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1. SUMMARY AND BANK OF SLOVENIA
POSITION

As expected, the disinflation process continued in 2004 at a slightly slower pace.
There was a sustained fall in inflation, with the main macroeconomic equilibria
being maintained. Although the high commodity prices on world markets were a
particular inflationary factor, the restrictive but coordinated economic policy and
certain structural factors in the favourable macroeconomic environment worked
to reduce inflation.

Projections indicate that in the absence of shocks at home or abroad inflation in
the years ahead will settle at around 2.5%, which would allow the Maastricht
criteria to be met. The absence of both supply-side and demand-side shocks will
be a key factor in this. Although no shocks that could notably prevent inflation
remaining at the recently reached low level are anticipated, oil prices remain the
basic source of uncertainty. Economic growth will slightly exceed the estimated
potential growth in the future, but the principal macroeconomic equilibria will
nevertheless be preserved to a large degree. In addition to relatively high
domestic demand, which is not forecast as entailing any inflationary pressure,
recovery among the most important trading partners will contribute to the
continuation of high economic growth. Net exports are thus expected to make a
neutral contribution to economic growth.

The Governing Board of the Bank of Slovenia believes that the programme for
ERM II entry and adoption of the euro adopted by the Slovenian government and
the Bank of Slovenia and the communiqué by the ERM II committee when
Slovenia joined the ERM II represent the framework for administering an
economic policy to facilitate a successful period in the ERM II and the earliest
possible adoption of the euro.

The joint programme defines the risks that could arise on the road to adopting the
euro, and reviews the possibilities for responding appropriately to such risks
from the point of view of coordination of macroeconomic policy. In this context
the joint programme puts forward, with economic logic and effectiveness, the
necessary guidelines for the Bank of Slovenia’s monetary policy and the
economic policy under the oversight of the government. With its evaluation of
the risks, the joint programme is also the basis for appropriate preventive action
by economic policy. An effective response to risk and appropriate prevention of
inflation shocks are of key importance to the successful adoption of the euro.
This entails the fulfilment of the Maastricht criteria without the occurrence of
macroeconomic imbalances in the economy that could later be once again
reflected in increased inflation or slower economic growth. In line with its
commitments the Bank of Slovenia will attend to exchange rate stability, the
stability of the financial system, and the credibility and sustainability of the
central exchange rate.

The Governing Board of the Bank of Slovenia anticipates that consistent
application of the joint programme and the communiqué of the ERM II
committee will allow the adoption of the euro at the beginning of 2007. This
report presents projections of economic trends and their impact on the fulfilment
of the criteria for adopting the euro. The risks related to meeting the criteria are
assessed as manageable from this point of view. Under the condition that all
economic policy functions in line with the guidelines described in the joint
programme and the commitments in the joint communiqué, all the criteria are
expected to be met on time, which would allow the adoption of the euro at the
beginning of 2007.
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Reducing inflation and
adopting the euro are the
basic goals of monetary
policy

2. INFLATION TRENDS AND FACTORS

The disinflation process slowed in line with expectations in 2004. Having fallen
by 2.6 percentage points in 2003 and 1.4 percentage points in 2004, the 2005
decline in year-on-year inflation should be slightly lower as well.

Figure 2.1: Headline and core inflation

= Headline inflation

Core inflation - excluding taxes, fuels and seasonal food

(year-on-year growth; %)

2002 2003 2004 2005
Source:  Statistical Office of the Republic of Slovenia (SORS), ARC calculation

As the Maastricht price stability criteria are approached, we also get closer to the
zone in which the real convergence process means that a level of price growth is
attained over the longer term. The lower limit of this zone is an annual rate of
about 2.5%. Restrictive economic policy and the current favourable
macroeconomic environment allowed inflation to fall in line with expectations in
2004. Commodity prices and structural factors had a different impact on inflation
in 2004.

2.1 From a sustained disinflation trend to exchange rate
stabilisation

In November 2001 the Governing Board of the Bank of Slovenia set its goals as
adopting the euro at the earliest possible opportunity and reducing inflation to the
price stability convergence criterion.' At the same time the Governing Board laid
down a clear monetary policy strategy that should effectively facilitate meeting
this target” The Governing Board keeps the public informed about its
administration of monetary policy in its half-yearly reports. Monetary policy has
been based on a long-term influence on inflation via controls of monetary
aggregates, and on total activity and the medium-term inflation dynamics via the
adjustment of real interest rates. It is real interest rates that have maintained a
disinflation trend that has tied down inflationary expectations and thus allowed
gradual disinflation to be achieved without major costs to the economy, those
that the Bank of Slovenia felt it was possible to avoid. The role of the exchange
rate was subordinated to the needs of monetary policy. By guiding the dynamics
of the nominal exchange rate the Bank of Slovenia closed the gap between

Bank of Slovenia's monetary policy guidelines
(http://www.bsi.si/html/eng/publications/mon_policy/guidelines.pdf).

The monetary policy strategy is also presented in the publication Short-Term Monetary Policy
Guidelines, for example, May 2003

MONETARY POLICY REPORT



BANKA SLOVENIJE

domestic and foreign interest rates, which prevented interest-elastic capital
inflows and allowed monetary policy to be shaped to domestic needs. At the
same time the nominal dynamics in the exchange rate were in line with the
preservation of the real external equilibrium, or were neutral over the medium
term with regard to inflation and the real sector dynamics.

From today’s standpoint, such monetary policy, which was feasible in the period
before Slovenia joined the EU and the ERM I, proved to be highly successful in
meeting its objectives. By appropriately adjusting real interest rates the Bank of
Slovenia restricted domestic consumption, and reduced excess aggregate demand
and the output gap, which gradually slowed the rise in nominal labour costs and
other domestic cost factors. After 2000 this action revived the disinflation trend
seen before 1999, when a series of inflation shocks led to a practical doubling of
inflation to almost 10%. As seen in previous Bank of Slovenia reports, the
reduction of inflation was hindered by inflation shocks primarily of a fiscal
nature, and partly by the indexation processes in the wage system. The success of
the disinflation process is confirmed by the sustainability of the low inflation rate
achieved. The external equilibrium has been preserved, which rejects any need
for adjusting the tolar exchange rate. Conditions of macroeconomic and price
stability were guaranteed for companies throughout the process. High interest
rates also partly prevented public sector borrowing and contributed to the fiscal
balance being maintained. With an appropriate fiscal policy in place there was
thus no need for additional tax pressures, which would have been rapidly
reflected in price rises.

The sustained reduction of inflation with the maintenance of the external and
fiscal equilibria allowed Slovenia to join the ERM II early. The Bank of
Slovenia’s April 2004 forecasts were pointing to the fact that the price stability
criterion would be met by 2006, given the right management of economic policy.
Another condition for adopting the euro is two years of participation in the ERM
I, where the stability of the domestic currency against the euro must be
maintained. Ensuring an economic environment in line with exchange rate
stability envisages the Bank of Slovenia subordinating its interest rate policy to
this goal, which makes it impossible to simultaneously attend to the direction of
medium-term inflation trends. Entry into the ERM II was therefore contingent on
the adoption of an appropriate programme for coordinating economic policy,
where the government undertook to ensure that fiscal policy would support the
maintenance of price stability. The Bank of Slovenia and the Slovenian
government coordinated and adopted the programme for ERM II entry and
adoption of the euro in November 2003. Shortly after having joined the
European Union on 1 May 2004, Slovenia also entered the ERM 1II on 28 June
2004 together with Estonia and Lithuania.

When Slovenia entered the ERM II the nominal central rate was set at SIT
239.640 to the euro. The stabilisation of the exchange rate at this level was made
easily feasible because the disinflation process was practically complete, and the
macroeconomic projections pointed to a great likelihood of the price stability
criterion being met. It was necessary to reach a consensus among the Slovenian
government, the Bank of Slovenia, the European Commission, the ECB and the
governments and central banks of members of the eurozone and of the ERM II in
setting the central exchange rate. The overall assessment was that the market
exchange rate reflected the real balances to a sufficient degree. This assessment
proved to be correct after Slovenia joined the ERM II, as setting the nominal
central exchange rate brought no significant change in the economy’s
competitiveness. In the nominal convergence process, approaching the
Maastricht price stability criterion also entails approaching the lower limit of
what is sustainable in terms of real convergence. The Bank of Slovenia is
anticipating a convergence criterion of an annual rate of around 2.5% in 2006.
This threshold is only reachable in Slovenia with a strict incomes policy and
restrictive fiscal policy, and with the right management of microeconomic and
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The output gap is closing
faster than expected

In line with expectations
higher demand did not
have inflationary effect

structural factors that could cause a temporary rise or fall in inflation away from
its equilibrium level.

2.2 Macroeconomic inflation factors

In addition to the coordinated action of monetary and fiscal policy and certain
institutional and structural factors, another beneficial factor in the process of
lowering inflation in 2004 were the macroeconomic circumstances on both the
supply side and the demand side. Despite high economic growth the output gap
remained negative, while domestic demand did not increase excessively given
the accelerated nominal convergence and stabilisation of the exchange rate.
Neither did slightly higher growth in total wages stimulate demand to the point
that it would act in an inflationary manner. At the same time growth in average
real wages remained behind the estimated growth in productivity, thus limiting
cost pressures on price increases. Commaodity prices increased companies’ costs
and thus had an indirect impact on making the disinflation process slower than it
would have been in the absence of exogenous price shocks.

The output gap remains negative despite higher growth in domestic demand

The output gap closed more quickly than forecast, but remained negative.
Economic activity expanded by a high 4.6% in 2004, 0.8 percentage points in
excess of the preliminary forecast. The relatively large negative output gap that
arose during the previous three years of lower economic growth®, passing 2% in
2003, closed faster than expected. Nevertheless, given an estimated rise in
potential output of around 3.7% and the rise in GDP last year, the gap between
potential output and the actual level of economic activity remained negative at
around 1%. With the faster closing of the output gap in 2004, rapid economic
growth actually slowed down the process of lowering inflation, although the
negative output gap remains one of principal factors in the reduction of inflation.

Figure 2.2: Output gap
2

-2

-3

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

Remark: The potential GDP is estimated as a trend, whereby the decreasing growth rates of potential
GDP are in line with the process of real convergence.
Source: ARC estimate

Domestic demand components strengthened in line with our expectations in
2004, remaining at a level that currently does not cause any inflationary
pressures. Domestic demand rose by 4.7% in 2004, entirely in line with the
previous forecasts. Both household spending and investment spending grew in
line with expectations. Household spending last year was strongest in the

Average GDP growth between 2001 and 2003 was lower than 3%.
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beginning of the year, just before Slovenia joined the EU, and slowed gradually
in the second half of the year. The increase in stocks did much to maintain
investment at a high level last year, although there was a slowdown in the middle
of the year and even the beginnings of a fall in stocks at the end of the year.
Notwithstanding, stocks were responsible for almost one-third of investment
growth in 2004. Among the components of domestic demand, only general
government spending recorded a major deviation from the forecast, with the
restrictive policy on expenditure on goods and services and on public sector
wages meaning that general government spending in 2004 was almost a
percentage point lower than originally forecast. Foreign trade made a significant
contribution to the increase in economic activity, with the contribution of net
exports strengthening by more than 2 percentage points, while the contribution of
domestic demand to economic growth in 2004 remained virtually unchanged
from the level it was in 2003.

Figure 2.3: Contributions by components of GDP, 2002 to 2004
6
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Source: SORS, ARC calculation

The increase in domestic demand was to a large extent contingent on lower
interest rates and high lending activity. With the stabilisation of the exchange
rate at the point of ERM II entry and the focus on stability in the context of fully
liberalised capital flows, monetary policy lost its independence in setting the
interest rates. Under these conditions the Bank of Slovenia tried to maintain the
highest interest rates that would still allow the foreign exchange market to
stabilise. Nevertheless real interest rates were slightly lower in 2004.

Wage growth is still sustainable, but labour costs are rising too fast

Real wages grew faster than forecast. Given the very slow growth in the first half
of the year, our previous forecast for average annual growth in real wages was
revised downwards 0.3 percentage points from the preceding forecast to 1.5%.
Still, actual real net wages increased by 2.0% over the year. This deviation
upwards was primarily brought about by wages in the private sector, and within
that in service activities. The economy also grew faster than expected in the
second half of the year, while good performance and results saw private sector
companies distribute surpluses at the end of the year, which strongly accelerated
wage growth. Public sector wages also recorded rather rapid growth in the
second half of the year, but despite this they fell in real terms on average over the
year. Such trends at the end of the year were particularly unwelcome from the
point of view of the transmission of rapid wage growth into the next year and a
slight cooling of the economy, as wages only respond to changes in economic
activity with a certain lag in time.
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Box 2.1: Labour costs and labour market flexibility

Total labour costs comprise employees’ gross earnings, i.e. wages or salaries, social security contributions
and taxes paid by the employer, and all indirect costs in connection with employment'. According to the
Eurostat definition, all market activities (activities C to K in the national accounts definition) are taken into
consideration in the estimate of labour costs, while public services are excluded. The Eurostat figures” show
Slovenia being among the countries with the fastest-growing total labour costs per hour in the EU in 2004.

Figure: Labour costs per actual hour of work

18 T

16

14

12

10

1998 1999 2000 2001 2002 2003 2004
Source: Eurostat, ARC calculation

According to Eurostat, the average year-on-year rate of growth in 2004 in labour costs defined in this manner
amounted to 2.9% in the EU25, but 9.7% in Slovenia. In the manufacturing sector, a prominent tradable

sector, labour costs per hour rose by 3.0% in 2004 in the EU25, but by 7.3% in Slovenia.?

Figure: Unit labour costs*
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* Unit labour costs are calculated on the basis of the GDP figure for the economy as a whole, and on the industrial output figures for the
manufacturing sector.

Source: SORS, ARC calculation

These differences can partly be explained by differences in the current rates of economic growth and ex-post
measured productivity. At the same time, a feature of 2004 was that in Slovenia public sector wage growth
contributed most to lower wage growth in the economy as a whole, and the public sector was excluded from
the above calculations. Even excluding the final quarter from comparisons of labour costs, where the year-
on-year rates of growth in certain areas exceeded 25%, particularly in activities where there is clearly a lack
of competition (mining, distribution of electricity, gas and water, construction), it will be necessary to focus
particular attention on the structuring and dynamics of labour costs. In both the ERM II and in the monetary
union labour costs are one of the basic factors in ensuring the competitiveness of the economy and price
stability.
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Labour market flexibility is an important factor in ensuring the economy responds appropriately to
asymmetric shocks or new factors that could threaten the competitiveness of companies. Flexibility
particularly comes to the fore in conditions of a stable exchange rate, i.e. in the ERM II or in the monetary
union, when monetary policy and exchange rate policy can no longer respond to and mitigate the effects of
shocks. From the point of view of the long-term development of the economy, labour market flexibility is of
key importance to the redirection of the labour force away from sectors with poor prospects and towards
those with a better future. Labour market flexibility can be examined from the point of view of wages and
from the point of view of employment. Wage flexibility, on which the indexation method has a great impact,
was already discussed in the Monetary Policy Report of October 2004.*

Flexibility in the size of the workforce is usually expressed in terms of the ease of laying staff off and
employment transience. The ease of laying staff off is usually measured by the Employment Protection
Legislation indicator (EPL), which looks at the legislative protection offered to employees from various
points of view. New labour legislation’ has seen labour market flexibility as expressed by the EPL increase in
Slovenia, and it now ranks ahead of some members of the eurozone. Greater employment transience would in
particular be guaranteed by greater employee mobility and a strengthening of less typical or more flexible
forms of employment, while at the same time employment policy measures should be aimed at reducing
structural unemployment and increasing employability among certain groups of the unemployed. Slovenia
remains behind the EU average in the area of atypical forms of employment.® Given that the proportion of
people in temporary employment in Slovenia is at almost the same level as the EU average, it is clear that in
order to increase the proportion of flexible forms of employment it is necessary to promote self-employment,
part-time employment and work from home. When it comes to labour market flexibility it is also necessary to
consider the social aspect of those in the labour market and the costs associated with job mobility (transport,
etc.), the costs associated with frequent job changes (the loss of the specific human capital tied to the
position), the costs associated with on-the-job motivation and the risk of job loss, etc. Denmark represents the
model for the successful combination of a flexible labour market and a relatively high level of social security
(or “flexicurity”).

' Beside wages, total labour costs also include contract payments, alimentation expenses and costs of travelling to and from work,

expenses on business travels, compensation on off-the-office work, holiday allowances, anniversary awards, etc. The most recent
SORS figures for 2003 show the vast majority (80.7%) of labour costs per actual hour of work to be accounted for by employees’
earnings, followed by employers’ social security contributions (14.3%) and taxes (3.9%). The results of a detailed survey will be
known in September 2005, but it is estimated that in 2004 there was an additional shift in favour of the proportion of payments made
on the basis of performance and funds paid to employees by employers in connection with supplementary pension insurance.

Detailed figures on labour costs and other labour market statistics are available at http://europa.eu.int/comm/eurostat/newcronos/refere
nce/display.do?screen=welcomeref&open=/&product=EU_MASTER _labour market&depth=2&language=en

Here the SORS figures show labour costs per hour in the economy as a whole (A to O) to have risen by 8.7% in 2004, while the
Eurostat employment-adjusted figures for labour costs in activities C to K show a rise of 8.5%. The figure for the rise in labour costs
per hour in the manufacturing sector accords with the Eurostat figure of 7.3%.
http://www.bsi.si/html/eng/publications/mon_policy/MP_ang y4q4.pdf (Box 4.1)

Slovenia moved from 26th to 16th place on the EPL indicator scale after passing the Employment Act (Ribaud, Jauiregui, Sanchez-
Paramo (2002), Does Eurosclerosis Matter? Social Protection Discussion Paper Series No. 0202, World Bank. In addition, according
to the IMF report (Adopting the Euro in Central Europe, 2004), the EPL indicator for Slovenia is higher than for the most of the new
EU member states, while it is lower than for some less developed old EU member states.

Employment in Europe 2004, DG Employment and Social Affairs, European Commission, 2004.

)
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With a real rate of 2.0% in 2004 under conditions of rapid economic growth, Although wages lagged
growth in gross wages was behind productivity growth, and thus adhered to the  behind productivity,
social agreement. Because wage growth lagged the productivity growth, the total labour costs grew
higher labour costs measured by gross wages did not cause any cost pressures.  too fast

Nevertheless the sector-by-sector figures for growth in real wages warn that in

some sectors wages are being shaped in contravention of the social agreement.

Other labour-related costs rose significantly more in 2004. Taking total labour

costs into consideration, the rise in these can be concluded as causing greater

cost pressures. Companies have not transmitted them into higher prices yet,

which is why according to the national accounts figures they were rather

restrictive in the area of employment, despite the favourable economic climate.

So far there has not been a significant deterioration in the competitiveness of the

tradable sector owing to high growth in labour costs, as confirmed by good

export results.
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Box 2.2: Real wage growth and productivity growth

The social agreement for 2003 to 2005 envisages the real rate of growth in the average gross wage remaining
at least a percentage point behind productivity growth. This target was met for Slovenia as whole in 2004,
with productivity growth estimated at 4.5% and real growth in the average gross wage of 2.0%. However the
detailed figures show that some sectors failed to meet the target set by the social agreement. Among the more
important sectors, wages grew faster than productivity in the construction sector and the education sector,
while catering, retail, and real estate and business services also failed to meet the target.

Table: Indices of growth in real gross wages and estimated productivity by sector in 2004*

Average gross wage in | Estimated
.. Gap
real terms productivity

A Agriculture, hunting, forestry 101.2 115.4 -14.2
B Fishing 101.5 99.8 1.7
C Mining and quarrying 105.8 104.1 1.7
D Manufacturing 103.4 106.5 -3.1
E Electricity, gas, steam and water suply 104.4 106.6 2.2
F Construction 103.4 102.8 0.6
G Wholesale and retail trade, motor vehicle repair 103.0 103.8 -0.8
H Hotels and restaurants 102.0 102.0 0.0
1 Transport, storage, communications 103.0 105.4 -2.4
J Financial intermediation 102.3 108.3 -6.0
K Real estate, renting and business activities 101.9 100.8 1.1
L Public administration, compulsory social security 96.9 98.2 -1.3
M Education 101.5 100.8 0.7
N Health and social work 97.9 100.0 -2.1
O Other social and personal services 102.3 102.7 -0.4
TOTAL 102.0 104.5 -2.5

*Sectors that failed to meet the target set in the social agreement of real growth in wages remaining at least 1 percentage point behind
productivity growth are indicated in bold
Source: SORS, ARC calculation

The rapid wage growth seen in service activities in particular is causing inflationary pressures of a cost
nature. This was visible even in 2004, with the most rapid price rises being recorded in housing, education,
and catering and accommodation services.

The stabilisation of the tolar exchange rate and the weak dollar are having a
favourable effect on import prices

The stable tolar exchange  With the appreciation of the real effective tolar exchange rate slightly more
rate after ERM Il entry  significant than expected, there was an additional reduction of inflationary
had a favourable effect on  pressures on the supply side. Because the fall in the dollar was more than 10%
expectations and import  greater than expected, the value of the tolar as expressed by the nominal effective
prices exchange rate rose more than anticipated. At the same time price movements at
home and abroad were more or less in line with expectations, and the
appreciation of the real effective exchange rate was therefore greater than
expected. Via import prices this had a favourable effect on the disinflation
process, or on the prices in the tradable sector that are primarily determined by
import prices. The stabilisation of the tolar/euro exchange rate at the point of
entering the ERM II itself contributed to an easing in prices tied to the euro, and

of inflationary expectations.

The weak dollar mitigated In line with our expectations, favourable movements in USD/EUR rate slightly
the effect of high  mitigated the negative impact of high oil and commodity prices on the movement
commodity prices of inflation. The dollar averaged 1.24 against the euro in 2004, compared with

the exchange rate of 1.22 that we assumed earlier, or the rate of 1.26 forecast one

year ago. The euro gained 10% against the dollar, so that while the price of Brent

crude expressed in dollars rose by 32.6%, the price expressed in euros rose by

just over 20%. Commodity prices expressed in euros rose only by just over 5%.

Despite the euro’s rise against the dollar, the high commodity prices and energy

prices in particular restricted any excessive strengthening of household spending,

owing to the relatively high proportion of consumer spending for which they
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account, while at the same time owing to the pressure on company costs and the
consequent fall in profits they acted as a brake on investment activity.

Figure 2.4: Real effective exchange rate
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Commodity prices are giving rise to cost pressures

Commodity prices have increased by significantly more than we had assumed,
and via import prices slowed down the disinflation process. The assumption
about the movement of oil prices in the most recent forecasts proved to be
similar to the actual movement in 2004, while there was a larger discrepancy in
the assumed movements of commodity prices. The actual oil price was USD 2
per barrel higher, while commodity prices rose 9 percentage points less than had
been forecast. There were somewhat larger average deviations from the
assumptions made in the forecasts from one year ago, with the average oil price
in 2004 USD 10 per barrel higher, and the actual rate of growth in commodity
prices of 16% some 6 percentage points in excess of the assumption made last
April. Despite the government’s policy of making acyclic adjustments in excise
duties, oil prices significantly retarded the process of lowering inflation over the
whole of 2004. The government policy of adjusting excise duties had a neutral
effect on excise duties on petrol over the whole year, while there was a slight rise
in excise duties on diesel. With its policy of adjusting excise duties the
government also prevented shocks being transmitted to domestic prices in the
context of major fluctuations of oil prices on the world market. Nevertheless
commodity prices and oil prices contributed to higher import prices and via these
increased cost inflationary pressures, while at the same time together with
unfavourable oil prices they caused a deterioration in the terms of trade of almost
half a percentage point more than was forecast one year ago.

Figure 2.5: QOil prices and commodity prices
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Structural changes had a
beneficial effect on the
disinflation process last
year

The most prominent are:

- falls in food prices

- abolition of administrative
barriers to trade with the EU
- gradual decline in prices of
services

The policy of adjusting
excise duties mitigated the
major fluctuations in oil
prices...

... but did not restrain the
trend of rising prices of
refined petroleum
products
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2.3 Microeconomic and structural inflation factors

In addition to the right economic policies and favourable macroeconomic factors
the fall in inflation in recent years was made possible by certain structural
changes. These were of particular significance last year and at the beginning of
this year, when unfavourable trends in the foreign environment and the
accelerated closing of the output gap in the last year were already strongly
retarding the disinflation process.

Figure 2.6: Structure of inflation — contributions by components
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The most prominent structural changes acting to lower inflation last year were
falls in food prices, the elimination of administrative trade barriers with the EU,
and the gradual slowing of growth in prices of services, which continue to
account for the most sustained component of inflation. However the current
inflation rate both last year and this year has remained under the influence of the
temporary high growth in fuel prices, which do not entail major duration from
the point of view of direct effects. The potential risk of a sustained rise in
inflation is presented by the effects of the transmission of high growth in energy
prices to other prices, which are yet to be seen.

High growth in energy prices prevented a more rapid fall in inflation

Energy prices rose by around 11% last year, and accounted for approximately 1.1
percentage points of the inflation rate. As in 2003, last year the government
mitigated the sharp rises in oil prices on the world market by adjusting excise
duties on refined petroleum products. The policy of adjusting excise duties
proved to be successful last year, mitigating the large monthly fluctuations in oil
prices without artificially restraining the trend of rising prices for refined
petroleum products (see Box 2.3). The figures show foreign prices for the most
important refined petroleum product to have risen by 21.6% while domestic
prices rose by just 7.7%. The direct transmission of rises in foreign prices to
domestic prices was thus approximately 35%. Despite the high rises in energy
prices, it does not appear yet there will be major additional effects on inflation,
primarily via growth in wages. Although the average nominal wage rose by 5.7%
last year, this growth was more likely to have been a consequence of high
economic growth than rises in energy prices. Of greater importance are the
indirect effects that high oil prices have on inflation. These were expressed in the
form of higher prices for transport services, gas prices and prices for heating
services. The total effect on inflation was 0.13 percentage points.
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Box 2.3: Effectiveness of excise duties policy adjustment on refined petroleum products

As in 2003, last year the government mitigated the transmission of sharp rises in oil prices on the world
market to domestic prices by adjusting excise duties on refined petroleum products. In so doing it was
restricted by the EU directive on the minimum excise duties, which rose in the last year by additional 25% in
euros. The rise in the minimum excise duties and the rapid rises in oil prices were therefore restricting the
government in its adjustment policy already in the first half of the year. There was a similar situation in
October 2004 and April 2005, when the government again had to cut the excise duties on refined petroleum
products to the minimum (see figure). Despite several cuts in excise duties, the government also raised excise
duties in certain months last year, particularly towards the end of the year in November and December, when
the oil price again fell below USD 40 per barrel.

Figure: Policy of adjusting excise duties on refined petroleum products
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Rises in the prices of refined petroleum products contributed approximately 1 percentage point to inflation
last year, which is approximately 0.1 percentage points more than the price rises would have contributed had
the government not pursued excise duties adjustment policy: the initial estimates are that the contribution of
rises in the prices of refined petroleum products would have contributed approximately 0.9 percentage points
to inflation had excise duties remained unchanged. Although the effect was almost equal, the policy of
acyclic adjustments in excise duties reduced fluctuations in energy prices, preventing disruption to the
economy, restraining inflationary expectations and minimising the secondary effects on inflation. Because it
is easier to adjust prices upwards than downwards, high fluctuations in energy prices could cause excessive
cost inflation, particularly when the price rises are of a temporary nature.

Additional calculations show that the effect of the transmission of rises in foreign prices of refined petroleum
products to domestic prices last year was lowest for unleaded petrol at 35%, while the largest effect was in
prices of heating oil at approximately 63% (see table). The transmission effect for diesel was approximately
47%. The larger transmission effect for diesel has again made diesel more expensive than unleaded petrol
this year.

Table: Effect of transmission of foreign prices of refined petroleum products to domestic prices

Year-on-year % (Dec 03 to Dec 04) NMB95  NMB98 Diesel - D2 Heating oil
World price of refined petroleum (USD) 31.1 28.9 52.5 58.6
Exchange rate (SIT/USD) -7.1 -7.1 -7.1 -7.1
World price of refined petroleum (SIT) 21.8 19.8 41.7 473
Domestic price of refined petroleum (SIT) 7.7 7.5 19.5 30.0
Transmission of foreign to domestic prices’ 35% 38% 47% 63%

Remark: ' Calculation: domestic prices in tolars / foreign prices in tolars.
Source: ARC estimate.
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reduction of inflation last
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A relatively rigid administered prices and excise duties policy

Administered prices changed more slowly last year and the previous year than in
the preceding years, but the rate of growth still exceeds the rate of growth of free
prices. The latter rose by 2.2% last year, while administered prices rose by
approximately 3.9% ignoring energy prices. Although the government partially
held to its plan for managing administered prices in 2004 and 2005, which details
the growth of prices of certain products, that it adopted in December 2003, it was
unable to meet the broader guidelines of the plan, which envisage administered
prices rising more slowly than free prices. When the plan was adopted, the
expectations of the speed of disinflation were clearly more pessimistic than was
subsequently the case, while there was no adjustment in the dynamics of
administered prices to this. Although the rise in administered prices in the last
two years was not inflationary, with a more restrictive administered prices policy
headline inflation would be even lower.

Changes in excise duties on cigarettes also placed limits on the faster reduction
of inflation. Last year alone changes in excise duties on cigarettes contributed
approximately 0.2 percentage points to inflation, and further changes are
expected to produce the same contribution in 2005 and 2006. Changes in excise
duties on cigarettes could therefore have an important influence on whether the
Maastricht criteria are met, as they will directly impact on inflation over the next
three years. The impact of the unfavourable inflationary effects of changes in
excise duties on cigarettes will be that much greater in the event of further rises
in oil prices on the world market, which because of asymmetric effects on
inflation in individual countries could raise domestic inflation faster than the
Maastricht criterion.* Nevertheless growth in free market prices, monopoly
prices and prices under the control of general government agencies remained low
last year, and in line with total inflation.

Figure 2.7: Consumer price rises
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Note: Prices under the direct influence of taxation and administrative measures last year were
excluded from free market prices. These included cigarettes and non profit rents, which
account for 3.9% of all products in the consumer price index.

Source: SORS, ARC calculation

The asymmetry in the effects of rises in oil prices on the inflation in individual countries is
primarily the result of the different weightings given to refined petroleum products in the indices
of the individual countries and different excise duty levels on the basic purchase price for
individual refined petroleum products.
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Prices of services finally under the influence of the disinflation process’

After several years of sustained rises, prices of services began to gradually slow
last year. The average annual rate of growth in prices of services fell from 7.1%
in 2003 to 6.3% last year, and averaged 4.2% in the first quarter of this year.
However growth in the prices of the most important services remains high. The
most sustained growth continues to be recorded by catering and accommodation
services, which contributed approximately 0.3 percentage points to average
annual inflation. The proportion of the contribution accounted for by rises in
prices of holidays has risen much in recent years, owing to both faster growth in
prices and an increasing weighting in the consumer price index.

Figure 2.8: Contributions to inflation by component of services
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Falls in food prices last year temporarily reduced inflation

Food prices fell last year, and this contributed strongly to the fall in inflation.
Over the year food prices fell by 0.8%, reducing inflation by approximately 0.8
percentage points. There were two main factors in the fall in food prices: the
abolition of customs duties on certain products when Slovenia joined the EU,
and the general fall in food prices in the EU.

The initial estimates show that the abolition of customs duties on food products
when Slovenia joined the EU lowered food prices by approximately 2%. The
seasonal nature of the prices meant that the effect of abolition was seen over a
longer period of several months. Despite the deregulation of food prices in 2002,
which raised the level of competition even before Slovenia joined the EU,
competition increased further last year. The figures show that imports of food
products rose by approximately 16% following the abolition of customs duties.
Food prices fell further last year because of a general fall in food prices in the
EU of 1.5%. This was primarily a matter of older member-states being faced
with competition from the new members (where food prices rose in general).

The overall effect of the fall in food prices following EU entry was about 3.5%,
which reduced inflation by approximately 0.7 percentage points. With the
exception of rises in the prices of seasonal food, rises in the prices of other food

Services include those with free prices not under the control of the government.
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in the first quarter of this
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fall in food prices of 0.8%
last year were...

... the abolition of
customs duties and fall in
food prices in the EU

Despite rises in the prices
of seasonal food, other
food prices have
continued to fall in recent
months
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The elimination of
administrative barriers
promoted the flow of
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... and brought faster
adjustments in the prices
of seasonal products

High growth in producer
prices last year was
temporary in nature, and
movements were in line
with those in the EU

Accordance between
movements of producer
prices in Slovenia and the
EU points to a probable
high level of convergence
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products continue to slow in all the sub-groups, the level being similar to that in
the EU.

Elimination of administrative barriers

Average annual growth in prices of manufactured goods amounted to 2.3% last
year, significantly lower than in previous years, when it was around 6%. There
are several reasons for the slowdown, the most important of which is the
abolition of customs duties following Slovenia’s entry into the EU. The abolition
of customs duties eliminated both price and administrative barriers to the flow of
goods between Slovenia and other EU member-states. This increased the flow of
goods, while Slovenian companies became more exposed to indirect competition
from abroad.

In addition to lower prices, the faster flow of goods and increase in indirect
competition brought faster adjustments in the prices of seasonal products. These
could be seen in both the prices of seasonal food and the prices of clothing and
footwear. In the recent period in particular, changes in the seasonal component
have caused major fluctuations in the year-on-year inflation rate, which has thus
become less indicative in analysis of the disinflation process.

Growth in producer prices is in line with EU movements

After several years of decline, year-on-year rates of growth in producer prices
rose again in 2004. Year-on-year growth in producer prices stood at 4.9% at the
end of the year, up 2.8 percentage points from December 2003. Despite the
higher growth last year, growth in producer prices has gradually slowed in recent
months, and is now moving in line with producer prices in the EU. Year-on-year
growth fell from 4.9% in December to 3.8% in March.

Figure 2.9: Comparison of producer prices
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Last year’s faster growth in domestic producer prices was of a temporary nature,
and was primarily the result of faster growth in producer prices abroad, and
partly also the lower base from the previous year. The level of accordance
between the movements of producer prices in Slovenia and those in the EU as a
whole and in Germany over the last two years points to the probable high level
of convergence in these prices. The history of higher year-on-year growth in
Slovenia is thus primarily conditioned by a gradual catch-up with price levels in
the EU. Competition on the final consumption side is restraining faster
transmission of growth in producer prices to growth in consumer prices, which is
therefore slower and in line with transmission in the EU.
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Figure 2.10: Producer price components
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The fastest rise among producer prices last year was recorded by intermediate
goods at 6.9%, with prices of raw materials rising by 7.1% and energy prices by
6.4%. There was similar movement in the year-on-year rates of growth in prices
of capital goods, which rose sharply towards the middle of the year but slowed to
3.3% by the end of the year. Prices of consumer goods were more settled, rising
by 3.0% in 2004. The rapid growth in prices of intermediate goods was primarily
the result of the low base from the previous year, and the rises in prices of oil and
other raw materials. Apart from the low basis, another factor in the faster growth
in prices of capital goods was the increased level of motorway construction,
housebuilding, and other major investment projects.
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equilibrium

3. MONETARY POLICY

The primary objective of monetary policy is price stability. Inflation is gradually
falling, while the basic macroeconomic equilibria have remained in line with
forecasts. The Bank of Slovenia and the Slovenian government committed to the
adoption of the euro at the beginning of 2007 in the Programme for ERM 11 entry
and adoption of the euro.® The Bank of Slovenia thus aimed to use its monetary
policy and exchange rate policy to create the conditions to allow the as early as
possible participation in the ERM II.

3.1 Monetary policy instruments in the ERM 11

Slovenia entered the ERM II, one of the conditions for introducing the euro, on
28 June 2004. The central rate was set at SIT 239.640 to the euro in agreement
with the relevant European institutions. The exchange rate is allowed to fluctuate
within a standard band of £15%.

Since entry into the ERM II, the Bank of Slovenia has maintained the stability of
the exchange rate. The discrepancies between the central rate and the market rate
during the participation to date in the ERM II have been negligible. The average
deviation of the exchange rate on the spot foreign exchange market’ between the
day of entry and the beginning of April 2005 was 0.06%, with a maximum
deviation of 0.11%. The volatility of the exchange ra