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CONCLUSIONS

With the introduction of the euro on 1 January 2007, Slovenia will formally conclude the process of European integration
that began by signing the Europe Agreement in June 1996. Ensuring macroeconomic stability while meeting the Maastricht
convergence criteria was one of the key elements of the transitional period, during which the Slovenian financial system
simultaneously evolved into a system capable of functioning within the wider economic environment of the EMU. This
year’s Financial Stability Report examines the progress made, and at the same time draws attention to certain risks in the
financial system that will still be of significance in the months leading up to the introduction of the euro, and even after,
when the euro has become Slovenia’s currency. The aim of the report is, on the basis of the available data, to assess the
stability of the financial system, particularly the banking sector, and to draw attention to any risks that could adversely
affect several financial institutions and thus hinder effective financial intermediation.

The favourable economic conditions in Slovenia and the improvement in economic conditions in the EU helped the
Slovenian financial system to continue its successful integration into international financial flows, increasing exposure to
foreign financial markets. In particular banks continued to rapidly expand their borrowing abroad, their debt accounting for
half of the loans raised abroad by the Slovenian economy. Lower interest rates abroad meant that these sources of financing
were more favourable to banks in price terms than the collection of deposits on the domestic market. This is increasing the
banking system’s sensitivity to changes on international financial markets, and thus represents a more variable source of
financing than household deposits. Among the non-monetary financial intermediaries, having mainly financed themselves
with foreign loans for a number of years now, the leasing companies are particularly dependent on conditions on foreign
loan markets.

The process of the nominal convergence of Slovenian interest rates with interest rates in the euro area continued in 2005.
The decline in bank interest rates brought increased growth in loans to non-banking sectors, particularly households. By
contrast, low deposit rates at banks mean that households moved their money into investments with a higher return, albeit
at higher risk. The proportion of household financial assets accounted for by bank deposits fell, while those of investments
in mutual funds and investments in foreign securities rose. The proportion of outward investments made in higher-risk
equities rose rapidly last year, to account for a proportion equal to that of investments in debt securities. The introduction of
the euro will eliminate exchange-rate risk from almost 60% of outward investments, although market risk will remain.

Domestic financial institutions investments in the rest of the world doubled last year. Outward direct investments in banks
and mutual funds rose particularly rapidly. Portfolio restructuring meant that the proportion of domestic mutual fund
investments held in foreign securities rose to 40%, partly reducing the effect of adverse movements on the domestic capital
market. While mutual fund investments in securities on more dynamic financial markets such as Asia and eastern Europe
were increasing, their investors’ exposure to market risks and exchange-rate risks were increasing indirectly.

The spread between foreign and domestic interest rates encouraged companies to borrow in foreign currency at domestic
banks. This was reflected in further shortening of the corporate sector’s open foreign exchange position, primarily in
euros, compared with the previous year, which has increased exposure to exchange-rate risk in the short term. However
the imminent introduction of the euro is reducing this risk. The rapid growth in corporate borrowing at banks has increased
their financial gearing. The anticipated rise in interest rates over the next medium-term period will reduce this growth,
which is an important source of capital increase. A continuing trend of increasing financial gearing and falling profitability
could lead to a deterioration in credit solvency in the corporate sector.

Bank profitability improved in the context of favourable economic conditions and strong lending demand. At the same
time the trend of decreasing credit risk continued, which was seen in the diminishing proportion of bad loans in the
banking system’s portfolio. Despite the decrease in credit risk, the pro-cyclical behaviour of banks, which is being further
encouraged by the introduction of international financial reporting standards, means that the reduced lending growth could
be reflected in a deterioration in the quality of the credit portfolio. During a period of relatively low interest rates and fierce
competition in lending, there is increasing likelihood of a lowering of banks’ credit standards or insufficient charging of risk
premiums. Another factor in the potential increase in credit risk at banks is the transfer of interest-rate risk and exchange-
rate risk to the non-financial sector, which in the event of realisation would be seen as an increase in credit risk at banks.

Bank exposure to interest-rate risk, which is becoming one of the most significant risks faced by banks, increased in 2005.
The difference between the average period for a change in lending rates and the average period for a change in deposit
rates increased last year owing to the lengthening of the average maturity of loans and the decline in the proportion of long-
term deposits by non-banking sectors. After the introduction of the euro, the majority of the interest rates tied to any of the
current reference rates will track the changes in ECB interest rates at their own pace, with the exception of interest rates
index-linked to the TOM base rate, which will continue to depend of the movement of past inflation in Slovenia.

Bank exposure to exchange-rate risk decreased last year. It will decrease further with the introduction of the euro, as the

majority of the banking system’s balance sheet items are denominated in this currency. The fastest-increasing part of foreign
currency exposure is bank exposure to exchange-rate risk caused by changes in the tolar exchange rate of the Swiss franc.
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After several years of declining capital adequacy at banks, a change in the way in which currency-risk-adjusted items are
calculated and the imminent introduction of the euro will have a beneficial impact on capital adequacy in 2006. However, the
improvement in capital adequacy will not be the result of lower risk in bank operations, but rather the result of institutional
factors, which could even increase banks’ willingness to assume additional risks and form the basis for additional lending
growth.

Mitja Gaspari
Governor
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SUMMARY

Financial stability is defined as a situation in which the components of the financial system, such as financial markets,
financial institutions and financial infrastructure, function without disruption, and in which each component of the financial
system provides the greatest possible degree of flexibility in responding to any shocks that may occur. This operational
definition is applied in the analytical part of the Financial Stability Report. Section 1 examines the economic conditions
faced by banks and other financial institutions in 2005. It then describes the financial changes characteristic of the household
and corporate sectors. The financial decisions of both macroeconomic sectors had a significant impact on the financial flows
with the rest of the world and between the domestic financial intermediaries, which was also reflected on the Slovenian
capital market. The report continues with an examination of bank operations in the previous year, and detailed analysis
of changes in the financial risks faced by banks during their operations. The final section of the report describes the
operations of other non-bank financial institutions, such as insurance companies, investment funds and leasing companies,
and financial infrastructure.

The favourable economic conditions in Slovenia in 2005, seen in relatively high economic growth (3.9%), the successful
reduction of inflation to 2.3%, the stable tolar/euro exchange rate, and the maintenance of a modest budget deficit with the
current account more or less in balance, had a positive effect on the performance of financial system institutions.

By maintaining high yet sustainable growth in consumption of 3.2%, including an expansion of real estate purchases, the
household sector contributed to the increase in demand for consumer and housing loans. In 2005 the net debt of Slovenian
households at banks increased to almost 13% of GDP, compared with 9.4% of GDP at the end of 2003. With the increase
in debt came a significant change in the structure of the more important forms of household financial assets. Household
bank deposits fell to below 59% of total financial assets. The proportion accounted for by investments in shares and
bonds also decreased. By contrast, the proportion accounted for by financial assets in the form of investments in mutual
funds increased to 8.1%, the proportion of investments in life insurance to 7.9%, and the proportion of investments in
supplementary pension insurance to 3.4%. Among the fastest-growing household investments were those made abroad,
which in one year increased from 0.8% to 2.0% of total financial assets. Both processes — the increase in household debt
and the change in the structure of household financial assets — were influenced by the historically low levels of bank interest
rates, and falling prices of securities on the Ljubljana Stock Exchange.

On the basis of high (34%) growth in the turnover on the real estate market, which in 2005 reached as much as 78% of
the total turnover on the Slovenian capital market, it can be assumed that for a certain segment of investors purchases of
real estate have become an important alternative to financial investments. This growth is mostly driven by the sustained
rise in real estate prices; in Ljubljana, for instance, last year alone housing prices increased by between 11.3% and 14.2%,
depending on size. High housing price growth in excess of 10% a year has been seen since 2003; the price to earnings ratio
of housing in Ljubljana already suggests that smaller flats in particular are overvalued. However, the real estate market is
dominated by certain economic and institutional factors, which will probably cause a further rise in housing prices in the
near future. By contrast, the organised capital market fell: the SBI 20 was down 5.6% in 2005.

The increased demand for loans, corporate as well as household, was encouraged by low interest rates and fiercer competition
between banks. Last year growth in corporate loans increased further, reaching 22% by the end of the year, with companies
borrowing mainly in foreign currency, owing to the imminent introduction of the euro and the favourable foreign currency
interest rates, which on average over the year were 2.9 percentage points lower on foreign currency investment loans, and
0.2 percentage points lower on short-term loans with a foreign currency clause than on comparable loans in tolars. Foreign
currency corporate loans rose by 55.3%, last year, while tolar loans fell by 5%, which affected the currency structure of
corporate borrowing. As the result of the favourable foreign currency interest rate for loans from Slovenian banks compared
with the average euro area interest rate in the first three quarters of 2005, companies obtained a relatively larger proportion
of foreign currency loans from domestic banks than abroad. This led to a significant change in the structure of the corporate
lending market: last year the proportion of foreign currency loans obtained abroad by companies fell from 33% to just 15%
of'the total net increase in loans. Increased borrowing from Slovenian banks led to a relatively high increase in net corporate
debt in Slovenia, from 21% of GDP in 2004 to almost 25% of GDP in 2005.

As aresult of the high growth in corporate lending, companies’ financial gearing increased by 9 percentage points in 2004 to
109.7%, with the largest increases coming in the sectors of construction and trade, where financial and operating liabilities
were 2.7 and 1.7 times higher than capital respectively. With rising interest rates, this will lead to an increase in interest
expenses, and consequently to lower corporate profits, which is an important source of capital increase. A continued trend
of increasing gearing and decreasing profitability at companies could weaken their creditworthiness. Despite declining
growth in claims and liabilities, the former grew at a rate 5.3 percentage points higher than that of the latter. Companies’
open foreign exchange position against the rest of the world and domestic banks continues to shorten: in 2004 it amounted
to 11% of total assets, or almost 24% of capital, compared with 21% of capital in the previous year. The shortening of the
open foreign exchange position is increasing companies’ exposure to exchange-rate risk. Exporting companies rely on the
natural hedge against exchange-rate risk, while other companies only protect themselves against this type of risk to a lesser
extent. However, the imminent introduction of the euro is reducing this risk.
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Along with the favourable economic conditions, increasing growth in lending to non-banking sectors led to a further
increase in bank profitability. In 2005 the banking system’s pre-tax profit rose by 11% in real terms to SIT 63.9 billions,
bringing an increase in ROE for the third successive year. As a result of an expansion in turnover banks managed to achieve
almost 5% growth in net interest income, despite the continued decline in the net interest margin, which by the end of the
year had reached a relatively low 2.53%. However, the proportion gross income accounted for by net interest income is
still decreasing, and currently stands at 56.7%; at the same time the proportion of net non-interest income is increasing,
particularly the proportion of net income from financial transactions. Consequently, the structure of banks’ gross income
is becoming increasingly sensitive to current economic conditions and growing competition between banks in charges for
their services.

The banking system’s increased pre-tax profit last year was also the result of the moderate growth in operating costs and
relatively low growth in provisioning costs, which at 12.5% was significantly behind the 24% growth in classified claims.
Last year the proportion of gross income accounted for by operating costs fell below 60%, while the proportion of net
provisions remained relatively low at 16.4%, similar to that in 2004. Both these methods for increasing profit are only
temporary, as changes in banking regulations (the introduction of the IFRS, the implementation of the CAD directive),
and above all introduction of the euro, are expected to bring an increase in operating costs in 2006, while the decrease in
provisioning costs is mainly the result of favourable economic conditions and the introduction of the IFRS.

High growth in lending to non-banking sectors (24.2%) and low growth in deposits by non-banking sectors (8.7%) are
bringing significant changes in the structure of the banking system’s balance sheet. Banks are increasingly compelled to
finance their increased lending activity by borrowing abroad, and only partly by reducing their investments in securities.
In one year the proportion of the latter decreased by less than 1 percentage point, while the proportion of liabilities to
foreign banks in 2005 increased by 9 percentage points to 27% of total assets. Last year, when all Slovenian banks were
borrowing abroad at an average interest rate of 2.5%, these sources were more favourable in terms of price than collecting
deposits on the domestic retail market. However, rapid growth in banks’ liabilities to the rest of the world is increasing their
dependence on the situation on foreign financial markets, as increases in foreign interest rates are immediately reflected in
more expensive sources of financing and consequently lower net interest income. Furthermore, resources obtained on the
interbank market are more variable than collected household deposits.

This change in the structure of the balance sheet was felt most strongly by the banks under majority foreign ownership,
and increasingly by the large domestic banks. Relatively easy access to financing from parent banks enabled banks under
majority foreign ownership to achieve above-average growth of 37.7% in lending to non-banking sectors. This led to
an increase of 2.6 percentage points in their market share in the banking system to 22.7%, primarily at the expense of a
reduction of 2.1 percentage points in the market share of the large banks to 67%.

The results of the survey confirm banks’ expectations regarding further borrowing abroad and reducing the proportion of
non-bank deposits. According to their assessments, the most important risks remain credit risk and interest-rate risk. Banks
are particularly aware of the increased competition and rising operational risks, which is the consequence of institutional
changes. These survey results are very similar to the Bank of Slovenia’s own assessments.

In favourable economic conditions and in the context of high demand for loans, the trend of reducing credit risk at banks
continued. This is confirmed not only by the low growth in net provisioning, but also by the favourable changes in the
structure of total classified assets. The proportion of claims given the lowest-risk A rating recorded the largest increase,
expanding by 1.6 percentage points to account for 83.4% of the total portfolio. The proportion of B-rated claims decreased
the most, by 0.9 percentage points, while the decrease in claims rated C to E was less pronounced. The ratio of special
provisions to total classified assets fell by 0.5 percentage points to 4.6% as a result of the increase in the proportion of
lower-risk claims. Improvements in the structure of classified claims were most visible in the banks under majority foreign
ownership, which also achieved the highest lending growth. Furthermore, in 2005 the credit rating structure of loans, which
account for three-quarters of all classified claims, improved for the fourth consecutive year. Adjustments to loans were
reduced to 4.4% of the total. In the majority of industries and market segments loan quality improved, with the exception
of the sectors of mining, health and other public services. Banks continue to rate loans to non-residents and sole proprietors
as the highest risk, followed by loans to the sectors of agriculture, hotels and catering, and trade.

In addition to the improved credit rating structure of loans, the quality of loan insurance also improved. In 2005, the
proportion of new loans at the eight largest banks that were unsecured fell by 2 percentage points to 61.4%. The highest
proportion of loans are those with real estate collateral (12.8%), while 5.2% of loans are insured with securities. These two
forms of insurance experienced the highest growth. By contrast, the proportion of loans insured with insurers fell slightly to
2.5% of all new loans at the eight largest banks, and the proportion of loans insured with sureties fell to 6.4%. In the context
of the high growth in housing loans, which last year exceeded 45%, the proportion of new housing loans secured with a
mortgage increased by 10.4 percentage points to 42%. Furthermore, the results of the bank survey show that the average
loan-to-value ratio (LTV) increased to 59%, ranging from 50% to 70% at individual banks.

In contrast to the improvements in loan insurance and the reduction in credit risk, concentration in banks’ credit portfolio

increased. There was an increase in total large exposure expressed as a percentage of capital to 227%, and in the number of
large exposures to 305, which are the highest figures in the last five years.
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Despite the trend of decreasing credit risk, the pro-cyclic behaviour of banks means that any reversal in the economic cycle
would relatively quickly be reflected in a deterioration in the credit portfolio, which would in turn reduce banks’ returns.
The introduction of the IFRS, which in accounting for the impairment of claims and off-balance-sheet liabilities are based
on the concept of realised losses, will additionally contribute to the more pronounced pro-cyclic changes in the quality
of the portfolio. The current very favourable risk structure of total classified assets should not give grounds for excessive
optimism, since it would start deteriorating should the relatively high lending growth begin to weaken.

An additional factor of potential increase in credit risk at banks is the transfer of interest-rate risks and exchange-rate risks
to the non-financial sector. This increases the systemic risk for the entire economy, since the corporate and household
sectors are not adequately equipped for determining, assessing and managing interest-rate and exchange-rate risks.

In contrast to decline in credit risk, bank exposure to interest-rate risk increased in 2005. The difference between the
average period of change in lending rates and deposit rates lengthened by 10% to 6.6 months. This is primarily the result of
the lengthening of average loan maturity periods and the shortening of the average maturity of non-banking sector deposits.
Banks are relatively rapidly expanding the proportion of new loans with a variable interest rate: last year the percentage of
new loans with a variable interest rate was 57%, up 16 percentage points from 2004. Last year the banking sector was more
exposed to a rise in interest rates, since interest expenses would increase faster than interest income as a result of the period
of change in deposit rates being shorter than that of lending rates. In addition to the time imbalance between changes in
lending and deposit rates, interest-rate risk was affected by the increase of SIT 20 billions in the difference between average
interest-bearing assets and liabilities to SIT 430 billions in 2005.

The expected introduction of the euro in 2007 will not affect the level of interest-bearing assets or liabilities. However, the
introduction of the euro will lead to a change in interest-rate risk because of the indexation of certain interest rates with
the TOM base rate. The SITIBOR reference interest rate will be replaced with the EURIBOR reference interest rate. The
majority of interest rates linked to one of the reference rates will track the changes in ECB interest rates at their own pace,
with the exception of those index-linked to the TOM base rate, which will still depend on the movement of inflation in
Slovenia. The change in interest-rate risk after the introduction of the euro will be the result of the fact that the interest-rate-
sensitive assets indexed by the TOM base rate are almost double the amount of the interest-rate-sensitive liabilities indexed
by the TOM base rate.

The exposure of banks to exchange-rate risk measured by the openness of the foreign exchange position fell in 2005 from
23.4% to 21.7% of regulatory capital. The long open foreign exchange position, and consequently exposure to exchange-
rate risk, will be further reduced with the introduction of the euro, as around 90% of banks’ foreign currency balance-sheet
items are in euros. Exposure to exchange-rate risk partly increased as the result of changes in the Swiss franc exchange
rate owing to the rapid growth in balance-sheet items with a foreign currency clause tied to the Swiss franc. In the banking
sector overall, the proportion of items with a foreign currency clause tied to the Swiss franc increased from 4% to 12% last
year; this proportion was even higher in the group of banks under majority foreign ownership, where it stood at 14.5%.
Banks transferred the greater part of the risk associated with changes in the Swiss franc exchange rate to their clients
through loans with a foreign currency clause tied to the Swiss franc. Borrowers who obtained this type of loans as a rule do
not enjoy a natural hedge, while the variability in the Swiss franc exchange rate was greater than the variability in the euro
exchange rate over the last ten years.

In 2005 bank liquidity as measured by the average annual liquidity coefficient remained at the level of the previous year.
The coefficients improved slightly in the second half of the year following the amendment of the Bank of Slovenia’s
regulation on the minimum level of liquidity. However, certain indirect liquidity indicators deriving from balance-sheet
maturity structure show that, viewed over a longer timeframe, bank liquidity is not as good as it was last year. Higher
growth in lending to non-banking sectors coupled with low growth in deposits and the shortening of average maturity
periods is intensifying banks’ dependence on sources of financing obtained on the interbank market, and particularly on
sources borrowed from foreign banks. The concentration of the largest depositors increased, and the volume of secondary
liquidity decreased. Preparations for the adoption of the euro, the introduction of international accounting standards and the
implementation of the CAD directive are also increasing operational risks at banks.

Changes in banks’ risks reflected in the growth in risk-adjusted assets, and slower growth in regulatory capital, resulted in a
decline in capital adequacy by 1.2 percentage points to 10.6% in 2005. The decline in banks’ capital adequacy was mostly
driven by high growth in lending, growth of more than 52% in capital investments, and banks’ reluctance to increase their
capital in the expectation of higher capital adequacy after the introduction of the IFRS at the beginning of 2006. The five-
year trend of decline in the proportion of total risk-adjusted assets accounted for by credit-risk-adjusted items was reversed
in 2005: this proportion increased by 1.4 percentage points, alongside a decline in the items adjusted for exchange-rate
risks and market risks.

In 2006 capital adequacy was positively affected by the change in the calculation of currency-risk-adjusted items, and is
expected to improve further with the introduction of the euro. Bank balance-sheet items expressed in euros will become
domestic currency items, which will reduce capital requirements for foreign exchange risks. However, it needs to be
stressed that expected improvement in capital adequacy will therefore not be the result of less risk-incurring behaviour by
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banks, but of institutional factors, which might even increase banks’ willingness to assume additional risks and will serve
as the basis for further growth in lending without recapitalisation.

Similar to the improvements in banks’ performance in 2005 were the improvements in the performance of insurers. After
three years of decrease, last year insurers increased their net profits as a result of improved performance on the non-life
and life insurance market. The performance of health insurance remained negative in the amount of SIT 2.1 billions.
The improvement in the claims ratio was boosted primarily by a 12% improvement in non-life insurance claims and an
8% improvement in life insurance claims. The health insurance claims ratio deteriorated last year. Last year insurers and
reinsurance companies increased their collected premium by 9%.

The proportion of more profitable and riskier investments in the structure of life insurance investments and assets covering
mathematical provisions has increased over the last few years. The proportion of investments in debt securities and deposits
at banks, which are regarded as the safest form of investment, fell by 4 percentage points in 2005, but still remains at
the very high level of 82%. As with assets covering mathematical provisions, insurers displayed a significantly more
conservative investment policy in other assets covering technical provisions than insurers in euro area countries. Slovenian
insurers achieved greater geographical diversification in their investments: last year the proportion of investments in foreign
securities increased from 19% to 24%, which had a positive effect on reducing the dependence of coverage of technical
provisions by investments on returns on the domestic stock market. Voluntary supplementary pension insurance providers
were slightly less successful, as their proportion of investments in foreign securities remained at the 2004 level of 15%.

The proportion of bank loans to households secured with insurers continues to decrease. Last year this proportion fell by
20 percentage points to 40% of total loans to households. The proportion of total collected premium accounted for by loan
insurance premiums remains low at 2.6%. The claims ratio for insurance of consumer loans rose last year to 0.72, but the
claims ratio for insurance of housing loans fell considerably, from 0.54 to 0.26. These developments suggest a successful
reduction in potential systemic risks as the result of the transfer of credit risks from banks to insurers.

In 2005 investment fund assets increased by just 6%, as a consequence of the less encouraging conditions on the domestic
capital market. At the end of 2005 investment companies had 63% of their investments in domestic shares, which increased
their sensitivity to the return on securities on the domestic capital market. The adverse effect on mutual funds of the fall in
securities prices on the Ljubljana Stock Exchange was not so marked, owing to a rapid increase in the proportion of foreign
investments. In 2005 mutual funds increased their proportion of foreign investments by 23 percentage points to 40%. For
this reason their annual return of 7% was higher than the return of Slovenia’s stock market index the SBI 20, which was
negative at -5.6%, although considerably lower than the return in 2004. Last year’s fall in the SBI 20 was partly the result
of changes in mutual funds’ regional investment structure. In 2005 the proportion of the market capitalisation of shares on
the stock exchange accounted for by mutual funds’ shares rose by 2 percentage points to 6.7%, but this rise was primarily
the consequence of the conversion of investment companies. The impact that mutual funds have on the domestic capital
market is expected to diminish further in the future, as the proportion of foreign investments in their investment structure
will continue to increase.
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1 ECONOMIC TRENDS AND THE INTERNATIONAL
ENVIRONMENT

1.1 The International Environment

Global economic growth gradually increased last year, and stood at 4.3% according to IMF
estimates. Economic growth in the euro area fell by 0.6 percentage points in 2005 to 1.4%.
The world’s other two major economies both grew faster than the euro area. Economic
growth was 3.5% in the USA and 2.5% in Japan last year. As in previous years, growth in
central and eastern Europe was faster than in western Europe.

Inflation in the euro area averaged 2.2% in 2005, thus remaining at a similar level to the
previous year. Inflation in the USA rose again by 0.7 percentage points last year to 3.4%.
The rise in oil prices remains a significant risk factor for rising inflation. Oil averaged USD
54 per barrel in 2005, up 42% from 2004. There were a number of factors in this rise: rapid
growth in demand, the hurricanes in the Gulf of Mexico, and geopolitical factors in oil-
producing countries. Oil again breached USD 60 per barrel in the early part of 2006.

Last year the Fed continued with the interest rate rises that it began in June 2004. It
raised its key interest rate by 2 percentage points in 2005 to 4.25%. The reasons for the
interest rate rise were the improvement in economic growth, which no longer required
any encouragement from low interest rates, signs of overheating in the real estate market,
and the presence of inflationary pressures. Interest rates in the euro area were unchanged
for most of the year. After more than two years of no change, in December 2005 the ECB
raised its key interest rate by 0.25 percentage points to 2.25%. The rise was expected, and
was the result of inflationary pressures originating in the rapid growth in oil prices and also
in high liquidity. The ECB raised its key interest rate by 0.25 percentage points again in
March 2006.

Figure 1.1: Leading interest rates: LIBOR and ECB refinancing rate in percentages
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The euro depreciated against the dollar last year, falling 12.8%. The euro’s fall against the
dollar was mostly the result of the differences in interest rates between the two monetary
zones. This exchange rate movement had an adverse impact on import prices in the euro
area, which additionally contributed to inflation alongside the rapid rise in oil prices.

1.2 Inflation Trends and Economic Activity in Slovenia

The process of the gradual fall in inflation continued in Slovenia in 2005. Year-on-year
inflation had fallen to 2.3% by the end of the year. Slovenia met the Maastricht inflation
criterion for the first time in November 2005. The fall in inflation was primarily the result
of a further fall in core inflation, which more than compensated for the relatively high
growth in energy prices. As in the previous year, last year’s fall in inflation was sustainable,
with all the major macroeconomic equilibria being maintained: there was a moderate
current account deficit of 1.1% of GDP in 2005, the general government deficit was 1.8%
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The coordinated action by
the Bank of Slovenia and
the Slovenian government
contributed to the fall in
inflation.

Economic growth in
Slovenia last year was the
second-highest in the last
five years.

Economic growth in 2006
will depend primarily on
exports.

of GDP, and general government debt remained low at 29.1% of GDP according to ESA95
methodology.

The coordinated action by the Bank of Slovenia and the Slovenian government was again
significant in reducing inflation in 2005. The Bank of Slovenia’s monetary policy maintained
interest rates at a level in keeping with exchange rate stability, and attempted to prevent
potential inflationary pressures from arising on the side of demand. The government curbed
price growth by making counter-cyclical adjustments to excise duties on liquid fuels, thus
mitigating the transmission of high oil prices on world markets into domestic prices. Its
policy of managing administered prices prevented costs from automatically feeding through
into price formation.

Figure 1.2: Inflation in Slovenia and the EU in percentages
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Price movements in recent months indicate that inflation will stabilise at a level slightly
above 2%. The factors that will affect the movement of inflation in the months ahead
remain the same as last year. Any further increase in oil prices and strengthening of the
dollar against the euro could have an adverse impact on inflation from abroad, while the
main risk factor in the domestic environment is possible excessive spending caused by
low interest rates. Movements in prices in the non-tradable sector, administered prices and
slower growth in wages and social transfers will also be of significance to the movement
of inflation in the future.

Table 1.1: Annual growth in GDP and GDP components in percentages
(%) 2001 2002 2003 2004 2005 2005
Q1 Q2 Q3 Q4

Real GDP 2.7 3.5 2.7 4.2 3.9 2.8 5.4 3.6 3.7
Household spending 2.7 1.8 3.0 3.1 3.2 2.9 3.8 3.4 2.8
Government spending 3.9 3.2 1.6 2.9 3.0 2.0 3.1 3.2 3.9
Investment spending -4.3 4.0 101 9.2 -3.0 -1.5 -8.0 -4.4 2.0
Exports of goods and services 6.3 6.7 341 12.5 9.2 8.8 9.6 9.5 8.8
Imports of goods and services 3.0 4.8 6.7 13.2 5.3 6.8 1.6 5.9 7.2
Net exports’ 1.8 1.1 -2.2 -0.8 2.3 1.2 4.8 2.2 0.9

Note: ! Percentage points.

Source:  SORS, Bank of Slovenia, own calcualtions

Economic growth in Slovenia was relatively good in 2005 at 3.9%, but down 0.3 percentage
points from the previous year. The largest contribution of 2.3 percentage points to this
growth was made by net exports. Growth in domestic consumption was lower last year than
in the previous year. The reason was the real decline in investment spending. The change
in inventories acted as a brake on real GDP growth, while growth in investment spending
only increased significantly in the final quarter of 2005. Growth in investments in plant and
equipment was particularly low, while investments in buildings grew slightly more than in
2004. Household spending continued to grow at a relatively lively pace of 3.2% last year.

Economic growth in 2006 should be similar to that in the previous two years, while inflation
should stabilise at just over 2%. However, in addition to domestic conditions and the
exercise of economic policy, economic growth and inflation depend on external factors such
as economic growth in Slovenia’s major trading partners, and the movement of oil prices
on world markets. Other external factors that have an impact on inflation are commodities
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prices and the movement of the euro/dollar exchange rate. Given the importance of net
exports to economic growth, economic recovery in the EU remains key. Higher exports
could gradually revive investment activity in Slovenia.

The lively growth in household spending is tied to increased purchases of consumer
durables. With a stable exchange rate and low interest rates, consumption has been
relatively lively for some time now. Despite the fear that increased consumption under
altered circumstances could increase the pressure on the balance of payments, this has
so far not occurred. Increased household debt could even act to limit consumption in the
future, household debt having risen sharply in the last three years. Growth in government
spending rose to 3% last year, but because of public finance restrictions it cannot have a
significant impact on economic growth.

After Slovenia joined the ERM II in June 2004 monetary policy began to focus on meeting
the criterion of exchange rate stability, which has placed the principal burden of reducing
inflation on fiscal policy and incomes policy. Given the current inflation trends, it is certain
that by early summer 2006, when the two years of membership of the ERM II have passed,
Slovenia will meet all the criteria for introducing the euro at the beginning of 2007.

Financial transactions with the rest of the world

There was a moderate current account deficit last year of 1.1% of GDP. The deficit of
EUR 301 millions was half that in 2004, when it stood at 2.1% of GDP. With domestic
consumption lively and the terms of trade deteriorating, which brought a sharp acceleration
in merchandise imports in the second half of 2005, the record high surplus in trade in
services, an increase in the surplus in transfers and smaller net outflows of labour and
capital income were all positive factors in current account.

After two consecutive years of relatively low net financial inflows, these reached 5.5%
of GDP again in 2005. The private sector contributed to this, the government reducing its
external debt in line with its strategy of domestic borrowing. The increase in net financial
inflows originated in private sector borrowing abroad, mainly by banks. Outward portfolio
investments by the private sector remained high.

Table 1.2: Net balance of payments flows in EUR millions

2002 2003 2004 2005

1. Current account 344 -81 -544 -301
as % of GDP 1.5 -0.3 -241 -1.1

2. Financial account 1,099 149 411 1,506
as % BDP 5.4 0.6 1.6 5.5

Capital transfers -163 -164 -116 -137
Outward FDI 1,638 -118 221 -27
Investments in foreign securities -117 -173 -221 -322

Net trade credits -41 -58 -31 12

Net loans abroad 718 979 1,391 2,292
Bank deposits 130 428 236 1,012
Other -620 -733 -852 -645

3. Foreign exchange reserves -1,443 -68 133 -1,205
as % of GDP 6.9 0.3 -0.5 4.4

Source:  Bank of Slovenia, own calculations

In the financial account, the largest rise in claims against the rest of the world was recorded
by outward portfolio investments. They rose by just under one-third last year to EUR
649 millions, exceeding other types of investment for the first time. Outward portfolio
investments rose rapidly in 2004 primarily as a result of changes in the structure of the
domestic financial market. The high inflows of money into mutual funds were at first
directed towards domestic securities until the abolition of restrictions in the amount of
investments in foreign securities. This was followed in 2005 by rapid growth in investments
in foreign securities and foreign mutual funds, particularly in the second half of the year.
Growth in loans to the rest of the world was also relatively rapid. The volume of trade
credits remained similar to that in the previous year.

Among liabilities to the rest of the world, the large volume of borrowing abroad increased

significantly in 2005, the total financial inflows into the private sector rising by 56% last
year. Direct borrowing abroad by companies was less significant last year than in previous
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The tolar lending market
continued to contract.

Banks compensated for weak
domestic saving by non-bank
sectors by borrowing abroad.

There was a shift in the
structure of corporate financing
towards borrowing at domestic
banks.

There were no further changes
in the country risk rating last
year.

years. Inward FDI by non-residents was lower last year than in 2004, while outward
portfolio investments by the private sector increased.

While the currency structure of the lending market had shifted towards foreign currency
loans and away from tolar loans even in 2004, in 2005 this trend intensified. Foreign
currency lending to non-banking sectors is growing in importance for banks in comparison
with tolar lending. In 2004 foreign currency loans accounted for 80.6% of the net increase
in loans to companies' at Slovenian banks. In 2005 there even a net repayment of tolar
borrowing by companies in the amount of SIT 42.6 billions.

Slovenian banks intensified even further their borrowing from banks abroad last year. These
sources of financing were used to compensate for relatively weak saving by domestic non-
banking sectors, thus securing resources for increased domestic lending to non-banking
sectors.

Table 1.3: Net loans to banks and companies inside and outside Slovenia in SIT
billions
(SIT billions) 2001 2002 2003 2004 2005
Companies and OFOs in Slovenia 235.8 140.4 341.7 362.9 4971
of which tolars 142.4 1.7 158.1 70.5 -42.6
of which foreign currency 93.4 128.7 183.6 292.4 539.6
Companies and OFOs abroad 1081 136.0 124.7 168.7 71.3
Banks abroad 33.1 76.0 154.4 230.2 568.2
Total (companies and banks) 377.0 352.4 620.7 761.9 1136.6

Source:  Bank of Slovenia

In addition there was a decline in direct borrowing at foreign banks by companies in
2005. The ratio between corporate financing inside and outside Slovenia shifted sharply
towards the former last year. Even in 2004 approximately two-thirds of companies’ net
new loans were raised inside Slovenia. In 2005 only 12.5% of corporate borrowing came
from outside Slovenia. At almost SIT 500 billions, the net increase in loans to companies
was SIT 134 billions more than the previous year’s. Although corporate borrowing at
banks in Slovenia recorded relatively high growth last year, the total amount of financing
obtained inside and outside Slovenia by companies rose only slightly. Slovenian banks
and companies were able to borrow abroad at relatively favourable interest rates last
year. On average banks concluded agreements for long-term foreign currency loans at an
interest rate of 2.5%, and companies at 3.4%.

Bank, corporate and government liabilities to the rest of the world (3-month
moving average) in EUR millions

Figure 1.3:

300 T
— Banks

260 - —Government -~~~ —

—— Companies
20 F - - -

180
L i e B
100

60 -

20

-20

2002 2004 2005

Source:  Bank of Slovenia

Country risk and the spread in the yield on Slovenian eurobonds and German
government bonds

Slovenia has been upgraded by rating agencies in recent years. The last upgrade was made
before Slovenia joined the ERM II. The reasons for Slovenia’s improved credit rating lie
in its relatively good macroeconomic position. With a well-diversified, open economy, and
balanced public finances and balance of payments, at the end of 2005 Slovenia met all the

! Corporate borrowing at domestic banks involves a change in loan stock, while corporate borrowing
at banks abroad involves flows from the financial account.
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Maastricht criteria for joining the euro area, with the exception of two years of participation
in the ERM II. The rating agencies’ expectations that the rapid fall in inflation in Slovenia
would soon see it join the euro area have been confirmed as accurate.

S&P last published a rating for Slovenia on 11 July 2005, holding it at AA-/A-1+. The
report again cites factors acting to further reduce the risk rating, and factors acting in the
opposite manner. Among the former S&P cites the commitment to fiscal prudence reflected
in a low general government deficit and debt, the relatively balanced position in the balance
of payments and the net external debt, political stability and the consensus about reform.
The weaknesses were the low level of GDP in comparison with other comparable countries
with an AA rating, low competitiveness caused by relatively high wages, the low level of
foreign investment and the progress in privatisation.

The trend of a decreasing risk premium expressed as the spread between the yield on
Slovenian eurobonds and German government bonds has been seen for a lengthy period,
since the end of 2002. The premium fell below 0.2 percentage points in the second half of
2004, and has stalled at approximately 0.1 percentage points since the second half of 2005.
The basic reasons for the decline in the premium are the same as those for the upgrading
in country risk.

The country risk premium for Slovenian eurobonds, which stood at 0.109 percentage
points in December 2005, was lower than the country risk premiums of the other new EU
member-states for the majority of the year. At the end of 2005, Slovenia’s risk premium was
comparable to that of Estonia, 0.131 percentage points. The spread with other comparable
countries is slightly higher: at the end of the year it was 0.244 for Hungary, 0.207 for
Cyprus and 0.205 for Poland.

Figure 1.4: Country risk premium for investments in domestic eurobonds maturing in
2011 in percentage points
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The spread between the yield on domestic tolar government securities and euro-
denominated German government bonds,” which reflects exchange-rate risk in addition
to country risk, ranged from 1.0 to 0.4 percentage points. In January the spread was 1.0
percentage points, but this had fallen below 0.5 percentage points by December 2005.

2 The comparison is between the interest rates on 10-year government bonds, which are those used
when judging the Maastricht criteria.
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Growth in consumer
spending 3.3% in 2005.

Household borrowing rose
last year.

Net household savings at
banks declined.

2 HOUSEHOLD SECTOR

2.1 Consumer Spending

Over the last three years consumer spending has been relatively dynamic, with growth
between 3.2% and 3.4% over that period. In 2005 it was 3.3%. There have been a number
of factors affecting this vigorous recent growth in household spending. The nominal
convergence of domestic interest rates led to bank interest rates falling quickly in the
run up to Slovenia joining the ERM II. They remained low until 2006, which acted as a
disincentive to household saving at banks, a fact reflected in the weak growth in deposits;
it did however encourage borrowing. The increased spending has led to household
borrowing increasing since 2003, gradually but consistently.

— Government

Figure 2.1: Year-on-year growth in domestic spending in percentage
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2.2  Household Borrowing at Banks

Year-on-year growth in lending to households increased throughout the year, as it did
in 2004, and had reached 26.6% by the end of the year. Housing loans represented 60%
of the net increase in lending to households, and reached almost SIT 180 billions last
year. In December last year the growth in housing loans to households was almost 20
percentage points above overall growth in household loans, and their proportion in the
overall structure grew by 5 percentage points to 35.1%. The relatively dynamic economic
growth, historically low interest rates and the rather low levels of existing household
borrowing all contributed to the growth in household loans. A further contributory factor
in the increased household borrowing was the banks becoming more flexible in the
consumer and housing loans they offered.

Given widespread expectations that interest rates will remain relatively low in 2006,
banks will be encouraged, at least for another year, to focus on loans to households,
where the margins are higher. Competitive pressures in the household loans segment
are expected to continue rising, but at a slower rate than in previous years. The third
series of the National Housing Saving Scheme (NHSS) matures at the start of 2006,
but the positive market conditions mean most savers are not taking out loans under the
NHSS scheme conditions. Nevertheless the scheme maturing will increase the potential
for borrowing, and increase the overall volume of loans. A key factor in the anticipated
decline in growth in loans to households in the second half of 2006 is likely to be the
increasing debt ratio. In 2005 debt expressed as the ratio of household loans to wages
reached the highest level in the last six years. On average households required over eight
months of wages to repay their loans. With wage growth slowing, the net household debt
ratio is expected to increase even more.
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Figure 2.2: Net flow in SIT billions and growth in household loans and borrowing from
banks in percentages
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Foreign currency loans increased significantly within the currency structure for borrowing,
up to 9.5% at the end of 2005. Foreign currency loans represented 40.2% of the net increase
in household loans, which is significantly more than in 2004 (7.5%).

Convergence of interest rates on consumer loans

Figure 2.3: Comparison of Slovenian interest rates for consumer loans with euro area
interest rates in percentages
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Note: !Includes interest rates for foreign currency loans and interest rates for loans with a foreign
currency clause.

Source:  Bank of Slovenia

A comparison of interest rates for consumer lending in Slovenia and the euro area indicates ~ The rate at which the spread

that the process of convergence in nominal tolar interest rates slowed after the first half of  between euro area and tolar

2004. On average last year the spread was 0.5 percentage points, while in 2004 it was 1.2 interest rates and tolar

percentage points. At the end of 2005, the gap had almost completely closed. interest rates on household
lending converged began to

In fact, foreign currency consumer loans in Slovenia are available with even more  slow last year.

favourable interest rates than consumer loans in the euro area. The spread between interest

rates in Slovenia and the euro area was 1.2 percentage points in 2005, which reflects the

continuation of the aggressive household lending policy in Slovenia, particularly from

foreign banks.

Household borrowing from banks in the form of housing loans

At the end of 2005 housing loans accounted for 4.8% of the banking system’s total assets,
and 35.1% of all household lending. Compared to the previous year, there was a significant
increase in the volume of housing loans, particularly in foreign currency, in 2005.

At the end of 2005 tolar loans were still the largest group in the currency structure of
housing loans at 36.7%. They were followed by loans with a foreign currency clause in
euros (35.7%), loans in euros (14.6%) and loans with a currency clause in Swiss francs
(12.7%). However, the currency structure of loans approved in the last eight months of
2005 moved strongly towards loans with a foreign currency clause in euros (31.5%), loans
in euros (30.9%) and loans with a currency clause in Swiss francs (24.8%). At present loans
in Swiss francs are more favourable because they are being offered with lower interest
rates. If the ECB and Swiss central bank maintain the spread in interest rates, the proportion
of new housing loans in Swiss francs and loans with a Swiss franc currency clause will
probably increase. Loans in Swiss francs however do transfer foreign exchange risk to
households, which could lead to large delays or even defaults in the repayment of housing
loans, should the Swiss franc appreciate against the euro.
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Figure 2.4: Housing loans as proportion of total assets and total household lending in
percentages and year-on-year changes in household loans in SIT billions
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Figure 2.5: Currency structure of housing loans as at 31 December 2005 and
currency structure of new housing loans in final eight months of 2005 in
percentages

Currency structure as at 31 December 2005 Currency structure of new loans in last eight months of 2005
CHF foreign
currency clause CHF foreign SIT
12.7% currency clause

12.7%
24.8%

EUR foreign
currency clause
35.7%

EUR
30.9%

CHF EUR EUR foreign CHF
0.1% 14.8% currency clause 0.1%
31.5%

Source:  Bank of Slovenia

Lengthier terms to maturity =~ The main criterion for banks in the approval of housing loans is the ratio of the monthly
were being offered on  loan repayment to the borrower’s income. The reduction in interest rates and extended
housing loans.  maturity of new loans has increased the number of households that can meet bank criteria
and take out higher loans in order to buy a home. Easier access to housing loans is the main

reason for the rapidly increasing borrowing and increased demand on the housing market.

Table 2.1: Original term to maturity of newly approved housing loans by year at eight
largest banks in percentages
(%) upto 5 510 10 10to 15 15 to 20 over 20
2003 3.0 19.7 52.8 20.1 4.4
2004 3.2 18.6 46.7 20.8 10.6
2005 2.2 13.0 35.0 24.2 25.6

Source:  Bank of Slovenia

Box 2.1: National Housing Saving Scheme (NHSS)

In 1999, via the Housing Fund of the Republic of Slovenia (HFRS), the government began using the National Housing
Saving Scheme (NHSS) as an instrument of housing policy to exert a positive influence on long-term saving and to
expand the amount of long-term housing credit available. In accordance with the National Housing Saving Scheme Act
(Official Gazette of the Republic of Slovenia, Nos 86/2000 and 79/2001-Const. Court Dec.) four tenders (of five in total)
have already been issued for savings within the NHSS. In November 2004 the Housing Fund published a new (sixth)
tender to select a bank to participate in the NHSS for 2004, but banks were not prepared to participate given the terms of
the tender. Changing circumstances meant this form of lending was less attractive to banks and households. For banks the
interest rates that they would have to pay savers under the terms of the scheme were too high compared to market prices,
and there was also an obligation for them to repay the premiums to the government if the saver does not opt to take out
a housing loan after the saving period ends. Competition on the market has led to changes in the conditions under which
NHSS savers can take out loans from banks.
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Table 2.2: Saving in NHSS schemes on 31 December 2005 in SIT millions
Saving Number of Volume of funds saved
term savers Payments Premiums Interest Total
NHSS scheme'’ 5 years 36,935 40,342 2,610 4,562 47,514
10 years 5,997 9,119 773 1,909 11,801
Total 42,932 49,461 3,383 6,471 59,314
Total (%) 5 years 86.0 81.6 77.2 70.5 80.1
Total (%) 10 years 14.0 18.4 22.8 29.5 19.9
Note: ! Schemes 3, 4 and 5 and the remainder of Schemes 1 and 2.

Source:  Bank of Slovenia
Maturity of NHSS schemes in 2005 and anticipated end to third five-year scheme in spring 2006

On 27 November 2005 the second five-year NHSS matured, for which the balance of money paid in by savers (money
paid in, not including accrued premiums, revaluations and interest) at the end of October 2005 came to SIT 17.6 billions,
or SIT 23 billions together with the premiums.

In the period up to 31 December 2005 the banks approved NHSS-based loans worth SIT 13.9 billions?, just 7.4% of
all housing loans made to households. Meanwhile banks not participating in the NHSS (mainly Austrian banks) were
aggressively increasing their market share in housing loans to households from 10.6% to 44% between 2000 and the end
0f2005. Year-on-year growth in housing and long-term loans to households by banks not participating in the NHSS were
significantly higher than year-on-year growth achieved by banks participating in the NHSS.

The third five-year NHSS matured in the first half of April 2006. The total value of saved funds (money paid in excluding
accrued premiums, revaluation and interest) in the third scheme on 28 February 2006 was SIT 16.9 billions.* It is estimated
that households will take out SIT 4 billions in loans on the basis of the third scheme, or 23.5% saved funds.’ Savers
needing more funds to purchase housing will take out loans from banks operating outside the NHSS.

The impact of the third scheme on the banking system will be far less than that of the first scheme, as the third is
significantly smaller than the first, as was the second.

The failure of the scheme to meet its purpose in resolving the housing financing issue necessitated changes in the NHSS
conditions.

Amendments to the NHSS Act

Table 2.3: Comparison of NHSS saving conditions under previous act and amended act

Previous Act Amended Act

Interest rate on savings:
Interest rate set at 75% of market yield on government

for 5 years TOM + 1.65% X . ks .
bonds in domestic currency with fixed interest rate and
for 10 years TOM + 3.00% maturity over 9 years and six months
Saving period 5 and 10 years from 5 to 10 years
Loan with 10 year repayment TOM+2.45% (5 years) . . . .
+
Loan with 20 year repayment TOM+3.80% (10 years) i EEEHED CR g e EE (el

1 mth. instllmt/ 1/12 ann. paymt., or 1.25 of

mth. instlimt. for 10-year saving 1172 @l Il PR

Premium for annual saving

Eligibility for premium regular payment of 12 installments regular payment of 10 to 12 installments

Loan repayment period double the saving period double the saving period

in case of large changes to interest rates on

financial market (interest spread stays the same) IFiBEE 1 e o @I e (PRilos

Changes in interest rate

for young families seeking to purchase first housing with
Subsidised loan repayment No income per family member not exceeding half average
wage in Slovenia

Source:  Bank of Slovenia, HFRS

3 Loans from the first and second scheme worth SIT 12.5 billions and bridging loans worth SIT 1.4 billions.

4 According to the figures as at 31 December 2005, the total value of saved funds (money paid in, real interest, revaluated interest and
premiums) for the third five-year saving sheme was SIT 20 billions.

5 The percentage is calculated from the ratio of NHSS loans taken out (as at 31 December 2005) and money paid in from the first and
second schemes, excluding accrued premiums, revaluation and interest.
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On 1 March 2006 the new Act Regulating the National Housing Saving Scheme and Allowances for Young Families
That Are First-Time Buyers entered into force, which changed the saving schemes into purpose-specific schemes. The
conditions for acquiring premiums have also changed, and according to the new act will be tied to a specific purpose
for saved funds or loans, while the interest rates on the savings and loans have also been changed, and the revaluation
abolished. The amended act changed the provisions on the savings period so that saving will be possible for a period of
five to a maximum of ten years. Savers will be entitled to a premium at the end of a one-year saving period, if they pay in
at least ten monthly payments during the saving year instead of all 12, as in the previous five schemes. At the same time
the value of the premium will be halved.

The amended act included a new title on allowances for young families buying their first home. Any young family that
is seeking to acquire their first home by buying or building and whose income per family member does not exceed half
the average wage in Slovenia in the past year will be entitled to subsidies that are not related to saving in the scheme.
According to the new act, young families will receive EUR 160 per year per family member in financial assistance for the
first four years, and EUR 100 per family member for the following four years. A four-member young family will therefore
receive EUR 4,160 euro in state aid towards purchasing housing over a period of eight years.

2.3 Forms of Financial Assets and Net Household Borrowing
at Banks

Household financial assets ~ Household financial assets, which comprise bank deposits, household claims in the form of
last year increased to  equity and debt securities, investments in mutual fund investment coupons, life insurance
62.8% of GDP.  and voluntary supplementary pension insurance held by households,® rose by 8.5% in

2005.

Households still hold the majority of their financial assets in bank deposits, although
the proportion of the total that they account for is still decreasing. In 2005 it fell by 1.7
percentage points to 58.7%. The second-most important form of saving also fell last year
by 3.6 percentage points, i.e. investments in domestic shares and bonds. The importance of
alternative forms of financial assets are increasing. Last year their proportion increased by
5.3 percentage points to 21.4%.

Table 2.4: Forms of household financial assets in SIT billions

Household Shares Mutual  Investments Life Supplementary Total

deposits and funds abroad insurance pension financial

at banks bonds insurance “assets”

Dec. 00 1,274 468 10.7 0.7 - - 1,753
Dec. 01 1,731 603 14.7 1.4 123.8 6.2 2,480
Dec. 02 1,944 727 55.4 4.6 179.0 24.7 2,935
Dec. 03 2,097 804 931 1241 221.9 48.9 3,277
Dec. 04 2,292 891 210.2 29.0 276.0 95.4 3,793
Dec. 05 2,418 817 331.9 81.5 326.2 141.9 4117

Source:  CSCC, SMA, Bank of Slovenia, ISA, AMC

Table 2.5: Structure of household financial assets and household financial assets as
proportion of GDP in percentages
Household Shares Mutual Investments Life  Supplementary Total
deposits and funds abroad insurance pension “assets”
in banks bonds insurance Proportion as % of GDP
Dec. 00 72.7 26.7 0.6 0.0 - - 100 40.8
Dec. 01 69.8 24.3 0.6 041 5.0 0.2 100 51.7
Dec. 02 66.2 24.8 1.9 0.2 6.1 0.8 100 54.8
Dec. 03 64.0 24.5 2.8 0.4 6.8 1.5 100 56.4
Dec. 04 60.4 23.5 5.5 0.8 7.3 2.5 100 60.7
Dec. 05 58.7 19.9 8.1 2.0 7.9 3.4 100 62.8

Source:  CSCC, SMA, Bank of Slovenia, ISA, AMC

® Only the household financial assets listed above are included, and not real estate or holdings of
foreign cash and other forms of financial assets, included in financial accounts. Liabilities do not
include liabilities from leasing or liabilities from various forms of lending from companies other
than banks.

10 FINANCIAL STABILITY REPORT



BANKA SLOVENIJE

BANK OF SLOVENIA

At the end of 2005 household financial assets were equivalent to 62.8% of GDP, up 2.1
percentage points over the previous year. Financial assets were equivalent to 138.2% of
annual disposable household income’, up 5 percentage points from last year. Bank loans
represented the majority of liabilities disclosed by households. The liabilities do not include
liabilities from leasing and household borrowing from lenders other than banks.

Table 2.6: Bank loans and deposits in SIT billions

Household Household deposits Net household Net savings
loans from banks at banks savings at banks as % of GDP
) (2) (2-1)

Dec. 00 419.2 1273.6 854.4 19.9
Dec. 01 453.3 1730.9 1277.6 26.6
Dec. 02 4901 1944 1 1454.0 2741
Dec. 03 548.7 2097.4 1548.7 26.6
Dec. 04 671.0 2291.7 1620.7 25.9
Dec. 05 849.3 2417.8 1568.5 23.9

Source:  Bank of Slovenia

Significantly weaker growth in deposits compared to growth in household loans led to
net household bank deposits falling last year by 2 percentage points to 23.9% of GDP.
The average growth in household loans last year was three times the average growth in
household deposits.

Convergence of interest rates on bank deposits

As with lending rates, in recent years there has also been significant nominal convergence = There was a positive spread

in interest rates on bank deposits. between interest rates at
home and in the euro area

For short-term tolar deposits, which are predominant among bank deposits (93% of all ~ for tolar deposits, and a

deposits), the level of interest rates moved near 3% from the end of summer 2004, and  negative spread for foreign

remained at that level until the end of 2005. On average Slovenian interest rates on short-  currency deposits.

term tolar deposits were 1.2 percentage points above those in the euro area. At the end of

the year the gap fell to below 1 percentage point. The spread between domestic and foreign

interest rates on foreign currency deposits with the same maturity in 2005 remained similar

to the previous year, but the average level of -0.6 percentage points is not sustainable in the

long-term.

After the level of tolar interest rates at domestic banks for deposits of more than 1 year
stabilised around 4% after Slovenia joined the ERM II, there was a slowdown in the rate
at which interest rates in this part of the market fell. By the end of 2005, interest rates on
long-term deposits had fallen to around 3%, while the spread between tolar interest rates
on long-term deposits and interest rates in the euro area fell last year on average by 0.6
percentage points to around 1 percentage point. In the final months of 2005 the spread fell
to below 1 percentage point. In contrast the negative spread between interest rates on long-
term deposits in Slovenia and the euro area reduced throughout last year and was positive

by the end of the year.
Figure 2.6: Comparison of Slovenian interest rates on deposits of up to 1 year with
interest rates in euro area in percentages
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Source:  Bank of Slovenia

7 Disposable household income comprises net wages paid, other employment earnings and social
transfers.
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Figure 2.7: Comparison of Slovenian interest rates on deposits of more than one year
with interest rates in euro area in percentages
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Regional differences in
the rate of price growth
narrowed, but the
differences in real estate
price levels are still large.

12

2.4 Real Estate Market

In past years there has been diverse movement on the Slovenian real estate market in
both residential and commercial properties. In 2005 there was a reduction in the regional
differences seen between Ljubljana and surroundings and the rest of the country in the
rate at which residential real estate prices were growing. The difference in the prices of
housing between the Ljubljana urban region® and the rest of Slovenia nevertheless remained
relatively large’.

Figure 2.8:
20%

Year-on-year rise in advertised housing prices in Ljubljana in percentages
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Source:

The rapid growth in housing prices in Ljubljana eased somewhat in the second half of
2004 before increasing again towards the end of 2005, when year-on-year price growth
rose above 10%. The fastest growth in recent years was recorded by smaller dwellings,
particularly 1-room flats, the prices for which increased by 19.1% in 2004. The largest
increase in price growth in 2005 was recorded for larger dwellings, prices of which rose by
over 14%. Office prices did not change significantly in 2005, after considerable volatility in
past years on the commercial real estate market in Ljubljana. Prices were up by 5.5%. There
were also significant differences in price levels between the capital and its surroundings.
Housing prices in the Ljubljana surroundings grew faster than prices in the capital itself
throughout most of 2005. The very high housing prices in Ljubljana, led to higher demand
from households for real estate in the city surroundings.

Regional differences in price levels in 2005 again increased somewhat in comparison with
the previous year. This applies above all to the comparison in housing prices between
Ljubljana and the Ljubljana urban region, and the average for the rest of the country.

The geographical division according to housing prices is made at SKTE level 2, where the Ljubljana
region is the same as the Central Slovenia region at SKTE level 3, while the rest of Slovenia includes
11 level 3 regions. The Ljubljana urban region is further divided into the city of Ljubljana and the
surroundings.

The exceptions are tourist resorts on the Slovenian coast and some areas near ski resorts.
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Table 2.7: Year-on-year growth in real estate prices in percentages

2001 2002 2003 2004 2005 20051 20051 20051 2005 IV
Growth in advertised prices for housing and offices in Ljubljana (%)
Studio-flat 8.7 -1.1 14.7 6.5 13.5 8.2 10.9 13.5 13.5
1-room flat 2.2 241 6.2 1941 1.3 16.6 12.6 10.0 1.3
2-room flat 9.7 -2.6 17.0 1.4 12.6 10.7 8.2 11.6 12.6
3-room flat -2.4 6.8 12.0 8.6 14.2 2.6 2.5 3.7 14.2
Offices -0.8 12.7 5.9 5.5 5.5 0.2 0.9 2.7 5.5
Growth in transaction prices of housing (%)

Flats - Ljubljana - city 12.7 1.9 1.4 9.0 12.7
Flats - Ljubljana - surroundings 7.3 14.3 18.4 14.7 7.3
Flats - Ljubljana urban region (SKTE 2) 1.1 12.0 1241 9.4 1.1
Flats - rest of Slovenia (SKTE 2) 1.7 5.8 10.9 10.8 1.7

Source: SLONEP, Tax Administration of the Republic of Slovenia, Bank of Slovenia, own
calculations
Table 2.8: Index of regional differences in housing prices'
Slovenia Ljubljana urban region Ljubljana - city Ljubljana - surroundings Rest of Slovenia
2004 100.0 145.8 158.3 102.4 75.2
2005 100.0 148.0 160.8 106.2 75.5
Source:  Tax Administration of the Republic of Slovenia, Bank of Slovenia

Price level sustainability

The sustainability of housing prices depends on the ratio of current prices to fundamental
prices, i.e. pricesjustified by economic and institutional fundamentals. Given that the available
data is for a relatively short period, we calculated two indicators for price sustainability on
the Ljubljana real estate market"'. The two indicators are housing affordability and the price
to rent ratio, on the basis of which the fundamental housing price was calculated.

Housing affordability, expressed as the ratio of Ljubljana housing prices to monthly net
wages (12-month moving average), started to fall after 2002 due to rapid growth in housing
prices that was not matched by growth in net wages. The largest fall in affordability was
for 2-room and 1-room flats, followed by 3-room flats and studio flats. In 2005 the rapid
growth in prices led to access to larger flats or housing being reduced most. At the end of
2005 purchasing a 2-room flat in Ljubljana required 33 average monthly wages more than
at the end of 2002. The reduction in affordability of housing was mitigated by the fall in
interest rates and the lengthening of the average maturity of housing loans.

Figure 2.9: Ratio of Ljubljana housing prices to average net monthly wages in Ljubljana
(12-month moving average)
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Source: SLONEP, Tax Administration of the Republic of Slovenia, Bank of Slovenia, own

calculations

10 Regional differences in price levels for years given are calculated from the average prices for specific
quarters.

! Using the values for these indicators alone one cannot speak of a bubble on the real estate market.
Limits relating to quality have to be taken into account in interpreting the data.
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Price to rent ratio is

increasing.

flats are overpriced.

Last year housing rents in Ljubljana grew more slowly than housing prices, similarly to
2004. The price to rent ratio was slightly higher than in 2004. There is a significant higher
ratio for smaller flats. At the end of 2005 purchasing a studio flat in Ljubljana was equivalent
to over 18 annual rents (compared to just over 17 in 2004), a 1-room flat was equivalent to
just under 20 annual rents (under 18 in 2004), a 2-room flat just over 16 annual rents (under
16 in 2004), and just over 16 annual rents for a 3-room flat (15 in 2004).

Figure 2.10:  Year-on-year growth in 12-month moving average for prices and rents of
1-room flats in percentages and price to rent ratio (P/E) in Ljubljana
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Source:  SLONEP, own calculations

In calculations of the fundamental housing prices based on the price to rent (i.e.
earnings) ratio (P/E)'? we took the average P/E value for the period 1995 to 2000' and
used the rents data for 2001-2005 to calculate the fundamental prices. The actual prices
for smaller flats significantly exceed the fundamental price. The size of the discrepancy
increased somewhat in 2005. Since 2002 the actual price of larger flats has generally
been below the fundamental price, only slightly exceeding that price in the final quarter
of 2005.

Figure 2.11:  Ratio of actual to fundamental price, calculated using the price to rent ratio
for Ljubljana in percentages
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Given the large increase in the house price to net wages ratio and the actual to fundamental
price ratio, we assess that smaller flats in Ljubljana are overpriced. That can not be stated
for larger flats, as their market price has been below the fundamental price since 2002.

12 In calculations of the P/E indicator for the real estate market the price (P) was the average price per
square metre of a flat while the earnings (E) were the annual rent per square metre. The fundamental
price is the real estate value that should, given the economic and institutional fundamentals, be
sustainable in the long-term. It is calculated by multiplying the average value for the P/E indicator
over a set past period, by the annual rent per square metre.

3 A more accurate calculation of the fundamental price would take into account a longer,
more stable period of at least 10 to 15 years in calculating the P/E average. This is not possible given
the short period for which figures are available and the brevity of time for which the Slovenian real
estate market has actually functioned. The restrictions mentioned must be taken into account when
interpreting results, although one could expect over a longer period at most a lower average P/E ratio
and higher overvaluation of flats using this indicator.
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Factors affecting real estate prices

In recent years there has been a growing imbalance between supply and demand for flats,
which has led to increased prices due to the inflexibility in supply in the short-term. Supply
on the real estate market can only slowly adapt to demand, for which reason housing prices
in the short-term can significantly deviated from a long-term balanced level. After an
extended period of rising real estate prices, in the last two years Slovenia has seen a certain
response from the supply side, which can be seen from the high year-on-year growth in
gross investment in residential buildings in 2004 and 2005, the higher number of building
permits issued and the higher number of completed flats in 2004 compared to 2003. In future
we can therefore in all likelihood expect an increased supply of new flats, which should lead
to the growth in prices calming. However, one must remain aware of the restrictions arising
from the capacity of the construction sector and the insufficient supply of suitable land with
planning permission. According to some assessments, Slovenia can only look forward to
a maximum annual increase of 8,000 dwellings per year, through new construction and
reconstruction of older housing." One objective of the National Housing Programme for
2000 to 2009 was to build at least 10,000 dwellings per year, which will be very difficult to
achieve. This is confirmed by the large gap between the planned number from the National
Housing Programme and the actual number of newly constructed flats.

Table 2.9: Housing stock, number of completed dwellings, building permits issued

and gross investment in housing

BANK OF SLOVENIA

Response from supply side to
imbalance between supply and
demand for housing.

1999 2000 2001 2002 2003 2004 2005
Estimate of housing stock
Number of dwellings’ 709,825 716,402 722,924 730,064 736,420 743,424
Number of dwellings per 1000 inhabitants 357 360 363 366 369 372
New constructions, extension and change of purpose
Number of new dwellings 5,446 6,751 6,715 7,265 6,567 7,004
Number of new dwellings per 1000 inhabitants 2.74 3.39 3.37 3.64 3.29 3.51
Floor area (m?) 607,468 745,194 778,817 824,608 746,517 761,430
Building permits issued
Number of dwellings 5,634 5,339 5,168 5,080 6,122 7,002 7,003
Floor area (m?) 685,650 636,424 606,262 597,366 711,385 793,200 861,179
National Housing Programme from 2000
Planned number of dwellings 6,200 6,550 6,950 7,400 7,950 8,550
Growth rate (%)

Gross investment in housing 14.3 -4.0 7.0 8.5 -8.0 15.7 20.5

Note: "Housing stock includes inhabited dwellings and temporarily uninhabited dwellings for
permanent use.
Source:  SORS, National Housing Programme, own calculations

The size of the existing housing stock of course has a significant impact on housing
supply. In Slovenia the number of dwellings per 1,000 inhabitants in 2002 was 336 units,
significantly below the EU15 average, which was 490'° dwellings per 1,000 inhabitants.
The number of dwellings per 1,000 inhabitants should approach the EU level as available
household income increases. In Slovenia the number of dwellings per 1,000 inhabitants is
increasing, and the net average annual increase in the housing stock'® between 1999 and
2004 was 3.25 dwellings per 1,000 inhabitants. In 2002, 3.64 dwellings were built per 1,000
inhabitants in Slovenia, which is less than in most of the EU15, but more than in most of
the ten new member states. Given the current net increase in the number of dwellings per
1,000 inhabitants compared to the EU15 countries, is not high enough for there to be talk of
convergence in this sector. As Slovenia’s per capita GDP continues to catch up with the EU
average, demand for housing will increase, which will lead to further price pressures if the
number of newly constructed dwellings is insufficient.

On the housing demand side, the reduction in inflation and increase in competition between
banks has been expressed in lower interest rates and an increase in the supply of long-
term housing loans. The falling trend in tolar interest rates on housing loans seen in 2004
continued into 2005. The average tolar interest rate on housing loans was 1.2 percentage

14 Banovec T.: Ali imamo v Sloveniji prevec ali premalo stanovanj? Poslovanje z nepremicninami:
16. tradicionalni posvet (Does Slovenia have too much or too little housing? Slovenian Real Estate
Market and Property Management: 16" Traditional RE Conference (Conference Proceedings)).
Ljubljana: CCIS, 2005.

!5 Housing Statistics in the European Union 2004, 2005, and own calculations.

! The net increase is the difference between the number of newly constructed dwellings and the
reduction in the housing stock.
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points lower by the end of 2005 than at the end of 2004. Foreign currency interest rates
on housing loans were somewhat lower than in 2004 throughout most of 2005, but in the
final two months of 2005 they did return to the level seen throughout most of 2004, largely
because of the ECB raising its interest rates in December.
Figure 2.12:  Comparison of Slovenian interest rates for household housing loans with
euro area interest rates in percentages
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Source:  Bank of Slovenia

In 2005 year-on-year growth in housing loan volume increased further, passing 45% by the
end of the year. The continuation of these trends over a longer period could, without any
matching growth in housing supply, lead to a significant gap between housing prices and
their fundamental value. The higher growth in housing loans has also had an impact on the
volume of real estate trading by households, which increased by 33.6% in 2005.

Figure 2.13:  Year-on-year growth in housing loans and the volume of real estate trading
by households!’ in percentages
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Source:  Bank of Slovenia, Nepremi¢ninski informator 2005/XII (CCIS et al.), own calculations

A further reason for the rise in trading volume and the growth in prices is the projected
increase in VAT on new flats from 8.5% to 20% in 2008. Households have already
anticipated expected increases in the price of new dwellings, which has been seen in the
rising prices for older housing. The future change in the tax treatment of new dwellings
will in all likelihood contribute to rises in prices in 2006.

Tax relief for housing purchases has an important effect on the amount of demand for
housing, and in combination with the extremely small renting market encourages house
ownership over renting.'® The continued reduction in the average number of people per
household despite the relatively stable population is a further factor in strengthening
demand. Between 1991 and 2002 the average household size fell from 3 to 2.8 members,
which is still significantly above the EU15 average, which was 2.3 in 2002. The reduction

'7 The turnover is estimated on the basis of data on the 2% real estate sales tax payments. For 2005 the
evaluation was made by comparing turnover in the first three quarters of 2005 with turnover in the
first three quarters of 2004. The sale of new dwellings is not included in real estate turnover. In the
following section the turnover on the real estate market relates to transactions made by households.

'8 For 15 years after purchasing a house, buyers can make use of tax relief for sums paid for housing.
The sums paid include their own funds and the principal and interest on a housing loan. The tax
relief is a maximum of 4% of the taxpayer’s taxable base. Furthermore, flat and house owners can
use general tax relief to further reduce their taxable base by up to 2% of payments relating to the
maintenance of housing and residential buildings.
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in average household size is expected to continue, and should cancel out the impact of a
falling population and the proportion of the population in the 30 to 44 year-old age band,
where the demand for housing is greatest.

The planned introduction of a property tax should, to some extent, reduce the imbalance
between supply and demand, as it should increase the supply of housing to buy and to
rent, and will probably also reduce demand to some extent, particularly for the larger,
more heavily taxed flats. Furthermore the tax should also have some impact on improving
the supply of vacant land with planning permission. Collecting property tax will first of
all require a suitable legal basis for establishing a register of real estate and records on
the real estate market. There will have to be a mass appraisal of real estate to determine
general market valuations, which can then be used to set the taxable base. The tax level
should be low, this is the reason why the reduction in the gap supply and demand on the
housing market, due to property tax, will be of long duration.

There is no data on the volume of purchases by non-residents on the real estate market,
but according to reporting by real estate agencies, these transactions still represent a
small proportion of turnover. Demand from non-residents somewhat strengthened last
year, again according to data from real estate agencies. Non-residents mainly look for real
estate in tourist areas and older buildings in rural areas. In future we can expect higher
demand for real estate in Slovenia from non-residents, due to the probable slowdown or
even negative price growth in some European countries with overpriced real estate. This
can already be seen with British buyers, who are among the most common foreign buyers
of Slovenian real estate alongside Austrians and Italians, according to real estate agents.

Based on analysis of supply and demand factors, we assess that the past development on
the real estate market is sustainable and there is no danger of a sudden fall in real estate
prices. The rapidly falling interest rates and lengthening maturity of loans in recent years
has through an increased volume of housing loans in combination with a number of other
factors led to rapid growth in house prices. Recently supply has been up, but the capacity
of the construction sector and the current availability of land with planning permission
does not permit the increase in the number of new constructions needed for supply to
exceed demand for housing in the near future and cause prices to come down. Based on
factors affecting supply and demand for housing we expect the rate of price growth to
ease, but there does remain the risk that the continued rapid increase in housing loans and
an insufficient supply of housing will foster continued price growth.

Buying housing as an alternative financial investment

In the past three years housing in Slovenia, or at least in Ljubljana, the capital, has been a
relatively profitable investment. The growth of prices and income from rents have covered
not only the payment of monthly repayments on loans, but have also offered further income
to owners over the period 2003 to 2005.

To illustrate the attractiveness of purchasing a dwelling as an investment, each year from
2003 to 2005 we calculated the return on an investment in a 2-room flat in Ljubljana,
assuming that an individual finances the purchase exclusively with a loan or their own
funds. If at the start of the year an individual decided to invest in a 2-room flat financed
entirely by a housing loan,” the return® was positive for all three years. To evaluate an
investment in housing we took monthly rents and the increased value of the housing for
the individual year (unrealised capital gain) into account as revenue, while the expenses
included monthly loan repayments. If an individual financed the purchase of a flat with
their own funds, we calculated the return taking into account monthly rent and increased
value of the property for an individual year, and also taking into account the opportunity
cost (in the amount of the average annual interest rates for time deposits over one year),
to produce an indicator of the return on investment in housing. This is comparable to the
returns on other financial investments, where the calculation of the return included the same
opportunity cost as above. Buying a flat in order to rent it out (buy-to-lease) proved to be a
better investment, with the exception of 2004, when the growth in securities on the capital
market measured using the SBI 20 recorded a higher level of return.

! The loan-to-value ratio (LTV) is actually set below 100%, which requires the purchaser to invest
their own funds as well.
2 The return is calculated using the discounted net present value method.
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Table 2.10: Return on investment in a flat in Ljubljana taking into account loan
repayments and comparison of return with other forms of financial
investment (using discounted net present value)’' in percentages

(%) Purchase of housing Investing own funds
with a loan Housing Capital market indices

TOM+r SIOM SBI20 BIO VEPVS
2003 11.63 12.82 26.84 9.85 -1.37 9.37
2004 3.53 4.49 17.33 19.82 -0.04 13.15
2005 3.93 4.01 16.94 -8.36 -2.08 4.09
Source: ~ SLONEP, Tax Administration of the Republic of Slovenia, Bank of Slovenia, own

calculations

Gap between turnover on real  Buying a flat was and remains a very attractive alternative financial investment, particularly
estate and capital markets  after the negative experiences on the Slovenian stock market in 2005. After a lengthy
falls.  period of increasing prices, households treat housing as a very safe and profitable form
of long-term investment. In the last two years there has been faster growth in turnover on
the real estate market, significantly exceeding the rate of growth on the capital market in
2004 and 2005. While growth in turnover on the real estate market accelerated, growth
in turnover on the organised capital market fell somewhat in 2005. This reduced the gap
between turnover on the real estate market and on the capital market from SIT 140 billions
in 2004 to just under SIT 98 billions in 2005. In 2005 the turnover on the real estate market
reached 78% of that on the capital market, while in 2002 it had been just 40%.

Figure 2.14: Year-on-year growth in turnover on capital and real estate markets and
real estate to capital market turnover ratio in percentages
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Source:  Nepremicninski informator 2005/XII (CCIS et al.), LISE, own calculations

Large increase in newly  The rise in turnover on the real estate market is largely explained by the large volume

approved housing loans.  of newly approved housing loans. Over the whole of 2005, banks approved 59% more
housing loans than in 2004. Most real estate purchases by households were undoubtedly
financed by loans taken out with banks and own funds. Some funds from time deposits and
the securities market were therefore transferred to the real estate market. Some households
increased their investment in real estate due to the low interest rates, the fall in the value
of securities, and the high return on investments in real estate. There is no specific data on
buy-to-lease purchases, but for the reasons set out above we expect this sector to expand
in the future.

2l Calculations for a 60m?2 flat in Ljubljana. Housing prices at start of year used to calculate return..
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Table 2.11: Changes in time deposits and alternative financial investments by
households, turnover on real estate and capital market and changes in
volume of housing loans
2002 2003 2004 2005
(SIT billions)
Change in stock of household time deposits excluding sight deposits 151.9 61.1 127.3 -102.4
Change in stock of alternative household financial investments 239.7 1841 319.5 192.5
Turnover on capital market 475.2 339.9 396.7 440.8
Turnover on real estate market 189.9 2101 256.5 342.6
Change in stock of housing loans 24.7 31.7 54.5 102.5
Growth rate (%)

Household time deposits excluding demand deposits 14.0 4.9 9.8 -7.2
Alternative household financial investments 321 18.7 27.3 12.9
Turnover on capital market 39.2 -28.5 16.7 1141
Turnover on real estate market 21.0 10.6 221 33.6

Source:  Bank of Slovenia, Vzajemci.com, Nepremi¢ninski informator 2005/XII (CCIS et al.), ISA,
LISE, own calculations

Box 2.2: Impact of real estate price movement on financial stability

The real estate market is characterised by pro-cyclical movement due to the strong correlation between changes in real
estate prices and the credit cycle, owing to debt financing for the purchase and construction of housing. As yet there are
no bond issues in Slovenia to cover mortgage loans. Nevertheless, on the basis of a new mortgage bonds and municipal
bonds act, mortgage banking will be developed in Slovenia, the main feature of which is that banks’ lending capacity
increases with the growing value of real estate covered by mortgage. Even in a banking system without mortgage banks,
rising property prices lead via the wealth effect to higher creditworthiness for borrowers, and to improvements in bank
assets, which in the terms of available funds became more inclined to approve loans. Finally in a phase of economic
expansion there is often a relaxation in lending standards that leads to excesses or to overly favourable loans being
approved. While real estate prices rise, if banks have sufficient funds, there is an increased credit availability and hence
additional demand for real estate. This leads to prices increasing further. The opposite scenario develops when prices
begin to fall on real estate markets and the reduced volume of bank loans leads to further falls in prices.

Nominal interest rates, which depend on inflationary expectations, have an effect on the availability of housing loans
and indirectly on demand on the real estate market. The nominal interest rate when a loan is approved is important. The
higher the nominal interest rate at the moment that the loan is taken out, the higher the nominal value of the monthly
repayment (if the loan amount remains the same). For a given wage, the nominal repayment amount to nominal wage
ratio is higher when nominal interest rates are higher. If the nominal repayment to income ratio is an important criterion
for loan approval, households find it harder to access housing loans when inflation is higher.

The most important criterion for granting loans in Slovenia is the nominal repayment to monthly income ratio. The
amortisation schedule includes calculation of monthly payments based on the current nominal interest rate. If the nominal
interest rate is high, the monthly repayment will be higher, restricting access to housing loans.

Including housing or real estate prices in the calculation of inflation during a period where house prices rise while all other
remains the same, would increase inflation and hence the nominal interest rate. Access to housing loans would drop and
the growth in housing prices would tail off. The opposite would occur in the event of falling prices, as inflation and the
nominal interest rate would fall, which would increase access to housing loans and reverse the falling prices. Including
a real estate or housing price index in the CPI would have a counter-cyclical effect on the real estate market, which is
desirable in terms of preventing real estate bubbles or mitigating their consequences.

The Figure 2.15 indicates how reducing inflation and interest rates increases the accessibility of housing loans. The ratio
of the initial repayment amount (when a new housing loan is taken out in a specific month) to the 12-month moving
average for the average monthly net wage largely fell in line with inflation since January 2003. Taking into account the
nominal growth in monthly average net wages, this ratio fell even more quickly.

Including real estate prices in inflation calculations also affects repayment capacity for existing loans. The increase in real
estate prices is expressed in higher annuities, via higher inflation and interest rates. In the past most loans approved in
Slovenia had a principal that was revalued in line with the TOM base rate. Increases in inflation would reflect in a higher
nominal value for repayment instalments, but would not threaten the household’s capacity to repay a housing loan, as the
housing loan approval policy was very conservative in the past. By the end of 2005, the proportion of total household
housing loans accounted for by loans with a principal linked to the TOM base rate was just 27.3%.
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3 CORPORATE SECTOR

3.1 Financing of Companies at Domestic Banks and Net
Borrowing by Companies

Corporate lending

Corporate borrowing started its increase in 2003, with relatively high growth of 20.1% on
average maintained in 2004, before increasing further in 2005 to 23.1%. The continued
growth in corporate borrowing from domestic banks last year was due to the relatively
high level of economic growth persisting, and changes in the method of financing moving
from borrowing abroad to domestic borrowing.”> While in 2004 the proportion of net
corporate borrowing from banks abroad in the net borrowing figures was still one-third,
last year it more than halved to 14.5%. Despite the higher growth in borrowing from banks
in Slovenia, total corporate borrowing via loans, i.e. inside Slovenia and abroad, did not
change significantly. The increase in net borrowing amounted to SIT 491 billions in 2005,
while it was just under SIT 510 billions in 2004.

Table 3.1: Net corporate borrowing inside and outside Slovenia in SIT billions
2001 2002 2003 2004 2005
(SIT billions)

Corporate borrowing from domestic banks 228.7 1156.7 314 34141 419.9
Of which in tolars 139.9 6.7 138.8 77.3 -54
Of which in foreign currency 88.8 109 175.2 263.8 473.9

Corporate borrowing abroad * 108.1 136 124.7 168.7 71.3
Short-term -2.7 -2.9 16.3 -7.3 21.9
Long-term 110.7 138.9 108.4 176 49.4

Total 336.8 251.7 438.7 509.8 491.2

(%)

Borrowing structure 100 100 100 100 100
Domestic 68 46 72 67 85
Abroad 32 54 28 33 15

Currency structure 100 100 100 100 100
Tolar 41.5 2.7 31.6 156.2 -11.0
Foreign currency 58.5 97.3 68.4 84.8 111.0

Note: 'Includes other financial organisations (OFOS).

Source:  Bank of Slovenia

Figure 3.1: Net corporate borrowing from domestic banks (12-month moving average)
in SIT billions

350 T T

—— Tolar loans (total)

300 - —— Short-term foreign currency loans ~ ~ ~ T~~~ - - - - - - -

250

200

150

100

50

2001 2002 2003 2004 2005
Source:  Bank of Slovenia

22 The figures for borrowing abroad involve flows, while the figures for loans from Slovenian banks
involve changes in loan stock.
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Slovenia slows down.

The replacement of sources of financing abroad with foreign currency loans from domestic
banks further strengthened last year. The increased foreign currency lending was due to the
falling interest rates offered by domestic banks; at the same time the banks were borrowing
abroad. Corporate foreign currency lending grew last year with a year-on-year rate of
55.3%, while the growth in tolar-denominated loans to companies was negative, down
5.0%. The increased foreign currency lending is a reflection of the spread between tolar
and foreign currency interest rates, and the anticipated introduction of the euro in 2007.

Corporate borrowing from banks

Table 3.2 Corporate loans and deposits at banks in SIT billions

Corporate Corporate Net corporate Net borrowing
loans deposits borrowing at banks (as % of GDP)
(1) (2) (1-2)

Dec. 00 938.3 441.8 496.6 1.5
Dec. 01 11671 517.7 649.3 13.5
Dec. 02 1282.8 605.0 677.9 12.7
Dec. 03 1596.9 619.6 977.3 16.8
Dec. 04 1938.0 636.2 1301.8 20.8
Dec. 05 2357.9 744.6 1613.4 24.6

Source:  Bank of Slovenia

The relatively strong economic growth, the transition from companies borrowing abroad
to borrowing in Slovenia, and increased financial gearing by companies all led to net
corporate borrowing at domestic banks increasing significantly from 2003 to 2005. The
ratio of corporate loans at banks to corporate bank deposits exceeded 3 in 2004, and
remained a little above that level last year. Net corporate borrowing at banks has been
increasing as a proportion of GDP for some time. In the last five years net corporate
borrowing increased by over 13 percentage points, while in the last year alone it increased
by 3.8 percentage points to 24.6%, which is an expression of the fact that corporate debt
financing has been predominantly from banks in Slovenia.

Figure 3.2: Ratio of corporate loans at banks to corporate bank deposits
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3.2 Comparison of Domestic and Foreign Interest Rates on
Corporate Lending

Comparing interest rates on tolar loans and on loans with a foreign currency clause with
interest rates in the euro area indicates that the spread between rates fell fastest up until
Slovenia’s entry into the ERM II. Later on the rate at which the spread closed slowed,
as the reduction in interest rates in Slovenia itself slowed.
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Convergence of interest rates on corporate loans
Figure 3.3: Comparison of interest rates on loans in Slovenia and the euro area in
percentages and percentage points
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Up until the middle of 2004 the trend was towards nominal convergence of interest rates.
After Slovenia joined ERM II the spread between interest rates on tolar loans in Slovenia
and interest rates in the euro area was below 3 percentage points, while in the second half
of 2005 it was down to 2 percentage points.

However, the interest rates offered by Slovenian banks on foreign currency loans to
companies over the last three years were actually even lower than the interest rates banks
were offering their customers within the euro area. The exception was the final quarter
of last year, when the interest rates were almost identical. The reason was the increased
competition between banks. After lowering the net interest margin, banks had to track
trends in interest rates abroad.

Lending rates for companies in Slovenia and abroad

Domestic foreign currency lending was very prevalent in 2004, though just under one-
fifth of corporate borrowing at domestic banks was still in tolars. In 2005 foreign currency
lending prevailed to such an extent that companies were making net repayments of tolar
loans at domestic banks. Last year, 56% of domestic foreign currency loans were long-term
loans. Long-term loans were still prevalent in net corporate borrowing abroad, representing
69% of the net flow of loans.

Figure 3.4: Comparison between corporate financing costs for short-term tolar loans
at minimum interest rate and loans with foreign currency clause from
Slovenian banks in percentages
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After the relatively rapid reduction in the spread between the minimum interest rate for
short-term tolar loans and the interest rate for loans with a foreign currency clause slowed
down in the run up to ERM II entry in July 2004. After this interest rate spread had declined
to below 1 percentage point in September 2004, it went on to fall to just 0.2 percentage
points by the end of 2005.
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Despite the low interest rate spread, last year companies directed their short-term borrowing
towards foreign currency loans, in part due to the relatively stable tolar/euro exchange rate
and the growing expectations of a relatively rapid introduction of the euro in 2007.

The spread between the minimum tolar interest rate for long-term loans and for loans with a
foreign currency clause continued to reduce owing to falling tolar interest rates. At the end
of December 2005, the spread was negative at -1.7 percentage points. Despite long-term
tolar interest rates falling below the rate for loans with a foreign currency clause, this did
not affect the form of corporate borrowing.

Figure 3.5: Comparison between corporate financing costs for long-term tolar loans
at minimum interest rate and loans with foreign currency clause from
Slovenian banks in percentages
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Figure 3.6: Comparison between actual corporate financing costs for long-term tolar
loans and EURIBOR-tied foreign currency loans from Slovenian banks in
percentages
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Most corporate borrowing takes the form of foreign currency loans. A comparison of
interest rates on agreements concluded for long-term tolar loans and foreign currency loans
tied to the EURIBOR at Slovenian banks indicates® that at the end of 2005 companies had
borrowed domestically at an interest rate of just 3.7%, or 2.9 percentage points lower than
for long-term tolar loans (6.6%). Compared to December 2004 the foreign currency interest
rate increased by 0.4 percentage points to 3.7%, which is slightly more than the increase in
the 3-month EURIBOR (0.3 percentage points). The interest rate spread between the two
forms of borrowing over all of last year was 3.1 percentage points on average, a fall of 0.6
percentage points compared with 2004. In 2005 foreign currency borrowing at Slovenian
banks and corporate borrowing abroad was at almost equally favourable terms (3.4%).

# Calculation of actual interest rates for concluded loan agreements based on reporting from eight
largest banks.
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In addition to the lower interest rates on foreign currency loans compared to tolar loans,
two major factors have led to the increasing prevalence of foreign currency borrowing
compared to tolar borrowing in recent years: they are the relatively stable tolar/euro
exchange rate, and the entry into ERM II, which has gone hand-in-hand with the clear
expectations among companies that the introduction of the euro is imminent.

Risk premiums for domestic foreign currency loans in terms of borower’s credit

rating

Figure 3.7: Risk premiums over EURIBOR for foreign currency loans for investments
and customer credit rating in percentage points
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The level of risk premiums for long-term loans in the final three years has been relatively
stable, with the exception of premiums on loans to B-rated customers, where there was a
slight increase after mid-2005. On average the risk premium in 2005 was 1.2 percentage
points over the 3-month EURIBOR, similarly to the previous two years. For Category A
the average risk premium last year ranged from 0.9 to 1.4 percentage points, an average
of 1.1 percentage points, which did not represent a change on 2004. Last year the average
risk premium for Category B was 1.7 percentage points, ranging from 1.1% to 2.2%. The
variation for this group was greater than for Category A. Last year the risk premium for
Category B increased by 0.1 percentage points, which could be a sign of banks becoming
stricter in their risk assessments when approving long-term loans.

The movement of premiums over the EURIBOR for short-term foreign currency loans
remained stable. The Category A premium last year was one percentage point, the same
as in 2004. For Category B it was 1.3 percentage points, falling by 0.1 percentage point
last year. At 1.4 percentage points over the EURIBOR, the overall premium for C, D and
E was similar. On average over the last three years, the overall average for the credit risk
premium was 1.1 percentage points, and did not change.

Risk premium for domestic banks’ tolar loans in terms of borower’s credit rating

Movements were also relatively stable for risk premiums on the long-term tolar lending
market in 2005. On average the risk premium increased by 0.2 percentage points to 2.5
percentage points over the 3-month SITIBOR? last year. The average premium for A-rated
customers in 2005 was 2.3 percentage points, which was not a significant change on the
premium in 2004 (2.2. percentage points). The Category B premium last year fell by 0.2
percentage points to 2.7 percentage points, while the premium for the remaining rating
categories together (C, D and E) fell by 0.7 percentage points to 3.9 percentage points. The
movement in premiums was slightly more variable than for long-term foreign currency
loans, and the spread was from 1.6 to 2.9 percentage points.

2* Three-monthly SMOM to July 2003.
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credit ratings remain
stable, except for foreign
currency loans to high-risk
customers.
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Banks retained a low premium
over EURIBOR in 2005 for
borrowing abroad, while
premiums for companies fell.

Figure 3.8: Risk premiums over 3-month SITIBOR for tolar loans for investments, by
customer credit rating in percentage points
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The risk premium in the short-term tolar loan sector is over 1 percentage point lower than
the long-term tolar loan risk premium at 1.2 percentage points. Compared to the average,
the premium fell a further 0.4 percentage points over the SITIBOR for short-term tolar
loans in 2004. Last year it was 1.2 percentage points for Category A, 1.6 percentage points
for Category B, and 2.1 percentage points for C, D and E. The premium value for the
short-term sector of tolar loans reflects a relatively low variability, ranging from 1.1 to 1.6
percentage point on average.

Risk premiums over EURIBOR for financing of Slovenian banks and companies
abroad

As in 2004, banks borrowed abroad at more favourable rates than companies in 2005. On
average last year the interest rates for banks raising funds abroad was 2.5%, an increase of
0.1 percentage points compared to 2004. On average last year companies borrowed abroad
at 3.4%, with the interest rate on such loans increasing by 0.7 percentage points compared
to 2004. Last year the interest rate for the corporate sector on long-term foreign currency
loans abroad was similar to that at domestic banks at 2.4%, while in 2004 the spread was
0.7 percentage points in favour of corporate borrowing abroad. In relation to borrowing
abroad, last year the proportion of banks raising funds abroad increased again. This led
to banks increasing the extent to which they intermediated between foreign banks and
domestic companies. The lower risk in the banking sector compared to the corporate sector
and borrowing from parent banks meant that banks had access to sources of financing at
very favourable interest rates. Last year the average premium over the 3-month EURIBOR
for long-term bank loans raised abroad increased by 0.1 percentage points to 0.4 percentage
points. On average long-term corporate loans were 0.5 percentage points over the EURIBOR
at 1.2 percentage points. This indicates that banks had a very good credit rating abroad.

Figure 3.9: Foreign interest rates on long-term loans for Slovenian banks and Slovenian
companies and change in risk premium over 3-month EURIBOR for
long-term loans taken out by Slovenian banks and companies abroad in
percentage points
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3.3 Corporate Assets and Liabilities Structure

The rate of growth in the total assets of Slovenian companies gradually slowed between
2001 and 2004, owing to the reduction in inflation. Real growth in Slovenian companies’
total assets fell to 1.8% in 2002, before returning to its 2001 level of 4.1% in 2003. In 2004
real growth in total assets reached 5.5%, without any major changes in the breakdown of
principal asset items in company balance sheets, as current assets continued to expand
their proportion at the expense of fixed assets. Last year the growth in the proportion
of long-term financial investments, which had started in 1998, came to an end, as their
volume increased by just 7%, which is 18.3 percentage points less than in 2003. Companies
invested far more in intangible assets. In 2004, companies increased the value of goodwill
by more than seven times compared to 2003, taking the proportion of goodwill to overall
intangible assets to a high 37.4% in 2004; the proportion of intangible assets nevertheless
remains low. The increase in the proportion of current assets in 2004 came from short-
term financial investments and inventories. They grew by 13.2% in 2004 due to Slovenia
joining the European Union, and the consequent introduction of customs duties for the
countries of the former Yugoslavia.

BANK OF SLOVENIA

Corporate assets structure
starting to favour shorter-
term assets.

Table 3.3: Structure and year-on-year growth of corporate assets in percentages
Growth rate (%)
2001 2002 2003 2004 2001 2002 2003 2004

Assets (SIT billions) 11,623.8 12,683.6 13,806.2 15,030.8 1.5 91 8.9 8.9

Structure (%)

Fixed assets 65.3 64.7 64.3 63.8 11.9 8.0 8.1 8.1
Intangible assets 21 2.2 2.2 3.4 49.8 111 8.8 69.6
Tangible assets 76.8 73.9 70.0 69.1 5.7 4.0 2.5 6.6
Long-term financial investments 211 24.0 27.8 27.5 37.9 22.6 25.3 7.0

Current assets 34.2 34.9 35.3 35.8 10.9 11.2 1041 10.4
Inventories 25.0 24.4 23.9 24.5 6.2 8.4 8.0 13.2
Operating receivables 51.9 511 50.2 49.6 9.0 9.5 8.2 9.1
Short-term financial investments 17.4 18.6 19.5 20.3 20.8 18.8 15.7 15.0
Bank balances, cheques and cash 5.7 5.9 6.4 5.5 221 15.6 17.7 -4.1

Deferred expenses and accrued revenues 0.5 0.4 0.5 0.5 1.9 6.9 15.7 8.4

Source:  APLRRS, own calculations

Companies have an increasing volume of short-term financial and operating receivables
and liabilities on their balance sheets. The trend of the previous few years towards
increasing maturity length for receivables came to an end in 2004. The increased growth
in short-term liabilities compared to the growth in short-term receivables led to a slight
deterioration in the corporate liquidity ratio from 82.6% in 2003 to 82.1% in 2004.

Table 3.4: Breakdown of financial and operating receivables and liabilities by maturity
in percentages
(%) 1999 2000 2001 2002 2003 2004
Financial and operating receivables
Long-term 33.1 33.8 38.3 40.3 43.0 42.3
Short-term 66.9 66.2 61.7 59.7 57.0 57.7
Financial and operating liabilities
Long-term 35.0 36.6 39.9 411 39.7 41.2
Short-term 65.0 63.4 60.1 58.9 60.3 58.8
Financial and operating receivables/liabilities 76.0 74.3 77.4 80.9 87.4 83.7
Long-term 71.8 68.5 74.2 79.2 94.7 85.8
Short-term 78.2 77.6 79.6 821 82.6 821

Source:  APLRRS, own calculations

With the exception of financial and operating liabilities, in 2004 lower or even negative
growth was recorded by most principal liability items compared to the previous year.
After the rapid reduction in financial and operating liabilities between 2000 and 2003,
their volume again increased. The 14% growth came mainly from companies’ long-
term and short-term financial liabilities to banks and short-term operating liabilities to
suppliers. The proportion of debt financing (mainly at banks) increased compared to 2003
by 2.5 percentage points to 55.4%, while the proportion of equity financing fell by 2
percentage points to 46.4%. This indicates that companies have started to redirect their
preferred financing method towards debt financing. The growth in long-term financial
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and operating liabilities to subsidiaries and associates was either low or negative. The low
growth was replaced by growing short-term liabilities to both types of companies.

Table 3.5: Year-on-year growth in individual categories of corporate liabilities in
percentages

(%) 1999 2000 2001 2002 2003 2004

Capital 11.6 1.2 8.1 8.3 10.3 4.5

Provisions 12.4 1.2 4.3 -4.1 1.4 -0.4

Financial and operating liabilities 16.9 21.0 15.3 10.8 7.4 14.0

Accrued expenses and deferred revenues 13.7 51 22.3 -1.9 21.7 -6.9

Source:  APLRRS, own calculations

Companies in the sectors of manufacturing, trade and real estate have the highest volume
of financial and operating liabilities on their balance sheets. Companies in these sectors
are also the highest borrowers from banks. The breakdown of liabilities by sector has not
changed significantly in the last five years. In 2004 companies in the sectors of hotels and
catering, financial intermediation, real estate services, agriculture and mining increased
their financial liabilities the most. While hotels and catering, agriculture and mining
still remain behind other sectors in terms of total liabilities, financial and real estate
companies increased their proportion of total liabilities. This matches bank exposure by
sector. Banks were most exposed to companies in the manufacturing, trade and real estate
sectors.

Table 3.6: Financial and operating liabilities by sector in percentages
Growth rate (%)
2001 2002 2003 2004 2001 2002 2003 2004
Corporate financial and operating liabilities (SIT billions) 5,633.5 6,242.9 6,705.8 7,645.7 15.3 10.8 7.4 14.0
Structure (%)
Agriculture, forestry, fishing and mining 1.2 1.2 1.3 1.4 8.7 8.9 15.6 20.3
Manufacturing 241 24.0 26.0 251 1.4 10.3 16.2 10.0
Electricity, gas and water 6.4 5.9 51 4.5 1.3 3.5 -7.0 0.1
Construction 5.9 6.0 6.5 6.6 7.6 13.4 16.2 14.9
Trade 22.7 22.4 221 22.5 11.8 9.2 6.1 15.9
Hotels and catering 1.5 1.6 1.6 1.9 14.4 20.5 9.3 31.2
Transport and communications 11.0 10.8 7.6 7.8 2341 8.2 -23.8 17.2
Financial and business services, real estate 12.0 12.9 14.0 151 1.4 19.6 16.3 22.8
Public services' 15.2 1541 15.6 15.2 39.8 10.3 1.2 10.4
Note: ! Public services includes: public administration, defence, social security, education,
healthcare, social care, and other public, collective and personal services.
Source:  APLRRS, own calculations
Figure 3.10:  Corporate capital structure in percentages
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Share capital no longer
has prevalent position in
corporate capital.
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Changes in corporate capital structure continued in 2004. The proportion of reserves,
retained earnings and net profit for the current year increased again, mainly at the expense
of low growth in share capital. In 1996 share capital represented almost 60% of company
capital. This fell at a steady rate over the period 1996 to 2004, and by 2004 it no longer
represented the largest proportion of companies’ capital.
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Despite lower growth than in 2003, the positive operating results continued in 2004, which ~ Companies continue with
is a reflection of the favourable economic conditions. At the level of the national economy  successful results in 2004.

the difference between the profits of success companies and the losses of unsuccessful
companies increased by 21.4%, with aggregate profits exceeded aggregate losses by SIT
460 billions. This is confirmed by the continued positive economic cycle in 2004. Positive
operating results enabled companies to increase debt financing in the financing structure.

Figure 3.11:  Gap between pre-tax profits of successful companies and losses of
unsuccessful companies in SIT billions
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3.4 Corporate Financial Gearing

In 2001 total financial gearing by companies exceeded 100%, which means that the  Total corporate financial
volume of financial and operating liabilities exceeded capital, with the highest level  gearing reaches its highest

reached in 2004 (109.7%). Construction and trade companies have the highest financial ~ ever level in 2004.
gearing, with financial and operating liabilities respectively almost 2.7 times and 1.7 times

higher than their capital, and increasing from year to year. This means that companies in

these sectors are relatively more exposed to a number of different risks. The coverage of

liabilities by capital is also rapidly decreasing in the hotels and catering sector, where the

debt to capital ratio has being growing since 2000. The stable gearing level was broken

in the manufacturing sector as in 2004 it grew by 9.1 percentage points to 84.1%, almost

reaching its 1997 level. Although in 2004 companies in this sector had the lowest growth

in debt over the preceding five years, a 1.9-per cent reduction in capital contributed to the

rise in financial gearing.

Table 3.7: Financial gearing by sector in percentages

1999 2000 2001 2002 2003 2004
Financial gearing - financial and operating liabilities/Capital (%)

Agriculture, forestry, fishing and mining 23.2 30.7 41.4 46.0 54.9 63.0
Manufacturing 69.8 71.9 72.4 72.3 75.0 841
Electricty, gas and water 31.5 35.5 49.7 48.5 42.3 41.5
Construction 193.4 205.7 201.5 233.6 253.0 268.2
Trade 161.1 160.6 1569.2 161.7 157.0 171.8
Hotels and catering 51.3 50.8 55.2 62.8 65.1 80.9
Transport and communications 65.6 99.8 106.9 17.7 82.7 88.0
Financial and business services, real estate 88.2 92.8 67.0 69.2 70.6 7.7
Public services 593.7 611.3 751.8 768.5 761.5 720.5
TOTAL 86.9 94.5 100.9 103.2 100.5 109.7

Source:  APLRRS, own calculations

3.5 Companies’ Positions Against the Rest of the World

In 2004 growth in liabilities and receivables against the rest of the world fell considerably,
which did not have an impact on the breakdown of balance sheet items disclosing dealings
with the rest of the world.
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Growth of just 5.9% in liabilities was due to low growth in almost all principal liabilities
items that disclose dealings with the rest of the world. The very high growth in non-
residents’ capital in 2003 was followed by growth of just 8.2%, which was the lowest in the
2000-2004 period. Growth in short-term financial leasing was 18.4 percentage points lower,
while there was even negative growth recorded by long-term financial leasing. This also
reduced its proportion in the structure of liabilities to the rest of the world.
Table 3.8: Structure and year-on-year growth in liabilities to the rest of the world in
percentages
Growth rate (%)
2001 2002 2003 2004 2001 2002 2003 2004
Liabilities to the rest of the world (SIT billions) 1,433.8 1,669.0 2,023.9 2,143.7 245 164 21.3 59
Structure (%)
Non-residents’ capital 25.3 26.2 33.2 33.9 33.4 20.8 53.6 8.2
Long-term liabilities 32.3 32.6 291 27.4 248 175 82 -0.2
Short-term operating liabilities 36.3 356.2 31.5 32.4 17.3 13.0 8.4 8.9
Short-term financial liabilities 5.8 5.6 5.8 59 3568 12.3 26.1 7.7
Accrued expenses and deferred revenues from the rest of the world 0.4 0.4 0.4 0.4 1741 20.9 38.3 9.0

Source:  APLRRS, own calculations

The volume of loans and financial leasing abroad increased in 2004 by just 0.7%, with
long-term debt to the rest of the world falling, and short-term debt increasing by less than
8%. Reduced borrowing from unrelated companies is partially a consequence of increased
lending by banks to non-banking sectors. Companies continue to mainly borrow abroad
from unrelated companies. Over 81% of such borrowing is in the form of long-term loans,
but their maturity is gradually declining. This has mainly been due to reductions in maturity
for borrowing from foreign parent companies over the last year, while the volume of loans
taken out with subsidiaries fell by 45%.

Table 3.9: Breakdown and year-on-year growth in loans and financial leasing drawn
from non-residents, by maturity and source, in percentages

Growth rate (%)
2001 2002 2003 2004 2001 2002 2003 2004

Loans and financial leasing drawn from non-residents (SIT billions) 479.8 566.8 662.2 666.6 24 .4 18.1 16.8 0.7

Long-term

Subsidiaries
Parent (controlling) companies
Unrelated companies

Short-term

Subsidiaries
Parent (controlling) companies
Unrelated companies

Structure (%)
83.1 83.7 82.3 81.1 22.2 18.9 15.0 -0.9
0.5 0.7 0.4 0.2 -855 54.2 -36.5 -45.2
17.7 18.3 21.5 16.2 79.2 22.9 34.8 -251
81.8 81.0 78.2 83.6 19.6 17.8 10.9 6.0

16.9 16.3 17.7 18.9 36.0 14.3 26.3 7.9

3.2 4.5 6.6 2.8 72.7 59.9 84.3 -53.6
20.4 18.8 16.7 211 66.5 51 12.2 36.2
76.4 76.7 76.7 761 28.5 14.8 26.4 7.0

Slovenian companies turn
into exporters of capital.

Majority of receivables still
arise from loan exposure to
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subsidiaries.

Source: ~ APLRRS, own calculations

Growth in companies’ receivables against the rest of the world was 5.3 percentage
points higher than growth in liabilities, but was still below half of the average growth
in receivables from 2001 to 2003. Almost two-thirds of receivables against the rest of
the world were generated by companies’ operations, though that proportion is falling at
the expense of higher financial investments abroad. The volume of financial investments
abroad doubled from 2001 to 2004, although growth in 2004 was only 12%. In 2004
Slovenian companies therefore became exporters of capital.

Over the period 2000 to 2004 companies increased their financial investments abroad
by over four times, with growth being lowest last year. The predominate proportion of
assets, which companies hold in foreign shares, increased last year, at the expense of
negative growth in the financing of subsidiaries or unrelated companies abroad. There
was a change in the recipients of loans taken out in 2004, with the proportion of parent
companies increasing, mainly due to the volume of loans to unrelated companies halving.
The majority of company receivables still arise from loan exposure to their subsidiaries.
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Table 3.10: Structure and year-on-year growth in receivables against the rest of the
world in percentages

Growth rate (%)
2001 2002 2003 2004 2001 2002 2003 2004

Receivables against the rest of

the world (SIT billions) 721.0 880.7 1,095.5 1,218.3 23.5 22.2 24.4 1.2
Structure (%)

Real estate abroad 2.8 2.8 3.1 2.5 3.0 240 346 -8.3

Financial investments abroad 20.0 25.3 3241 32.4 471 54.4 581 12.0

Receivables from operations abroad 76.0 69.8 63.4 63.2 19.4 12.2 12.9 10.8

Other assets 1.2 2.0 1.4 1.9 179 1144 -158 55.2

Source:  APLRRS, own calculations

Table 3.11: Structure and year-on-year growth in financial investments abroad in
percentages

Growth rate (%)
2001 2002 20083 2004 2001 2002 2003 2004
Financial investments (SIT billions) 144.3 2228 3521 3944 4741 54.4 581 12.0
Structure (%)

Loans 22.6 28.0 33.5 23.7 4.4 91.0 89.0 -20.7
Subsidiaries 70.9 60.2 41.6 40.2 -5.7 62.3 30.3 -23.3
Parent (controlling) companies 17.5 28.2 16.9 35.1 281 208.6 13.3 64.5
Unrelated companies 11.6 1.5 41.5 24.7 65.9 89.5 580.0 -52.8

Shares 72.0 69.9 63.9 71.0 60.2 49.8 44.5 24.5

Other 5.3 21 2.6 5.3 191.4 -39.2 98.8 124.8

Source:  APLRRS, own calculations
Foreign exchange risk indicators for companies

Companies whose receivables against the rest of the world are not equal to their liabilities =~ Companies rely on '"natural
to the rest of the world have an open foreign exchange position, and are exposed to risks ~ hedge" against foreign
associated with changes in foreign exchange rates. Export companies that generate a  exchange risk.

large amount of revenue from exports have an implicit form of risk protection (a natural

hedge). This largely involves companies in manufacturing, but also those involved in

transport and communications, trade, and hotels and catering.

Table 3.12:  Open foreign exchange position, export revenues as a proportion of sales
revenues and ROA in percentages
(%) Open foreign exchange position Export revenues/Sales ROA
against the rest of the world/Assets revenues
2001 2002 2003 2004 2001 2002 2003 2004 2001 2002 2003 2004
Agriculture, forestry, fishing and mining -0.6 -0.9 -0.7 -1.4 4.9 4.9 5.0 53 -19.3 -05 0.0 -1.0
Manufacturing -2.6 -1.5 -5.6 -4.1 54.8 559 577 585 24 36 39 41
Electricity, gas and water -4.8 -5.1 -3.5 -341 4.7 1.2 3.8 54 -30.2 09 1.6 1.6
Construction -0.9 -1.6 -2.4 -2.2 41 5.3 4.8 5.4 1.3 0.3 1.7 1.2
Trade -1141 -11.0 -10.0 -941 9.5 10.5 10.3 10.2 2.7 2.7 3.7 3.8
Hotels and catering -2.3 -2.2 -2.9 -2.2 9.2 9.3 9.0 8.0 -1.0 -0.1 1.2 -0.3
Transport and communications -11.9 -12.4 -8.6 -6.8 276 275 26.9 278 0.9 -0.2 2.1 2.5
Financial and business services, real estate -5.4 -6.7 -4.9 -5.6 14.3 141 13.7 12.8 -0.8 23 22 3.7
Public services -8.3 9.9 -13.4 -14.1 23.9 228 221 16.2 0.6 0.7 0.9 1.3
TOTAL -6.2 -6.3 -6.7 6.2 27.3 28.0 28.2 28.3 -241 20 27 3.1

Open foreign exchange position
against the rest of the world and
domestic banks/Assets

TOTAL -8.0 -8.6 -10.1 -11.0
Source:  APLRRS, own calculations

The balance-sheet and off-balance-sheet open foreign exchange position for companies ~ Companies replace
remained open in 2004, but was significantly lower than the previous year. The off-balance-  borrowing abroad with
sheet position against the rest of the world changed and was short again, opening further. ~ borrowing foreign currency
The replacement of companies’ borrowing abroad by borrowing from domestic banks in ~ at domestic banks.

foreign currency has largely continued, as the short open foreign exchange position for

companies was again very wide. This increased companies’ overall open foreign exchange

position (against the rest of the world and domestic banks), which amounted to 11% of

total assets. The overall open foreign exchange position amounted to 23.6% of corporate
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capital (compared with 20.9% in 2003). Between 2000 and 2004 the corporate open foreign
exchange position against the rest of the world opened up by almost 60%, while the open
foreign exchange position against domestic banks increased by over four times.

Open foreign exchange  The open foreign exchange position of companies against the rest of the world closed
position against the rest of  somewhat compared to previous year. This amounted to 6.2% of total assets or 13.4% of
the world closes slightly in  corporate capital. Companies have a short foreign exchange position in all sectors, with the

2004.  position against the rest of the world closing slightly over the last year. However, this was
not the case for companies in the public administration, agriculture, fishing, mining and real
estate sectors, whose short foreign exchange positions opened further.
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4 THE SLOVENIAN FINANCIAL SYSTEM

4.1 Structure of the Slovenian Financial System

The deepening of the financial intermediation process in Slovenia is continuing. The total ~ Financial intermediation
financial assets of all Slovenian sectors increased by 18 percentage points to 326% of GDP,  process continues to deepen
a figure that is just 43% of the ratio of financial assets to GDP in the euro area in 2000  in Slovenia.

(760% of GDP). The reasons the ratio of financial assets is lower in Slovenia are that the

Slovenian financial system only started to develop significantly 15 years ago, and because

(according to 2002 figures) around 82% of the population lives in a dwelling that they own

or part-own, meaning households have a high level of real estate. In line with the financial

intermediation process deepening, the total assets of financial institutions amounted to

146% of GDP by 2005.

Low interest rates have led to a significant migration of savings from bank deposits into ~ Banking sector still
alternative investments, such as investment in mutual funds, life and pension insurance = dominates the financial
and investments in foreign securities. Despite this, provisional figures indicate that the  system.

proportion of the total assets of non-monetary financial institutions in the overall financial

system in 2005 remained at 27%, the same level as in 2003. The reason lies in the rapid

growth in the total assets of monetary institutions in 2005, as a consequence of higher

lending activities, financed by borrowing abroad.

Table 4.1: Slovenian financial system — total assets, number of institutions
Total assets (SIT billions) Structure (%) Proportion GDP (%) Number of institutions
2004 2005 2004 2005 2004 2005 2004 2005
Monetary financial instutions’ 5,711 7,018 7 73 92 107 22 25
Non-monetary financial institutions 2,369 2,546 29 27 38 39
Insurers? 684 783 8 8 1 12 15 16
Pension funds 114 161 1 2 2 1 1"
Investment funds 500 532 6 6 44 59
Leasing companies®* 642 642 8 7 10 10 24 19
BHs, MCs and other* 428 428 5 4 7 7 - -
Total 8,080 9,564 100 100 131 146
Notes: ! Monetary financial institutions do not include the central bank.
2The latest figure for the total assets of reinsurance companies is for the end of the third
quarter of 2005.
3 The number of Slovenian Leasing Association members is taken as the number of leasing
companies.
4Total assets according to figures for the end of 2004.
Source:  Bank of Slovenia, ISA, SMA, AMC, SLA, APLRRS
Figure 4.1: Structure and year-on-year growth of the monetary and non-monetary

financial sector in percentages
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Note: Total assets for leasing companies and some non-monetary financial institutions according
to figures from the end of 2004. The correct figures for annual growth in total assets for the
non-monetary financial sector and the structure of the financial sector for 2005 are therefore
not available.

Source:  Bank of Slovenia, ISA, SMA, AMC, SLA, APLRRS

By the end 02004 the proportion of total assets held by non-monetary financial institutions
had increased to almost 30%, as the growth in total assets for the non-monetary sector
was 24%, while it was just 11.5% for monetary institutions. The high growth in the non-
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and pension funds and
life insurance investments
expected.

monetary financial sector in 2004 was largely due to growth in the total assets of leasing
companies, other non-monetary financial institutions® and pension funds, while growth
in the total assets of insurers and investment funds was a moderate 15%. By contrast, in
2005 growth in the total assets of the monetary sector, at 23%, was significantly greater
than in the insurance sector (14%), or the investment fund sector (6.4%). We can expect
the proportion of non-monetary institutions in 2005 to be lower than in 2004.

Insurers were the largest group in the structure of non-monetary financial institutions with
almost 30% of total assets, followed by leasing companies (27%), and investment funds (21%).
Although growth in investment fund assets slowed in 2005, mainly due to the domestic capital
market performing poorly, we can expect their proportion of overall financial institutions to
significantly increase in the future owing to them increasing the proportion of foreign investments
in their assets structure, increased offers from foreign funds, and also due to households seeking
alternative investments to replace bank deposits. The long-term unsustainable state of the current
pension system means we can also expect further development of voluntary supplementary
pension insurance and hence the strengthening of pension funds and life insurance.

Number of individual types of financial institutions and market concentration
of the five largest (CC5) for each type in percentages

Figure 4.2:
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for which it is calculated in terms of volume of transactions concluded. Insurers include
two reinsurance companies; their total assets are for the end of the third quarter of 2005.
Pension funds figures do not include the First Pension Fund, as it is a closed fund and no
more payments are expected.
Source:  Bank of Slovenia, ISA, SMA, AMC, SLA, APLRRS
The market concentration figures differ significantly according to financial institution type.
While the CC5 in the insurance sector, leasing companies and pension funds represent
70% to 90% overall and are increasing, the CCS in banking sector and investment fund
sector represent 45% to 65% and that proportion has been falling over the last two years
owing to significant competition in both sectors. Mutual funds have been developing
rapidly, their number increasing by 18 in 2005 alone. These are facing stiff domestic
competition and growing foreign competition, as by the end of March 2006 there were
113 non-resident mutual funds operating in Slovenia, in addition to 68 domestic ones.
On the banking and insurance market more and more European banks and insurers are
registering to provide services in Slovenia; according to March 2006 data, 108 banks
had already registered with the Bank of Slovenia, and 313 European insurers, including
branches, had registered with the Insurance Supervision Agency.

4.2 Integration within Slovenia’s Financial System

Increasing foreign competition both in terms of the number of financial institutions and the
diversity of financial products that they offer means that it is expected more cross-ownership
and other forms of integration to be made between different types of financial institution,
to make the domestic financial system more competitive. At the end of 2005, the domestic
financial sectors directly managed just 18% of the domestic financial system,’ banks first

25 The growth in the total assets of leasing companies and other non-monetary financial institutions
may also be the consequence of reclassifying companies from one institutional sector to another
(according to Classification of Institutional Sectors) or from one activity to another (according to
NACE).

26 The proportion is lower than in 2004 due to the re-classification of Capital Fund from the other
financial intermediaries sector (S.123) to general government (S.13). For 2004 the proportion of
the financial system owned by general government thereby increased from 18% to 23%, while the
proportion owned by other financial intermediaries fell from 10% to 4% and by the financial sector
from 24% to 18%.
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with 8%, followed by insurers with 5% and other financial intermediaries with 4%. However
in recent years there has been an increasing trend for contractual collaboration between banks,
insurers and management companies. There are more and more combined financial products
on the market, such as life insurance linked to investment funds, investment deposits and
such like. Furthermore, banking networks are being increasingly used to conclude various
forms of personal insurance, as well as purchasing mutual fund coupons.

In April 2006 Slovenia adopted the Financial Conglomerates Act, which defines the
consolidated supervision required for financial groups. The act was needed because of the
growing integration of the domestic economy with the rest of the world, which will lead to
greater capital consolidation in the domestic financial sector. Integration between financial
sectors and the various financial products can contribute to the reallocation of risk between
the sectors and to the creation of new risks. More integration between financial institutions
means a higher possibility of infection. Dispersing risk across the financial system reduces
the risk concentration in an individual group of financial institutions and hence the realisation
of risk, with the damage caused by risk realisation being greater in such cases. Various
supervisory bodies for individual financial sectors — insurers, banks, institutions on the
securities market — and their varied forms of oversight may lead to additional reassignment
of specific activities with financial groups, to avoid the stricter requirements of regulators
in a specific sector.

Cross-ownership in the financial sector

The ownership structure of the financial sector changed a great deal in 2005 compared
with the previous year. The proportion of the financial system owned by non-residents
increased to 22%, and the proportion that was corporate-owned also increased (to 25%),
while the proportion owned by households fell to 11%, due mainly to the transformation of
investment companies into mutual funds. The government remains an important financial
system owner with 23%, including the Capital Fund and Slovenian Reimbursement Fund,
with 23% in the banking sector and 54% in the insurance sector. The data from different
periods on the proportion of shares issued that are state-owned is not directly comparable
due to the re-classification of Capital Fund from the other financial intermediaries sector
(S.123) to the general government sector (S.13). At the end of 2005 non-residents were an
important group of owners, holding 36% of the banking sector, and 10% of the insurance
sector.

Figure 4.3: Ownership structure of Slovenian financial sector in percentages
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At the end of 2005, banks directly controlled a relatively low proportion of the domestic
financial system, just 8%. Their capital investments include 40% in domestic financial
institutions, of which over half is in banks, and 40% in foreign financial institutions,
primarily banks in the former Yugoslav republics. Expectations that non-monetary
financial institutions will increase in importance has led to banks favouring cross-
ownership deals with them. This allows them to exert greater influence over the financial
market and increase their non-interest income.

At the end of 2005 the banking sector held roughly similar equity interests in individual
financial sectors, with 8% in the banking sector itself, 8% in the other financial
intermediaries sector, which includes management companies and leasing companies,
and 7% in the insurance sector, which includes insurers and pension funds. Banks are still
relatively poorly represented in the ownership structure of the other two financial sectors,
with 2% of other financial intermediaries, and 3% of the insurance sector. In 2005 banks
mainly increased their capital investments in leasing companies, while slightly lowering
their investments in management companies.
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Banks hold an equity interest of over 50% in six out of 15 management companies,
which manage around 40% of all investment fund assets. In 2005 management companies
under the majority ownership of banks were more successful than other management
companies,”’ gaining 52% of net inflows into all funds, and generating a return of 10%,
which was 4 percentage points higher than for other mutual funds.

Table 4.2: Capital investments by banks in other financial and non-financial
institutions at end of 2005
Banks’ capital Proportion of Number of institutions Number
investment bank capital with bank capital investment of all
(SIT millions)  investment (%) up to 5% 5-25% 25-75% 75-100% Total institutions
Domestic banks and savings banks 30,175 22.7 6 - 5 - " 25
Insurers 4,889 3.7 5 - 2 - 7 16
Pension companies 1,119 0.8 1 1 2 - 4 4
Management companies 6,023 4.5 - - 2 4 6 15
Leasing companies 10,821 8.1 - 2 1 6 9 19
Others 79,108 59.5
Total 132,965 100
Note: The number of active members of the Slovenian Leasing Association is taken as the

Insurance sector showed
little interest in seeking direct
capital investment in banking

sector.

Reduction in bank deposits
except for pension funds.

Banks increase financing by
issuing debt securities.
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number of leasing companies. Banks also have capital investments in one of the nine
leasing companies that is not a member of the association. Other includes around 65% of
investments in foreign banks.

Source:  Bank of Slovenia

In 2005 the transaction volume of the seven leasing companies that are under majority bank
ownership and are Slovenian Lesaing Association Companies members increased to over
one quarter of all transactions by association members. Austrian and French banks maintain
a large capital presence on the Slovenian leasing market, as do international corporations
focused primarily on car financing. The three leasing companies in the association that
are owned by non-resident banks with subsidiaries or branches in Slovenia increased their
transaction volume to half of all transactions concluded by association members.?

Direct cross-ownership between Slovenian banks and the insurance sector is relatively
weak, and did not change significantly compared with 2004. Banks have investments in
all four pension funds, but less than 10% in two of them, and as well as in seven of the
16 insurers, but less than 5% in five of them. Three of the six mutual pension funds are
managed by banks, and together they account for just under 6% of total mutual pension
fund assets. The insurance sector is still relatively passive in seeking direct capital
investments in the banking sector. Only one insurer holds a direct capital investment in a
bank, but there is a high level of contractual collaboration between banks and insurers.

Other forms of integration in the financial sector

Investment integration between financial institutions is also found, both in terms of
investments in bank deposits and debt securities, and credit integration. The proportion of
domestic bank deposits held by non-monetary financial institutions remained at a similar
level to the previous year, with SIT 300 billions, or 8% of all non-banking sectors deposits at
Slovenian banks. Except for pension funds, which are looking for safer forms of investment
owing in part to guaranteed returns, in 2005 non-monetary financial institutions reduced the
proportion of their investments held in bank deposits, largely due to the low returns.

Debt securities still account for a major proportion of the investment structure, especially
for pension funds at 78% (44% in government bonds, 34% in other bonds) and in the
structure of insurer investments, at over 61% (40% in government bonds, 21% in other
bonds).? These proportions are similar to the 2004 figures. The proportion of investments
in domestic bonds by investment funds fell to 15% in 2005, which is largely due to the
rise in foreign investments. Of the financial institutions, banks mainly finance themselves
by issuing bonds. In 2005 the value of bank bonds issued increased by almost 30% to SIT

27 Custodian services offered by banks for investment funds further promoted partnerships between
management companies and banks. Four banks now have Bank of Slovenia authorisation to provide
such services.

2 Leasing services in Slovenia are not yet regulated by a separate law, and in the event of disputes the
relevant provisions of the Code of Obligations apply. Given the importance of leasing services to
the Slovenian financial system, it would be sensible to have specific regulations for the activities of
leasing companies.

? Includes investments in foreign and domestic bonds.
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242 billions, while the value of bonds issued by the insurance sector remained at SIT 12
billions. The banking sector and insurance sector remain the two most important owners
of bank bonds, each holding 30%.

Figure 4.4: Proportion of assets invested in bank deposits by insurers, pension funds
and investment funds in percentages
35%
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In 2005 the proportion of loans issued by domestic banks to non-monetary financial
institutions increased by SIT 75 billions to SIT 200 billions, over 5% of all bank loans
issued to the non-banking sectors. Most of this was loans to leasing companies. Given
that leasing companies are not supervised, the question must be raised within the context
of bank credit risk of how leasing companies manage their own credit risk, and whether
banks are indirectly exposing themselves to greater credit risk in this way.

Integration of the financial sector with the rest of the word

In 2005 outward investments by domestic financial institutions rose significantly — by SIT
305 billions — owing to the state of the domestic capital market, as well as the deepening of
financial intermediation, and institutional changes. Financial institutions were responsible
for 78% of the investment made abroad by residents, which totalled SIT 730 billions. This is
116% up on 2004. In the second half of 2005 there was a large increase in outward investments
by the banking sector, which was mainly due to the increase in capital investment and the
abolition in the middle of July 2005 of the mandatory subscription to foreign currency bills
at the Bank of Slovenia in relation to the foreign exchange minimum.

Figure 4.5: Year-on-year change in investments in foreign securities by individual
sector in SIT billions (left) and proportion of non-residents in ownership
of individual sectors in percentages (right)
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According to figures from the Central Securities Clearing Corporation, in 2005 non-
residents’ investments in domestic financial institutions rose to 22%, primarily in the
banking and insurance sector. At the end of 2005 non-residents also held 0.8% of bonds
issued by financial institutions.

Borrowing abroad by non-monetary financial institutions increased by 23% in 2005, to almost
SIT 645 billions. This is nearly one-quarter of all borrowing abroad by the Slovenian economy,
and 2.2 times more than borrowing by non-monetary financial institutions at domestic banks.
It largely comprises the debts to the rest of the world of other financial intermediaries,
primarily leasing companies. Loans taken out abroad by the banking sector increased in 2005
by 74%, to one-half of all loans taken out by the Slovenian economy abroad.
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4.3 Financial Intermediation and Euro Area Comparison

Relatively speaking, the Slovenian financial system does not boast great depth compared
to the euro area, based on the ratio of financial assets to GDP. The deepening of financial
intermediation has increased the ratio of financial assets and liabilities to GDP. In 2005
the ratio of financial assets to GDP increased by 18 percentage points to 326%, while the
ratio of financial liabilities to GDP increased by 21 percentage points to 345%. Given
the decisive role played by the banking sector in its economy, Slovenia can be defined as
a traditional banking economy, though financial intermediaries are becoming more and
more important.

The positive net financial position for households — almost 70% of GDP at the end of 2005
— indicates the net negative financial position of the corporate sector, at over 100% of
GDP. The total net negative position of the domestic economy (19% of GDP) is financed
via the rest of the world. The negative net position of the overall domestic economy has
been growing for the last five years. Financial companies were strongest as measured
by financial assets, which were worth 140% of GDP, while non-financial companies had
financial liabilities of 154% of GDP, followed by financial companies with 131% of GDP.
The proportion ascribed to financial companies in the assets breakdown increased to 43%,
and to 38% in the breakdown of liabilities. These figures indicate the important role played
by financial intermediaries in the Slovenian economy.

Figure 4.6: Ratio of financial assets (left) and financial liabilities (right) to GDP for
individual sectors in Slovenia and the euro area in percentages
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Source:  Bank of Slovenia, Report on Financial Structures, ECB, December 2002

Financial intermediation represents one quarter of all financial assets, equivalent to 84.4%
of GDP. Assets from intermediation are defined in accordance with the financial instrument,
and include bank deposits, the technical provisions of insurers and investment fund units
or shares. The volume of assets from intermediation only increased slightly in 2005. Given
the increasing importance of financial intermediaries, we can expect them to continue
growing.

Figure 4.7: Ratio of financial assets from intermediation to GDP for individual sectors
in Slovenia and the euro area in percentages
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Source: ~ Bank of Slovenia, Report on Financial Structures, ECB, December 2002
In the last five years there has been a clear movement of assets towards pension funds,

insurers and investment funds. Within the structure of assets from financial intermediation,
the proportion of bank deposits is falling, by 2 percentage points in 2005 to 79%, while
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the proportion of investment fund units or shares increased by almost 2 percentage points
to 10%, and the proportion of technical provisions increased by just under 0.5 percentage
points to over 10%. A similar trend can be seen in the euro area, where by the end of
2000 bank deposits accounted for just under 63% of financial assets from intermediation,
while the remaining 37% divided between technical provisions (21%) and other financial
intermediaries’ assets (16%).
Figure 4.8: Ratio of financial assets for individual sectors from intermediation to GDP
for Slovenia (left) and the euro area (right), according to intermediation
type in percentages
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It is clear that the banking sector’s role is falling compared to other financial intermediaries. ~ Traditional role of the
However, the fact that banks are attempting to involve themselves actively in the life  banking sector diminishing.
insurance and investment fund segments can be seen as development towards potential

changes in banking sector activities. The fact is that banks are losing their role in traditional

banking activities such as collecting deposits and lending, although these remain important

pillars of the Slovenian banking system.

Given the reallocation of financial intermediation assets from deposits to investment funds
and to life and pension insurance funds, the sensitivity of household assets, as well as
household spending, to movements in the capital markets could well increase. Life and
pension fund assets as well as of investment funds are mainly long-term, so the impact of
short-term capital fluctuations on household spending is limited. The proportion of such
funds in financial intermediation assets was still relatively low at the end of 2005 at 20%.

4.4 Domestic Financial Markets

4.4.1 Money market

After Slovenia joined the ERM II, interest rates on the money market remained more or  Interest rates on money
less the same. The interest rates reached in the final quarter of 2004, were little changed = market show little change.
in 2005.

Figure 4.9: Interest rates on certain Bank of Slovenia and government instruments,
money market interest rates and yield curve in percentages
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The interest rate on the money market last December was 0.4 percentage points higher  Yield curve on money

than December 2004, at 3.8%. On average last year the interest rate on the money market  market negative.
fell by 0.7 percentage points to 3.7%. After a jump of 0.4 percentage points to 3.8% in the
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first quarter of 2005, the interest rate on the interbank market remained between 3.7% and
3.8% for the rest of the year. At the start of 2005 interest rates also increased at auctions for
treasury bill with a maturity of 1 to 12 months. For all except 1-month treasury bills, interest
rates only fell below the December 2004 level at the final auction of 2005. The change in
interest rates on Slovenian treasury bills was almost entirely in line with changes in interest
rates on the money market.

In September 2005 the Ljubljana Stock Exchange set up a secondary market for trading in
government securities (TUVL) in collaboration with the Ministry of Finance, where trading
is carried out through appointed market-makers. This new system has increased the liquidity
of treasury bills and government bonds and eradicated the need for 1-month treasury bills.
The Ministry of Finance issued the final series of 1-month treasury bills on 1 December.

Interest rates on treasury bills were around 3.5% for all maturities at the end of last year.
Compared to December 2004 the yield curve on longer maturities fell further. This indicates
the very high expectations that inflation will continue to fall. The time structure for interest
rates on the interbank market, SITIBOR, fell last year for maturities ranging from 3 months
to 1 year inclusive. The interest rates actually increased for shorter maturities. The SITIBOR
interbank interest rate curve was also downward-sloping, like the treasury bill yield curve.

Last year demand exceeded supply on the foreign exchange market by EUR 1,229 millions.
In the first quarter of 2005 supply and demand for foreign currency remained more or less
even, but for the rest of the year supply exceeded demand, particularly in June and July
(by EUR 534 millions). On the spot market foreign currency supply amounted to EUR
2.809 millions, while on the forward market banks recorded net sales of foreign currency
throughout. Over the entire year banks made net foreign exchange sales of EUR 1,250
millions. Demand for foreign currency at exchange offices exceeded supply by EUR 240
millions. In 2005 the Bank of Slovenia made an outright purchase from banks of EUR 1,731
millions of foreign currency, while reducing the net stock of foreign exchange swaps by
EUR 272 millions and the stock of foreign currency bills by EUR 737 millions. The Bank
of Slovenia therefore reduced the potential supply of foreign exchange on the markets by
EUR 722 millions.

The surplus supply on the foreign exchange market only slightly found expression in
changes in the tolar/euro market exchange rate, the largest deviation on the spot market
from the central rate not exceeding 0.1%.

Figure 4.10:  Tolar/euro exchange rate on foreign exchange markets
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Source: ~ Bank of Slovenia

4.4.2 Capital market

In contrast to events on most European capital markets, after several years’ growth the
Slovenian Stock Exchange Index (the SBI 20) recorded a fall in 2005 of 5.6% year-on-year,
which in tandem with the low interest rates, strengthened the outflow of domestic financial
assets abroad. Investors, including investment funds, insurers and banks, experienced the
negative impact of the bear market in 2005 in the shape of a loss on capital profits on
domestic investments. The Slovenian capital market lacks a sufficient number of blue-chip
companies with a high market capitalisation and high trading liquidity. There are still no
large financial institutions, banks or insurers listed on the Ljubljana Stock Exchange. The
turnover ratio of shares is around 14%, while on more developed markets in western Europe
such as the Vienna stock exchange turnover ratio is 35% and as much as 134% on the
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Frankfurt stock exchange.*® Existing market conditions mean individual investors could
hypothetically make use of, whether intentionally or not, the possibility of manipulating the
share price through a relatively small volume of transactions.

Figure 4.11:  Foreign stock market indices: absolute values (left) and year-on-year
growth in percentages (right)
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Events on the domestic capital market

Slovenian companies still finance themselves with bank loans and occasional closed
recapitalizations and private placements of securities, and there were also no public offerings
of securities on the primary market in 2005.*' Bonds worth SIT 134 billions were issued
by seven banks and four non-financial companies in 2005 in private placements. The last
public offering of bonds where the issuer was not the government was in 2003, while the last
public share offering was in 2000. The large supply of shares from privatisation is somewhat
problematic for the development of the primary equities market, as is the fact that only shares
from better-rated issuers reach a price higher than their book value on the secondary market.
The government issued three series of bonds in a total value of SIT 413 billions on the domestic
market in 2005, while bonds worth SIT 191 billions matured and were repaid early.

Figure 4.12:  Slovenian stock market indices: absolute values (left) and year-on-year

growth (right) in percentages
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At the end of March 2006, the SBI 20 had already fallen by an annual equivalent of 8.5%.
The reverse in fortunes on the Ljubljana Stock Exchange in 2005 was mainly due to the
redirection of domestic investor demand abroad, as well as forecasts of lower operating
results for companies. Some uncertainty among investors was also caused by changes in
tax legislation. The amended income tax legislation for 2006 should encourage investment
in securities, as the current synthetic method of taxing capital gains and interest will be
replaced by a scheduled taxation. Capital gains will be taxed at 20% under the new system.
After 2008 when the income tax relief on interest comes to an end, capital gains will be
taxed in the same way as bank interest for income tax purposes.*?

3 Turnover ratio figures for 2004. For Slovenian shares this is calculated as the annual turnover
divided by the market capitalisation at the end of the year. Turnover ratios for the German and
Viennese Stock Exchanges taken from World Federation of Exchanges website.

Under the relevant legislation, companies can carry out private placements of securities, which
may then be listed on the organised market.

The Act Amending the Personal Income Tax Act has introduced scheduled rather than synthetic
taxation of capital gains, dividends and interest. Capital gains will be taxed at 20% (regardless of tax
bracket), with each five-year period of capital ownership reducing the tax level by 25% (15% after
five years, 10% after 10 years, 5% after 15 years, 0% after 20 years). Interest above SIT 300,000 will
be taxed annually at a rate of 15% in 2006, again 15% in 2007 but over SIT 150,000 and after 2008
it will be taxed at 20%.

w
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Impact of events on domestic
capital market on banks.

Trading in shares fell and
trading in bonds rose on
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the Ljubljana Stock
Exchange in 2005.

The volume of management and brokerage transactions by stockbrokers for foreign markets
reveals an increase of almost 20% in the first three quarters of 2005. Bank commissions
from securities trading for customers saw a 35% increase in 2005 despite events on the
domestic market, and already account for 4.2% of all fees and commissions. The large price
fall on the domestic capital market could threaten the quality of bank loans with securities
collateral, although the proportion of total household loans that they account for was 1% at
SIT 9.3 billions, and only increased by 0.13 percentage points compared with 2004. Loans
with securities collateral accounted for 7% of total loans to companies at SIT 212 billions.

Figure 4.13:  Monthly trading on the Ljubljana Stock Exchange in SIT billions
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In 2005 trading in securities on the Ljubljana Stock Exchange increased by 11% and
reached SIT 441 billions, while market capitalisation increased by 5% to SIT 3,210
billions. The importance of the domestic organised share market to the Slovenian economy
is still relatively low, given a market capitalisation of shares equivalent to 28% of GDP.
As a traditional bank-based economy, Germany’s market capitalisation amounts to 45%
of GDP.** The decline of 9% in the market capitalisation of shares listed on the Ljubljana
Stock Exchange and the decline of 8% in trading volume were due to the decreased
number of listed shares (for 30 shares), as well as the fall in their prices.’* The market
capitalisation of shares on the Ljubljana Stock Exchange at the end of 2005 amounted to
SIT 1,761 billions.

In contrast to shares, the market capitalisation of bonds increased by 31% in 2005 to 23%
of GDP, and trading volume increased by 58% (not including trading on TUVL). Trading
in bonds amounted to SIT 180 billions in 2005, and market capitalisation to SIT 1,449
billions. The bond market increased in importance on the Ljubljana Stock Exchange with
the introduction of the TUVL: the secondary market in government securities. In the final
four months of 2005, 58% of total trading on the Ljubljana Stock Exchange was on this
market®.

3 The figures for Germany relate to the Frankfurt Stock Exchange at the end of 2003, while the
Slovenian figures refer to the end of 2005.

3% Atend of 2005, there were 227 securities (112 shares) listed on the organised market (the official and
the semi-official market), or almost 22% of all securities (12% of shares) registered with the Central
Securities Clearing Corporation. Valuing shares registered with the Central Securities Clearing
Corporation at market value, or book value where that is not possible, around 40% of the value of
shares registered with the Central Securities Clearing Corporation was listed on the Ljubljana Stock
Exchange at the end of 2005.

3 The market maker segment (TUVL), special segment for trading in securities issued by Republic
of Slovenia, was organised at the Ljubljana Stock Exchange in conjunction with the Ministry of
Finance. The objective of the market is to develop a secondary market in government securities
that will increase their liquidity and facilitate more transparent pricing. It is a wholesale market
(minimum transaction value SIT 30 millions) with only government securities listed (bonds and
treasury bills), with a standardised method of determining the amortisation schedule. Trades are
made exclusively via official liquidity providers selected by the Ministry of Finance according to set
criteria, who also appear on the primary market as primary dealers. At present six primary dealers
have been selected, five banks and one brokerage house.
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Figure 4.14:  Market capitalisation and turnover ratio on Ljubljana Stock Exchange in
percentages
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Insufficient liquidity and the limited depth of the domestic capital market is also reflected  Insufficient liquidity and
in high market concentration. In 2005, the five most-liquid shares accounted for almost  limited depth of Ljubljana
50% of trading (not including the TUVL market), and at the end of the year had a 42%  Stock Exchange.

share in total market capitalisation.’® In 2005 the Ljubljana Stock Exchange attempted to

influence liquidity and made the Slovenian capital market more attractive to international

portfolio investments by adopting new market rules introducing a range of innovations.

Increasing liquidity on the capital market will urgently require a greater number of active

domestic and foreign institutional investors, and the listing of new companies, particularly

banks, insurers and telecommunications companies on the stock market.

Box 4.1: Institutional changes on the Slovenian capital market in 2005

The new Ljubljana Stock Exchange rules introduced a special stock market listing called the prime market for elite shares.
At the end of March 2006 there were seven of these shares listed. This listing is for companies that excel in terms of their
liquidity, size and transparency of operations. They must meet international reporting standards, which makes the Slovenian
securities market more attractive to international investors, and raises the profile of the company on the international scene.
Auction trading was introduced for less-liquid shares, which allows supply and demand to be concentrated and reduces
share price fluctuation. The new rules allow the investment coupons of mutual funds to be listed on the Ljubljana Stock
Exchange.

The Act Amending the Securities Market Act (ZTVP-1B), adopted in March 2006, also opened up the ownership of the
Ljubljana Stock Exchange. Previously shareholders of Ljubljana Stock Exchange had to be as members as brokerage houses
and banks. This also made it possible for the Ljubljana Stock Exchange to be involved in cross-ownership integration
with other European capital markets. The amendments to the act were an attempt to improve the transparency of trading
in marketable securities outside the organised market by introducing mandatory reporting on transactions. The greater
transparency in trading in non-marketable securities means that the stock exchange is authorised to provide technical
services for trading in non-marketable securities.

3 A comparison with the Frankfurt Stock Exchange for 2004 indicates a higher concentration on
the Frankfurt Stock Exchange. The comparison was made on 5% of the most-capitalised shares,
which included 34 shares on the Frankfurt and 7 from Ljubljana Stock Exchange. The Frankfurt
Stock Exchange had a 77% trading concentration and 73% market capitalisation concentration,
while Ljubljana Stock Exchange had 56% trading concentration and 50% market capitalisation
concentration. Source: World Federation of Exchanges website.
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Increased integration of the
Slovenian economy with
rest of the world through
investments in equity and
debt securities.

Investments in the rest of the
word already represent 15%
of investments in domestic
securities.

Investment integration with the rest of the world®

In investment terms, 2005 saw the increased integration of the Slovenian economy with
the European Union in particular, owing to outflows of domestic investment to the rest of
the world, especially shares, as well as inflows from non-resident investors in Slovenian
securities, particularly bonds. The deepening of financial intermediation and the lack
of depth and liquidity in the domestic capital market led to investments by residents in
foreign securities increasing by around 110% in 2005, or by SIT 410 billions, to SIT
725 billions. The value of non-residents’ investments in domestic securities increased by
around 25% or SIT 143 billions, to SIT 719 billions.

At SIT 830 billions, outward investments already represented 15% of all resident
investments by the end of February 2006 in domestic securities,*® which is 8 percentage
points more than one year before. The regional exposure of domestic investors therefore
fell compared to past years. Of the outward investments, investments in shares have
increased more than investments in bonds. At the end of February 2006, half of all foreign
investments were in shares. The reasons for the growth in outward investments are the
state of the domestic capital market and the desire of domestic investors for higher
returns and the tendency towards greater regional dispersion to reduce exposure to a
single economy. The advancing integration of the Slovenian economy with the rest of
the world also leads to a greater potential for risk to be transferred to Slovenia from EU
countries, the USA economy, the Balkans and the rest of the world.

Figure 4.15:  Outward investments by residents in SIT billions (left), and regional
structure in percentages (right)
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Source:  Bank of Slovenia

After the euro is introduced,
there will be no foreign
exchange risk for 60%

of investments in foreign
securities.
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The introduction of the euro will eliminate foreign exchange risk on almost 60% of
all foreign investments by domestic investors. The foreign exchange risk will mainly
decrease for investments in foreign bonds, as over three-quarters of bonds held by
residents are from euro area countries. The figure for investments in shares is around
40%, primarily for securities from German, French, Austrian, Dutch and Irish issuers.
Slovenian investors are quite exposed to the USA equities market (20% of investments
in foreign shares), and hence also to changes in the dollar exchange rate, and the equities
markets of the former Yugoslavia (21% of investments in foreign shares at the end of
February 2006), while 5% of exposure is to the UK capital market and the pound.

At the end of 2005 the value of bonds issued by residents abroad amounted to SIT
443 billions, almost 20% lower than one year before, due to one bond maturing. The
government is the major domestic issuer of bonds abroad at 80%, with the other bonds
issued by banks. About 11% of domestic securities issued abroad are owned by residents.
Some debt securities are issued by foreign banks denominated in tolars. At the end of
February 2006 the available figures indicate that securities of this kind with a nominal
value of SIT 56 billions had been issued, which is SIT 3 billions less than one year
previously. Over half of these were owned by residents. Nevertheless, the introduction
of the euro in Slovenia will mean that these securities will also be converted from tolars
into euros.

37 Investments in this section refers only to investments in equity and debt securities, excluding
investments in entities other than public limited companies.

% Investments by residents in foreign securities include portfolio and some capital investments, while
residents’ investments in domestic securities include portfolio and capital investments.
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Figure 4.16:  Regional breakdown of investments by residents in foreign shares (left) and
bonds (right) in percentages
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Investments by non-residents in Slovenian securities issued in Slovenia are increasing more
slowly than investment by residents in securities abroad. The reasons for this include the
low level of investment in foreign securities in residents’ portfolios in the past. The net
inflow from non-residents in 2005 was high, reaching SIT 123 billions, which is SIT 90
billions more than in the previous year. However the inflow was not sufficient to threaten the
stability of the capital market. Investments by non-residents have a positive impact on the
domestic capital market’s liquidity, which is one of its major weak points. The proportion
of investors in Slovenian securities that are non-resident is relatively low at 12%, as is the
proportion non-residents represented in overall share trading on the organised market in
2005, at 8.3%.

Figure 4.17: Inward investments by non-residents in SIT billions (left) and regional
breakdown in percentages (right)
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Source:  CSCC, own calculations

Recently there has been more interest from non-residents in Slovenian debt securities,
and net purchases of debt securities were prevalent in the breakdown of net inflows from
non-residents in 2005, amounting to 70%. Investments in shares are still the predominant
form of non-resident investment, representing over 80% of the total. The proportion of
government bonds owned by non-residents in 2005 grew by 5 percentage points to over
8%, and moved to 12% in the first quarter of 2006. The reason for the greater interest
shown by non-residents in Slovenian bonds over the past year may well be speculation that
an additional lowering of risk premiums on Slovenia’s entry into the euro area could lead
to higher bond prices and higher capital gains. Some foreign investors could also have a
pre-determined proportion of their portfolio set aside for an individual region and may then
have moved to government bonds after one of eurobonds matured in May 2005.

The Slovenian capital market is not very attractive to foreign portfolio investors due to its
small size, and this did not change when Slovenia joined the European Union. However,
the merger and acquisition processes occurring around Europe can be expected to lead to a
gradual increase in the proportion of non-resident strategic investors in Slovenia’s largest
companies. Particularly recently there has been an increase in interest from non-residents
for market-listed shares.

3 At the end of 2005 over 52% of public limited companies registered with the Central Securities
Clearing Corporation had some foreign participation. In 78% of these the participating interest was
less than 10 per cent. Non-residents held a majority interest in 12% of these companies, and an
interest of over 90% in 5% of all companies with a non-resident ownership component (five banks,
three insurers, and 14 non-financial companies).
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Non-residents mainly
interested in Slovenian debt
securities.
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The total assets of monetary
financial institutions
exceeded GDP for the first
time in 2005.

5 BANKING SECTOR

5.1 Banks and Saving Banks

Banks have a dominant role in the financial intermediation sector, and are increasing in
importance even further. The banking system’s total assets exceeded nominal GDP for the
first time in 2005. The proportion of the banking system owned by non-residents increased.
Market concentration in the banking system is continuing to decrease. There has been
an increase in the focus by banks under majority foreign ownership on the segment of
deposits by non-banking sectors, and a decrease in concentration in this segment.

Size and structure of the financial market

The total assets of monetary financial institutions exceeded GDP for the first time in 2005.
Total assets stood at SIT 7,018 billions at the end of the year, equivalent to 107% of GDP. The
ratio of total assets to GDP is still a long way behind the EU average, which stood at 280% in
2004, but it is rising extremely quickly. In 2005 it was 17.1% higher compared to the previous
year. The high growth is the result of high growth in the total assets of monetary financial
institutions, which amounted to 22.9% in 2005, while growth in nominal GDP was 4.9%.

Table 5.1: Total assets of monetary financial institutions compared with GDP
2001 2002 2003 2004 2005
Total assets (SIT billions) 3,954 4,623 5,123 5,711 7,018
GDP, current prices (SIT billions) 4,800 5,355 5,814 6,251 6,558
Total assets (as % of GDP) 82.4 86.3 88.1 91.4 107.0
Ratio of growth in total assets to GDP growth 2.0 1.5 1.3 1.5 4.7
Note: Includes the total assets of banks, savings banks, and savings and loan undertakings.

Source:  Bank of Slovenia

The total assets of the entire financial sector, which in addition to monetary financial
institutions includes the central bank and non-monetary financial institutions, reached
172% of GDP in 2005. Banks remain the most important segment of the financial sector,
accounting for 62% of it. The central bank is next in importance, with 15%. Among non-
monetary financial institutions, insurers have the greatest importance, accounting for 7%
of the financial sector.

Table 5.2: Structure of financial sector and GDP equivalents in percentages
As % of GDP As % of financial sector
2001 2002 2003 2004 2005 2001 2002 2003 2004 2005
Central bank 238 299 289 259 25.8 173 202 193 167 15.0

Monetary financial institutions

82.4 86.3 88.1 91.4 107.0 60.0 58.2 58.8 589 623

Banks 80.8 85.1 87.0 90.8 106.4 58.9 57.4 58.0 58.6 62.0
Savings banks/savings and loan undertakings 1.6 1.2 11 0.5 0.6 1.2 0.8 0.7 0.3 0.3
Non-monetary financial institutions 311 32.0 32.9 37.9 38.8 22.7 21.6 21.9 244 226
Insurers 7.0 8.2 9.0 9.8 1.9 51 5.5 6.0 6.3 7.0
Others' 241 23.9 23.9 281 26.9 17.5 16.1 15.9 181 15.7

Total 137.2  148.3 149.9 1551 171.7 100.0 100.0 100.0 100.0 100.0
Note: '"The 2005 figures use the 2005 figures for pension funds and investment funds, and the 2004

Number of banks, savings
banks, and savings and loan
undertakings.
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figures for leasing companies, brokerage houses, management companies and others.
Source:  Bank of Slovenia

Changes of status

The process of bringing the operations of savings and loan undertakings into line with
the Banking Act ended in 2005. Of the two savings and loan undertakings that existed in
2004, one ceased to operate and the other was transformed into a savings bank. There were
three savings banks in operation last year. One new bank and one branch were established,
taking the number of banks to 22, of which three are branches of foreign banks.

One of the existing branches is intending to convert into a subsidiary bank. The number
of subsidiary banks in Slovenia is significantly greater than the number of branches, and
the same is true for other new EU member-states. In the ten new EU member-states,
there were five times more subsidiary banks than branches in 2004. While the number
of subsidiary banks is increasing in these countries, in the older EU member-states the
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number of subsidiary banks fell by 62 or 14% between 2001 and 2004. The number of
branches is increasing in the older EU member-states, the total being considerably higher
than the number of subsidiary banks, in contrast to the new EU member-states.

The reason for this duality in the foreign banks behaviour could be that they prefer to  Foreign banks establish
establish branches in more developed countries for reasons of efficiency. In the new EU  subsidiaries in Slovenia
member-states, where they see a greater potential for growth, they optimise risks by  and other new EU member-
establishing subsidiaries. Subsidiaries of foreign banks come under the deposit guarantee  states, but establish

scheme of the host country, which transfers the risks in the event of the bank failing also ~ branches in more developed
to domestic banks. Based on certain indicators examined in the proceeding chapters, we  countries.

establish that foreign banks present in Slovenia are prepared to assume greater risks than

domestic banks, particularly with the aim of increasing market share, even at the expense

of profitability.
Table 5.3: Number of branches and subsidiary banks in Slovenia, new EU member-
states and EU15
Branches Subsidiary banks
2001 2004  Change 2001 2004  Change
Slovenia 1 2 1 4 5 1
New EU member-states 21 27 6 112 121 9
EU15 582 594 12 448 386 -62

Source:  ECB (EU Banking Structures, October 2005)

By the end of March 2006, a total of 108 European banks had registered the direct pursuit ~ Registration by European
of their business activities in Slovenia with the Bank of Slovenia since the country joined  banks of the direct pursuit
the EU. The largest numbers are from Austria, the UK and Germany. The majority are  of their business activities
authorised to provide all or majority of banking services. Among the banks with more  in Slovenia with the Bank of
specialized services that notified the Bank of Slovenia are banks involved in lending and  Slovenia.

guarantees, and banks offering asset and securities management and securities issues.

Bank ownership

After three years with no major changes in the ownership structure of the Slovenian  An increase in the
banking system, there was an increase of almost 3 percentage points in the proportion  proportion of the banking
under foreign ownership in 2005. This increase was entirely the result of an increase  system owned by non-

in the holdings of non-residents that control more than 50% of an individual bank.  residents.

The proportion under foreign ownership increased, while the proportion owned by the

government and other residents decreased, which to a great extent was the result of

new banks being established and recapitalisations, with practically all the foreign banks

having carried out recapitalisations in 2005.

Table 5.4: Ownership of banking sector (in terms of equity) in percentages
(%) 2002 2003 2004 2005
Government in narrower sense 20.3 19.4 19.1 1841
Other residents 47.2 48.2 48.6 46.8
Non-residents 32.5 32.4 32.4 351
Non-residents (over 50% control) 15.7 16.6 16.5 19.6
Non-residents (under 50% control) 16.8 15.8 15.9 15.5
Note: Relative proportions of ownership*.

Source:  Bank of Slovenia

In the analysis below, banks are divided into three groups: large domestic banks, small
domestic banks and foreign banks. The same division as in the previous year is used for
reasons of comparability. A bank is deemed large or small by virtue of its total assets. All
banks under majority foreign ownership are deemed foreign banks, irrespective of size.
Other banks are classified according to the differences in their total assets. In both cases,
whether nominal or relative differences are considered, it is reasonable to class the top six
(domestic) banks as large banks, and the others as small banks*'.

4 If for example the ownership of a bank is divided equally between non-residents and the government,
50% of the bank’s capital will be deemed to be owned by the government, and 50% by non-
residents.

The controlling interest is taken into consideration, and thus SKB, Ba-Ca, Raiffeisen Krekova
banka, Hypo Alpe Adria Bank, Kaertner Sparkasse, Volksbank, Bawag, BKS and Zveza bank are
classed as foreign banks. The large domestic banks are NLB, NKBM, Abanka, Banka Koper, Banka
Celje and Gorenjska banka. The small domestic banks are Probanka, PBS, DBS, Banka Domzale,
Factor banka, Koroska banka and Banka Zasavje. This classification is used throughout the section
on the banking sector.

4
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The changes in
concentration indicate
that the foreign banks are
refocusing from liabilities
to banks toward liabilities
to non-bank sectors.
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Figure 5.1: Market shares of foreign banks, large domestic banks and small domestic
banks in terms of total assets in percentages
| | | |
o 174 | 172 16.9 | 18.9 | |

90% | ‘ ‘ 201 ‘ 227

il H B BN B B
| | | |

0% | | | s
| | | |

60% l l l

50% 1 1 1 1
| | | |

40% | | | |
| 703 727 | 706 | |

30% | 633 ,:, _ ,,:, ,:,, 6o ,:, WO N

20% | - ,:, . Foreign banks i
! M Small domestic banks

10% | - -~ _ .
: Large domestic banks

0% : :
2000 2001 2002 2003 2004 2005
Source:  Bank of Slovenia

Concentration in the banking sector

Concentration in the Slovenian banking system continues to decrease, measured both in
terms of total assets and individual segments of services for non-banking sectors. Thus
Slovenia is also converging on conditions in the euro area in terms of concentration.
Concentration remains relatively high, but the differences are rapidly diminishing, partly
because concentration has been increasing in the euro area in recent years.

Table 5.5: Market concentration of Slovenian banking market as measured by
Herfindahl-Hirschman index and market share of the top three/five banks
2000 2001 2002 2003 2004 2005
Herfindahl-Hirshman index
Total assets 1,265 1,655 1,664 1,652 1,472 1,388
Total assets (euro area) 508 544 553 581 600
Lending to non-banking sectors 1,147 1,500 1,470 1,393 1,310 1,273
Lending to households 1,040 1,475 1,441 1,369 1,274 1,255
Liabilities to non-banking sectors 1,229 1,682 1,689 1,607 1,570 1,460
Liabilities to households 1,211 1,784 1,829 1,810 1,725 1,678
Liabilities to banks 2,033 2,130 1,723 1,379 1,278 1,290
Market share of top three banks (%)
Total assets 46.7 53.6 55.4 53.3 51.9 50.3
Lending to non-banking sectors 43.4 51.1 52.9 52.5 50.5 48.7
Liabilities to non-banking sectors 47.0 55.0 56.7 55.7 55.3 541
Liabilities to banks 59.1 60.2 56.5 51.7 48.6 48.9
Market share of top five banks (%)
Total assets 59.5 66.3 67.2 65.5 64.0 63.4
Lending to non-banking sectors 60.0 66.2 67.1 66.2 63.7 62.3
Liabilities to non-banking sectors 63.1 70.9 71.3 70.6 68.9 67.3
Liabilities to banks 62.0 64.6 61.8 60.1 59.8 62.3

Sources:  Bank of Slovenia, ECB (Report on EU Banking Structure, ECB, November 2004, October

2005)

Concentration has decreased most in the area of liabilities to non-banking sectors in
the last year. The foreign banks and the small banks saw their market shares rise at the
expense of the large banks. On the other side, the trend of decreasing concentration in
the segment of liabilities to banks interrupted in 2005 (the majority of lia