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Introduction

Slovenia’s economy, like almost all others, was caught up by the effects of the global financial and economic crisis. Indeed,
the contraction in economic activity was greater than elsewhere. According to the latest SORS figures, economic activity de-
clined by almost a tenth from its high in the first half of 2008 to the low in early 2009, and by 7.8% in 2009 alone. The decline
seems to have ended. Economic activity has increased by just over 1% since the second quarter of 2009, although even this
small growth has been volatile. Activity has continued to decline in the construction sector. Global trade declined in 2009, and
Slovenia’s exports were down 15%. The largest decline in domestic demand was recorded by investment, at 30%. Private
consumption also declined, but government spending increased. The large decline in domestic demand meant that imports
declined more than exports, net trade thus making the decline in GDP smaller than it would otherwise have been. As a result
of the larger decline in imports than exports, and an improvement in the terms of trade and a decline in the deficit in income in
the current account, the current account was almost in balance. Employment tracked the decline in economic activity with a
small delay, falling by around 4% in year-on-year terms in recent months.

The larger decline in economic activity compared with the euro area average was the result of domestic developments before
the crisis, which increased the vulnerability of the economy. Before the outbreak of the crisis, the booming domestic climate
was encouraged by demand based on heavy borrowing. The economy overheated, which led to a rise in inflation and various
asset prices. The rapid growth in investment, particularly in construction such as roads, was also the result of favourable fi-
nancing in the euro area. The banks were also competing among themselves, expanding lending to maintain or increase their
market shares. The prevailing expectation was that economic growth would remain high in the long term. Creditworthiness
was overestimated by both the corporates taking on debt, and by the banks providing the loans.

After the outbreak of the crisis prices of financial and non-financial assets began falling rapidly. This very quickly led to a de-
cline in economic activity in the construction sector, and at producers of capital goods. Given the uncertainty enveloping the
business world, and the high indebtedness at many corporates, the banks were no longer prepared to expand loan activity.
Corporates began to reduce their debts, or were forced to do so. There was a similar situation at the banks, as a result of
which certain corporates found themselves in financial difficulties, which brought an additional decline in economic activity.

The main factors in inflation in 2009 were the deterioration in the macroeconomic environment, and the large fluctuations in
energy prices. Headline inflation as measured by the harmonised index of consumer prices fell from an average of 5.5% in
2008 to an average of just 0.9% in 2009. Core inflation indicators also fell sharply compared with the high levels of 2008. Year-
on-year growth in certain core inflation indicators actually became negative in the first months of 2010. This was a reflection of
the large decline in demand and economic activity, and the trend of decline in year-on-year growth in nominal labour costs.
Because of the base effects, the high growth in the middle of 2008 and the rapid fall in energy prices towards the end of the
year were major factors in the fluctuation in inflation in 2009. In the middle of 2009 there was a brief period of negative year-on
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-year growth in prices, as in the euro area. Inflation rose towards the end of the year as a result of the reversed base effects.

Economic activity began increasing again in the majority of other countries in the second half of 2009. International institutions
are forecasting a gradual increase in import demand in Slovenia’s trading partners in the period to 2012. However, this growth
will be smaller than the long-term average before the crisis. Growth in economic activity is expected to vary considerably this
year between individual countries and regions. Asian countries will record the highest growth. Given that a large portion of the
increased economic activity in many countries is the result of government measures to stimulate consumption that will gradu-
ally be withdrawn, economic growth will remain small in the period ahead. An expansive fiscal policy has led to an increase in
the general government deficit, and thus in government debt. Some countries are already having difficulty in financing their
budget deficits or in refinancing their debts. Unemployment has increased sharply in almost all countries. Unemployment
stands at around 10% in the euro area and the US. In the majority of developed countries there are pressures to reduce labour
costs and inflation. The gradual global economic recovery and the high economic growth in certain Asian countries is causing
rises in commodity prices. These are however expected to slow.

The basic economic projections for Slovenia for the period to 2012 indicate a gradual and moderate recovery. However, there
will be no major changes in domestic demand or employment. GDP growth is forecast at 1.3% for this year, later approaching
3%. Economic growth is dependent on growth in Slovenia’s most important trading partners, primarily euro area countries.
However, there will be a turnaround in economic growth as GDP growth rates will be smaller than they were before the crisis.
As a result of excess production capacity and the standstill in construction, growth in investment could stand at merely around
3%, despite the relatively high economic growth in the final two quarters of 2009. Private consumption is not expected to in-
crease for another year. In the context of lower government spending, and the need to return public finances to within normal
boundaries, low domestic demand means that export growth will outpace import growth, and net trade will contribute towards
economic growth. Despite a deterioration in the terms of trade as a result of the anticipated growth in commodity prices, the
current account deficit in 2010 will be small. Employment will continue to decline by slightly less. The employment could de-
cline by a further 2% due to carry-over effects. A more sustained rise in employment can be expected in 2011. Unemployment
according to ILO methodology could reach 8%.

The uncertainty surrounding economic growth remains large, and the same applies to the risks resulting from domestic fac-
tors. There is no sign yet of a reversal in the construction sector. Companies are failing to pay one another, but housing prices
remain high despite low sales. Unsold housing is causing a further contraction in construction activity. Workers are losing jobs,
and construction companies and companies in related sectors are failing. Banks are reducing their indebtedness and are be-
ing more prudent in lending, and the economic recovery is therefore likely to be slower. Unemployment could remain relatively
high if labour costs or unit labour costs in general do not correspond to productivity. The economic recovery could also be
faster and more intense if uncertainty were to diminish. The economic situation in euro area countries and in the countries of
south-eastern Europe is contributing much to this uncertainty.

Inflation will rise over the period to 2012, but will not exceed 2% annually. The gradual recovery of domestic demand and the
spare capacity in the economy will prevent higher inflation. Another factor will be low growth in labour costs, which are ex-
pected to increase by less than 3% each year in the period to 2012. The movement in oil prices and energy prices will make
the same contribution to inflation in 2010 that it did in 2008, but their contribution is later expected to diminish. Inflation could
be higher than currently projected as a result of oil prices, and, as far as domestic factors are concerned, a potential rise in
administered prices and indirect taxation.

As far as economic policy is concerned, paramount importance lies with the exit strategy, i.e. the consolidation of public fi-
nances and structural reforms. According to this strategy, the general government deficit is to be cut to below 3% of GDP by
2013. The government measures are aimed primarily at reducing public expenditure and making efficiency savings in the pub-
lic sector. The withdrawal of fiscal stimulus and a decline in government spending will lead to a short-term reduction in eco-
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nomic growth, which is also envisaged by the baseline projection. However, any deviations from the plan could endanger Slo-
venia’s long-term developmental possibilities. Government borrowing would become more expensive, and/or access to loans
would be made more difficult, as the country’s credit rating for example would be downgraded. In addition, its lack of credibility
and/or its unpredictability could lead to expectations that the public finances could no longer remain such as they are. Higher
taxes, should they occur, would cause a decline in investment and in consumption in general. For this reason it is vital to
strictly uphold the planned timetable for cutting the budget deficit.

In the longer term structural reforms are of course vital. In the reform of the labour market, the right combination should be
found between job and income security for workers and flexibility for companies in hiring and firing to adapt more easily to the
changing situation on the market. Pension and health reform should increase the efficiency of this part of the public sector,
and ensure the long-term sustainability of the financing of health and pensions. Encouraging market competition and innova-
tion expands business opportunities, thereby accelerating economic development.

The Stability and Growth Pact represents a key support to ECB monetary policy. It is impossible to reach and maintain macro-
economic equilibrium and price stability in the medium term without the support of national fiscal policy. Long-term wage policy
is also important, and must maintain the cost competitiveness of the economy. A small open economy, as Slovenia, will al-
ways be subject to shocks arising outside its borders. A timely and appropriate response by national economic policy is vital.

The current economic crisis is giving rise to overall structural changes. The view of many risks to which financial institutions in
particular are exposed is changing. Opinions of this of course vary greatly, even among the largest economies. Within the EU,
there is new deliberation of its future actions. However, new arrangements and new rules of economic behaviour will be slow
to arise. The same is likely to apply to the emergence from the economic crisis.

PRICE STABILITY REPORT 11
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Projections
2010 2011 2012
2003 2004 2005 2006 2007 2008 2009 Apr A Apr A Apr
Activity, employment and wages real growth, %
GDP 28 43 45 58 6.8 35 78 13 -03 18 0.1 2.9
Employment 04 03 01 15 29 29 22 -23 03 01 03 03
Compensation per employee 84 79 60 54 66 72 26 17 07 27 09 34
Productivity 32 40 45 43 37 07 57 37 06 19 02 26
ULC (nominal) 50 38 15 10 28 65 89 -19 13 08 07 08
Contribution to GDP growth percentage points
Domestic demand, excl. change in inventories 42 36 32 49 6.8 43 -6.6 05 -14 1.1 -0.6 2.7
Net exports 21 -09 22 01 -20 -01 22 14 2.2 0.6 0.7 0.2
Inventories 06 14 08 08 19 07 -35 -07 -12 0.2 0.1 0.0
Domestic demand real growth, %
Domestic demand 49 49 24 57 87 35 99 02 -26 13 05 27
Private consumption 33 28 28 29 67 21 -14 04 00 07 -15 19
Government spending 22 34 34 40 07 62 31 05 -04 00 06 03
Gross fixed capital formation 81 56 37 99 117 77 -216 26 58 29 11 6.4
Balance of payments real growth, %, unless stated
Exports of merchandise and services 31 124 106 125 137 29 -156 51 31 6.0 20 67
Imports of merchandise and services 67 133 66 122 163 29 -179 30 -03 53 12 65
Current account: EUR hillion 02 -07 05 -08 -16 -23 -03 -02 10 05 09 -09
as % GDP 08 -27 -17 -25 48 62 -10 -05 27 -14 25 23
Terms of trade* 08 -10 -20 -05 06 -19 43 -26 -07 -10 06 -08
Prices average annual growth, %
Consumer prices (HICP) 57 37 25 25 38 55 09 16 01 14 -03 20
HICP excluding energy 60 32 12 17 38 49 17 02 -09 12 05 18
HICP energy 34 70 119 85 34 94 45 108 72 3.0 20 25
International environment average annual growth, %, unless stated Assumptions
Foreign demand** 57 75 43 86 74 25 -129 31 32 51 15 51
Oil (USD per barrel) 29 38 54 65 73 98 62 75 -4 80 -2 82
Non-oil commodities 11.0 225 116 290 171 97 -159 200 37 70 118 70
EMU inflation 21 21 22 22 21 33 0.3 12 0.0 15 -0.5 1.9
PPI Germany 18 16 44 54 13 54 40 02 -07 1.8 -0.6 2.0

*Based on national accounts deflators
* \/olume of imports from basket of foreign partners

A: Difference between current projections and projections in September 2009 Price Stability Report

Sources: SORS, Bank of Slovenia, Eurostat, Consensus Forecasts, JP Morgan, OECD Outlook
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1 The International Environment

Global economic activity began to gradually rise again in the second half of 2009. This was helped by an ex-
pansive monetary and fiscal policy, measures to stimulate the money markets and financial markets, and tax
stimulus measures. The recovery has been moderate, and varies from country to country. Import demand from
China is playing a vital role. As a result of the sharp rise in unemployment and public debt, and the problems in
the financial sector in many countries, the effects of the crisis will be long-lasting. Oil prices and other com-
modity prices rose gradually during the year, but did not reach their pre-crisis heights.

Economic developments

The global economic recession reached its maximum
in the first half of 2009. Increasing economic activity
meant that the situation began to improve in the sec-
ond half of the year, although a rise in employment is
not yet present. According to the IMF, the global econ-
omy contracted by 0.8% last year, while global trade con-
tracted by 12.3%. Even in the previous year global eco-
nomic growth stood at 3.0%, while global trade expanded
by 2.8%. A quarter on quarter rise in GDP meant that the
recession technically ended in the US and the EU in the
third quarter of last year. Imports began increasing at the
same time, slightly faster in the US than in Europe. In
both economies the quarterly increase in imports in the
third quarter was larger than in the final quarter, an indi-
cation of the slowdown in growth in import demand to-
wards the end of the year. Renewal of inventories also
contributed to the current growth in activity. Even before
this, indicators of economic sentiment and consumer con-
fidence had already pointed to an improvement in the
situation. A decisive role in the emergence from reces-
sion is attributed to the expansive monetary and fiscal
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policy. Employment in the US fell by 3.8%, but in the euro
area the fall was smaller at 1.8%, partly because of tem-
porary measures to protect jobs. The smaller fall in em-
ployment in the euro area could also entail a more rigid
adjustment of the labour market to the market situation,
which is also being reflected in higher growth in gross
wages per unit of output, which stood at 5.8% in the euro
area last year, but 0.4% in the US.

Figure 1.1: Trade and industrial production
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Box 1.1: The impact of the global financial and economic crisis on the countries of central and eastern Europe

The countries of central and eastern Europe (CEE) were hit
later than other countries by the global financial and eco-
nomic crisis, but more deeply. There are significant variations
between the individual countries and groups of countries.
High growth in the majority of the countries proved unsustain-
able in the long term. It caused overheating of the economy,
and in addition was based on the financing of domestic de-
mand by loans from the rest of the world. The larger this was,
the larger was the decline in activity for most. The crisis
brought a reduction in the current account deficit, a fall in
inflation and a deterioration in public finances.

Figure 1: Inflation
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The exceptionally high economic growth typical in the years
before the crisis in the majority of the CEE countries turned
into a recession at the outbreak of the crisis almost every-
where. The Baltic states were notable for their high economic
activity, in particular Latvia, whose GDP growth of 10.0%
between 2004 and 2007 made it the fastest-growing economy
in the EU. GDP growth averaged 6.5% in Bulgaria and Roma-
nia, and 5.5% to 6.0% in the Czech Republic and Poland. It
was domestic consumption that contributed most to growth in
the majority of the countries. Net exports made a negative
contribution to economic growth in almost all of them. Of the

Figure 2: GDP
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selected countries, the lowest growth before the crisis was
recorded by Hungary, where GDP growth averaged 3.5%. Its
low growth was primarily the result of an unstable domestic
macroeconomic environment, in particular problems with
public finances. It was only in the final quarter of 2008 that
the financial and economic crisis was strongly reflected in the
majority of the CEE countries, when GDP recorded an aver-
age current fall of 2.0%, and fully 3.6% in the Baltic states.
The decline in economic activity continued in the first quarter
of 2009 in the majority of the CEE countries, typically followed
by a gradual recovery in the second half of the year. The
largest contributions to the fall in GDP came from the decline
in investment and the fall in household consumption, while
net trade made a positive contribution to GDP growth as a
result of imports recording a larger decline than exports. Po-
land was the only CEE country where GDP rose in 2009,
primarily as a result of the contribution made by household
consumption, the relatively small fall in employment, high
wage growth and increased index-linking of pensions. At the
same time the zloty also fell sharply towards the end of 2008,
which contributed towards a smaller fall in exports and had an
adverse impact on imports.

The decline in economic activity and domestic demand in the
CEE countries brought a large fall in inflation in 2009. The
high inflation in these countries in 2007 and 2008 was the
result of high growth in commodity prices on global markets
and the overheating of the economy. In 2009 inflation aver-
aged 2.6% in the CEE countries, down 4.3 percentage points
on the average of the preceding two years. Base effects in
commodity prices and the sharp decline in economic activity
were factors in the lower price growth in 2009. The fall in
inflation in the countries with a flexible exchange rate
(Hungary, Poland and Romania), where the domestic curren-
cies fell towards the end of 2008 or in early 2009, averaged

All of Slovenia’s most important trading partners un-
derwent a decline in economic activity and import
demand last year. Of the nine most important trading
partners, which together account for 90% of Slovenia’s
exports, GDP fell by 5.0% last year in Germany according
to initial estimates, by 4.8% in Italy, by 5.7% in Croatia,
and by 7.9% in Russia, the largest figure. The decline in
economic activity was also reflected in a decline in import
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1.6 percentage points, significantly less than the average of
7.5 percentage points in the other countries. The current ac-
count deficits in the CEE countries narrowed in 2009. Estonia
and Latvia recorded very large deficits in 2007 and 2008, of
an average of 20.0% of GDP, but the figures fell sharply in
2009, and they actually moved into surplus by the third quar-
ter. In all the other countries the deficits in 2009 almost
halved from their average of the preceding two years. The
narrowing of the deficits was the result of imports falling by
more than exports, and favourable developments in the terms
of trade. Imports fell primarily as a result of lower demand in
the economy and a decline in investment, while exports fell as
a result of lower foreign demand.

Active measures, the automatic fiscal policy stabilisers and
the fall in fiscal revenues as a result of the decline in eco-
nomic activity and income had a profound impact on public
finances. The general government deficit rose sharply in all
the CEE countries in 2009, to an average of 6.0% of GDP.
The largest increases in the deficit were recorded by Latvia
(4.9 GDP percentage points), Lithuania (6.6 GDP percentage
points) and the Czech Republic (4.5 GDP percentage points),
while the smallest increases were recorded by Estonia and
Hungary (0.3 GDP percentage points each). The majority of
general government revenues fell as a result of the decline in
economic activity, most notably in Lithuania and Latvia (by
around 15% to 20%). General government expenditure con-
trastingly rose, in particular expenditure on social security,
most notably in Poland (by almost 7%).

L In the euro area GDP recorded a current decline of 0.3% in the second
quarter of 2008, and the largest decline of 2.5% was recorded in the first
quarter of 2009. Similarly in Japan GDP declined by 0.6% in the second
quarter of 2009, while the largest decline of 3.2% followed in the first
quarter of 2009. In the US GDP declined by 0.7% in the third quarter of
2008, and the largest decline of 3.2% was recorded in the first quarter of
2009.

demand, of 12.9% according to the latest estimates. This
decline is exceptional compared with the long-term aver-
age growth in import demand from these countries of
between 5% and 6% annually. It declined in all nine
countries, but the largest contributions to the decline in
foreign demand came from the lower demand from lItaly
and Croatia, and also slightly less markedly from Ger-
many.
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Financial markets and commaodity prices

The major central banks cut their interest rates to
almost zero. In addition, they used unusual instru-
ments to stabilise the money markets and the finan-
cial markets. The ECB's key interest rate has stood at
1% since last May. In the US, the Federal Reserve has
maintained its interest rate in the interval between zero
and 0.25% since December 2008. The key interest rate
at the Japanese central bank has been 0.1% since De-
cember 2008, while the Bank of England has maintained
its key interest rate at 0.5% since March 2009. In addi-
tion, the world's major central banks have made use of
non-standard monetary policy measures.! Given the eas-
ing of the situation in the money markets and financial
markets, certain central banks, including the ECB, have
already begun to withdraw the non-standard monetary
policy measures. In some economies, such as Australia,
the central bank has even raised the key interest rate.
Similarly, in China monetary policy is already becoming
restrictive. Economic growth is expected to be sufficiently
fast and stable.

After falling in late 2008, the euro primarily rose
against the US dollar last year. Towards the end of
the year the euro fell again, partly as a result of

Figure 1.2: Euro / US dollar exchange rate and central bank
interest rates
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Greece’s problems in consolidating its public fi-
nances. The euro primarily rose against the US dollar in
2009 other than in the first two months of the year, but its
average value for the year was nevertheless down on the
previous year. The euro lost 5.3% against the US dollar in
2009, and was worth USD 1.39. The gradual fall in the
US dollar in the majority of last year was the result of
confidence returning to the financial markets, which re-
duced the appetite for investment in US dollar instru-
ments. The euro fell against the US dollar during the first
two months of this year, primarily as a result of Greece’s
uncertain fiscal position, and signs of the US economy
recovering more quickly than the euro area.

Stock market indices rose gradually last year as a
result of diminishing uncertainty and an improvement
in liquidity on the financial markets, and rising confi-
dence in the economic recovery. After falling sharply in
2008, stock market indices gradually rose last year but
did not regain the levels reached before the outbreak of
the financial and economic crisis. The Dow Jones fell by
around 31% and the DAX by 37% in 2008, while in 2009
the Dow Jones rose by 24% and the DAX by 29%. The
rises in stock market indices mostly began in the second
quarter of 2009, when global economic sentiment indica-
tors began to improve and certain major central banks
made their final cuts in their key interest rates. Stock mar-
ket indices slid again in the early part of this year, partly
as a result of the increasing uncertainty on the financial
markets triggered by the deterioration in the fiscal posi-
tion in certain European countries.

Uncertainty diminished on the financial markets in
the majority of 2009, but in early 2010 fiscal problems
in certain countries again led to a rise in the yields
demanded on their bonds. In the heat of the financial
and economic crisis, premiums on government bonds
over the comparable German bonds rose sharply in the
period to the end of 2008. As confidence gradually re-
turned to the financial markets, the premiums mainly fell
again in 2009. The premiums leapt again at the end of

1 See Price Stability Report, September 2009, Box 2.2, p 24.
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Figure 1.3: Premiums of 10-year government bonds

400 _basis points over German bonds 400
—Greece

350 - Portugal - 350

300 1 —ltaly 300
~——Austria

250 - — Spain - 250

200 4+ —=-France L 200
==-Ireland

150 —Slovenia —T 150

100 - 100

50 —+ 50

0 0

2007 2008 2009 2010
Source: Bloomberg, Bank of Slovenia calculations

Note: Premium is calculated as spread between yield on 10-year government
bonds and yield on reference (German) bonds on daily basis, reflecting risks
ascribed to the country by the markets. * New SLOREP 01/20 bond included in
figures for Slovenia from 18 January 2010

last November, when Greece was downgraded because
of its uncertain fiscal position. The deterioration in the
fiscal situation in the early part of this year is also causing
high premiums in the yields on government bonds in cer-
tain euro area countries in addition to Greece, most nota-

bly Ireland and Portugal.

The example of Greece shows the need to maintain
the macroeconomic equilibria. This means taking
responsibility for eliminating any imbalances that
arise. In Greece the rise in the general government defi-
cit to over 12% in 2009 was caused by the postponement
of structural reforms, including pension reform, a deterio-
ration in competitiveness, a decline in general govern-
ment revenues as a result of inefficient tax collection and
excessive increases in government expenditure. As late
as 2007 the deficit was just 3.7%. This rise provoked a
strong reaction from the financial markets, which as-
sessed the deficit as unsustainable. The Greek govern-
ment was forced to draw up a comprehensive plan for
consolidating public finances, under which the deficit is to
be cut to below 3% by 2012. According to the Greek fi-
nance ministry, the majority of the proposed measures
have already been enacted. The relatively rapid response
by the Greek authorities has already been reflected in a
decline in the premiums on Greek government bonds.
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There has also been increased support from EU institu-
tions, which showed themselves ready to help Greece
overcome its problems in refinancing debt. This demon-
strated the need for the EU to establish mechanisms to
facilitate institutionally regulated assistance in similar
cases.

Economic results and expectations are causing sig-
nificant fluctuations in oil prices and other commod-
ity prices, which rose gradually last year but re-
mained below previous levels. A barrel of Brent crude
averaged USD 62 in 2009, compared with USD 98 in
2008. Despite sustained growth, oil prices did not reach
their high levels from the previous year, which meant that
year-on-year growth in oil prices was negative until Octo-
ber. The rise in oil prices last year was the result of the
gradual recovery of the global economy. Prices of other
primary commodities and food also rose gradually last
year, primarily as a result of increased demand from large
Asian economies and low interest rates during the year.
Average commodity prices excluding oil were down 16%.
During the economic crisis, as expected, prices of indus-
trial commodities fell more than food prices, but their
growth was also faster during the improvement in the
economic situation.

Figure 1.4: Qil prices
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Inflation and price factors

Price developments in the euro area and the US last
year were profoundly affected by the decline in eco-
nomic activity and the lower level of commodity
prices. Inflation in the euro area last year amounted to
0.3%, the lowest since the creation of the euro, while in
the US prices actually fell by 0.3%. The low or negative
inflation in the first ten months of 2009 was caused by the
high basis of energy prices from 2008. Low domestic
demand meant that core inflation? also fell in 2009, to
stand at 1.3% in the euro area and 1.7% in the US, com-
pared with 2.4% and 2.3% respectively a year earlier.
The movement in producer prices was the result of lower
commodity prices and the decline in activity in industry.
Producer prices fell by 4.0% last year in Germany, and by
5.1% in the euro area overall.

2 |n the euro area the calculation of core inflation includes all prices other than energy and unprocessed food, while in the US it includes all prices

other than energy and food.
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2 ‘ Economic Trends and the Labour Market

Economic activity declined sharply in late 2008 and early 2009, by around 10% overall, before beginning to
gradually increase again. The largest factor in the decline was a decline in investment, including a decline in
inventories, but household consumption also declined. The recovery was primarily the result of a positive con-
tribution by net trade, as exports grew faster than imports. The decline in foreign demand hit manufacturing the
hardest. Excessive growth in previous years meant that value-added in the construction sector also fell
sharply. On the labour market, the fall in employment is easing, but the change remains negative. The number
of unemployed rose by a third, the surveyed unemployment rate reaching 6.4% in the final quarter of 2009.
The number of new job openings has also been increasing in recent months. Growth in unit labour costs is
gradually declining as a result of the economic recovery, the adjustment of employment to the lower economic

activity and a significant decline in wage growth.

According to initial SORS estimates, Slovenia’s GDP
fell by 7.8% in 2009, one of the largest falls in the
euro area, and the largest fall since independence.
GDP was down almost 9% in year-on-year terms in the
first half of the year, but by just over 7% in the second
half of the year. The significant decline in economic activ-
ity was the result of the simultaneous impact of the eco-
nomic crisis in the rest of the world and a significant de-
cline in domestic demand in Slovenia. The fall in GDP
over the entire year was double that in the euro area
overall.

After recording positive growth in the second quar-
ter, economic activity continued to grow thereafter.
The main factors in the rise of 0.6% in GDP in the third
quarter were higher final domestic consumption and in-
creased foreign demand as a result of temporary anti-
crisis measures in certain trading partners. By the final
quarter of last year some of these measures were ending,
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e.g. the car scrappage scheme in Germany. At the same
time uncertainty surrounding the strength of the global
recovery rose, and quarterly GDP growth in Slovenia
slowed to 0.1%. Overall economic growth in the euro
area in the final quarter was the same.

Aggregate demand

Domestic demand declined by 9.9% last year, al-
though the contribution of net trade was positive. The
largest factor in the domestic demand decline was gross
investment, while household consumption fell only mod-
erately. Government spending also fell in the final quar-
ter, having recorded relatively high growth in the early
part of the year. The large decline in domestic demand
was partly mitigated in the second half of the year by
strong foreign demand. High economic growth in fast-
emerging Asian economies through their demand had an
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Figure 2.1: Domestic demand and GDP
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indirect impact on performance of Slovenian exports, so
that exports fell by less than imports as a result, and net
trade thus contributed 2.2 percentage points towards
year-on-year GDP growth.

After increasing strongly in recent years, gross in-
vestment fell sharply in 2009. Changes in inventories
were also a major factor in the fall. Gross fixed capital
formation fell by just over 20% last year, although the fall
slowed slightly in the second half of the year. Gross in-
vestment increased by 0.7% in the final quarter, with in-
vestment in machinery and equipment recording signifi-
cant growth. This was in line with the gradual recovery of

Table 2.1: GDP and components of demand

Figure 2.2: Trends in manufacturing: utilisation of capacity and
limiting factors
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activity in industry towards the end of the year, where
nevertheless the utilisation of production capacity re-
mains well below its long-term average. Investment in
transport equipment was down over 30% in year-on-year
terms in the final quarter, but was stabilising in quarterly
terms. The contribution of changes in inventories to GDP
was negative and amounted to 3.5 percentage points.
This was probably the result of the simultaneous rapid
decline in foreign and domestic demand, and the adverse
financing conditions. In this situation, corporates first re-
duced inventories in the context of the large fall in im-
ports, but the continuing contraction in inventories in in-
dustry reveals persistent uncertainty surrounding growth

i Government i i
GDP Prlvate_ . Gross flxeq capital Exports Imports
consumption spending formation
2009 2009 2009 2009 2009 2009
Q1 Q2 Q3 Q4/Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4| Q1 Q2 Q3 Q4
quarter-on-quarter change, %, seasonally adjusted and adjusted for number of working days
EA* -25 01 0401/-05 01 02 00 06 06 08 -01f -54 -17 -09 -08/ 83 -1.1 29 17| -76 29 28 09
EU** -25 -02 0301/ -08 -02 -02 00| 02 06 07 01 -55 -25 -0.7 -13| -80 -14 25 19| -79 -29 28 14
us -16 -02 0614 02 02 07 04/-03 10 04 01 99 -17 01 0.7 -85 -1.0 42 52|-10.7 -39 49 36
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Figure 2.3: Confidence indicators
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in orders in early 2010.

Gross investment in buildings and structures fell by a
fifth. Last year's significant fall of around 18% in invest-
ment in housing construction represented the first major
fall in residential construction since 2004. The fall of 20%
in non-residential construction was primarily the result of
the completion of investment in motorway infrastructure in
2008. The fall was slightly smaller in the second half of
the year, but the decline in the number of building permits
issued for new buildings suggests that activity in the con-
struction sector will continue to decline. The number of
building permits issued for new buildings last year was
down just over 14%, the number of building permits is-
sued for new residential properties falling by just over
29%.

Household consumption fell by 1.4% last year and by
0.2% in the final quarter. The main factors in the fall
were low wage growth, the rise in unemployment, and
more prudent consumer behaviour. The fall in employ-
ment and lower wage growth brought a decline in real
disposable household income. Total wages rose by just
under 1% last year. Transfers to the unemployed, pen-
sions and the number of claimants all rose. Other factors
in last year's fall in household consumption alongside the
deterioration in the labour market were worse lending
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conditions and negative wealth effects. These derived
primarily from previous fluctuation in securities prices.
Household expectations also deteriorated last year, par-
ticularly with regard to employment, the timing of major
purchases and the outlook for future economic develop-
ments.

Final government spending rose by 3.1% last year.
Final government spending in the first half of 2009 was
up just under 5% in year-on-year terms. Growth in gov-
ernment spending slowed in the second half of the year,
and in the final quarter government spending was down
1.4% in year-on-year terms. The latter was primarily a
reflection of cuts in expenditure on goods and services.
Employment in the general government sector rose by
1.4% last year. Of this, employment in the public admini-
stration sector rose by 1%, less than in the previous year.
The number of employees in the education sector and
the health and social work sector rose by 2.4%.

Exports of merchandise and services fell sharply last
year as a result of the decline in foreign demand, but
the sharp decline in domestic demand meant that
imports of merchandise and services fell even more
rapidly. Exports were down by just over 15% last year,
although they increased in the second half of the year as
a result of anti-crisis measures in certain major trading
partners, particularly in the car industry. The decline in
domestic demand brought a fall in imports of merchan-
dise and services, which were down just under 18% last
year. A fall in re-exports also contributed to the fall in
merchandise imports. Growth in exports was significantly
outpacing growth in imports at the end of 2009.

Supply side

Following the large decline in demand the output gap
turned negative, while growth in potential output also
declined. This is indicated by the majority of indicators,
including those showing utilisation of production capacity.
Although in the current circumstances estimates of poten-
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tial output are extremely uncertain, there has probably
been a reversal in the trend. After a long period of unusu-
ally high growth, in certain sectors there have probably
been sustained changes in the breakdown of value-
added, which will have an impact on future economic
growth.

Last year value-added declined most in the manufac-
turing sector, by 16.5%. The negative year-on-year
growth slowed significantly in the second half of the year,
the decline in value-added slowing to 4.3% by the final
quarter. In current terms value-added in manufacturing
rose by 4% in the third quarter, and by 1.9% in the final
quarter in line with the movement in industrial production
in the euro area. The largest decline over the entire year
was recorded by the production of capital goods, at 19%,
which is a reflection of the low utilisation of production
capacity in Slovenia and in the rest of the world.

Value-added in construction declined by just under
16% last year, the first fall since 2001. While the de-
cline in the real value of construction work performed in
the EU as a whole stabilised at the end of last year, the
decline continued in Slovenia. The real value of construc-
tion work performed declined by just under a quarter last
year, one of the largest falls in the EU. Total activity in the
construction sector thus approached its level of 2006.
Towards the end of the year the housing construction
decline in year-on-year terms reached 40% in the final
quarter. The decline in the real value of construction work
in housing was partly the result of a significant fall in
sales on the real estate market, and partly the result of a
decline related to a deterioration in liquidity at domestic
construction companies.

Value-added also declined significantly in the major-
ity of service sectors in the private sector. There were
very few signs of recovery even at the end of last
year. The contraction in activity in the service sector is an
indication of the gradual spread of the crisis from the ex-
port-oriented sectors of the economy to services. Last
year value-added in the sector of trade and repair of mo-
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Figure 2.4: Value added contributionsto GDP growth
by individual sectors
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tor vehicles declined by just under 13%. There were also
sharp declines in the sectors of hotels and restaurants,
transport, storage and communication, and real estate,
renting and business activities, where the decline in-
creased further at the end of the year. Among the service
sectors, value-added increased last year in the sectors of
financial intermediation (by 5.3%), public administration
and education (by just over 3%), and health (by just un-
der 2%). The rise in value-added in the financial interme-
diation sector was primarily the result of high growth in
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Box 2.1: Cost adjustment of euro area economies to the decline in activity in 20091

With certain exceptions, the fall in employment in euro area
economies was lower than the fall in GDP. The slower fall in
employment caused a sharp decline in productivity and an
increase in unit labour costs, particularly in the first quarter of
2009. Growth in the latter stalled during the remainder of the
year as a result of the continuing gradual decline in employ-
ment, the decline in growth in labour costs and the gradual
recovery of economic activity in the majority of member
states.

The subsidisation of reduced working hours in the majority of
euro area countries was a factor in the relatively small in-
crease in unemployment. At the euro area level the harmo-
nised unemployment rate rose by just under 2 percentage
points in 2009 to 9.4%. The smallest rise in unemployment
was recorded by Germany, where the rate rose by just
0.2 percentage points to 7.5%. The rise in unemployment in
Slovenia was one of the smallest in the euro area relative to
the decline in activity (a rise of 1.6 percentage points to
6.0%). In Spain and Ireland the fall in employment was larger
than the decline in economic activity. Growth in labour costs
declined sharply in both countries, but unemployment never-
theless rose significantly. Unemployment rose by 6.7 percent-
age points to 18.1% in Spain, and by 5.8 percentage points to
11.8% in Ireland.

Given the rigidity in labour costs in the majority of cases, the
maintenance of a relatively high employment was reflected in

Figure 1: Cost adjustment of the economy (Slovenia)

year-on-year growth, %

20 - r 20
Clabour costs per employee
---total employment
15 1 iy [e
—labour productivity
ULC (total economy)
10 4 —GDP - 10
r5

'z

0
5 4 r -5
seasonally adjusted data adjusted for the
number of working days
-10 - - -10

2006 2007 2008
Sources: Eurostat, Bank of Slovenia calculations

2009

PRICE STABILITY REPORT

23

a sharp deterioration in the cost competitiveness of the
economies. This was particularly the case in Slovenia, where
activity and employment declined significantly more than in
the euro area overall, but the adjustment of the labour market
was nevertheless relatively small with regard to the fall in
GDP. The smaller adjustment is primarily related to the
slower response in sectors predominantly dependent on do-
mestic consumption, while the response in manufacturing
was one of the strongest in the euro area. In the context of a
fall of 8.1% in GDP, total employment in Slovenia fell by
2.0%, while employment in the euro area fell by 1.8% during
a 4.1% fall in GDP. In Slovenia the adjustment in employment
was weak in the construction sector and overall in trade and
repair, hotels and restaurants, transportation and communica-
tion, despite the above-average decline in value-added in
each of these two categories. Spain and Ireland recorded a
notable response in these categories, most evidently in con-
struction. In Spain value-added in construction declined by
6.3%, while employment fell by just under a quarter. In Ireland
the decline in value-added and fall in employment in the con-
struction sector exceeded 30%.

Slovenia, Finland and Ireland, the euro area countries re-
cording the largest falls in GDP in 2009, all have an above-
average proportion of GDP accounted for by industry, a small
domestic market and a highly export-oriented economy. The
decline in sectoral activity was nevertheless not entirely equal

Figure 2: Cost adjustment of the economy (euro area)
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Figure 3: Cost adjustment of the economy (Germany)
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Figure 5: Cost adjustment of the economy (Finland)
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in each country. The decline in industrial production in Finland
was even larger than in Slovenia, while Ireland recorded the
smallest decline in the euro area. A common feature was the
crisis in construction, with a sharp decline in value-added in
the sector. This was even larger in Ireland than in Slovenia
and Finland. Correspondingly, the overall decline in value-
added in financial intermediation, real estate activities and
business activities in Ireland was the largest of all the euro
area countries. The decline in value-added in the overall cate-
gory of trade and repair, hotels and restaurants, transporta-
tion and communication was significantly above-average in all
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Figure 4: Cost adjustment of the economy (Spain)
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Figure 6: Cost adjustment of the economy (Ireland)
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three economies.

The adjustment of the labour market in euro area countries
primarily entailed job losses, particularly in construction and
industry, while labour costs remained relatively rigid. Labour
costs per employee slowed in Slovenia primarily as a result of
their slowdown in industry. The decline in growth in labour
costs was comparable to that in the euro area in other parts
of the private sector as well. The most notable decline in
costs was recorded by industry in Germany, where the fall in
the number of jobs was relatively small, but was partly com-
pensated for by a significant decline in labour costs per em-
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ployee. The labour market reacted in the opposite way in
Spain, where growth in labour costs in industry remained
high, but the fall in employment was one of the highest in the
euro area.

Growth in labour costs per employee in the category of other
services,2 with its prevailing proportion of public services, did
not cease significantly in 2009, despite the public finance
problems in the euro area. In Greece, which last year had the
largest general government deficit in the euro area, growth in
labour costs in this category exceeded 7% for the third con-
secutive year. Slovenia is also among the countries with the
highest growth in labour costs in this category, the introduc-

earnings from activities on securities markets, while the
rise in value-added in public services was primarily the
result of last year's growth in wages and employment in
these sectors.

Labour market

As economic activity gradually recovers, the work-
force in employment in the private sector is continu-
ing to decline, albeit at a slower pace. Year-on-year
growth in the workforce in employment in the private sec-
tor stood at more than 2% in the final quarter of 2008, but
had reached -5.4% by the final quarter of 2009. The cur-
rent decline was sharp in the first three quarters of 2009

Figure 2.6: Workforce in employment and unemployment
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tion of a new wage system in the public sector having led to
high wage growth. Growth in labour costs in this category in
the euro area overall was also higher than in the total econ-
omy, an indication of the need for the public sector to make
cost adjustments to the harsh macroeconomic situation in the
majority of euro area countries.

1 Eurostat figures adjusted for the season and the number of working days
are used.

2 QOther service sectors comprise public administration, defence,
compulsory social security, education, health and social work, other
community, personal and social service activities, and activities of house-
holds

at more than 1% in each quarter, but slowed in the final
quarter.

Having hit manufacturing by the end of 2008, the fall
in employment had spread to the majority of the rest
of the private sector by the end of 2009. The largest
reversal in employment trends was witnessed in the con-
struction sector, where year-on-year growth was still posi-
tive in the second quarter of last year, but had reached -
7.5% by the end of the year. Although the year-on-year
fall in employment in manufacturing was even more pro-
nounced in the final quarter of 2009 at 11.9%, the current
rate of contraction slowed significantly in the final quarter.
Among the other major sectors of the private sector, the
fall in employment at the end of the year was particularly
large in transportation and storage.

A clearer picture of demand for labour is given by the
movement in the number of actual hours worked in
the private sector. This indicator better reflects the short
-term trend in demand for labour, as employers are more
flexible in changing the number of hours worked (by or-
dering overtime or reducing working hours) than in hiring
or firing workers. This indicator does not take account of
the effect of the government measure to subsidise tem-
porary lay-offs. The largest year-on-year decline in the
number of hours worked in 2009 was recorded in the
second quarter, when it stood at 7.7%, compared with
5.5% in the third quarter.
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Figure 2.7: Sector contributions to employment growth
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The largest year-on-year decline in the number of
hours worked was recorded by manufacturing in the
second quarter of 2009, when it stood at 17.0%, with
the figure then easing. In addition to manufacturing,
there were year-on-year declines in the third quarter in
construction, in transportation and storage, and in other
business activities. In other sectors of the private sector
year-on-year growth in this indicator is already positive.
Construction stands out as the only sector where there
was a year-on-year decline in the number of hours
worked in the third quarter, of 5%.

Growth in employment in the public sector mitigated
the fall in employment in the total economy, which
stood at 4.0% in year-on-year terms at the end of
2009. Year-on-year growth in employment in the public
sector fluctuated around 2% in 2009. Year-on-year
growth in employment was positive in all sectors of the
public sector, but was highest in education.

The government attempted to mitigate the fall in em-
ployment primarily by partially subsidising full-time
working hours and by subsidising temporary lay-offs.
These two measures are estimated to have helped save
around 20,000 jobs.? On the basis of the measure to

Figure 2.8: Proportion of employees included in measures to
subsidise full-time employment or temporary lay-offs*

% of employees in sector
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* According to figures for contracts concluded by the beginning of March
2010.

Sources: Employment Service of Slovenia, AJPES; Bank of Slovenia
calculations

Figure 2.9: Number of employees included in measures to
subsidise full-time employment or temporary lay-offs*
number, 1000s
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calculations

partly subsidise full-time employment, which entered into
force in February 2009, employers were given the oppor-
tunity to reduce the working week by a maximum of 8
hours, and to claim a subsidy in the amount of EUR 120
per employee per month. In the period between the intro-
duction of the measure and the beginning of March 2010,
there were around 66,000 employees included in the
measure, which is estimated to have helped save around
8,000 jobs. The vast majority of those included in the

3 The estimate of the number of jobs saved is calculated on the basis of data for contracts concluded with the Employment Service in early March
2010. It is assumed that even if the government had not adopted the measures, total wage costs would have remained at the same level, but that
this would have been achieved by laying workers off. There are also assumed to be no severance costs, which means that the number of jobs

saved is overstated.
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measure, around 85%, were employed in manufacturing,
while trade accounted for 2.8% of the total, construction
for 1.9%, and transportation for 1.6%. The other major
government measure, the subsidisation of wage compen-
sation for temporarily laid-off employees, has been in
force since last June, and represents a more radical inter-
vention in the labour market. Under this measure workers
have their wages reduced to 85% of the base wage. Of
this, workers who temporarily cannot be provided with
work receive just over 40% from the employer, and just
under 60% from the government. By the beginning of
March 18,500 people had been included in this measure,
which is estimated to have helped save 12,000 jobs. As
in the first measure, the majority (around 70%) were em-
ployed in manufacturing, while transportation accounted
for a significant 18% of the total. This measure was used
in the construction sector to a greater extent than the
measure to partially subsidise full-time employment, con-
struction accounting for around 6% of the employees
included in the measure.

The slowdown in the negative dynamic on the labour
market is also gradually being reflected in the num-
ber of notified vacancies and new hires. The number
of vacancies is continuing to decline, but the year-on-year
decline had slowed significantly by the end of 2009. As
was the case before the economic crisis, vacancies for
fixed-term employment are prevalent, accounting for
around 78% of all vacancies, up 5 percentage points in
2009. It can be concluded that during times of relatively
high uncertainty companies will remain cautious in hiring
in the near future, and will be even more inclined towards
flexible forms of employment. The number of new hires is
moving similarly to the number of vacancies, having im-
proved in recent months after falling sharply until the mid-
dle of 2009. Having declined sharply in the final quarter of
2008, the proportion of unfilled job vacancies as meas-
ured by the ratio of the number of new hires to the num-
ber of newly notified vacancies began to rise towards the
end of 2009.
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The rise in the number of registered unemployed is
gradually slowing, primarily as a result of an increase
in job creation. Although there were 99,784 people reg-
istered as unemployed in February, up around a third on
a year earlier, year-on-year growth has been slowing
since October 2009, when it stood at 51.1%. In addition
to a base effect, there has also been a slowdown be-
cause of current movements in the number of people
entering and leaving unemployment. Inflows into unem-
ployment have recently declined slightly, while outflows
from unemployment have been rising to an even greater
extent, primarily into entering employment. Outflows from
registered unemployment in each month since the sec-
ond half of 2009 have exceeded the five-year average,
while the monthly inflows into unemployment have gradu-
ally been falling towards the five-year average. In line
with the sharp decline in economic activity, the proportion
of inflows into unemployment for reason of bankruptcies
has risen sharply since the beginning of 2009, while expi-
ration of fixed-term employment contracts has remained
the most important reason for unemployment.* The regis-
tered unemployment rate has continued to rise, and
reached 10.6% in January 2010. It was up 3.3 percent-
age points in year-on-year terms, although the current
rate of growth is slowing. The surveyed unemployment

Figure 2.10: Job vacancies and new hires

year-on-year growth, %, 3-month moving average

100 ‘ 100
—notified vacancies
80 7 —newhires - 80
60 - —ratio of unfilled vacancies to unemployment L 60
40 A - 40
-] &M\ N
0 -’Av N T T 0
-20 F -20
-40 W -40
-60 - - -60
2007 2008 2009 2010

Sources: Employment Service of Slovenia, Bank of Slovenia calculations

4 The proportion of inflows into unemployment due to bankruptcies in 2009 was almost double that of the previous year at 27.6%, while the pro-
portion of inflows into unemployment due to fixed-term contract expiration remained unchanged at close to 40%.
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Box 2.2: Effects of a rise in the minimum wage

In February 2010 the National Assembly adopted a new Mini-
mum Wage Act and an Act Amending the Personal Income
Tax Act, thereby raising the minimum net wage from EUR
459 to EUR 562. According to the analysis of the Institute for
Economic Research, the new minimum wage thus just covers
the minimum cost of living.

The new level was obtained by setting the legal minimum
gross wage for full-time employment at EUR 734.15, while
raising the additional personal income tax allowance for the
lowest-paid. Under the Minimum Wage Act, this will be ad-
justed once a year by at least the value of the consumer price
index. Given the special circumstances during the economic
recession, companies whose survival might be endangered or
which might have to lay off a large number of workers be-
cause of the rise in the minimum wage are allowed to make a
gradual transition. In this, they are obliged to consult the trade
union or workers’ representatives and reach a written agree-
ment.. During the transitional period, the gross wage should
not be lower than EUR 654.7 by the end of 2010. After
1 January 2011 the gross wage should not be lower than
EUR 685.3 plus an adjustment for the consumer prices index
in 2010. The transitional period should not extend beyond the
end of 2011.

According to a rough estimate, the rise in the minimum wage
will raise wage costs by around 0.9%. On the basis of SORS
data on the breakdown of the workforce by gross wages in
September 2008, around 108,000 employees are estimated
to have a gross wage of less than EUR 734.2. Based on this,
the rise in the minimum wage will cause a rise in total wages
by EUR 110 million at the annual level. Taking employer con-
tributions on gross wages into account, the rise in gross wage
cost will amount to EUR 128 million. This result is based on
an assumption that only employees below the threshold of
EUR 734.2 will see a rise in gross wages, and that there will
be no upward pressure on wages within other wage brackets.
It is also assumed that there will be no additional lay-offs due
to the rise in the minimum wage.

The rise in gross wages and the rise in additional personal
allowances will also bring changes to the public financial
flows. The change in personal income tax legislation relating
to additional allowances is expected to reduce annual public
revenues by around EUR 58 million. However, the rise in
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gross wages will also result in the rise of EUR 42 million in
the social contributions paid by employers and employees.
Transfers to households from the state budget tied to the
minimum wage? will also rise, by around EUR 23 million at the
annual level according to Government estimates. The overall
net effect on public sector revenues and expenditure will
amount to a net outflow of EUR 39 million at the annual level.2

The rise in labour costs will not be evenly distributed, as the
proportion of low-paid employees is very high in certain la-
bour-intensive sectors. The largest rises in gross wage costs
among manufacturing activities will be in the manufacture of
clothing (almost 10%), and the manufacture of textiles, the
manufacture of leather, the wood industry and the manufac-
ture of furniture (between 2% and 3%). Gross wage costs will
also rise by similar amount in the construction sector and the
hotels and restaurants sector. The rise in wage costs will also
be reflected in a decline in corporate earnings, particularly in
labour-intensive sectors. Therefore, at a time when a large
portion of the private sector is facing losses, a rise in the mini-
mum wage could prove to be too much of a cost pressure to
bear by some companies.

The estimates above take into account the direct effects on
costs, but there are likely to be additional effects on the
movements in wages, consumption, prices, output and em-
ployment. According to the IMAD, the rise in labour costs due
to the rise in the minimum wage will cause 5,000 job losses in
the short term, and 20,000 job losses in the long term.3 On
the other hand, a simulation using a Bank of Slovenia macro-
economic model shows that a rise of 0.9% in the average
wage results in a fall in employment of around 1,500 in the
short term, and around 3,000 in the medium term. The small
size of the effect compared with the IMAD estimates is partly
related to the positive effect of the rise in wages on consump-
tion, and thus on economic activity. Higher wages also gradu-
ally pass through into inflation, which itself will rise by around
0.7 percentage points in the medium term. The rise in prices
will to a great extent neutralise the real cost to companies, but
also the real effect of the increased purchasing power of

1 Such as unemployment benefits, scholarships, certain family benefits.

2 |t should be noted that the calculations take no account of the impact on
the wages, personal income tax and social contributions of the self-
employed paying to themselves a wage below the new minimum wage.

3 IMAD, Slovenian Economic Mirror, January 2010.
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wages. However it is important to note that in the crisis and in
the context of fierce competition companies have limited
scope for passing costs through to prices. If the rise in the
minimum wage turns to have a lasting effect on the real costs,

rate and the harmonised unemployment rate were up
slightly less in this period, by 2.1 and 2.6 percentage
points, to 6.4% and 6.8% respectively.

In addition to a fall in employment, the economy is
responding to the decline in economic activity via
other methods to reduce total labour costs. Year-on-
year growth in labour costs per employee stood at 5.7%
in the final quarter of 2008, but had fallen to 3.0% by the
final quarter of 2009 as the financial turmoil spread into
the real sector. The decline in year-on-year growth in

Table 2.2: Labour cost indicators
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or if it is followed by additional upward wage adjustments, the
competitiveness of the domestic economy will be severely
hurt. The overall effect of falling employment could thus be
significantly greater.

gross wages was particularly sharp in the first half of the
year, as a result of a decline in wage growth in the private
sector, particularly in manufacturing and in financial and
insurance activities. The abolition of the payroll tax addi-
tionally reduced growth in labour costs last year by ap-
proximately 1 percentage point.

Since declining sharply in the first quarter of last
year, labour productivity has been gradually rising,
as employment has continued to fall despite the sta-
bilisation of economic activity. Labour productivity

2005 2006 2007 2008 2009 Q408 Q109 Q209 Q309 Q409
nominal year-on-year growth, %

Gross wage 36 48 59 83 35 71 54 46 23 17
Gross wage in private sector 37 55 68 79 18 49 27 16 14 15
Gross wage in public sector 31 34 40 98 66 134 121 115 29 08
Gross wage in manufacturing 58 56 69 76 09 34 00 -05 04 37
Labour costs per hour worked* 51 45 45 91 37 98 73 79 25 -25
Labour costs per hour worked in manufacturing® 80 36 51 105 57 108 83 104 55 -1.0
Gross wage per unit output 10 05 22 76 98 104 153 132 77 33
Gross wage per trend-unit output® 14 26 36 61 13 48 32 24 00 -06
Gross wage in manufacturing per unit output 05 31 01 69 95 118 188 173 69 -44
Gross wage in manufacturing per trend-unit output? 0.9 0.7 2.0 28 40 -15 -49 54 45 -172
Unit labour costs? 09 10 26 63 93 90 152 114 75 37
Trend-unit labour costs™® 34 30 41 47 08 35 30 07 02 -02
Labour costs per employee? 56 53 64 70 30 57 53 30 20 20
Output per employee 47 42 37 07 58 30 -86 -76 -50 -16
Output per employee (manufacturing) 64 90 68 06 -78 -75 -158 -152 -60 85
HICP 25 25 38 55 09 31 17 06 -02 14
GDP deflator 16 21 42 38 19 35 39 25 07 08

1Labour costs according to SORS calculations

2| abour costs calculated on the basis of employee compensation (national accounts)

3 Qutput per employee, average over last 10 years:
Output per employee in manufacturing, average over last 10 years:

2.3%
4.9%

Unit of output is the ratio of real GDP to employment according to the national accounts, or in the manufacturing sector the ratio of value-added
in manufacturing to employment in manufacturing according to the national accounts

Sources: SORS, Bank of Slovenia calculations
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Figure 2.11: Nominal gross wages

year-on-year growth, %, 3-month moving average
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Figure 2.12: Productivity, unit labour costs and employee
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reached its low in the first quarter of 2009, when output
per employee was down 8.6% in year-on-year terms.
Since then the current rate of growth in economic activity
has been positive, while employment has continued to
fall. Labour productivity has thus been gradually improv-
ing, but by the final quarter of 2009 had still not reached
its pre-crisis level. The decline in productivity was particu-
larly pronounced in manufacturing, where the decline in
activity in late 2008 and early 2009 was sharpest. After a
sharp fall in employment, and the stabilisation of eco-
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nomic activity, year-on-year growth in productivity in
manufacturing turned positive again at the end of 2009.

Growth in unit labour costs reached a very high level
in early 2009, since which it has been gradually de-
clining. The rapid decline in economic activity saw
growth in unit labour costs reach 15.2% in the first quarter
of 2009, up 6.2 percentage points on the final quarter of
2008. Since then it has been declining evenly, reaching
3.7% in the final quarter of 2009. The movement in
growth in gross wages per unit of output has been very
similar: in the final quarter of 2009 it was down 7.1 per-
centage points in year-on-year terms for the total econ-
omy, and down 16.2 percentage points in the manufac-
turing sector. Given the high proportion of workers in-
cluded in government measures to subsidise jobs, the
movement of labour costs per hour worked should also
be noted. According to this indicator, growth in labour
costs had begun to decline even in the final quarter of
2008, and was negative in the final quarter of 2009.

Indicators adjusted for cyclical trends reveal a certain
adjustment to the worsened situation, which is vital
in terms of maintaining the cost competitiveness of
the Slovenian economy. In the second half of 2008
growth in unit labour costs began to outpace the GDP
deflator, the largest gap of 11.3 percentage points being
recorded in the first quarter of 2009. The gap had nar-
rowed to 2.9 percentage points by the final quarter. Unit
labour costs adjusted for cyclical productivity fluctuations
show the inflationary pressure of labour costs if economic
growth were close to the long-term average. This indica-
tor had begun to improve by the final quarter of 2008, and
turned negative last year as a result of the sharp decline
in growth in labour costs in the second half of the year,
reaching -0.2% in the final quarter. As a result of the sig-
nificant decline in growth in gross wages, the indicator of
trend-unit gross wages has continued to decline, its year-
on-year fall reaching 0.6% in the final quarter of 2009.
Growth in this indicator has continued to decline in manu-
facturing.
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3 Foreign Trade and Competitiveness

The current account deficit declined from 6.2% of GDP in 2008 to 1.0% of GDP in 2009. The impact of the de-
cline in domestic demand on imports was greater than the impact of the decline in foreign demand on exports.
Together with the improvement in the terms of trade, this reduced the current account deficit in 2009 to a fifth
of that recorded in the previous year. The decline in foreign demand also acted indirectly to reduce imports.
Despite the surplus of trade in services declining by a third, lower interest rates and thus a decline in net out-
flows of factor income together with higher inflows of official transfers in the final months of last year were also
factors in the decline in the current account deficit. The competitiveness indicators mostly deteriorated in 2009,
both those expressed as price aggregates, and those tied to labour costs.

Figure 3.1: Components of the current account

Foreign trade

% GDP, seasonally adjusted, 3-month moving average, annualised

The current account deficit, which had been widening i M\/\/'\ L Z
since 2003, narrowed significantly in 2009 and aver- 'Z‘ ] M i 323
aged virtually zero over the year. The current account 1 a L1
deficit widened by approximately 1.5 GDP percentage (1’ | A I ?1
points each year between 2006 and 2008. The current -2 F -2
account deficit stood at EUR 2,287 million or 6.2% of :i ] I j
GDP in 2008, the largest figure since Slovenia became :2 1 I :2
independent. As a result of the financial and economic 7 E3current account L7
crisis, alongside foreign demand domestic consumption :g 1 \/ —merchandise i :g
. . .o —Services
contracted sharply in 2009, and with it import demand. i(l) ] —factor income and transfers 1(1)

Imports of merchandise and services fell faster than ex- 2007 2008 2009 2010
ports. The deficit in merchandise trade in 2009 was down Source: Bank of Slovenia
to one fifth of that in 2008. With the surplus of trade in

services and net outflows of factor income declining by a
third, as well as net outflows of current transfers declining count deficit were merchandise imports and exports.
by a half, the current account deficit narrowed to EUR According to balance of payments figures, Slovenia’s
340 million or 1.0% of GDP. trade deficit> stood at EUR 621 million or 1.8% of GDP in

The largest factors in the decline in the current ac-

5 According to SORS figures (cif for imports, fob for exports), and excluding any adjustments in coverage in the balance of payments methodology
for disclosing merchandise trade, the merchandise trade deficit declined from EUR 3,238 million to EUR 1,013 million in 2009 (explanation given
in the Methodological Notes appendix to the Bank of Slovenia’s monthly bulletin).
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Figure 3.2: Merchandise exports and imports

EUR million, seasonally adjusted, 3-month moving average
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2009. This was down 5.3 GDP percentage points on
2008, and was the lowest figure since Slovenia joined the
EU in 2004. Merchandise trade was declining sharply in
year-on-year terms in both value and volume terms as
early as the final quarter of 2008, as a result of the finan-
cial and economic crisis. The decline in merchandise
trade continued in 2009. The low point on the export side
was reached in April, when merchandise exports were
down 30.0% in year-on-year terms, while on the import
side it was reached in May, when imports were down
33.5% in year-on-year terms.

The strong global fiscal stimulus for demand, sup-
ported by measures by the world’s major central
banks to support the liquidity of their banking sys-
tems, helped to raise Slovenia’s exports from the
second quarter on. The aforementioned measures, par-
ticularly in Germany and France, and the indirect effects
of larger import demand from Asian countries, China and
India in particular, also encouraged exports by Slovenian
companies. The trend of decline in merchandise trade
gradually slowed, and its current rate of growth has
turned positive since the middle of the second quarter of
2009. The current rate of growth in merchandise exports
outpaced the current rate of growth in merchandise im-
ports in the second half of the year, other than in Decem-
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Figure 3.3: Imports and exports of services

_ EUR million, seasonally adjusted, 3-month moving average
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ber. The result of these movements was a sharp decline
in the merchandise trade deficit. Merchandise imports
amounted to EUR 16.8 billion in 2009, down 25.9% on
2008, while merchandise exports were down 19.2% at
EUR 16.2 billion. As the gap between the rates of decline
in merchandise imports and exports widened, the cover-
age of imports by exports rose by 8.0 percentage points
in year-on-year terms to 96.3%.

More favourable terms of trade also contributed to
the decline in current account deficit by 2.5 percent-
age points of GDP. The faster fall in import prices began
in the first quarter of last year, peaking in the third quar-
ter, when import prices were down 10.2% in year-on-year
terms, compared with the fall of 5.6% in exports prices.
Import prices fell by 8.9% in 2009, while export prices fell
by 4.6%. The major factors in the fall in import prices, in
which intermediate goods are prevalent, were falls in euro
prices of oil, industrial commodities and food on global
markets. The beneficial effect of a fall in import prices
was partly offset by the euro’s fall against the US dollar.
The terms of merchandise trade improved by 4.7% com-
pared with 2008, which exceeded the total deterioration
in the terms of trade between 2005 and 2008. The im-
provement in the terms of trade contributed approxi-
mately EUR 860 million or 2.5% of GDP to the decline in
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the current account deficit.

The smallest contraction among all the categories of
intended use of products was recorded by exports of
consumer goods, while the largest contraction was
recorded by exports of intermediate goods. Exports of
consumer goods were down 9.7% in year-on-year terms,
the largest contraction of 15.9% being recorded in the
first quarter. As a result of faster current growth from the
second quarter, the year-on-year contraction fell to 10.0%
in the third quarter, while the final quarter actually saw
year-on-year growth of around 2%. Because investment
activity also declined sharply in the rest of the world, the
year-on-year contraction of exports of capital goods was
twice as large as that of consumer goods at 20.5%. The
largest impact of the crisis was the decline in foreign de-

Tabela 3.1: Components of the current account
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mand for intermediate goods. Exports of intermediate
goods contracted by 24.5% in 2009, the year-on-year
contraction peaking at 30.7% in the second quarter.

Development on the import side was similar, as the
contraction in imports of consumer goods over the
year amounted to 15.0%, while the contraction in im-
ports of capital goods was more than a third. In addi-
tion to the volume factors seen in lower domestic and
foreign demand, lower prices were also a factor in the
contraction of 28.6% in imports of intermediate goods in
value terms. Import prices of energy and primary com-
modities fell sharply, particularly in the first half of last
year. The largest impact of the crisis was on imports of
capital goods, which were down 34.0% over the year, the
contraction peaking at 40.8% in the second quarter. Im-

2003 2004 2005 2006 2007 2008 2009
EUR million
Current account balance -196 -720 -498 -171 -1646 -2287 -340
1. Merchandise -543 -1009 -1026 -1151 -1666 -2650 -621
2. Services 540 688 920 993 1047 1609 1022
2.1. Transport 260 324 398 456 525 591 415
2.2. Tourism 522 608 743 783 834 1037 764
- of which, exports 1186 1312 1451 1555 1665 1932 1800
2.3. Other -243 -245 221 247 -312 -19 -156
3. Factor income 219 -322 -295 -440 -789 -1039 -651
3.1. Labour income 135 138 128 107 50 -4 83
3.2. Capital income -353 -460 -424 -547 -839 -1035 -734
4. Current transfers 26 -76 97 -173 -239 -206 -90
as % GDP
Current account balance -0.8 2.7 -1.7 2.5 -4.8 6.2 -1.0
1. Merchandise -2.2 3.7 -3.6 3.7 -4.8 -7.1 -1.8
2. Services 2.2 25 32 32 3.0 43 2.9
2.1. Transport 1.0 12 14 15 15 16 12
2.2. Tourism 2.1 22 26 2.5 24 28 2.2
- of which, exports 4.7 4.8 5.0 5.0 4.8 52 5.2
2.3. Other -1.0 0.9 0.8 -0.8 0.9 0.1 0.4
3. Factor income -0.9 -12 -1.0 -1.4 2.3 2.8 -1.9
3.1. Labour income 0.5 0.5 0.4 0.3 0.1 0.0 0.2
3.2. Capital income -14 -1.7 -15 -1.8 24 2.8 2.1
4. Current transfers 0.1 0.3 =03 0.6 -0.7 -0.6 0.3
Source: SORS, Bank of Slovenia.
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ports of capital goods in the final quarter were up in quar-
terly terms, reducing the year-on-year contraction to
29.1%.

According to SORS figures, merchandise trade with
EU Member States rose faster than with non-EU
countries in the second half of 2009. This was primarily
the result of measures to revive economic activity. The
effect of government subsidies for the car industry was
most evident in exports to France, which rose by 5.3%,
and exports to Germany, where the annual contraction of
15.5% was significantly smaller than the contraction in
total exports. As a result of these movements, merchan-
dise exports to EU Member States in 2009 were down
18.0% in year-on-year terms, while merchandise exports
to non-EU countries were down 21.0%. The regional dif-
ferences in merchandise imports widened in the final
months of 2009, but over the year they did not differ sig-
nificantly from those on the export side. Imports from EU
Member States were down 25.3% in year-on-year terms,
while imports from non-EU countries were down 28.3%.
In merchandise trade with the former Yugoslav republics,
imports also fell faster than exports. Merchandise imports
were down 27.6% in year-on-year terms, while exports
were down 23.6%. Exports to Croatia and Serbia also
recorded above-average contractions of 26.7% and
24.8% respectively. On the import side, the largest con-
tractions were in imports from Montenegro (55.9%) and
Macedonia (45.7%). Merchandise trade with Russia also
contracted more sharply in year-on-year terms than trade
with non-EU countries overall (by 41.5% on the import
side, and 35.0% on the export side). The merchandise
trade deficit with EU Member States almost halved, to
EUR 2,199 million, while the trade surplus with non-EU
countries increased from EUR 1,029 million in 2008 to
EUR 1,186 million, despite the decline in merchandise
trade.

Exports of services fell much faster than imports,
though the contraction in trade in services was much
smaller than that in merchandise trade. The surplus
of trade in services declined by EUR 587 million to

Foreign Trade and Competitiveness

34

EUR 1,022 million. Imports of services amounted to EUR
3.3 billion in 2009, down 3.9% in year-on-year terms,
while exports were down 14.3% at EUR 4.3 hillion. The
majority of the various categories of service recorded a
contraction in both imports and exports. The sole excep-
tion on the export side was financial services, where
revenues were up 26.3%. Despite the economic crisis,
there were sharp year-on-year increases in imports of
tourism services (15.9%), financial, computer and infor-
mation services and intellectual property services (more
than 20%).

The deterioration in transport and tourism services
accounted for over four-fifths of the year-on-year de-
cline in the surplus of trade in services. The decline in
the surplus in tourism services accounted for EUR
274 million of the decline in the overall surplus of trade in
services, tourism revenues having declined by 6.8% while
tourism expenditure rose by 15.9%. The decline in ex-
ports of tourism services was primarily the result of a de-
cline of 6% in the number of arrivals and the number of
overnight stays by foreign visitors. Among the major
countries of origin of foreign visitors to Slovenia, there
was a decline of more than 20% in the number of arrivals
from the UK, and a decline of around 10% in the number
of arrivals from Germany and France. With the number of
arrivals from Austria stagnating, the number of arrivals
from Italy was up 5% and the number of overnight stays
by visitors from Italy was up 4%. The movement in trans-
port services closely tracked merchandise trade, last
year’s contraction exceeding 20% on both the import and
export sides. The result was a sharp decline in the sur-
plus of trade in transport services, by EUR 176 million to
EUR 415 million.

The deficit in net factor income declined by EUR
388 million in 2009 to EUR 651 million. The largest
contribution to the improvement in the position came
from the decline in net interest expenses. The decline
in the deficit in factor income contributed more than
1 GDP percentage point to the decline in the current
account deficit. The deficit in capital income declined by
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EUR 300 million to EUR 735 million. Capital income ex-
penditure was down more than a quarter, while receipts
were down a fifth. Gross external claims and liabilities
remained relatively high in 2009, despite the decline in
economic activity. The net debt repayments by banks
were compensated for by net government borrowing.
Under these conditions, the net external debt remained
relatively stable at around EUR 10 billion. Low interest
rates meant that the largest decline among all capital
income items was recorded by net interest payments to
the rest of the world, from EUR 793 million in 2008 to
EUR 307 million in 2009. Surplus from investments in
securities declined by EUR 178 million to EUR 73 million.
Labour income expenditure halved in 2009, primarily as a
result of the crisis in construction and manufacturing and
the resulting fall in the number of foreign workers. There
was a surplus of EUR 84 million in labour income, com-
pared with a deficit of EUR 4 million in the previous year.

Last year's decline in the deficit in current transfers
from EUR 206 million to EUR 90 million also contrib-
uted towards to the decline in the current account
deficit. With the deficit in private transfers unchanged at
EUR 12 million, the deficit in official transfers declined
from EUR 111 million in 2008 to EUR 78 million. Official
transfers into Slovenia totalled EUR 514 million last year.
Just under half of this figure, in the amount of EUR
232 million, was realised in the final two months of last
year, primarily from the increased use of available EU
funding. The realisation of the forecast flows with the EU
budget stood at 73.1% on the receipt side (compared
with 46.4% in 2008), and 97.2% on the expenditure side.
The overall position was a net inflow (in current and capi-
tal transfers) in the amount of EUR 156 million.

Competitiveness

The value of the nominal effective exchange rate of
the domestic currency increased by 1.6% in 2009.
The year-on-year increase peaked in November, the
exchange rate subsequently began to fall as a result
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Figure 3.4: Harmonised competitiveness indicators in Slovenia
(compared with 41 countries and the rest of the euro area)
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of the deterioration in the fiscal situation in certain
euro area countries. By last December the euro had
recorded the largest rises relative to last January against
the US dollar (10.6%) and the Japanese yen (9.6%). The
euro rose slightly against the Swiss franc, by 0.7%, and
fell by 2.2% against the pound sterling. The euro’s grad-
ual rise against the US dollar for the majority of last year
was the result of confidence returning to the financial
markets and uncertainty surrounding the recovery in the
US, which reduced investment in US dollar securities,
government bonds in particular. The euro continued to
fall in both current and year-on-year terms during the first
two months of this year, primarily as a result of a deterio-
ration in the fiscal situation in certain European countries,
and entails an improvement in the euro area’s competi-
tiveness.

Price competitiveness deteriorated in 2009, partly as
a result of movements in relative prices, but to a
greater extent as a result of the rise in the euros’
nominal effective value. The price competitiveness indi-
cator as measured by consumer prices (the HICP) re-
corded its largest increase last year in the final quarter.
The real effective exchange rate on average appreciated
by 1.3% in 2009, primarily as a result of the appreciation
in the nominal effective exchange rate, domestic prices
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Figure 3.5: Harmonised competitiveness indicator based on
consumer price indices *
(compared with 41 countries and the rest of the euro area)
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having grown slower than the basket of foreign prices.
The harmonised competitiveness indicator as measured
by the GDP deflator,® which reflects the movement of the
general level of prices in the economy, recorded its larg-
est increase last year in the first quarter, at 2.7%. Current
declines meant that the year-on-year increase had de-
clined to 0.4% by the third quarter, primarily as a result of
the movement in the GDP deflator, which was up 3.9% in
year-on-year terms in the first quarter, its year-on-year
increase declining to 0.7% by the third quarter of last
year.

The harmonised cost competitiveness indicator as
measured by unit labour costs in the total economy
reveals a sharper decline in competitiveness. The
year-on-year increase amounted to a high 9.6% in the
first quarter of 2009, before declining to 5.7% by the third
quarter. The deterioration in cost competitiveness was
primarily the result of wage adjustments in the public sec-
tor in summer 2008, and a sharper decline in productivity
in manufacturing in early 2009. The year-on-year in-
crease gradually declined in the second and third quar-
ters as a result of the high basis from 2008 and the cur-
rent improvement in productivity. These two factors are

Figure 3.6: Harmonised competitiveness indicator based on GDP
deflator (compared with 21 countries and the rest of the euro area)
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Figure 3.7: Harmonised competitiveness indicator based on ULC
indices* (compared with 21 countries and the rest of the euro
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also expected to have caused a decline in the year-on-
year increase in the final quarter of last year.

Slovenia is lagging behind relative to its trading part-
ners in terms of price and cost competitiveness. The
average year-on-year increase in the competitiveness
indicator as measured by consumer prices in the most
important euro area trading partners was 0.9 percentage
points less than that in Slovenia. The competitiveness

6 The European Commission also publishes price and cost competitiveness indicators (http://ec.europa.eu/economy_finance/db_indicators/
db_indicators8642_en.htm). These differ from those of the ECB because of methodological differences resulting from the countries covered, the

different sources for the deflators and the data conversion methods.
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Figure 3.8: Harmonised competitiveness indicator*
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indicator as measured by the GDP deflator recorded an
overall increase of 1.9% in the first three quarters of last
year, but declined by 0.1% on average in the most impor-
tant trading partners. The average year-on-year increase
in the cost competitiveness indicator as measured by unit
labour costs in the total economy over the first three
quarters of last year in Slovenia was 7.1 percentage
points larger than the average in the countries under
comparison. The high year-on-year increase in this indi-
cator in Slovenia, particularly in the first quarter of 2009,
was the result of a larger decline in productivity in manu-
facturing relative to the countries under comparison. An-
other factor in the deterioration was the wage adjustment
in the public sector. This competitiveness indicator de-
clined over the remainder of the year as a result of an
improvement in productivity in the majority of the coun-
tries under comparison, but the decline of the indicator in
Slovenia was greater as a result of the abatement of the
high base effect.

The movement of price competitiveness indicators
can also reflect the effects of long-term real conver-
gence, which are neutral as far as competitiveness is
concerned. Taking the long-term trend of increase in the
real effective exchange rate since 1995 into account,
these effects have been moderate in Slovenia, as indi-
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cated by the gradient of the trend of appreciation in Fig-
ure 3.8. However, the movement since the middle of
2007 has shown a sustained deviation from the long-term
trend. Should these deviations not be reflecting a poten-
tial reversal in the trend of a balanced real increase, the
movements would indicate a deterioration in the price
competitiveness of the economy since 2007.
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4 \ Financing’

The private sector savings-investment gap moved from a large deficit to a surplus practically equal to the defi-
cit recorded by the public sector, primarily as a result of the sharp decline in investment. Financing from the
rest of the world is almost in balance. The decline in the borrowings of credit institutions prompted by the situa-
tion on the international financial markets was compensated for by bond issues by credit institutions and the
government. Credit institutions replaced the shortfall of foreign bank funding by borrowing at the Eurosystem
and by raising deposits. Government deposits were the main factor in this. The competition to attract deposits
and banks’ greater prudence in lending to relatively highly indebted non-financial corporations raised the cost
of financial resources for the private sector, particularly for short-term loans. In the context of the reduced
demand for loans resulting from the decline in economic activity, the situation on the supply side was reflected
in a stagnation in corporate loans. At the end of the year there was slight increase in loans to households, the
year-on-year rate reaching around 7.5%, primarily as a result of an increase in housing loans. The guarantee
scheme for loans also helped in the replacement of short-term loans to non-financial corporations with longer-
term loans, thereby mitigating a decline in corporate lending.

Domestic saving and foreign resources of GDP in 2009, which entails a significant decline in the
financing of domestic spending by borrowing in the rest of

As a result of the impact of the crisis on investment,
the world.

the private sector’s financial surplus increased

sharply in 2009, while the public sector’s deficit in- At the forefront of last year’s decline in liabilities to
creased. The result of these movements was a small  the rest of the world was the decline of almost EUR 3
deficit in the current account. The increase in the private  Pillion in the borrowings of domestic credit institu-
sector's net saving in 2009 was primarily the result of the ~ tions, of which over EUR 2 billion was recorded in the
large decline in gross investment. The sharp increase in  first half of the year alone. Last year's decline in the
the private sector’s net saving has been more than com- ~ Porrowings of credit institutions was the result of the
pensated for by government borrowing since the middle  Situation on interbank markets and the increased difficulty
of 2008. The public sector deficit rose to 5.5% of GDP in  Of refinancing in the rest of the world. Domestic credit
2009. Net saving by the total economy declined to 1.09%  institutions primarily replaced the longer-term funding

7 Unless stated otherwise, figures from the Bank of Slovenia's monthly bulletin are used in this section.
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Figure4.1: Savings-investment gap
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* The net savings of the public sector are defined as the consoli-
dated public sector position using the ESA 95 methodology. Net
borrowing from the rest of the world is defined as the negative of the
current account position. The net savings of the private sector are
defined as the difference between the current account position and
the net savings of the public sector.

from the rest of the world by raising government deposits
and by seeking long-term funding on the capital markets
supported by the government guarantee scheme. Credit
institutions primarily covered their short-term liquidity

Figure 4.2: Financial claims against the rest of the world
flows, EUR billion, private sector

needs by raising liquidity at the ECB. As a result of the
uncertainty on the financial markets and the changes in
the funding structure at domestic credit institutions, de-
posits by non-residents also declined at domestic credit
institutions. They were down more than EUR 200 million
on 2008. Growth in deposits by non-residents increased
again in the final quarter of 2009, primarily as a result of
domestic credit institutions offering higher deposit rates
than those elsewhere in the euro area. All of this brought
major changes to the structure of funding on the banking
system’s balance sheet. The proportion accounted for by
foreign banks declined from 32.9% in December 2008 to
25% in December 2009. The availability of funding in the
second half of 2009 was increased slightly by an inflow of
portfolio investments, while inward FDI and trade credits
from the rest of the world dried up entirely. The sectoral
financial adjustments triggered by poor access to funding
resulted in a decline in export trade credits granted, a
small increase in household holdings of currency and
deposits in the rest of the world and a standstill in out-
ward FDI.

Non-financial corporations (NFCs) saw their surplus
of financial liabilities over financial claims increase
from EUR 40.9 billion in the final quarter of 2008 to
EUR 42.1 billion in the third quarter of 2009.8 NFCs’

Figure 4.3: Financial liabilities to the rest of the world
flows, EUR hillion, private sector
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8 The figures used are from the Bank of Slovenia’s financial accounts.
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Figure 4.4: Non-financial corporations’ liabilities based on
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Figure 4.5: Loans to domestic non-financial corporations
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net liabilities to other domestic monetary financial institu-
tions? from loans increased by almost EUR 290 million
over the same period, while net borrowing by NFCs in the
rest of the world increased by almost EUR 270 million.
Long-term financing from the rest of the world was posi-
tive and stable until the middle of 2009, an indication that
despite the crisis corporates with good credit ratings were
able to obtain or at least refinance their long-term re-
sources from the rest of the world. However, in the final
quarter of last year the flow became negative. This was
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slightly compensated for by the issue of bonds by two
domestic corporates on the capital market, thereby re-
placing their long-term financing. The inflows of short-
term loans to NFCs from the rest of the world were posi-
tive in 2007 and 2008, but because of the decline in out-
put in 2009 the domestic corporates made a reduction of
almost EUR 90 million in their short-term borrowing. The
contraction in imports meant that corporates reduced
their short-term liabilities from trade credits by more than
EUR 500 million in the last year alone, while short-term
trade credit claims declined by approximately EUR 250
million, primarily as a result of the contraction in exports.
Financing via long-term trade credits was insignificant in
2009.

Households’ net financial claims increased by around
EUR 2 billion between the final quarter of 2008 and
the third quarter of 2009. Net claims against other do-
mestic monetary financial institutions increased by
around EUR 400 million in the first half of 2009, primarily
as a result of higher deposit rates, but had declined to
just EUR 30 million by the third quarter. Claims against
the rest of the world increased by EUR 755 million during
the first three quarters of 2009, as a result of an increase
in households’ holdings of currency and deposits in the
rest of the world.

The private sector’s liabilities against the rest of the
world declined by EUR 1.6 billion in 2009, primarily as
a result of the decline in the borrowings of domestic
credit institutions, while the private sector’s claims
against the rest of the world increased by EUR 1.8
billion. The largest increase on the claim side was re-
corded by claims from currency and deposits. Invest-
ments in securities declined by EUR 0.2 billion in 2009,
although sustained growth in stock market indices and
the easing of the situation on foreign financial markets
meant that investments in foreign securities increased by
almost EUR 0.9 billion in the second half of 2009 alone.
Outward FDI increased in the first half of the year in par-
ticular, and exceeded EUR 0.6 billion in 2009. Non-

9 Includes banks, savings banks and money-market funds.
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Figure 4.6: External debt
EUR billion, unless stated
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residents’ portfolio investments were the most important
factor in the increase in the private sector’s liabilities to
the rest of the world. The prevailing proportion consisted
of investments in new bond issues by domestic banks in
the amount of EUR 2 hillion.

Gross external claims and the gross external debt
were mostly unchanged last year at around EUR
30 billion and EUR 40 billion respectively. However,
on the liability side there was a significant change in the
sectoral and maturity breakdown of debt during this pe-
riod. The decline in credit institutions’ borrowings in the
rest of the world was compensated for by government
borrowing. The average maturity of the debt increased at
the same time. The financial inflow into the general gov-
ernment sector was primarily the result of new issues of
government bonds in the amount of EUR 4 billion. There
was no significant change in the net external debt in
2009, which remained at around EUR 10 billion, but the
sectoral breakdown did change. The private sector’s net
borrowing was replaced by the government.

Financing costs

The fall in ECB interest rates was followed by domes-
tic credit institutions to a significantly lesser degree

Financing

than elsewhere in the euro area, resulting in the crea-
tion of a significant spread between domestic and
foreign interest rates. This occurred primarily as a result
of the simultaneous action of three factors. The first was
corporate reliance on bank financing, and the relatively
high corporate indebtedness, which in certain circum-
stances actually increases their debt costs. Second,
credit institutions had access to (cheap) funding in the
rest of the world in the years before the crisis. At the out-
break of the crisis longer-term funding became relatively
more expensive and less accessible (syndicated loans

Figure 4.7: Interest rates on loans to households (new business)
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Figure 4.8: Interest rates for non-financial corporations, by
maturity
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and deposits). A portion of these higher costs were then
passed through to their clients, which made loans more
expensive. Third, credit institutions pass increased im-
pairment and provisioning costs through to higher lending
rates, which prevents interest rates falling as they do in
the euro area.’0

The fall in the ECB’s interest rates primarily led to a
decline in interest rates on loans to NFCs of longer
maturities, while the spread between domestic and
foreign interest rates on shorter maturities widened
significantly during the crisis. On longer maturities the
credit risk is increasing, for which reason credit institu-
tions are requiring greater collateral for these loans. The
price of these loans can also be lower for this reason. A
large portion of interest rates on loans for long-term in-
vestments, over 80%, are tied to the EURIBOR: the de-
cline in the EURIBOR therefore resulted in a sharp de-
cline in interest rates on these loans from 7.21% at the
end of 2008 to 3.65% in early 2010. On loans with maturi-
ties of between 1 and 5 years, which in principle are in-
tended for the longer-term financing of working capital,
the interest rate of domestic credit institutions is above
the euro area average, although the spread is much
smaller than on short-term loans. One factor in this was
the government guarantee scheme, via which a portion of
the credit risk was transferred from corporates to the gov-
ernment. The cost of short-term loans did not decline
despite the improvement in the liquidity situation on the
financial markets in Slovenia. This occurred primarily
because the interest rates on short-term loans are mostly
fixed. Credit institutions are therefore able to pass the
higher funding costs through to clients much more easily
than on long-term loans, where the majority of loans carry
a variable interest rate.

Interest rates!? on household loans fell sharply last
year on consumer loans and housing loans. While
interest rates on consumer loans over the last five years
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were lower than the euro area average, interest rates on
housing loans were an average of 1 percentage point
higher than the euro area average. During 2009 interest
rates on housing loans fell more than in the euro area,
the gap narrowing to just 0.64 percentage points by De-
cember 2009. The average interest rate on housing loans
stood at 3.35% in Slovenia and at 2.71% in the euro area
overall. Given that interest rates on housing loans are
predominantly (over 80% of the total) variable and are
tied to a reference interest rate (the EURIBOR or the
Swiss franc LIBOR), the fall in the reference interest rates
brought a sharp decline in the cost of financing such
loans. The fall in interest rates on consumer loans was
not as pronounced as for housing loans, given the larger
proportion of consumer loans with a fixed interest rate.

Lending activity!?

The decline in domestic demand and economic activ-
ity and the harsher financing conditions caused
growth in loans to other non-monetary sectors to
stall.13 However, there was no decline in the stock of
lending. Year-on-year growth in loans to non-banking
sectors has been declining since the beginning of 2008,
reaching 3% at the beginning of this year, while the cur-
rent rate of growth in loans to other non-monetary sectors
has fluctuated between zero and 2% since the final quar-
ter of 2008. Both supply-side and demand-side factors
have contributed to the decline in lending growth. The
decline in domestic demand and output as a result of the
impact of the global economic crisis sharply reduced the
demand for loans. An additional factor was the high in-
debtedness of other non-monetary sectors, which rose
sharply in the pre-crisis credit cycle. This has dictated
greater prudence on the part of corporates in raising
loans and on the part of credit institutions in approving
loans, which is being reflected in tighter terms of lending

10 For detailed analysis, see Stability of the Slovenian Banking System, Bank of Slovenia, December 2009.
1 Interest rates on newly approved loans. A fixed interest rate applies to consumer loans, and a variable interest rate to housing loans.

12 The figures used are from the Bank of Slovenia’s monthly bulletin.

13Other domestic non-monetary sectors comprise non-financial corporations, households, non-profit institutions serving households, and non-

monetary financial institutions.
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Figure 4.9: Contributions of components to current growth
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and higher financing costs at credit institutions compared
with the euro area overall.

Year-on-year growth in loans to non-financial corpo-
rations stood at less than 1% in the final quarter of
2009, while the proportion of long-term loans is in-
creasing. Favourable financing conditions for short ma-
turities in the pre-crisis period meant that often corporates
raised short-term loans to finance longer-term activities,
renewing them at maturity by raising new short-term
loans. After the outbreak of the crisis, the banks primarily
approved short-term loans for corporates, but not in a
sufficient extent to yield positive year-on-year growth,
which was partly the result of the diminishing need to
finance working capital because of low output. The net
stock of such loans therefore declined, thereby increasing
the proportion of the total stock of loans accounted for by
long-term loans. The stock of long-term financing at do-
mestic credit institutions increased in the final quarter of
last year. Alongside low reference interest rates and an
increase in investment, another factor in this increase in
longer-term loans was the guarantee scheme introduced
by the government in mid-June 2009 to encourage the
long-term financing of SMEs.

Growth in loans to households also declined sharply,
but nevertheless remained positive throughout the
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Figure 4.10: Loans to households and non-financial
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crisis. Year-on-year growth stood at around 7.5% at
the beginning of 2010, primarily as a result of an in-
crease in housing loans. Between 2005 and 2007,
when lending activity was extremely high, growth in loans
to households stood at around 25%. The rise in unem-
ployment and the sustained decline in real disposable
income compared with the trend of growth before the
crisis were reflected in a decline in household demand for
all types of lending. Given the smaller fall in household
consumption relative to the fall in investment, growth in
loans to households outpaced growth in loans to NFCs

Figure 4.11: Maturity breakdown of loans to non-financial
corporations
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throughout the crisis period.

The largest decline in growth among loans to house-
holds was recorded by housing loans, whose rate
more than halved between 2007 and 2009, but never-
theless remains strongly above the euro area aver-
age. At the beginning of 2007 growth in housing loans
exceeded 40%, before declining to just 13.4% by October
2009. Growth in housing loans strengthened again in the
final two months of 2009, as a result of higher volume on
the real estate market and more favourable financing
conditions, and reached 16.5% this January. Growth in
consumer loans also declined in 2009, as a result of the
fall in household consumption. Growth in consumer loans
was actually negative in the third quarter of 2009 (at
-0.3%), but strengthened to turn positive again in the final
quarter. Growth in consumer loans stood at 13% in 2008,
just 1.2% in 2009, and 1.1% in January of this year.

Measures to encourage lending
to the private sector

The government adopted measures to encourage
lending activity via the take-up of an additional pro-
portion of the risks in bank lending to non-banking
sectors. Among the most important were the Republic of
Slovenia Guarantee Scheme Act and the Republic of
Slovenia Guarantee Scheme for Natural Persons Act. In
addition, Slovenia also issued guarantees to banks for
the issue of bonds in the rest of the world, with the aim of
securing long-term funding for banks.

Under the guarantee scheme, the government can
offer banks guarantees for lending to undertakings
and cooperatives in the total amount of EUR 1.2 bil-
lion. Auctions are held on behalf of the government by
SID banka (formerly the Slovene Export Corporation).
EUR 310 million of guarantees were offered at the first
three auctions held in June and July. The quotas were
EUR 60 million at the first auction (the government taking
up a maximum of 40% of the risk), EUR 150 million at the
second auction (a maximum of 35% of the risk), and EUR
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100 million at the third auction (a maximum of 33% of the
risk). Banks that were allocated a guarantee quota must
conclude loan agreements with clients rated A, B or C,
the total value of the guaranteed portion of the loans be-
ing covered by the allocated guarantee quota. The princi-
pal of the loans can amount to between EUR 100,000
and EUR 70 million, while the maturity may be from 1 to
10 years. Four more auctions had been held by the end
of last year, and three more were held in the first two
months of 2010. The guarantees assumed by the govern-
ment by the beginning of this March amounted to EUR
622 million, while the total lending potential from the two
guarantees was slightly less than EUR 2.0 billion. By the
middle of March a total of EUR 603 million of lending had
been approved for non-banking sectors on the basis of
the guarantee scheme, which entails utilisation of half of
the available volume of the scheme, and 33.7% exploita-
tion of the lending potential created on the basis of the
scheme.

In addition to the guarantee scheme for undertakings
and cooperatives, in July 2009 the National Assembly
also adopted the Republic of Slovenia Guarantee
Scheme for Natural Persons Act, which will be in
force until the end of 2010. Under this law the govern-
ment has earmarked EUR 350 million for guarantees for
banks in the event of non-payment of liabilities by certain
population groups. Guarantees in the amount of EUR
300 million have been earmarked for temporary employ-
ees and young families from the National Housing Saving
Scheme Act, the government taking up risk relating to
50% of the loan value. The maturity of the loans is limited
to 25 years, while the principal may range from EUR
5,000 to EUR 100,000. The remaining EUR 50 million
has been earmarked for guarantees for consumer loans
to people losing their jobs after 1 October. Here the gov-
ernment is taking up 100% of the risk. The maximum
principal of the loans is EUR 10,000, with a maturity of up
to 10 years. Banks that offer to approve lending with the
lowest overall effective interest rate will have priority in
the allocation of guarantee quotas. The government can
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allow borrowers to defer loan repayment until they are
again able to make repayments.

On behalf of the government, between September
2009 and January 2010 SID banka issued four invita-
tions to banks to attend an auction for the guarantee
scheme for household lending. At the first of the two
auctions held last September, a quota of EUR 50 million
was offered with a 50% guarantee, and a maximum bid
rate of 8.00%, while at the second a quota of EUR
10 million was offered with a 100% guarantee and a
maximum bid rate of 9.00%. The maximum bid rate was
lower in the following two auctions held this January. In
the third a quota of EUR 50 million was offered with a
50% guarantee, the maximum bid rate declining by 1
percentage point to 7.00%, while at the fourth a quota of
EUR 20 million was offered with a 100% guarantee, the
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maximum bid rate declining by 4 percentage points to
5.00%. The quota allocated to banks at the first two auc-
tions in September 2009 reached EUR 38.4 million, the
approved lending totalling EUR 14.7 million and the value
of government guarantees issued totalling EUR 8.2 mil-
lion. The quota allocated to banks at the final two auc-
tions in January 2010 declined to EUR 33.9 million, and
the approved lending in the amount of EUR 4.5 million
was just a third of that in the September auctions, the
value of government guarantees issued totalling EUR 2.4
million.
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5 Public Finance Developments

The general government deficit reached 5.5% of GDP in 2009, according to SORS estimates. The rise of
almost 4 percentage points of GDP in the general government deficit from the previous year was the result of
a decline in revenues as a result of the fall in GDP, the operation of fiscal stabilisers and the introduction of
economic stimulus measures by the government. The Stability Programme and the exit strategy for emerging
from the deteriorated public finance situation envisage measures focused on the expenditure side. A cut in the
deficit to 1.6% of GDP by 2013 is projected. The general government debt stood at 35.9% of GDP at the end
of 2009, while according to Stability Programme projections borrowing to finance the deficit is expected to
increase debt until 2012, when it is forecast to exceed 42% of GDP.

The crisis had a major impact on the fiscal results in
2009, and was reflected in a rise in the general gov-
ernment deficit to above the Maastricht criterion for
public finance stability. Slovenia has thus been in an
excessive deficit procedure since 2 December 2009,
like the vast majority of EU Member States. For almost
a year and a half, fiscal policy has been acting in an ex-
tremely bad macroeconomic environment, which has
been reflected in a decline in economic activity. The gen-

eral government deficit rose to 5.5% of GDP in 2009. The
general government debt also rose, to 35.9% of GDP. An
excessive deficit procedure was consequently initiated
against Slovenia, as is currently the case for 20 EU Mem-
ber States. According to European Commission esti-
mates, the general government deficit of EU Member
States reached 6.9% of GDP last year, having stood at
2.3% of GDP in 2008, while the general government debt
rose from 61.5% of GDP in 2008 to 73.0% of GDP last

Table 5.1: General government deficit and debt in Slovenia, 2007-2013: realisation, projections from the Stability Pro-

gramme, and European Commission forecasts (as % GDP)

SORS
2007 2008 2009
Revenues 424 426 444
Expenditure 424 443 499
Net lending (+) / borrowing (-) 00 -17 55
Structural balance
Debt 233 226 359

Stability Programme European Commission

2009 2010 2011 2012 2013 2009 2010 2011
424 432 429 427 425 432 432 429
481 489 471 459 442 495 502 499

S7  S7 42 31 -1.6 6.3 -10 69
-48 42 -28 21 -1 A7 54 56
344 396 420 427 421 351 428 482

Sources: SORS, Ministry of Finance, European Commission (November 2009). The European Commission forecasts do not take account of the

measures envisaged in the Stability Programme
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Figure 5.1: General government revenues

contributions to year-on-year growth, percentage points
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year. According to the same estimates, the general gov-
ernment deficit of euro area countries reached 6.4% of
GDP, while the general government debt rose to 78.2%
of GDP.

The increase of almost 4 percentage points of GDP in
the general government deficit was primarily the re-
sult of the decline in economic activity. This brought
a significant decline in general government revenues,
while certain expenditures increased. Growth in gen-
eral government revenues had begun to decline sharply,
in line with the economic situation, by the final quarter of
2008, and revenues continued to decline in 2009. As is
evident from Figure 5.1, the financial and economic crisis
affected all categories of revenue. The decline in indirect
taxes is prominent, while the most notable of the direct
taxes is revenues from corporate taxation. Despite their
decline, general government revenues actually rose as a
proportion of GDP last year as a result of the sharp fall in
GDP. General government expenditure was later in be-
ginning to adjust to the change in circumstances, and did
S0 to a lesser extent. As a result expenditure as a propor-
tion of GDP increased sharply last year. The largest in-
crease was in expenditure on the unemployed, but
growth in other social transfers also remained high last
year. Compensation of employees, which accounts for a
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Figure 5.2: General government expenditure
contributions to year-on-year growth, percentage points
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quarter of all general government expenditure, also in-
creased as a result of the introduction of the new wage
system. Increased government borrowing also brought
growth in interest payments.

Anti-crisis measures also contributed to the rise in
the deficit in 2009. The key measures included the
subsidisation of jobs to maintain employment, and
cuts in certain taxes. In the update to the Stability Pro-
gramme the Ministry of Finance estimates that anti-crisis
measures raised the general government deficit by the
equivalent of 0.7% of GDP. Around EUR 50 million was
spent on discretionary measures on the labour market
last year, less than originally planned. The majority of the
money was spent on the measure to partially subsidise
full-time work. Employers had until 31 March 2010 to
claim subsidisation under the two measures, which will
expire this year and in March 2011. Other discretionary
measures in the area of taxation, namely the abolition of
payroll tax, a cut in the corporate income tax rate and an
increase in investment relief, also acted to reduce reve-
nues in 2009. The loss of revenues was partly offset by a
rise in excise duties on petrol, tobacco and alcohol.

The deficit is primarily being generated by central
government, although local government is also gen-
erating a large deficit. According to SORS estimates,
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Box 5.1: Movements in the general government debt, and its sensitivity to interest rates

According to the Stability and Growth Pact, the general gov-
ernment debt may not exceed 60% of GDP, or should ap-
proach this value if higher. Slovenia’s general government
debt had ranged between 20% and 30% of GDP over the
long term, but since the outbreak of the financial and eco-
nomic crisis it has risen significantly, reaching 34.4% by the
end of the year according to the estimates in the Stability
Programme. The general government debt is forecast to rise
to 48.2% of GDP by 2011 according to European Commis-
sion projections from October 2009, or to 42.0% of GDP ac-
cording to the projections from this January’s Stability Pro-
gramme, as a result of measures to cut the deficit. Despite
the projected rise, Slovenia's general government debt will
remain among the lowest in the EU. However, the rise in the
debt will need to be controlled, not merely because of the
costs of servicing the debt, which encompass interest pay-
ments, but also because of the anticipated effect of an aging
population on the need for additional public expenditure. A
possible measure to reduce debt after 2012 cited in the gov-
ernment's exit strategy is the sale of state-owned capital hold-
ings, which would reduce the debt by 2 percentage points of
GDP.

Three factors (illustrated in the figure) have a general impact
on the movement of the general government debt expressed
as a proportion of GDP:

- the primary balance, i.e. the general government position
excluding interest,

- the so-called snowball effect, which is a reflection of the gap
between the implicit interest rate (the ratio of interest pay-

Figure: Contributions of components to change in
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ments to the stock of general government debt), and growth
in nominal GDP,

- adjustment factors, e.g. value changes in the debt
(exchange rate differences), government capital investments,
privatisation inflows and the difference between the cash and
accrual accounting principles of calculating debt as result of
the differences in calculation under ESA 95 methodology and
national methodology.

As is evident from the figure, the general government debt
gradually declined from 2003, particularly in 2007, when eco-
nomic growth was relatively high and the government re-
corded a primary surplus. The government also used the
proceeds from selling the capital holding in NLB d.d. to re-

Table: Impact on interest payments of rise of 1 percentage point in interest rates

Year Maturing principal of ~General government Borrowing requirement  Annualincrease in -~ Cumulative increase  Cumulative increase
state budget debt deficit* (Stability interest payment (1% in interest payment  in interest payment
Programme) of borrowing
requirement)
1) ) B)=1)+(2 (4) () (6)
EUR million as % GDP
2010 1,730 2,073 3,803 38 38 0.10
2011 986 1,636 2,622 26 64 0.17
2012 1,174 1,315 2,488 25 89 0.22
2013 141 771 912 9 98 0.23

Note: * From 2011 on, includes new interest payment from previous year, i.e. the amount in column (5) in the previous year
Sources: Ministry of Finance (maturing principal), government (deficit projections), Bank of Slovenia calculations

PRICE STABILITY REPORT

49

Public Finance Developments



BANKA SLOVENIIE
BANK OF SLOVENIA
EUROSYSTEM

duce the debt. According to the projections from the govern-
ment’s January Stability Programme, the debt has been rising
since 2009. The main factor in the rise in the debt this year
and in the next two years will be financing the primary deficit.
The snowball effect is more pronounced last year and this
year as a result of negative and then weak economic growth.
The adjustments were more prominent in 2009 as a result of
the rise in government borrowing under the amended Public
Finance Act, which in addition to borrowing to finance the
implementation of the state budget in the current year allows
additional borrowing up to the amount of the government debt
principal repayments falling due in the next two budget years.
Here the government put money into the banking system,
thereby easing the position of banks in refinancing their liabili-
ties. In subsequent years no such adjustments are projected.

The proportion of the debt with a variable interest rate is
small, and the need for borrowing was relatively small in the
past. The increased need for borrowing for reason of the ma-
turity of the principal of the general government debt and the
general government deficit could alter this situation. In the
event of a change in interest rates, the interest burden could
increase, irrespective of the relatively high proportion of debt
with a fixed interest rate. A rise of 1 percentage point in inter-
est rates in a given year would affect 1) the portion of the debt
falling due for payment in that year that needs to be refi-
nanced, and 2) the portion of debt arising in that year as a
result of financing the deficit. The limited availability of data
means that only the maturing of the state budget debt is taken
into account in the calculations. The central government debt,
which consists predominantly of the state budget debt, ac-
counted for approximately 97% of the total general govern-
ment debt according to ESA 95 methodology. The impact of a
rise of 1 percentage point in interest rates on interest pay-

the central government deficit reached 4.6% of GDP in
2009. The local government deficit was again relatively
high, at an estimated 0.5% of GDP. The social security
funds recorded a deficit of 0.4% of GDP. In line with the
described movements, government indebtedness is in-
creasing fastest in the central government sector, but
indebtedness is also increasing at the local level.

The general government deficit is to a great extent
structural in nature, which means that the anticipated
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ments in the 2010 to 2013 period is illustrated in the table.

It is evident from the table that a rise of 1 percentage point in
interest rates in 2010 would entail an increase of around EUR
38 million (0.1% of estimated GDP) in interest payments com-
pared with their level had interest rates remained unchanged.
The amount of principal falling due for payment in the next
years is lower. The planned general government deficit is also
declining, but the accumulation of interest payments on the
debt from previous years means that interest payments are
nevertheless rising. Given the necessary borrowing, a rise in
interest rates of 1 percentage point would entail a rise of
around EUR 64 million in interest payments in 2011 (EUR 38
million from borrowing in 2010, and EUR 26 million from bor-
rowing in 2011), a rise of around EUR 89 million in 2012, and
a rise of EUR 98 million in 2013. The aforementioned calcula-
tions represent an upper limit on the impact of higher interest
rates on the deficit, as they have been made under the as-
sumption that the entire amount of borrowing at the higher
interest rate would be made at the beginning of the year. The
calculations in the Stability Programme are similar. In addition
to the impact of a change in interest rates on the debt, the
impact of changes in exchange rates on the general govern-
ment debt is also usually calculated, but in Slovenia this is
extremely small, as only around 0.2% of the general govern-
ment debt is in foreign currency.

Sources:

- European Commission: General Government Data, Autumn 2009 (http:/
ec.europa.eu/economy_finance/publications/publication16110_en.pdf)

- Ministry of Finance: Stability Programme, 2009 update, January 2010
(http:/Aww.mf.gov.si/slov/imediji/2010/Program_stabilnosti_2009.pdf)

- Government of the Republic of Slovenia: Exit Strategy 2010-2013, Febru-
ary 2010 (http://www.vlada.si/fileadmin/dokumenti/si/sklepi/
seje_vlade/67_seja/strategija.pdf)

economic recovery will not suffice to establish the
balance in public finances. The available estimates
indicate that the structural deficit amounted to just under
5% of GDP in 2009. Re-establishing the balance in public
finances will therefore require measures of a structural
nature or discretionary cuts in expenditure and/or rises in
the tax burden. Estimating the structural position under
the current circumstances is less reliable, and is subject
to frequent revision, as it relies on uncertain estimates of
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potential output.

The general government debt rose to EUR 12.5 billion
or 35.9% of GDP in 2009, but remains among the low-
est in the euro area despite the large rise. The general
government debt rose by more than 13 percentage points
of GDP in 2009. In addition to the financing of the general
government deficit, the rise in the debt was also a result
of a snowball effect (see Box 5.1) and adjustment factors.
The debt remains significantly lower than the debt in the
majority of euro area countries. According to European
Commission estimates, euro area debt in 2009 was up
around 9 percentage points of GDP on the previous year
at 78.2% of GDP, only Luxembourg and Slovakia re-
cording lower debt figures than Slovenia.

Government borrowing in 2009 and in early 2010 was
primarily undertaken by issuing long-term bonds.
Three Slovenian government bonds were issued in 2009,
with a total nominal value of EUR 4 hillion. By the middle
of this March, Slovenia had increased its borrowings via
two further government bond issues with a nominal value
of EUR 2.5 hillion. In addition to financing the deficit, the
proceeds from the bond issues will also be used to repay
debt. A total of EUR 1.7 billion of government debt falls
due for payment this year, the majority before the end of
March. The individual bond issues in 2009 and 2010 had
nominal values of either EUR 1 billion or EUR 1.5 billion,
and maturities of between 3 and 15 years.
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Around EUR 2.2 billion of government guarantees
were exploited last year as part of the package of
measures aimed at stimulating the functioning of the
financial markets and lending. The guarantees related
to three stimulus measures. (1) The government has is-
sued guarantees to banks for bond issues in the amount
of around EUR 3.5 billion to date, of which EUR 2 billion
has been exploited.’* (2) As part of the guarantee
scheme for corporate lending, the government has issued
guarantees to banks for loans made to corporates, in a
proportion determined at auction. By the middle of March
the government had allocated approximately 52% of the
available quota of EUR 1.2 billion in ten auctions, the
banks having utilised approximately a third of the quota.
The value of the approved loans reached just over EUR
600 million, the government taking up an average of ap-
proximately 35% of the risk relating to the loans. (3) EUR
350 million is available in the guarantee scheme for
household lending, but exploitation has been small to
date.

The stock of government guarantees issued rose
sharply in 2009, to stand at more than 20% of GDP at
the end of the year. Any call of the guarantees would
therefore entail an increase in the general govern-
ment debt. The stock of government guarantees issued
stood at EUR 7.1 billion at the end of 2009, compared
with EUR 4.7 billion at the end of 2008. The guarantees
from previous periods primarily concerned the construc-

Table 5.2: Basic information about government bonds issued in 2009 and 2010

Date of issue Maturity, years

Nominal value, EUR million

Coupon rate, %

5.2.2009 3
2.4.2009 5
9.9.2009 15
26.1.2010 10
17.3.2010 5

1,000 4.25
1,500 4.375
1,500 4.625
1,500 4.125
1,000 2.75

Source: Ministry of Finance.

14 NLB issued a government-guaranteed bond with a nominal value of EUR 1.5 hillion (out of the available EUR 2.5 hillion) last July, and in Sep-
tember Abanka issued bonds with a nominal value of EUR 0.5 billion (out of an approved EUR 0.75 billion). Government guarantees for the issue
of long-term bonds abroad were also obtained by Factor banka and DeZelna banka Slovenije, each in the amount of EUR 100 million.
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Box 5.2: Exit strategy

At the outbreak of the financial and economic crisis in the procedure.
middle of 2008, many countries, Slovenia among them, intro-
duced a variety of anti-crisis measures as part of a European
economic programme. These fiscal measures were tempo-
rary in nature, mostly with a timetable of application until the
end of 2010. After a fiscal expansion, consolidation of the
public finances becomes vital. In addition, when economic
growth recovers too much state involvement could hinder the
functioning of the market economy. At the beginning of Febru-
ary the government therefore drew up an exit strategy, to
define the gradual withdrawal of the short-term anti-crisis
measures and to introduce longer-term structural measures,
economic policy measures and institutional adjustment meas-
ures aimed at encouraging sustainable long-term economic
growth. The measures of the exit strategy are also in line with
the Stability Programme, which was submitted to the Euro- ~ The exit strategy measures primarily relate to the following:

pean Commission for review at the end of January. The Sta-  3) withdrawal of the fiscal stimulus measures by 2010, and
bility Programme envisages a reduction in the general gov-  the gradual abandonment of aid to financial institutions.

ernment deficit below the threshold of 3% of GDP by 2013, as
set by the European Council guidelines within the framework

of the Stabilty and Growth Pact. Like the majority of EU on the expenditure side are required in the amount of EUR
Member States, Slovenia is undergoing an excessive deficit 1.2 billion by 2013. This would meet the target of reducing the

The exit strategy primarily bases the projected consolidation
of public finances on reductions in government expenditure.
Given the envisaged introduction of the so-called fiscal rule,t
the exit strategy also pursues the Stability Programme’s tar-
gets for the size of the general government deficit and debt.
The fiscal rule planned by the exit strategy ties nominal
growth in government expenditure to growth in potential GDP.
The exit strategy forecasts that average growth in potential
GDP over the next four years will stand at 3.9%, while growth
in government expenditure as allowed in the fiscal rule will
average 2.2%. Expenditure growing more slowly than poten-
tial GDP is at the forefront of the planned consolidation of
public finances.

b) Fiscal consolidation within the framework of which savings

Table: Government priority programmes and their financing until 2013

Expenditure Expenditure Expenditure Expenditure Expenditure  Expenditure
in 2008 in 2009 in 2010 in 2011 in 2012 in 2013
(realisation) (realisation) (plan) (plan) (plan) (plan)

Priority 1: Entrepreneurship and know-how for development

as % GDP 22 28 32 3.0 32 3.2

as % of budgetary expenditure 9.1 9.8 9.9 9.9 11.2 11.9

as % of expenditure from EU funding 12 2.3 3.8 BI5 2.7 31
Priority 2: Flexicurity and social cohesion

as % GDP 6.3 7.6 8.6 7.9 78 7.8

as % of budgetary expenditure 26.2 285 26.9 26.2 28.1 30.0

as % of expenditure from EU funding 0.0 04 0.8 0.7 0.5 0.4
Priority 3: Transport and energy infrastructure

as % GDP 1.7 1.7 24 2.1 21 2.1

as % of budgetary expenditure 7.0 6.0 7.2 6.7 74 7.9

as % of expenditure from EU funding 0.5 1.0 2.6 2.2 32 2.9
Total

as % GDP 10.2 12.1 14.2 131 13.1 131

as % of budgetary expenditure 42.4 4.3 44.0 42.8 46.7 49.8

as % of expenditure from EU funding 17 3.7 7.2 6.4 6.4 6.4

Source: Exit Strategy 2010 to 2013, pp 13-14
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state budget deficit to 1.3% of GDP by 2013. Major savings
are envisaged primarily in the area of cuts in labour costs in
the public sector. These savings are forecast to amount to
around EUR 1 hillion by the end of 2012, and have already
been taken into account in the budgets for 2010 and 2011.
The main measures envisaged are (1) a cut of 1% each year
in the number of civil servants (around 1,600 employees each
year), (2) organisational change in the functioning of the pub-
lic sector, (3) saving measures already adopted regarding
civil servants’ wages, which apply until November 2011 under
the so-called intervention act, and (4) additional wage-related
measures. Savings are also being planned by means of the
optimisation of government spending, particularly in relation
to the costs of goods and services, and in the area of social
transfers.

c) Setting of priorities within government spending. These
should allow the longer-term developmental objectives of
sustained economic growth to be met. The priorities and ear-
marked funds are illustrated in the table-

It is envisaged that the available spending entitlements from
previously adopted budgets be redirected to the priorities in
the table, which primarily encompass:

- Priority 1: promoting enterprise and competitiveness, e.g.
new investment, business clusters, business support environ-
ments, science, the information society and e-government.

tion of transport infrastructure, and related to DARS. The
increase in government guarantees in 2009 is primarily a
reflection of government guarantees aimed at limiting the
impact of the financial turmoil. Any call of the guarantees
would entail a higher general government deficit, and
additional upward pressure on the debt.

The Council of the EU set Slovenia a deadline of 2013
for eliminating its excessive deficit. The updated Sta-
hility Programme therefore envisages the maintenance of
this year's general government deficit at last year's level,
and a gradual reduction in the next years, whereby the
deficit should reach 1.6% of GDP by 2013. The structural
deficit between 2010 and 2013 is forecast to shrink by an
average of 1 percentage point of GDP each year, more
than the 0.75 percentage points of GDP recommended
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- Priority 2: measures to increase labour market flexibility and

to increase the participation of less-employable groups in the
labour market, and measures in the area of social security
and healthcare.

- Priority 3: measures in the areas of transport infrastructure,
such as the rehabilitation of Slovenian Railways, and energy,
such as energy efficiency for buildings.

There are three major reforms envisaged as part of the
(longer-term) structural measures, which are aimed at achiev-
ing long-term sustainability in public finances while maintain-
ing social security. These include reform of the pension sys-
tem, reform of the health system, also related to the introduc-
tion of a system for long-term care, and reform of the labour
market. The institutional changes envisage a host of innova-
tions to increase the efficiency of the public administration,
and to improve environmental efficiency in transport and en-
ergy infrastructure.

L Only government expenditure over which the government can exert an
influence is taken into account in the fiscal rule. That is the portion of
expenditure that is not tied to funding from the European budget, or to
specifically earmarked funding from the revenue side of the state budget.
Sources:

- Government of the Republic of Slovenia: Exit Strategy 2010-2013, Febru-
ary 2010

- Summary of ministry measures to overcome the crisis and revive the
economy (department-by-department review)

- Descriptions of departmental measures

by the Council of the EU. The available projections of
economic developments in the coming years suggest that
growth in revenues can be expected to remain low, par-
ticularly given government policy, which is not planning
any significant changes in the tax burden. The size of the
planned reduction in the budget deficit is therefore rela-
tively high, particularly given the rise in interest payments
caused by the rising debt.

Credible consolidation will be the key to maintaining
Slovenia’s favourable position on the sovereign debt
markets. Retaining confidence will depend on the suc-
cessful and timely implementation of the exit strategy.
This confidence is being reinforced by Slovenia’s credit
rating remaining unchanged. Similarly to the majority of
other euro area countries, the premiums of Slovenian
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government bonds over the benchmark declined in the
middle of last year and this year, having risen sharply in
late 2008 and early 2009. By reducing the premiums de-
manded on recently issued Slovenian government bonds,
the markets have also demonstrated their confidence in
the fiscal consolidation as announced.
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Figure 5.3: Mid-swap spread: Slovenian government bonds yield
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The main features of inflation in 2009 were the large fall in core inflation, and the significant fluctuation in the
contribution made by energy prices. Growth in the harmonised index of consumer prices stood at 0.9% in
2009, down 4.6 percentage points on 2008. The exceptional decline in aggregate demand and the trend of
declining growth in labour costs helped to reduce core inflation indicators from their high levels of 2008. By the
end of 2009, they were below the averages in the euro area. The most notable external factors were the base
effects of the significant fluctuation of oil prices in 2008, which caused a temporary year-on-year fall in prices

in the summer, as in the euro area overall.

Macroeconomic factors and core inflation
indicators

The trend of increasing core inflation reversed after
the second quarter of 2008 from the high levels re-
corded before the crisis as a result of the deteriora-
tion in the domestic macroeconomic environment. In
early 2010 certain core inflation indicators were even
showing a year-on-year fall in prices. Core inflation as
measured by the HICP excluding energy and unproc-
essed food stood at 2.6% in the first half of the year, and
at 1.2% in the second half of the year, and had fallen to
zero by February 2010. The fall in this measurement of
core inflation was slowed by growth in prices of proc-
essed food caused by rises in excise duties on alcohol
and tobacco. The narrowest core inflation indicator,
namely the HICP excluding energy, food, alcohol and
tobacco, was negative in early 2010, as was the widest
core inflation indicator, the HICP excluding energy. Since
the first half of 2008, the narrowest core inflation indicator
has fallen by a total of more than 4 percentage points,
and the widest even by close to 6 percentage points.
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Figure 6.1: Inflation
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After a period when all the core inflation indicators
were above those of the euro area, they have all been
lower since the second half of 2009, although core
inflation has also fallen in the euro area overall. This
is in line with the more pronounced inflation cycle in Slo-
venia, and the more pronounced reversal in the cycle and
sharper recession. All the indicators were more than
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2 percentage points higher than those of the euro area
overall in 2008, and more than 0.4 percentage points
higher in 2009. In February 2010 growth in the HICP ex-
cluding energy and unprocessed food was 0.8 percent-
age points lower than the corresponding figure for the
euro area overall, the narrowest indicator was 1.4 per-
centage points lower and the widest indicator was

Figure 6.2: Core inflation
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2010

Table 6.1: Breakdown of the HICP and price indicators

0.8 percentage points lower.

The rapid fall in core inflation was the result of the
large decline in aggregate demand and of the trend of
declining growth in labour costs. Lower household
consumption, particularly in the second half of 2009, has
restricted providers of goods and services in raising
prices. The decline in aggregate demand gave rise to a
negative output gap, excess production capacity and
downward pressure on prices. After the first half of last
year, when growth in unit labour costs was temporarily
extremely high because of the fall in GDP and productiv-
ity and the high wage growth in the public sector, unit
labour costs began to rapidly adjust downwards. Quar-
terly labour costs dynamics had already begun to decline
at the end of 2008. Growth in labour costs in the private
sector as measured by growth in the average gross wage
has fallen below 2.0% by the end of 2009, having ex-
ceeded 7.0% in the 2007 to 2008 period.

The increase in the nominal effective exchange rate
and real effective exchange rate, and the medium-
term trends on the money markets are acting to curb

average annual growth, % year-on-year growth in quarter, %

eréggt 2005 2006 2007 2008 2009  08Q4 09Q1 09Q2 09Q3 09Q4
HICP 100.0% 2.5 25 38 55 0.9 3.1 17 0.6 -0.2 14
Breakdown of HICP:
Energy 11.6% 11.9 85 34 9.4 4.5 -1.2 -6.6 -9.1 8.1 70
Food 21% 02 2.7 71 8.1 1.8 4.1 30 22 1.3 09
processed 15.0% 0.6 2.5 6.3 9.9 2.7 515 24 2.8 3.0 2.7
unprocessed 7.1% -08 3.1 8.7 4.6 0.0 1.5 42 0.9 2.2 -2.9
Other goods 312% -03 -09 03 22 0.0 25 19 0.8 0.8 -16
Services 3b.1% 33 35 49 5.3 32 4.7 41 35 3.0 24
Core inflation indicators
HICP excluding energy 88.4% 1.2 1.7 38 4.9 1.7 3.8 30 2.2 1.2 0.6
HICP excluding energy and unprocessed food 81.3% 13 15 34 5.0 1.9 4.0 29 2.3 15 09
HICP excluding energy, food, alcohol and tobacco 66.3% 1.5 iLE 2.7 3.8 1.7 &/ 3.0 2.2 1.2 05
Other price indicators:
Industrial producer prices on domestic market 2.8 2.4 515 5.6 0.4 4.2 15 -04 -1.5 -1.1
GDP deflator 1.6 2.1 42 3.8 1.9 85 39 2.5 0.7 0.8
Import prices’ 50 33 18 36 7.1 22 43 711 80 -83
Note: 1 National accounts figures.
Sources: SORS, Eurostat, Bank of Slovenia calculations
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price growth. The euro’s rise of 8.3% last year reduced
the pass-through of growth in US dollar prices of oil and
other primary commodities into corporate costs in the
euro area. The recent rise in the domestic currency has
also brought an additional downward adjustment in infla-
tion. The adverse economic situation and the financing
conditions led to exceptionally low growth in corporate
and household lending, which remains a limiting factor in
the medium-term dynamic in core inflation.

Microeconomic factors and the structure
of inflation

Energy prices fell by 4.5% last year, primarily as a
result of the oil price developments on global mar-
kets. The negative contribution made to inflation was the
result of prices of fuels and lubricants and prices of liquid
fuels, while the contribution made by electricity prices
was positive. The latter rose as a result of a government
measure to raise the price of the network charge and the
introduction of two new charges related to electricity at
the beginning of 2009. Higher growth in electricity prices
and a rise in excise duties on motor fuels were the two
main factors in Slovenia recording a smaller fall in energy
prices than the euro area overall, where it stood at 8.1%.

Figure 6.3: Energy prices
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Figure 6.4: Individual energy price categories
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The first ten months of 2009 all recorded a year-on-year
fall in energy prices alongside a monthly rise. The year-
on-year growth recorded in the final two months of 2009
made a significant contribution to the rise in year-on-year
inflation. The year-on-year fall in energy prices was larg-
est in July 2009, at 11.9%, but growth had reached
16.5% by the end of the year. This was primarily the re-
sult of changes in prices of Bent crude, which averaged a
year-on-year fall of 37%, but recorded year-on-year
growth of around 80% in December.

Figure 6.5: Food prices
year-on-year growth, %
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Figure 6.6: Services prices and prices of non-energy industrial
goods
year-on-year growth, %
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The slowdown in growth in food prices at the end of
2008 continued last year, partly as a result of the fall
in food prices and commodity prices on global mar-
kets, and partly as a result of the decline in domestic
demand. Growth in food prices stood at 1.8% last year,
down 6.3 percentage points on 2008, but 1.1 percentage
points higher than in the euro area overall. The main fac-
tor in growth in food prices was prices of processed food,
prices of unprocessed food having remained unchanged
overall during 2009. Prices of unprocessed food were still
rising during the first five months of 2009, but the fall that
followed deepened further in early 2010. The main factor
in the year-on-year dynamic in prices of unprocessed
food was the base effect of high growth in 2008.15 The
rise in excise duties on alcohol and tobacco in the first
half of 2009 acted to curb the decline in growth in prices
of processed food, despite low domestic demand.

Growth in services prices continued to slow in 2009,
the slowdown becoming prominent towards the end
of 2009 and in the early part of this year, when growth
in services prices fell below 2.0% for the first time
since August 2005. Growth in services prices stood at
3.2% last year, down 2.1 percentage points on the previ-
ous year. The main factors in the lower growth in services

Figure 6.7: Services prices
year-on-year growth, %
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prices were the sharp decline in growth in prices of hotel
and restaurant services, package holidays and passen-
ger air transport, and the fall in prices of telephone prod-
ucts and services. The adoption of a European Commis-
sion proposal to reduce hosting prices on mobile net-
works inside the EU was a factor in the fall in the latter.
Prices of passenger railway transport rose on the basis of
the plan for managing regulated prices. Healthcare prices
also rose, but prices of hospital services were unchanged

Figure 6.8: Prices of non-energy industrial goods

_ year-on-year growth, %

15 Prices of food commodities on the global market fell by 13% in 2009, having risen by 35.5% in 2008.
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from 2008. Within the municipal services segment, prices
of refuse disposal rose in early 2010. Growth in services
prices also declined last year in the euro area overall, but
significantly less than in Slovenia, by 0.6 percentage
points to 2.0%.

Year-on-year growth in non-energy industrial goods
was still above 2% at the beginning of 2009, but had
declined to around -3% by the first quarter of 2010.
Prices of non-energy industrial goods were unchanged
overall in Slovenia in 2009, but rose by 0.6% in the euro
area overall. The largest contribution to the decline in
growth in prices of non-energy industrial goods in 2009
came from prices of clothing and footwear, and car
prices. The latter have been falling since the end of 2004,
the fall averaging 5.7% last year. Prices of clothing fell by
1.2% last year, while prices of footwear fell by 0.2%. The
fall in prices seen in the second half of 2009 continued in
early 2010, when retailers made further cuts in prices of
clothing and footwear in seasonal sales. Prices of water
supply rose in November 2009 and February 2010 as a
result of upgrades and the introduction of new services in
line with the stricter supply standards and environmental
standards.

According to a report from the plan for managing
regulated prices issued by the government in Decem-
ber 2009, administered prices rose by 7.2% over the
first ten months of 2009. The main contribution to the
rise came from growth in retail prices of liquid fuels for
transport and heating, which rose by 17.9% over this pe-
riod. Prices of domestic passenger railway transport rose
by 3.9%, while prices of textbooks rose by around 2.6%.
Retail electricity prices for household consumers rose by
16.1%, while the RTV fee rose by 9.1% and road tolls
rose by 8.7%.
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Producer prices

Industrial producer prices fell by 0.4% last year on
the domestic market, and by 5.0% in the euro area
overall. The year-on-year fall has diminished in the
early part of this year, primarily as a result of rises in
commodity prices and prices of consumer non-
durables. The main factor in last year’s fall in industrial
producer prices on the domestic market was the develop-
ment in commodity prices.1s Prices of capital goods and

Figure 6.9: Breakdown of industrial producer prices on the
domestic market
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Figure 6.10: Industrial producer prices on the domestic market
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16 Primary commodity prices on the global market fell by 15.8% in 2009, having risen by 13.1% in 2008.
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consumer non-durables also fell. Energy prices rose by
6.8%. In the euro area energy prices fell as a result of
base effects in producer prices of refined petroleum prod-
ucts. The year-on-year change in Slovenia became posi-
tive in February 2010, primarily as a result of higher
monthly dynamics in producer prices of commodities,
beverages, and pharmaceutical raw materials and prepa-
rations.
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7 Projections of Economic Trends and Inflation
2010-2012%7

After the large decline in activity in 2009, the recovery of economic growth will be very gradual. GDP growth
will stand at 1.3% in 2010, but should rise to around 2.9% towards the end of the projection horizon. Given the
adverse trends on the labour market and the onset of fiscal consolidation, the contribution of domestic con-
sumption to economic growth will remain relatively small until 2012. Growth in foreign demand is expected to
be stronger than forecast in the autumn. Export growth will therefore be the strongest growth factor in the next
two years. Despite export growth outpacing import growth, a deterioration in the terms of trade means that the
current account deficit will widen slightly after 2011, but will remain moderate. Energy prices are expected to
be the main factor in this year’s inflation of 1.6%, core inflation remaining very low. Inflation is forecast to be
similar in 2011, and to rise to 2.0% in 2012.

The risks in the projections are balanced in relation to both GDP growth and inflation, but are significant and
manifold. The risks relating to growth primarily originate in the domestic environment. At the sectoral level,
there could be a continuation of the sharp decline in construction activity. Problems could occur with bank
lending activity. In the medium term, inadequate fiscal consolidation could hinder the financing of the public
sector. By contrast, the high quarterly dynamics in exports and investment in particular indicate the possibility
of a more rapid recovery. The risk in the inflation projection is that inflation will be higher, in connection with oil
prices. A stronger impact on core inflation from macroeconomic factors could result in lower inflation.

International environment and external  be higher than assumed in the autumn projections.
assumptions After the end of the stimulus measures and the partial
restocking of inventories, demand from global growth is
expected to slow slightly. The recovery of global eco-

nomic activity in 2010 is expected to be rather uneven,
with the major contribution from emerging Asian econo-

The improvement in the projections of economic
growth in the most important trading partners is an
indication that growth in foreign demand is likely to

17 The projections were made on the basis of available data and the statistical methodology applicable on 4 March 2010. The projections of mac-
roeconomic factors presented in this Price Stability Report are based on assumptions for movements in variables from the international environ-
ment and in certain domestic factors dependent on economic policy decisions. Assumptions regarding the movement of variables from the inter-
national environment are summarised from Consensus Forecasts and Eastern Europe Consensus Forecasts (February 2010), JP Morgan (Global
Data Watch, 20 February 2010), the OECD Outlook (November 2009) and IMF WEO Update (January 2010). The domestic factors under the
influence of economic policy and exogenously included in the forecasting process are public sector spending and investment, public sector
wages, the movement of administered prices and certain other variables of a fiscal nature. The assumptions used in the projections are not the
same as those used by the ESCB in its projections. For the relationship between the Bank of Slovenia projections and those of the ESCB, see the
annex in the April 2008 Price Stability Report.
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Figure 7.1: Changes in economic growth forecasts for 2010
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mies. Despite the anticipated temporary slowdown, the
assumed growth in foreign demand for this year is up
3.2 percentage points at 3.1%. The increase is based on
the improvement in the economic growth forecasts for
2010 for the majority of the most important trading part-
ners in the second half of last year. Consensus’s Febru-
ary forecast for GDP growth in Germany in 2010 is 1.7%,
up 1 percentage point on last August. The only country
among the major trading partners with a downward revi-
sion in GDP growth is Croatia, whose GDP growth fore-
cast for 2010 was down 0.2 percentage points at -0.3%.
Growth in foreign demand is forecast to be slightly higher
in 2011 and 2012, but still below the long-term average.

Figure 7.2: Primary commodity prices on global markets
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The markets expect oil prices to gradually rise, but
not to reach the high levels from before the economic
crisis. Growth in other commodity prices is expected
to be high this year, but will slow over the next two
years. In the early part of this year relatively high stocks
and low demand in developed economies held the oil
price below USD 75 per barrel, but in the remainder of
the projection horizon it is expected to rise slightly, given
the current price trends on futures markets. The assumed
price rise is thus in line with the expectations of a gradual
recovery of the global economy, particularly in certain fast
-growing and energy-intensive Asian countries. In 2010
the low basis from the first half of 2009 is expected to

Table 7.1: Assumptions regarding factors from the international environment

Assumptions
2010 2011 2012
2005 2006 2007 2008 2009 Apr A Apr A Apr A
annual growth, %, unless stated
Foreign demand* 44 86 73 22 -129 31 32 51 15 5.1
Oil (USD/barrel) 54 65 73 98 62 75 -4 80 -2 82
Non-oil commodities 116 290 171 97 -159 200 37 70 118 70
EMU inflation 22 22 21 33 03 12 00 15 05 19
PPI Germany 44 54 13 54 40 02 -07 18 -06 20

* Quantitative imports from basket of foreign partners

A: Difference between current projections and projections in September 2009 Price Stability Report
Sources: Bank of Slovenia, Eurostat, Consensus Forecasts, JP Morgan, OECD Outlook
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have an impact on growth in prices of other primary com-
modities, which is forecast to rise to 20%. In 2011 and
2012 growth in commaodity prices is expected to slow to a
level below the long-term average, which is in line with
the expectations that global economic growth will not
have reached its potential.

The forecasts by international institutions are pre-
dicting slightly higher inflation in the euro area and in
the US in 2010, primarily as a result of commodity
price developments, which will also contribute to
growth in producer prices. However, there is no expec-
tation of major changes in price pressures on inflation,
given the still-low growth in demand and the extensive
spare production capacity. Growth in labour costs is also
expected to remain weak, as a result of the adverse
situation on the labour market. Consensus’s forecast for
growth in labour costs in the euro area between 2010 and
2012 is 1.8%, the annual rate having averaged 2.8% over
the eight years before the crisis. Consensus is forecast-
ing average growth in labour costs of 1.9% for the US
over the same period, compared with an average of 3.4%
over the eight years before the crisis. Producer prices in
Germany will rise again in 2010 as a result of commodity
price increases, the rate approaching the long-term aver-
age in the period to 2012 as the economy recovers.

Domestic demand

Household consumption will only begin to increase
moderately in the next year, in line with the low
growth in disposable income and lower employment.
The anticipated continuation of the higher risk of loss of
employment and low growth in earnings from employ-
ment will act to curb household consumption. Total
wages are expected to decline in 2010 in real terms, and
consequently so is household consumption. Growth in
household consumption is not expected to rise slightly
until 2011, when employment is expected to rise again.
Such a projection of household consumption is also in
line with the relatively pessimistic consumer sentiment in
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early 2010. Some stimulus for household consumption
over the projection horizon could be provided by the rise
in the minimum wage, as it would affect people with rela-
tively high propensity to consume. However the rise in the
minimum wage could also cause a rise in unemployment
among the low-paid.

Growth in investment could be lower than 3% in the
next two years, depending on the sustainability of the
economic recovery and limiting factors, in particular
low profits in 2009, low utilisation of production ca-
pacity and problems in the construction sector. The
relatively high growth in investment at the end of 2009 is
expected to have slowed temporarily in the early part of
this year, partly as a result of the bad weather. The move-
ments in different categories of investment will vary
greatly, particularly in 2010. Having shown signs of rapid
growth in the second half of last year, investment in ma-
chinery and equipment could record slightly slower
growth this year. The slowdown in investment in machin-
ery and equipment is in line with the low level of capacity
utilisation and low profits in the past year. The renewal of
inventories can gradually be expected, these having de-
clined sharply last year, accounting for a significant por-
tion of the decline in gross investment. Conversely, the
uncertain situation on the real estate market indicates the
likely continuation of the decline in housebuilding. Non-
residential construction is expected to be limited by gov-
ernment saving measures. In line with these measures,
government investment over the 2010 to 2012 period is
expected to decline by slightly less than 2%. Higher
growth in investment can only be expected in 2012, when
GDP growth is also expected to increase.

Overall growth in government spending is expected
to be lower than 1% over the next three years, in line
with the requisite fiscal consolidation. The decline in
government spending at the end of last year has already
indicated how government spending will develop. Janu-
ary’s update to the Stability Programme also envisages
an increase in savings in the future. As far as government
spending is concerned, the action will involve wage-
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related measures, job cuts in the government sector and
savings in material costs, as stated in Box 5.2.

GDP growth and developments on the
labour market

The increase in economic activity will be very grad-
ual. The projection for GDP growth is down slightly
on September 2009 at 1.3% in 2010 and 1.8% in 2011,

Figure 7.3: GDP growth projections
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Table 7.2: Activity, employment and wages

before a rise to around 3% in 2012. The main factor in
the slight downward revision since September, of
0.3 percentage points for 2010, was low growth at the
end of last year. Given that last year's growth has failed
to be carried over to this year, the trend of increase in
activity until the end of the projection horizon will be slow.
In the first half of the year there is even likely to be a tem-
porary decline in the current rate of growth, as a result of
slower growth in investment and foreign demand. GDP
growth in Slovenia is expected to outpace projected GDP
growth in the euro area by less than 1 percentage point.
The projected GDP growth over the projection horizon will
not compensate for the sharp decline in activity in late
2008 and early 2009. It is even possible that the level of
GDP at the end of 2012 could be lower than before the
outbreak of the crisis.

Economic growth will initially be based primarily on
foreign demand, followed by a gradual increase in the
contribution made by domestic consumption. To-
gether with inventories, the projected decline in domestic
demand will again make a negative contribution to GDP
growth this year. The contribution will then become posi-
tive, and rising. Exports too are projected to see a tempo-
rary decline in the current high growth, then more stable

Projections

2010 2011 2012
2005 2006 2007 2008 2009 Apr A Apr A Apr A
real growth, %
GDP 45 58 68 35 -78 13 03 18 01 29
Employment 01 15 29 29 22 23 03 -01 03 03
Compensation per employee 60 54 66 72 26 17 0.7 27 09 34
Productivity 45 43 37 07 57 37 06 19 -02 26
ULC (nominal) 15 10 28 65 89 -19 13 08 07 08
Contribution to GDP growth percentage points
Domestic demand, excluding change in inventories 32 49 68 43 66 05 -14 11 -06 27
Net exports 22 01 -20 -001 22 14 22 06 07 02
Inventories 08 08 19 -07 -35 -07 -12 02 01 00

A: Difference between current projections and projections in September 2009 Price Stability Report

Sources: SORS, Bank of Slovenia
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Figure 7.4: Contributions of spending components to GDP growth
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growth in line with growth in foreign demand. Moderate
domestic consumption means that export growth will out-
pace import growth. The contribution made to economic
growth by net trade will therefore remain positive, but will
gradually decline when growth in domestic consumption
recovers.

Having fallen in 2009 in almost all sectors, value-
added developments in 2010 will show great variation
in different sectors. Value-added is primarily expected
to increase in export-oriented manufacturing. In the short
term a large improvement can also be expected in ser-
vice sectors more dependent on the foreign economic
developments, such as transportation. By contrast, after
a sharp decline last year, activity in the construction sec-

Table 7.3: Components of domestic demand
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tor could continue to decline, and value-added could fall
by 5% to 10%. One factor in this is the effect of the nega-
tive current dynamic in the sector from the end of last
year being carried over to 2010.

Employment will fall again in 2010, as a result of the
usual lag in the adjustment to the economic activity
cycle. The surveyed unemployment rate could ex-
ceed 8%, peaking in 2011. September's forecasts of a
large fall in employment in manufacturing are being mate-
rialised. The further fall is expected in 2010, as a result of
bankruptcies and labour cost rationalisation. The largest
fall in employment is likely to be in construction, primarily
through lay-offs of foreign workers. Employment is pro-
jected to fall by 2.3% in 2010, in the context of these
movements and weak activity in certain service sectors,
which is expected to be followed by very gradual growth
in employment. The surveyed unemployment rate is ex-
pected to exceed 7.5% this year. It will peak in early
2011, and will only record a small fall in 2012.

The pace of economic recovery and the rise in the
minimum wage will be major factors in the movement
of wages. The government saving measures will curb
wage growth in the public sector. Growth in the aver-
age wage is forecast at 1.7% in 2010, 2.7% in 2011 and
3.4% in 2012. This projection takes account of the effects
of the law adopted in March that envisages a raise in the
minimum wage to EUR 562 per month. This will primarily
affect wage growth in the private sector, where the pro-

Projections

2010 2011 2012
2005 2006 2007 2008 2009 Apr A Apr A Apr A
real growth, %
Domestic demand 24 57 87 35 99 02 -26 13 -05 27
Private consumption 28 29 67 21 -14 04 00 07 -15 19
Government spending 34 40 07 62 31 05 04 00 -06 03
Gross fixed capital formation 37 99 117 77 -216 26 58 29 1.1 6.4

A: Difference between current projections and projections in September 2009 Price Stability Report

Sources: SORS, Bank of Slovenia
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portion of minimum-wage employees is higher. The law
allows employers to gradually raise the minimum wage.
Growth in average wages will also be faster because of
changes in the workforce structure as it is primarily low-
paid workers who are being laid off. Wages are expected
to be adjusted in line with inflation and productivity
growth. Wages in the private sector are forecast to rise by
around 1.5% in 2010, and by more than 3% in 2012.
Wages in the public sector are adjusted for inflation in
line with the collective agreement. Given the economic
situation, the government and the public sector unions
have agreed to defer the final introduction of the new
wage system, which would significantly raise wages in
the public sector. The third phase has been postponed
until October 2010, and the fourth to October 2011. How-
ever, in line with the Stability Programme and the govern-
ment's exit strategy, in 2010 and 2011 there will be addi-
tional wage-related saving measures, and the agreed
waiver of performance bonuses will be enforced. Accord-
ing to these assumptions, growth in the average wage in
the public sector will stand at 1.9% in 2010, while after-
wards it will be similar to that in the private sector.

Foreign trade

The current account deficit is expected to narrow
slightly this year, and is then expected to gradually
Table 7.4: Current account

widen, primarily as a result of less favourable terms
of trade. In 2012 it may exceed 2% of GDP. The higher
growth in volume terms in exports of merchandise and
services than in imports will make a positive contribution
to the current account position. The unfavourable terms
of trade will therefore account for almost all of the in-
crease in the deficit. The terms of trade are expected to
deteriorate by more than 4% overall in the period to 2012,
as a result of higher commodity prices, the largest dete-
rioration being recorded this year as a result of base ef-
fects from 2009. The deficit in factor income will increase
as a result of the gradual rise in interest rates expected
by the financial markets. The balance of receipts and
expenditure related to the EU budget is expected to re-
cord a small net surplus, while other official transfers are
expected to record a small net deficit.

Foreign trade will gradually increase. The merchan-
dise trade deficit is expected to double by 2012, while
the surplus of trade in services is expected to in-
crease. The merchandise trade deficit is forecast to in-
crease from 1.8% of GDP in 2009 to around 3% in 2012.
The unfavourable terms of trade will contribute the major-
ity of the increase in the merchandise trade deficit, in the
context of a positive contribution by volumes. The bal-
ance of trade in services is forecast to remain in surplus
over the projection horizon, rising from 2.9% of GDP in
2009 to just under 4% of GDP in 2012. After falling in

Projections
2010 2011 2012
2005 2006 2007 2008 2009 Apr A Apr A Apr A
Exports of merchandise and services 106 125 137 29 -156 5.1 31 6.0 2.0 6.7
Imports of merchandise and services 6.6 122 163 29 -179 30 -03 53 12 6.5
Current account: EUR hillion 05 -08 -16 -23 03 -02 10 05 09 -09
as % GDP -7 25 -48 -62 -10 05 27 -14 25 23
Terms of trade* 20 05 06 -19 43 -26 -7 -10 06 -08

* Based on national accounts deflators

A: Difference between current projections and projections in September 2009 Price Stability Report

Sources: SORS, Bank of Slovenia

Projections of Economic Trends and Inflation 2010-2012

66

PRICE STABILITY REPORT



Figure 7.5: Currentaccount
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2009, trade in services is expected to grow in the next
years, and is expected to again outpace growth in mer-
chandise trade from 2011. The gradual growth in eco-
nomic activity and the increase in foreign demand are
expected to result in an increase in trade in services re-
lated to merchandise trade, primarily transport services
as well as business and technical services. As a result of
the problems in the construction sector, revenues and
expenditure from investment work are expected to de-
cline in the coming years, while the gradual recovery of
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activity in Slovenia’s most important trading partners is
expected to lead to an increase in tourism revenues.

The deficit in factor income is expected to decline in
2010 to around 1.5% of GDP, and then to double by
the end of the projection horizon, primarily as a result
of the increase in the deficit in capital income. Rela-
tively low interest rates are also expected to reduce the
net outflows of factor income in 2010. The main factors in
the decline in the deficit in capital income in 2010 are
expected to be the decline in interest payments and the
decline in expenditure on dividends and distributed earn-
ings, while reinvested earnings are expected to remain at
around EUR 200 million. With the gradual re-
establishment of employment growth and the simultane-
ous anticipated rise in interest rates, net outflows of factor
income are expected to rise again in the next years. An-
other factor in the increase in the deficit in factor income
is the decline in net income from investments invested in
foreign debt securities. At the end of 2008 the stock of
these investments was more than twice in excess of the
stock of inward investments in domestic debt securities.
This ratio had declined to 1.24 by the end of 2009, as a
result of government and bank borrowing via bond issues
on foreign markets. Given the continuation of government
borrowing in the coming years, this ratio is expected to
decline slightly further. As a result of the fall in employ-
ment of foreign workers, net inflows of labour income this
year and next year are expected to stand at around 0.2%
of GDP.

Inflation

Inflation is expected to stand at 1.6% in 2010, but af-
ter a small temporary fall 2011, it is expected to rise
again to around 2% until 2012. Core inflation is fore-
cast to be exceptionally low this year. The inflation
projections for 2010 are slightly higher than the Septem-
ber projections, primarily as a result of the effect of en-
ergy prices, but are lower for 2011 as a result of the con-
sequent base effect. Low domestic demand and the
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Figure 7.7: Inflation projections
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situation on the labour market, which are preventing cost
pressure on inflation, will be factors in the very low core
inflation. Growth in the HICP excluding energy, food alco-
hol and tobacco is expected to be negative in the first half
of the year, and is forecast at -0.4% for 2010. Core infla-
tion measured in this way is forecast to rise to 0.8% in
2011 and 1.7% in 2012. Other indicators of core inflation
are also expected to move similarly.

According to the price index breakdown, the high

Table 7.5: Inflation

Figure 7.8: Contributions of components to inflation
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contribution made by energy prices will stand out in
the short term, while prices of non-energy goods
could fall by more than forecast in the previous pro-
jection. In line with the rise in oil prices and the assumed
rise of around 3.5% in electricity prices, growth in energy
prices is forecast at 10.8% this year, but is expected to
decline to just over 2% in the next two years. Growth in
food prices is forecast at 2.0% this year, and is expected
to rise to 2.2% in 2011, remaining at that level in 2012.
Growth in food prices is expected to be slightly higher

Projections

2010 2011 2012
2005 2006 2007 2008 2009 Apr A Apr A Apr A
average annual growth, %
Consumer prices (HICP) 25 25 38 55 09 16 01 14 03 20
food 02 27 71 81 18 20 01 22 02 22
energy 119 85 34 94 45 108 72 30 20 25
other goods 03 09 03 22 00 -28 -19 09 -12 09
services 33 35 49 53 32 18 05 21 05 23
Core inflation indicators (HICP)
excluding energy prices 12 17 38 49 17 02 -09 12 -05 18
excluding energy and unprocessed food prices 13 15 34 50 19 02 -12 11 -07 19
excluding energy, food, alcohol and tobacco prices 1.5 13 27 38 17 -04 -13 08 -08 17
A: Difference between current projections and projections in September 2009 Price Stability Report
Sources: SORS, Bank of Slovenia
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relative to the previous projections, as a result of higher
prices of unprocessed food. The main factor in this is the
assumed growth in food prices on the global market,
which is higher than in the previous projections. In line
with core inflation factors, services prices are forecast to
average annual growth of around 2% over the projection
horizon, while prices of non-energy industrial goods are
forecast to fall by around 0.9% each year.

The plan for managing administered prices for 2010
and 2011, which was adopted by the government in
December 2009, reveals the small contribution made
to inflation by these prices. Administered prices are
expected to contribute 0.34 percentage points towards
inflation this year, of which the rise in excise duties on
tobacco will account for 0.25 percentage points. The con-
tribution is expected to be slightly lower in 2011. Growth
in other administered prices in both years is expected to
move in line with growth in non-administered prices, as
envisaged in the plan for managing regulated prices for
2010 and 2011. The weight of administered prices in the
overall HICP is relatively small, at just under 6%, but the
possibility of these prices having demonstration effects
on the formation of non-administered prices and inflation-
ary expectations should be taken into account.

BANKA SLOVENIIE
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Risks and uncertainties

In the short term, problems in the construction sector
are at the forefront of the domestic economic envi-
ronment, and their continuation in 2010 entails a risk
to investment, GDP growth and employment. The
large decline in demand for real estate has not yet been
reflected in a fall in real estate prices. The reduced de-
mand is to a great extent the result of a decline in the
expected income, and thus the purchasing power, of the
private sector. Excessive prices mean that potential buy-
ers are waiting for them to fall, which is further reducing
volume of transactions. However, inadequate sales are
putting certain construction companies into liquidity diffi-
culties. Increasing defaults or arrears could cause con-
struction companies to fail, reducing employment in the
sector. The simulation in Box 7.1 indicates that a con-
tinuation this year of the decline in construction activity at
the same pace as in 2009 would reduce economic growth
to merely around 0.5%, employment falling by an addi-
tional 15,000.

On the labour market, a sustained rise in unemploy-
ment represents an increasing risk. An economic
recovery without a rise in employment would cause a
significant loss to the economy’s potential output.
Structural unemployment could be raised by the discrep-

Table 7.6: Direct impact on inflation of government measures in 2010 and 2011

Impact on HICP  Impact on HICP

in 2010, in 2011,
Measure Change
percentage percentage

points points
— Changes in prices of selected textbooks average price increase of 2.3% - 0.009
— Changes in prices of railway tickets average price increase of 6.0% 0.012 0.012
- Elanned increase in contribution to mandatory reserves of increase in contribution of 10% 0.000 0.000
refined petroleum products
- (?hange in contribution for renewable energy resources and increase in final electricity price of 3.5% 0.080
reliable supply of domestic resources
— Change in excise duties on tobacco average increase In z??z/s of tobacco products 0.250 0.250

0
Total impact on inflation 0.342 0.271

Source: Plan for managing regulated prices in 2010 and 2011
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ancy between a workforce trained for a specific sector
and the need for a change, probably at least in part, in
the structure of the economy. Because the crisis has hit
different sectors in divergent ways, the proportions of
value-added accounted for by different sectors may be
changing permanently. At the same time lay-offs could
rise after the government measures to limit lay-offs in the
crisis situation cease to be in effect. The key to the em-
ployment dynamic will be corporate competitiveness,
particularly in relation to growth in labour costs relative to
productivity growth. The crisis situation requires consider-
able adjustments in this area. These adjustments have to
a great extent already been built into the baseline projec-
tion of economic trends. Should growth in labour costs be
higher, the chances of a fall in unemployment would di-
minish. Here it should be noted that the baseline projec-
tion does not envisage the (immediate) rise in the mini-
mum wage leading to a rise in the wages of other em-
ployees (Box 2.2). A sustained rise in unemployment
could also further depress household consumption, and
thereby the contribution made to economic growth by
domestic demand. Sustained unemployment could also
lead to a sharp deterioration in human capital, thereby
permanently reducing the potential output of the econ-
omy.

A further decline in bank borrowings and stricter
credit standards could cause additional problems in
financing. Growth in loans would be reduced by the
supply side. Demand for loans is dependent on the de-
mand determined by economic activity or investment, and
growth in loans can therefore be expected to remain low
in the future. Given the relatively high level of household
and corporate indebtedness, the reduction of borrowing
in both sectors could lead to lower private sector con-
sumption. However, loans could be further reduced be-
cause of the supply side. There, the risks are primarily
related to the banking system’s ability to obtain funding
and to secure adequate capital for loans. The difficulties
here are being caused by the decline in bank indebted-

ness, and stricter credit standards. In the current uncer-
tain situation the banks are becoming more prudent, are
demanding larger collateral for new loans and are stricter
in evaluating the quality of clients when approving loans.
Surveys show that credit standards in the euro area could
tighten in the early part of this year, in contrast to the
trends in the last year.!8 In this situation on the financial
markets, it is SMEs in particular that could have problems
with financing, as they lack the access to other financial
resources. The issue of government guarantees, and
future borrowing by the government, the funds then being
deposited with commercial banks, could therefore be
beneficial measures to improve corporate liquidity.

The insufficient or non-credible consolidation of pub-
lic finances could raise the cost of government bor-
rowing, and in the longer term could commit financial
resources to the public sector that could be used by
the private sector. The most likely cause of a rise in the
premiums on government bonds, entailing costlier gov-
ernment borrowing, would be the lack of credibility in a
fiscal consolidation that does not adequately reduce the
general government deficit. As a result of the rise in pub-
lic debt, the general government position will become
increasingly sensitive to changes in financing costs (Box
5.1). At the same time Slovenia is one of 13 EU Member
States with a large risk of a long-term rise in expenditure
on pensions and health related to an aging population.
The timely restructuring of the social security system is
therefore the key to maintaining confidence in the long-
term sustainability of public finances.

The renewal of inventories, a fall in uncertainty, and
investment in infrastructure could all lead to faster
growth, particularly via accelerated investment.
Faster renewal of inventories could give impetus to eco-
nomic activity even in the short term. The renewal of in-
ventories has contributed strongly to the recovery of
growth in the majority of the euro area countries. A faster
improvement in confidence indicators could also have an

18 Bank Lending Survey, January 2010.
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Box 7.1: Model simulation of certain risks

Continued high growth in exports and investment: The
seasonally adjusted SORS figures show high quarterly dy-
namics in exports and investment in the second half of 2009.
Tables 1 and 2 illustrate the macroeconomic effects that
would occur were the high dynamics of growth in exports and
investment not to decline as sharply in 2010 as in the base-
line projection, growth instead gradually reaching the rate
forecast for the first quarter of 2011. Investment would also
respond to higher export growth, employment would rise, and
the current account deficit would narrow. Inflation would be
slightly higher, by an average of around 0.2 percentage points
above the baseline scenario over the projection horizon.
Given the smaller proportion of GDP accounted for by invest-
ment, the impact of growth in investment on GDP growth
would be smaller than the impact of growth in exports. In
contrast to the simulation of higher export growth, the current
account deficit would widen as a result of increased domestic
demand. The model estimates show that were the growth
dynamics in exports and investment to remain at the level
seen in the second half of 2009, GDP growth would stand at
between 2% and 3% in 2010, and more than 3% in 2011.

Continued rapid decline in construction activity: The
simulation assumes that value-added in construction declines
by 5% in each quarter of 2010. This entails a continuation of
the negative dynamics seen in 2009, and a decline in value-
added in construction of 15% to 20% in 2010, instead of the
decline of just over 5% in the baseline projection. Because
construction is a sector of above-average labour intensity, in
the simulation employment contracts additionally in proportion
to the decline in activity. GDP growth in the first year of the
shock stands at just 0.5% approximately. A large portion of

impact on household consumption, and even more on
investment. The volume of investment could also be in-
creased by additional investment in infrastructure. In the
energy sector the main examples of such projects are the
construction of Block 6 at Sostanj power station
(construction is projected to start in 2010, with a project
value of more than EUR 1 hillion), and the possible start
of construction of a second block at KrSko nuclear power
station. Additional investment related to the overhaul of
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the decline in investment, and thus in domestic demand,
would be reflected in smaller imports, and the current account
deficit would therefore narrow. The fall in employment would
deepen further in 2010 to 3%, employment thus falling by an
extra 15,000.

Table 1: Sustained current export growth

2010 2011 2012

deviation in growth; for current account, deviation in ratio to GDP; p.p.
GDP 0.8 12 0.4
Employment 0.2 04 0.3
Current account 0.5 1.0 0.9

Source: Bank of Slovenia

Table 2: Sustained current investment growth

2010 2011 2012

deviation in growth; for current account, deviation in ratio to GDP; p.p.
GDP 0.3 05 0.2
Employment 0.1 0.2 0.1
Current account -0.5 -1.0 -1.1

Source: Bank of Slovenia

Table 3: Continuation of contraction in construction

2010 2011 2012

deviation in growth; for current account, deviation in ratio to GDP; p.p.
GDP 038 0.1 0.1
Employment -1.0 -0.6 0.0
Current account 14 0.6 0.8

Source: Bank of Slovenia

road and railway infrastructure is also possible. The con-
siderable slack in the economy could raise the possibility
of higher output. The majority of these factors would have
an impact on economic growth via faster investment ac-
tivity. An indication of this is given by their relatively high
current rates of growth in the second half of 2009. For
this reason the simulation in Box 7.1 illustrates the mac-
roeconomic effects of a continuation of the present high
current rate of growth in gross investment.
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Table 7.7: Comparison of forecasts for Slovenia, and change from previous forecasts

o GDP Inflation Current account
Publlcatlo_n of annual growth, % annual average, % as % GDP
nem/fer::;f“s 2010 2011 2010 2011 2010 2011
new ‘ A |new A |new | A |new ‘ A |new A |new A

Bank of Slovenia Apr 10/ Sep 09 13 -03 1.8 01|16 01 14 -03)|-05 27 -14 25
EIPF Mar 10/ Sep 09 17 07 3.3 16 03 16 .. | -16 11 24 ..
IMAD Apr 10/ Sep 09 06 -03 24 01|13 -02 16 09| -18 -18 -30 -31
Consensus Forecasts Mar 10/ Sep 09 10 04 2.4 -03 |18 -03 23 00 |-18 04 -23
European Commission Nov 09/ Mar 09 13 06 2.0 1.7 -03 20 . | 02 42 -06 ..
IMF Oct 09 / Mar 09 06 -08 38 01|15 00 23 00 |-47 03 -50 04
OECD Nov 09/ Jun 09 27 20 3.0 1.1 -05 27

A: difference between current and previous projections, percentage points
Sources: Bank of Slovenia, EIPF, IMAD, IMF, European Commission, Consensus Economic Forecasts, OECD; Bank of Slovenia calculations

The likelihood of a double-dip recession in the devel-
oped economies having receded, the uncertainty sur-
rounding foreign demand primarily relates to central
and south-eastern Europe. The dynamic of export activ-
ity in Slovenia’s developed trading partners is to a great
extent being currently determined by import demand, in
particular from emerging Asian economies. They are sub-
ject to very similar risks to the Slovenian economy, and
the rise in domestic demand in these countries will be
gradual, but relatively stable. Forecasts of import growth
in these countries have recently been raised. The risk
remains a possible decline in demand from the countries
of central and south-eastern Europe. This risk could be-
come even more pronounced should there be a lack of
credible measures in the area of fiscal consolidation, as
these countries are often heavily indebted. On the finan-
cial markets the premiums on bonds in some of these
countries have already risen sharply. The high current
growth in exports is expected to temporarily decline under
the baseline scenario, in line with demand from the inter-
national environment and the temporary factors already
described. The simulation in Box 7.1 illustrates the mac-
roeconomic effects of a continuation of the current good
economic momentum, or the non-realisation of a decline
in export growth.

The risks relating to the inflation projections are bal-
anced. A sharp fall is possible given the adverse
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macroeconomic situation, while the risk of higher
price growth is primarily related to oil prices. Increas-
ing deviations in economic growth could lead to inflation
deviating from the baseline projection. However, the cur-
rent core inflation rate is zero, or even negative, depend-
ing on the indicator. This could mean that adverse macro-
economic factors could be more strongly reflected in
downward price adjustments. Inflationary pressures from
the international environment will to a great extent be
determined by the commaodity price dynamics. A fall in the
euro could also contribute to growth in euro prices of
commodities. The medium-term risks include the possible
additional effects of fiscal consolidation in the area of
excise duties, other indirect taxes or administered prices.
Local authorities are also facing a deficit, which could
raise prices of municipal services. The cost pressures
could also be increased by the recent rise in the minimum
wage, particularly if demands arise for relative adjust-
ments in the wages of other employees (Box 2.2). The
chance of this occurring is less likely in the crisis situa-
tion, but it could arise as a risk when the economic situa-
tion improves.
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