total economy. The slightly slower employment growth in
2016 will primarily be attributable to a decline in construc-
tion investment, which is usually labour-intensive. Em-
ployment is then forecast to strengthen again in 2017, as
a result of faster growth in private consumption and a
recovery in investment. There will be no significant
change in employment in the government sector.

Continued moderate wage growth in the private sec-
tor is predicted for the projection horizon, while the
government sector is also expected to significantly
contribute to wage growth in 2016 in particular. The

Projections
2015 2016 2017
2010 2011 2012 2013 2014 Oct. A Oct. A Oct. A
growth rates, %

GDP (real) 12 06 =-27 11 30 26 04 19 01 22 02
Employ ment 21 17 09 -14 06 14 08 11 07 13 09
Compensation per employee 4.0 15 1.0 06 1.1 0.7 -04 19 06 22 08
Productivity 34 24 18 03 25 11 05 08 05 09 07
ULC (nominal) 06 08 08 02 -13 -04 01 1.1 1.1 1.3 15
Contribution to GDP growth percentage points

Domestic demand, excl. chg. in inventories 27 12 37 23 1.0 1.2 0.5 0.7 0.0 1.7 0.5

Net exports 20 13 30 11 16 11 00 10 00 06 -01

Changes in inventories 19 06 20 02 05 02 02 01 01 00 00

A: Difference between current projections and projections in April 2015 Economic and Financial Developments with Projections.

Source: SORS, Bank of Slovenia.

24 The hiring of workers through employment agencies is clouding the picture of the sectoral breakdown of current employment, which is hindering
projections of employment across individual sectors, industry and construction in particular.
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forecast for this year's wage growth? is slightly lower
than in the previous projections, as a result of changes in
the structure of the workforce, and above all the notice-
able alignment of wage growth with deflation. Growth in
private-sector wages in the coming years will mostly be
attributable to export-oriented sectors, although align-
ment with higher inflation will also be a key factor. Wages
in the government sector are forecast to rise significantly
compared with previous years, as a result of the relaxa-
tion of certain austerity measures, although the govern-
ment has at this moment not yet completed negotiations
with the trade unions.

Price developments

Prices are forecast to decrease by 0.6% overall this
year, after which inflation is projected to rise slightly
in 2016 and 207, but to remain below the medium-
term monetary policy target. The inflation projection is
down 0.5 percentage points on the previous projection,
as a result of a fall in core inflation and a further fall in
energy prices. Inflation developments this year will re-
main under the influence of falling commodity prices on
the global markets, despite the quantitative easing and

Table 7.4: Inflation projections
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Figure 7.6: Inflation projection
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Source: SORS, Bank of Slovenia projections.

depreciation. Inflation is forecast to gradually increase
over the next two years, in line with developments in do-
mestic consumption and the gradual closing of the output
gap. Average annual inflation is forecast at 1.0% in 2016,
and 1.5% in 2017.

Energy prices have been the main factor in this
year’s deflation. Growth in energy prices has also been
revised downwards in the current projections, owing in
part to lower outturn and in part to reduced expectations

2010 2011 2012

Projections
2015 2016 2017
2013 2014  Oct. A Oct. A Oct. A

Consumer prices (HICP) 2.1 2.1 2.8
food 25 48 4.7
energy 13.9 8.8 9.0
other goods 2.2 0.9 0.2
services 1.2 0.0 1.5

Core inflation indicators (HICP)

excluding energy 0.3 1.0 1.8
excl. energy and unprocessed food 0.2 0.7 1.5

excl. energy, food, alcohol and tobacct -0.4 -0.4 0.7

average annual growth, %
1.9 0.4 0.6 0.5 1.0 0.1 1.5 0.1
49 0.8 1.2 0.6 1.6 0.2 1.7 0.0
1.8 -1.4 -1.3 -1.3 0.2 -1.2 0.9 0.1
0.9 -1.0 0.5 0.6 0.3 0.2 0.8 0.0
2.2 1.8 0.8 0.9 1.6 0.1 2.2 0.3

1.9 0.7 0.5 0.4 1.2 0.0 1.6 0.1
14 0.9 0.4 0.7 1.1 0.1 1.7 0.2
0.9 0.6 0.3 0.8 1.1 0.0 1.6 0.2

A: Difference between current projections and projections in April 2015 Economic and Financial Developments with Projections.

Source: SORS, Bank of Slovenia.

25 Qver the last seven years the number of small individual entrepreneurs rose by approximately 14,500 to 83,000 according to AJPES figures.
Because their earnings are not included in wage statistics, the credibility of computations of the impact of wage developments on consumer pur-
chasing power declined. At the same time increased employment via employment agencies is clouding the actual picture of wage developments
in each sector. The two factors make it difficult to accurately formulate a projection of wage developments.
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for their future growth. Qil prices in the summer months
were lower than previously forecast, and oil is also trad-
ing at lower prices in futures contracts. The impact of low
oil prices is forecast to fade slightly in the early part of
next year owing to the low base. The growth forecast for
energy prices in 2016 nevertheless remains slightly nega-
tive. Energy prices are forecast to fall by 7.3% overall this
year and by 0.2% in 2016. Growth will be positive again
in 2017. In contrast to energy prices, food prices rose by
more than forecast in the most recent projections, which
was largely attributable to the large fluctuations in prices
of seasonal food. Food prices are forecast to record mod-
erate growth over the projection horizon, a reflection of
firms’ low input costs and moderate wage growth.

During the projection horizon core inflation will be
subject to low commodity prices and the strengthen-
ing of private consumption. Core inflation has been
lower this year than previously forecast as a result of
lower growth in services prices and prices of non-energy
industrial goods. Core inflation will remain relatively low
over the remainder of the projection horizon because of
the prevailing impact of low oil prices and other commod-
ity prices, which are reducing firms’ input costs and thus
pressures on final prices. However, domestic factors such
as the forecast growth in households' purchasing power
and the reduction of the negative output gap are ex-
pected to encourage domestic consumption. Growth in
prices of market services will also be higher, and the
main factor will be wage growth. Core inflation as meas-

Figure 7.7: Projections of contributions to inflation by components
_p-p.
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Note: Due to rounding, sums of components may differ from aggregate values.
Source: SORS, Bank of Slovenia projections.

ured by HICP excluding energy, food, alcohol and to-
bacco is forecast at around 0.3% this year, before rising
t0 1.1% in 2016 and to 1.6% in 2017.

The overall direct impact of government measures on
inflation will be negligible. Government measures are
forecast to contribute around 0.1 percentage points to
inflation this year, and to make a neutral contribution next
year. The positive contribution to inflation comes from the
pass-through of last year’s spring rise in excise duties on
alcohol and tobacco, and this year's rises in tax on finan-
cial transactions and insurance services and in the car-
bon dioxide emissions tax, which together account for
0.15 percentage points. The overall contribution is re-
duced by 0.05 percentage points by excise duties on re-
fined petroleum products, should the government leave
them unchanged.

Foreign trade

The current account surplus will remain high over the
projection horizon. Import growth will remain lower than
export growth throughout the projection horizon, despite
faster growth in domestic demand. Another reason for the
slightly larger current account surplus relative to the pre-
vious projections is the most recent revision of the bal-
ance of payments, and consequently the upward revision
of the current account surplus for 2014 to 7.0% of GDP.

The favourable developments in the balance of trade
will allow for the financing of the projected growth in
the deficit in primary income. The surplus of trade in

and will remain positive in 2016. They will turn negative in
2017, primarily as a result of the slightly higher growth
forecast in import prices. The deficit in primary and sec-
ondary income is forecast to widen from 1.0% of GDP in
2014 to just under 3.5% of GDP by the end of the projec-
tion period, although growth in the gross external debt will
slow as a result of austerity measures. The interest pay-
ments burden will be reduced by low interest rates. The
deficit in secondary income will be unchanged, while the

7 — -7 goods and services is forecast to widen from 8.1% of
6 C—Inon-energy industrial goods | 6 GDP last year to 9.7% of GDP this year, and then to
5 fﬁ;%iﬁzzzggg‘;god s 10.1% by the end of the projection horizon in 2017. The
4 B energy L 4 terms of trade will be a major factor in this year’s surplus,
3 3
2 2
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Table 7.5: Current account projections
Projections
2015 2016 2017
2010 2011 2012 2013 2014 Oct. A Oct. A Oct. A
growth rates, % (if not specified otherwise)

Exports of merchandise and services 102 69 06 31 58 50 03 47 02 50 01
Imports of merchandise and services 68 50 37 17 40 40 04 39 -02 48 041
Current account: EUR billion 00 01 09 20 26 26 04 28 05 27 02
as % GDP 01 02 26 56 70 67 09 70 11 66 04
Terms of trade* 40 14 11 08 10 13 09 -01 06 -08 -01

* Based on national accounts deflators.

A: Difference between current projections and projections in April 2015 Economic and Financial Developments with Projections.

Source: SORS, Bank of Slovenia.

Figure 7.8: Currentaccount projection
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Figure 7.9: Terms of trade projections
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increased outflow of profits to the rest of the world as a
result of privatisation will be a significant factor in the wid-
ening deficit in primary income.

Risks and uncertainties

The risks to the GDP growth projections are relatively
balanced at this time. The main risks to export growth
are the potential additional deterioration of the economic
situation in Russia and the maintenance of a weak ruble,
and further cooling in China, a deepening recession in
Brazil and a deterioration of the situation in Turkey. In the
cases of Russia and Turkey the consequences would be
direct, while in the cases of China and Brazil the conse-
quences would be indirect via their impact on German
exporters. The Volkswagen scandal could have an ad-
verse impact on exports, as it is an important customer
for Slovenia’s automotive industry. At the same time the
possibility of a slowdown in trade flows across Europe is
being increased by the introduction of border controls in
response to the worsening refugee issue. A larger impact
from the ECB’s quantitative easing, which is by way of
the euro depreciation improving exporters’ price competi-
tiveness on markets outside the euro area, could act in
the opposite direction. In the domestic environment the
main risks to the growth projection for domestic demand
are the outcome of the negotiations between the trade
unions and the government, and the potential additional
decline in expenditure on intermediate consumption in
the case that compensation of public sector employees

Projections of Economic Trends and Inflation 2015-2017
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Table 7.6: Comparison of forecasts for Slovenia and change from previous forecasts

- GDP Inflaion Current account
Publication
of new/orevious growth rate, % annual average, % % of GDP
g 2015 2016 2015 2016 2015 2016
forecast
new A new A new A new A new A new A
Bank of Slovenia Oct 15/Apr.15 | 26 04 19 01 06 -05 10 01, 67 09 7.0 1.1
IMAD Sep. 15Mar. 15 + 27 03 23 03 04 02 08 02 62 03 72 12
Consensus Forecasts Sep. 15/Aug. 15 22 00 20 -01 03 03 10 -03, .. .. .. ..
European Commission May 15/Feb. 15 | 23 05 21 02 01 04 17 08 54 -03 56 02
OECD May 15/Nov.14 { 21 07 19 03 -04 -10 07 03 78 18 77 12
IMF Oct 15/Apr.15 | 23 02 18 01 -04 00 07 00, 67 -04 62 -03

A: Difference between current and previous forecasts.
Source: Bank of Slovenia, IMAD, European Commission, Consensus Economics, IMF, OECD, Bank of Slovenia calculations.

grows more than presently planned by the government.
The uncertainty in the investment projection primarily
relates to the amount of government investment, and to +
the uncertainties surrounding the construction of a sec-
ond rail track between Diva¢a and Koper.

Figure 7.10: Risks to projections

The risks included in the inflation projections are b fect
also relatively balanced. Future developments in oil o
prices are uncertain, as the increased geographical diver-
sification of production means that oil prices now react
differently to conflicts in oil-rich regions than they might
otherwise have done in the past, and above all because
the impact of Iran’s re-entry into the market after the end-
ing of sanctions is unclear. By contrast, in the event of a - GDP +
sustained fall of the euro caused by ECB’s quantitative

easing, import prices could begin rising more quickly.

Higher-than-expected domestic pressures could be ex-

erted on prices as a result of faster wage growth in the

public sector, while a downward impact could come pri-

marily from further cuts in public spending for the purpose

of fiscal consolidation.

inflation

L oil price
developments

additional public

Source: Bank of Slovenia estimates.
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