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Abbreviations used in the Price Stability Report

AJPES Agency of the Republic of Slovenia for Public Legal Records and Related Services
bps basis points

BRIC Brazil, Russia, India and China

CNY Chinese yuan renminbi

CPI consumer price index

DF deposit facility at the ECB

EA euro area

ECB European Central Bank

EFSF European Financial Stability Facility

EIB European Investment Bank

EMU Economic and Monetary Union

Eonia Euro OverNight Index Average

ESA 95 European System of Accounts (1995)

ESCB European System of Central Banks

ESM European Stability Mechanism

EU European Union

EUR euro

Euribor Euro Interbank Offered Rate

Eurostat Statistical Office of the European Communities
Fed Federal Reserve

FRED Federal Reserve Economic Data

GBP pound sterling

GDP gross domestic product

H half of the year

HICP harmonised index of consumer prices

hi hectolitre

HRK Croatian kuna

HSE Holding Slovenske elektrarne

HUF Hungarian forint

IMAD Institute of Macroeconomic Analysis and Development of the Republic of Slovenia
IMF International Monetary Fund

JPY Japanese yen

LNRs liabilities to non-euro-area residents denominated in euros
LTRO longer-term refinancing operation

MFls monetary financial institutions

MIP Macroeconomic Imbalance Procedure

MLF marginal lending facility at the ECB

MRO main refinancing operation

NACE standard classification of economic activities
NFCs non-financial corporations

NLB Nova Ljubljanska banka d.d.

NPISH non-profit institutions serving households
OECD Organisation for Economic Cooperation and Development
p.p. percentage points

PMI purchasing managers’ index
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Executive Summary

The decline in economic growth in the euro area and the worsened expectations for next year have significantly reduced
growth in Slovenia’s exports. At the same time, the government has gradually been losing credibility on the international finan-
cial markets since the middle of 2011, as a result of which it is increasingly difficult to obtain foreign financing. There can
therefore be no further delay in fiscal consolidation and reforms to ensure the long-term sustainability of the public finances. In
the short term, this will further depress demand, which has already been declining as a result of low confidence and high un-
certainty, a decline in consumer purchasing power, and balance sheet adjustments of banks and corporates. Under these
conditions, economic activity is expected to decline by almost 2% this year, and growth is not expected to resume until 2014.
Although the deterioration in the economic situation is significantly smaller than in the first wave of the crisis, unemployment
will rise further. By contrast, the baseline scenario of the projections envisages a significant improvement in certain key macro-
economic imbalances: a narrowing of the general government deficit from 6.4% of GDP last year to 1.5% in 2014, and an in-
crease in the current account surplus to around 4% of GDP. In the second half of 2012, inflation has risen due to certain one-
off effects and a rise in energy and food prices, while core inflation has remained low as a result of the decline in domestic
consumption. Inflation is expected to fall to around 2%, partly as a result of the worsening macroeconomic situation.

* * *

In the first half of the year, global economic growth declined, inflationary pressures eased, while the uncertainty surrounding
the fiscal position in certain euro area countries increased. In recent months, the economic outlook for 2013 has also deterio-
rated for the euro area in particular, as unemployment remains high and the confidence indicators remain unfavourable. The
majority of central banks in the developed economies have therefore continued to pursue a stimulative monetary policy via low
interest rates and the introduction of additional non-standard measures. In the summer, oil and food prices rose significantly
again, which increased price pressures in the euro area in particular due to the depreciation of the euro.

In the second quarter of this year, economic situation in Slovenia deteriorated sharply. Final household consumption fell in the
first half of the year as a result of a rapid decline in the real wage bill and social transfers, and a decline in confidence as the
fiscal consolidation measures were announced. The latter also accelerated the decline in final government consumption. In an
environment of weak demand and difficult access to financing, investment in capital expenditure and in inventories is continu-
ing to decline. The value-added indicators reveal that the adverse developments have spread to all segments of the private
sector; only in industry did quarterly growth remain positive, albeit low, in line with exports. The economic situation accelerated
the fall in employment, while the number of vacancies also fell significantly. The almost unchanged registered unemployment
rate is a reflection of increased outflows into inactivity, and of certain administrative measures. In June, the entry into force of
the Fiscal Balance Act brought a decline in public sector wages. Real wages in the private sector are also declining, influenced
by adverse developments on the labour market.

Having recorded a balanced position in 2011, the current account of the balance of payments recorded a surplus of 0.8% of
GDP in the first seven months of this year. Due to falling domestic demand, real growth in imports of goods and services has
been significantly outpaced by export growth since the second half of last year. Non-EU countries account for an increasing
proportion of exports. With current transfers recording a balanced position, it is the deficit in factor income that is curbing an
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increase in the current account surplus. The harmonised indicators suggest a gradual improvement in competitiveness, pri-
marily as a result of the depreciation of the euro.

In the first half of the year, the continuing decline in investment, partly as a result of deleveraging of corporates, and the in-
creasingly significant limiting factors on the loan supply side brought a decline in the stock of corporate loans. Corporates
partly replaced the decline in domestic financing with foreign resources, primarily FDI, while the export-oriented sectors also
made use of loans from the rest of the world. In the first half of the year, growth in loans to households also declined signifi-
cantly. The stock of loans to households has even declined in recent months, most notably consumer loans. The restructuring
of bank funding proceeded in the direction of an increase of the deposits of households and OFls and an increase in ECB
funding. Borrowing at foreign banks, funding via debt securities and government deposits have been declining.

During the first nine months of the year, year-on-year inflation averaged 2.7%, higher than the euro area average, but there
were differences in its structure. In the last two years, growth in energy and food prices in Slovenia has outpaced the corre-
sponding growth in the euro area, but growth in prices of services and non-energy industrial goods has been much lower.
Core inflation in Slovenia has thus been lower than the euro area average for three years now. Low core inflation is a reflec-
tion of lower demand, and the restrictions on wages as a result of the need to improve the competitiveness of the economy. In
recent months, the rise in inflation is primarily a reflection of external and one-off factors: higher euro oil prices, prices of sea-
sonal food, rises in prices of certain public services, most notably school meals, and rises in excise duties.

The projections indicate a decline in GDP of slightly less than 2% this year, with growth not expected to resume until 2014.
The downward revision in the projections is primarily the result of a renewed deterioration in the international environment and
the anticipated fiscal consolidation at home. Henceforth, weak domestic demand will not be merely a reflection of low invest-
ment activity, but also reduced household and government consumption.* At the same time, growth in exports will be low,
given the projected slowdown in the international environment. Nevertheless, the contribution made by net trade is expected to
be higher than in previous projections, as a result of the projected additional decline in domestic demand, which will lead to a
fall in imports. This is also evident from the current account projection, where the surplus is expected to increase to around 4%
of GDP. After rising temporarily in 2012, inflation is expected to fall to around 2% in the coming years. The main factors in the
higher projection for this year’s inflation are high energy and food prices on global markets, and certain one-off effects related
to fiscal consolidation, while core inflation will remain low as a result of the adverse macroeconomic situation.

The risks in the GDP growth projections remain high and tilted to the downside. The risk in relation to foreign demand remains
high, as a result of the uncertainty on the sovereign debt markets and the need for additional fiscal consolidation measures in
the EU. There are also significant uncertainties surrounding domestic risk factors. The effects of a relatively extensive fiscal
consolidation are difficult to predict, and some of the measures to achieve the planned reduction in the deficit have not yet
been defined. At the same time, the funding situation remains considerably uncertain, primarily as a result of the difficulties in
borrowing from the rest of the world. Deteriorating labour market situation would increase the chances of a further rise in struc-
tural unemployment and the related social problems, a loss of human capital and additional government expenditure. The risks
surrounding inflation remain balanced, and similar to those in previous projections. The risks associated with higher energy
and food prices have been assessed as slightly higher this time. The risks of higher inflation relate to possible additional
measures in fiscal consolidation, and to price rises in sectors with a lower level of competition. A larger fall in domestic de-
mand and larger adjustments in the economy via reductions in labour costs could lead to lower core inflation.

" Fiscal policy has not created adequate buffers in times of high growth when it acted in a pro-cyclical manner instead of being counter-cyclical.
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The commitments in the Stability and Growth Pact are dictating a rapid reduction in the general government deficit. Despite
the adverse consequences for demand and economic activity in the short term, fiscal consolidation is a vital prerequisite in
preventing further sovereign downgradings and in enabling normal access to funding on the financial markets by the public
and private sectors. The government's plan to cut the general government deficit by around 5% of GDP by 2014 has been
taken into account in these projections. Given the political instability, achieving a basic consensus between the key political
and social partners will be decisive in establishing a sustainable and thus credible fiscal consolidation. Adequate social secu-
rity must also be ensured. Given the limited possibilities of economic growth in the medium term, high unemployment and a
lack of confidence in the economy and among consumers, the use of measures with a smaller adverse impact on demand and
economic growth could be applied to a greater extent. This entails at least the temporary use of measures on the revenue side
of the budget, and less the reduction in government consumption, investment and public sector employment. Cutting the defi-
cit should also be based on the continued adjustment of public sector wages and social transfers, where the situation permits.
Reform of the pension system remains vital to ensuring the long-term sustainable financing of the public sector, while the
same stands for health system reform, which must also contribute to increased efficiency in this part of the public sector.

The baseline scenario envisages rapid establishment of balanced public finances and a relatively large surplus in the external
position, but rising unemployment will be an increasing problem. The increased uncertainty surrounding employment is also a
major factor in the low level of domestic consumption, as unemployment is the largest risk to household income. Holding wage
growth below productivity growth will be essential to reducing unemployment in the medium term. Here it will be necessary to
improve the links between individuals’ pay and their contributions to the performance of public sector businesses and institu-
tions, and to allow wages to rise where this is necessary to ensure the requisite level of expertise and professionalism. The
right wage policy would increase the competitiveness of the economy, and thus output and employment over the medium
term. Increased competitiveness would also allow companies to reinforce their capital strength, generate their own resources
for financing and to gain easier access to external financial resources.

In guiding bank recapitalisation activities and bank supervision, the Bank of Slovenia is attending to the gradual strengthening
of the banking system, in line with the guidelines of the European Banking Authority. The ability to roll over or obtain new fund-
ing in the rest of the world — which in the form of loans from foreign banks and issued securities accounts for over a fifth of the
banking system’s total balance sheet — depends on the capital strength of the individual bank, but is also strongly dependent
on the sovereign credit rating. Strengthening the banking system must also rely more heavily on the effective resolution of non
-performing loans on bank balance sheets. It is therefore vital to address companies in difficulty and to speed up their financial
restructuring, including the use of corporate debt-to-equity conversions. The aforementioned factors are partly hindering the
functioning of the monetary policy transmission mechanism, and are a factor in interest rates on corporate loans being higher
than the euro area average.

In addition to their contribution to medium-term fiscal consolidation, appropriately pitched structural reforms would also have a
long-term impact on potential economic growth and labour productivity. Labour market reform and more active policies on the
labour market should ensure the right balance between job and income security for workers and the requisite flexibility for
companies in hiring and firing. This would improve the ability of companies to adapt to the changing situation on the market,
while raising the employment rate in the long term. In the longer term, encouraging the development of human capital, market
competition, particularly in the service sector, innovation and efficient corporate governance are of key importance. These
factors widen the scope of commercial opportunities, increase the attractiveness of the economic environment for new invest-
ment, and thus promote economic development and facilitate the transition from cost competitiveness to innovation-led com-
petitiveness.
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Projections
2012 2013 2014
2005 2006 2007 2008 2009 2010 2011 Oct. A  Oct. A Oct. A

Activity, employment and wages growth rates, %

GDP (real) 40 58 70 34 -78 12 06 -18 06 -07 -13 08 -09
Employment 05 16 33 26 -18 -22 16 15 03 15 -10 -06 -09
Compensation per employee 60 54 62 72 19 39 16 03 -11 03 -13 06 -16
Productivity 45 42 35 08 61 35 22 -03 -03 08 -03 14 00
ULC (nominal) 15 11 26 64 85 04 -06 06 08 -05 -10 -08 -16
Contribution to GDP growth percentage points

Domestic demand, excl. chg.ininventories 25 50 7.0 41 61 21 14 314 -16 47 14 04 -15

Net exports 22 02 -20 01 24 15 13 25 15 1.8 09 14 07

Changes in inventories 07 07 20 -09 -4 19 07 <413 05 -06 07 -02 -02
Domestic demand real growth rates, %
Domestic demand 18 56 90 32 -100 -02 - 07 -33 -10 -8 -15 .05 -16
Private consumption 21 28 63 23 01 13 09 18 -07 17 09 04 02
Government spending 35 40 06 59 25 15 12 30 -12 20 -12 -16 -16
Gross fixed capital formation 30 104 133 71 232 -138 81 87 -63 -33 -48 18 57
Balance of payments growth rates, % (if not specified otherwise)
Exports of merchandise and services 106 125 137 40 -167 101 70 10 -13 24 -16 43 07
Imports of merchandise and senices 6.7 122 167 37 195 79 52 25 -35 041 29 28 -16
Currentaccount: EUR billion 05 -08 16 -23 -02 02 00 04 04 1.2 07 16 09

as % GDP 17 -25 -48 -62 07 -06 00 141 1.2 33 20 43 25

Terms of trade* 20 05 09 15 38 -39 16 -5 03 -01 -04 00 -0
Prices average annual growth rates, %
Consumer prices (HICP) 25 25 38 55 09 21 21 29 06 23 06 13 -05
HICP excluding energy 12 17 38 49 17 03 10 17 03 19 02 15 -04
HICP energy 19 85 34 94 45 139 88 98 23 43 23 06 -05
International environment growth rates, % (if not specified otherwise) Assumptions
Foreign demand** 82 116 113 59 142 113 75 12 06 25 -10 40 -05
Oil (USD per barrel) 54 65 73 98 62 80 111 15 50 110 50 110 -30
Non-oil commodities 120 291 174 1041 -230 371 180 -83 -52 16 -23 51 -09
EMU inflation 22 22 21 33 03 16 27 25 05 1.7 00 20 00
PPI Germany 44 54 13 54 40 15 56 22 041 18 03 14 03

* Based on national accounts deflators.

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

A: Diflerence between current projections and projections in April 2012 Price Stability Report

Sources: Bank of Slovenia, Consensus Economics, Eurostat, JP Morgan, OECD Outiook, SORS, ECB.
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1 \ International Environment

In the first half of 2012, the main features of the global economy were slower economic growth, easing of infla-
tionary pressures and increased uncertainty surrounding the fiscal position of certain euro area countries. In
recent months, the economic outlook for 2013 has also deteriorated for the euro area in particular. The major-
ity of central banks in the wealthiest economies have therefore continued to pursue a stimulative monetary
policy via low interest rates and the introduction of additional non-standard measures, as unemployment re-
mains high and the economic growth projections show no sign of a rapid recovery. Monetary policy also re-
mains relatively stimulative in emerging countries. In the US and the euro area inflationary pressures gradually
diminished in the first half of 2012 as a result of the fall in commodity prices on global markets. Oil prices and
food prices again rose significantly in the summer, which increased price pressures in the euro area in particu-

lar as the euro fell.

Economic developments

Global economic growth, which was still solid in the
first quarter, declined again in the second quarter.
One factor in this was a quarterly decline of 0.2% in GDP
in the euro area, primarily as a result of the crisis in the
periphery countries. During the first two quarters of the
year, economic growth was relatively favourable in the
US, but declined in the UK for the third consecutive quar-
ter. In emerging Asian countries, economic activity slowed
slightly in the second quarter. GDP in India was up 5.5%
in year-on-year terms in the second quarter, while China
recorded year-on-year growth of 7.6% in the second
quarter, the lowest figure of the last three years.

Projections of global economic growth were revised
downwards due to increased uncertainty surrounding
the resolution of the fiscal crisis in the euro area.
Growth is expected to remain relatively high in
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emerging economies. Given the increased uncertainty
and declining economic growth in certain major devel-
oped economies, the IMF revised its forecasts of global
economic growth for 2012 and 2013 downwards in July,

Figure 1.1: GDP growth in the euro area and the US
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Figure 1.2: International comparison of unemployment rates
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by 0.1 percentage points and 0.2 percentage points to
3.5% and 3.9% respectively. According to its September
forecasts, the ECB is expecting GDP in the euro area to
decline by between 0.2% and 0.6% in 2012. Weak do-
mestic demand is expected to be partly mitigated by rela-
tively strong net exports. The outlook for economic
growth in the US remains relatively favourable. According
to Consensus’s September forecasts, growth is expected
to reach 2.2% this year and 2.1% next year. The fore-
casts for emerging countries were lowered slightly. Ac-
cording to the IMF’s July forecast, the Chinese economy
is expected to grow by 8.0% this year and by 8.5% next
year, while the Indian economy is expected to grow by
6.1% and 6.5%.

In the euro area, the adverse economic situation and
the increasing differences between individual coun-
tries are also being reflected in the economic senti-
ment indicators. The unemployment rate also re-
mains high. By July, it had risen to 11.3%, and the differ-
ences between individual countries are also increasing
on the labour market. Youth unemployment remains high,
reaching 22.6% in July, and is a particular cause for con-
cemn. The unemployment rate in the US remains above
8%. This is part of the reason why there has been no
significant improvement in the consumer confidence indi-

International Environment
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Figure 1.3: Economic sentiment indicators for the euro area
and the US
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Figure 1.4: Confidence indicators in the euro area
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cator since the beginning of the year. In September, the
economic sentiment indicator for the euro area issued by
the European Commission declined for the sixth consecu-
tive month, and all its components were below their long-
term averages. The PMI for the euro area, which stood at
45.9 in September, suggests a further decline in eco-
nomic activity in the third quarter.

As a result of the adverse economic situation, import
demand in some of Slovenia’s largest trading part-
ners has fallen significantly. In the second quarter, eco-
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nomic activity in Germany was up 0.3% in quarterly
terms, while growth in imports was still relatively favour-
able at 2.1%. The situation in Austria was similarly favour-
able. The French economy stagnated, while Spain and
Italy remain in recession. In the second quarter, Italy's
imports were down 8.2% in year-on-year terms. Eco-
nomic activity is still declining in Croatia, where GDP in
the second quarter was down 2.2% in year-on-year
terms. The forecasts for the other republics of former
Yugoslavia have also been revised downwards. Since
April, the IMF has slightly cut its economic growth fore-
casts for Russia, where economic growth is expected to
be around 4% this and next year.

Financial markets and commodity prices

The majority of central banks in developed countries
have maintained a stimulative monetary policy of low
interest rates, and are introducing or continuing addi-
tional non-standard measures.! The ECB cut its key
interest rate in July to 0.75%, and then in the third quarter
announced and began applying new non-standard meas-
ures. Immediately after the measures were introduced,

Figure 1.5: Euro / US dollar exchange rate and central bank
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the required yields on government bonds in the euro area
periphery countries fell slightly. The Fed held its key inter-
est rate in the interval between zero and 0.25%, where it
is expected to remain at least until mid-2015. In Septem-
ber, a new round of securities purchases was announced.
The Bank of England’s key interest rate is at 0.50%, and
in July it increased its purchases of government securi-
ties. The Japanese central bank has not changed its key
interest rate since October 2010, and increased its secu-
rities purchases in September. Given the decline in eco-
nomic growth and the fall in inflation, central banks in
some emerging countries, among them China and Brazil,
have cut their key interest rates this year.

In the second quarter, the euro fell against the US
dollar, but ceased falling at the end of the third quar-
ter. In the second quarter, the main factors in the euro’s
fall against the US dollar were the decline in economic
activity in the euro area and the ongoing fiscal difficulties
in the periphery countries. Uncertainty eased slightly in
the third quarter, as a result of the introduction of addi-
tional non-standard measures by central banks, which led
to a renewed rise in the euro. In the third quarter, the
euro nevertheless averaged USD 1.25, down 2.4% rela-
tive to the second quarter.

In the third quarter, there was a rise in oil prices, pri-
marily for geopolitical reasons, and also a significant
rise in food prices as a result of drought. The oil price
rose primarily as a result of uncertainty in Syria and Iran
and speculation surrounding the additional stimulus
measures by major central banks. The price of a barrel of
Brent crude averaged USD 113 in September, up just
over 2% in year-on-year terms. The euro’s year-on-year
depreciation against the US dollar meant that the rise in
euro prices of oil was higher over the same period, at just
under a tenth. In July, as a result of exceptional weather
conditions in the major food producers and speculation
about future prices, food prices also rose sharply on inter-
national markets. US dollar prices of food were neverthe-

" For a more detailed description of the ECB measures see http://www.ecb.int/press/pr/date/2012/html/pr120906_1.en.html, for a more detailed
description of the Fed measures see http:/www.federalreserve.gov/newsevents/press/monetary/20120913a.htm., and for a more detailed descripti-
on of the Bank of Japan measures see http://www.boj.or.jp/en/mopo/measures/mkt_ope/ope_m/index.htm/.
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Figure 1.6: Oil prices per barrel
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less down 3.7% in year-on-year terms in August accord-
ing to ECB figures.

Inflation

During the first eight months of the year, the largest
impact on this year’s inflation in the euro area and
the US came from energy prices, while core inflation

International Environment
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Figure 1.7: Inflation in the euro area and the US
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remained stable. In September, inflation in the euro area
stood at 2.7%. In August, year-on-year growth in energy
prices reached 8.9%. In August, year-on-year growth in
energy prices in the US stood at -0.6%, while inflation
stood at 1.7%. As measured by the HICP excluding en-
ergy and unprocessed food, core inflation in the euro
area stood at 1.7% in August, while core inflation in the
US as measured by the CPI excluding energy and food
stood at 1.9%.
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2 Economic Trends and the Labour Market?

In the second quarter of this year, the economic situation in Slovenia deteriorated significantly, as domestic
demand fell sharply and the situation in the euro area worsened. After increasing in 2011, final household con-
sumption fell in the first half of this year as a result of a rapid decline in the real total wage bill and social trans-
fers, and a decline in confidence as the fiscal consolidation measures were announced. The latter also accel-
erated decline in final government consumption. In an environment of weak demand and hampered access to
finance, gross fixed capital investment is continuing to decline. Inventories also declined significantly. In the
first half of this year, quarterly growth in exports remained positive, despite weak foreign demand, while the
decline in imports was significant. As a result, the contribution made to GDP growth by net trade is increasing.
The value-added figures for the second quarter suggest that the adverse developments have spread to all
segments of the private sector, with the exception of industry where, due to exports, quarterly growth remained
positive, albeit low.

In the second quarter, year-on-year fall in employment increased, while the number of vacancies fell sharply.
At the same time, registered unemployment fell due to administrative measures, increase in the outflow of em-
ployees to inactivity and higher temporary employment. In June, the entry into force of the Fiscal Balance Act
brought a decline in nominal public sector wages. Real wages in the private sector are also declining, under
the influence of adverse developments on the labour market.

In comparison to the euro area, slower growth of Slo- average decline in the euro area. The substantial decline
venia's GDP in 2011 and a larger decline this year has in gross fixed capital investment, in which construction
been primarily the result of a larger crisis in the in- investment was the major factor, is the result of excessive
vestment component of domestic spending, while investment in the years before the crisis, weak demand
differences in the export sector are small. In the first and difficult access to finance. Compared with the aver-
half of the year, GDP in Slovenia declined by 1.6% in age for the euro area, household consumption was
year-on-year terms, 1.3 percentage points more than the ~ weaker in the second quarter of this year, while in the last

2 The customary revision was made for September’s release of the national accounts, which this time featured significant changes to the quarterly
and annual figures. According to the new estimate, the quarterly decline in GDP in the final quarter of last year stood at 1.1%, compared with the
previous estimate of 0.6%. Quarterly GDP growth in the second quarter of 2011 was revised sharply upwards, by 0.7 percentage points to 0.6%.
The current estimate is that GDP stagnated in the first quarter of this year, compared with the previous estimate of an increase of 0.2%. The revi-
sions to the annual figures were also significant, particularly those for 2011. GDP recorded an increase of 0.6% last year, and not a decline of 0.2%
as previously announced. The most visible changes to the main components of consumption were in final household consumption (+1.1%, previ-
ously -0.2%), while the decline in gross fixed capital formation was reduced from 10.7% to 8.1%. There was also a revision to the estimates for
growth in value-added, particularly in the construction sector (-10.3%, previously -20.3%) and financial intermediation (-2.8%, previously +0.3%).
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year and a half there has been a stronger contraction in
government consumption as well. For most components
of domestic consumption, the trends in Slovenia have
recently been similar to those in Spain, Italy and Portugal.
In contrast with most periphery EU Member States,
growth in industrial production has remained solid, de-
spite declining foreign demand indicators.

Aggregate demand

In 2011, domestic consumption was primarily re-
duced by construction investment, while in the sec-
ond quarter of this year all components of aggregate
consumption fell, including final household con-
sumption. Total domestic consumption was down 6.8%
in year-on-year terms, the largest fall since 2009. After
increasing in 2011, final household consumption in the
second quarter was down 3.0% in year-on-year terms.
This was the first sharp response from households to the
adverse economic situation since the outbreak of the
crisis, and coincides with the announcement of a deeper-
rooted fiscal consolidation and a simultaneous decline in
household confidence. In addition to the ongoing decline
in expenditure on durables, there was a sharp decline in
spending on other goods. The increase in final household
consumption in 2011 was surprising given the already
present decline in purchasing power, and might be re-
lated to the use of savings. At the same time, after a
gradual reduction in 2011 the government has more
sharply adjusted its final consumption to the adverse fis-
cal situation. The quarterly decline in government con-
sumption stood at 2.3% in the second quarter.

Between the final quarter of last year and the second
quarter of this year, gross investment fell at its fast-
est pace since 2009. This was primarily the result of a
decline in inventories, which declined further in the sec-
ond quarter of this year as the retail sector responded to
the fall in consumption. The decline in inventories has
reduced year-on-year GDP growth in the last three quar-
ters by around 2 percentage points. In the first half of the
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year, construction investment continued to decline, and
was down almost 17% in year-on-year terms. After ex-
ceptionally large construction investment, particularly
between 2006 and 2008, activity in the construction sec-
tor has continued to decline. This is the result of a decline
in construction of infrastructure, large stocks of unsold
housing, a lack of resources in the private sector and the
fiscal problems. Investment in machinery and equipment
increased significantly last year, but declined by 2.7% in
the first half of this year. This was in line with a simultane-
ous year-on-year decline in output in the manufacturing

Figure 2.1: Selected national accounts items
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sector and the deteriorating situation in the international
environment. Beside contraction in lending by domestic
banks, the decline in investment is also related to the
difficulties in corporate borrowing abroad.

The contribution made to GDP growth by net exports
is increasing, primarily as a result of a decline in im-
ports. After last year’s decline in quarterly growth, im-
ports began falling rapidly this year. The main factors in
this were weaker industrial production, lower investment
in machinery and equipment and a fall in the consump-
tion of durables and other goods by households. Imports

Figure 2.3: Contributions to y-o-y GDP growth,
expenditure side
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of services, most notably travel and transport services,
are also falling. As a result of the decline in economic
activity in the EU, year-on-year growth in exports also
declined, despite solid growth in exports to Germany,
Austria and certain countries outside the EU. Total ex-
ports in the first half of the year were up almost 1% in
year-on-year terms, while imports were down 3.3%. Since
the final quarter of last year, the contribution made to
GDP growth by net trade has been increasing, and
reached 3.4 percentage points in the second quarter of
this year.

Figure 2.5: Investment
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Figure 2.6: Exports and imports of goods and services
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Figure 2.7: Contributions to y-o-y GDP growth,
production side
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Supply side

In the first half of the year value-added in the vast
majority of segments in the private sector declined in
year-on-year terms. Value-added in public services was
up 1%, primarily as a result of higher employment. Value-
added in industry stagnated as a result of increased out-
put in the energy sector, value-added in manufacturing
having declined by more than 1% in year-on-year terms.
The quarterly growth rates in the manufacturing sector
have been low but positive since the third quarter of last
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Figure 2.9: Volume of production and employment in industry
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Figure 2.10: Limits to production in manufacturing activities
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year. The year-on-year decline was primarily the result of
weaker foreign demand. The low level of investment re-
mained the main reason for the decline of more than 10%
in value-added in the construction sector. Net taxes on
products in the second quarter were down a tenth in year
-on-year terms, although this item has fluctuated sharply
since the end of 2011. The low domestic consumption
was reflected in a decline in value-added in trade and
other services. The difficult financial situation is being
reflected in a year-on-year decline in value-added in fi-
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nancial and insurance activities. Value-added in real es-
tate activities stagnated in the first half of the year.

The contribution made to year-on-year GDP growth
by manufacturing was negative in the first half of this
year. Value-added was down 1.2% in year-on-year terms,
and contributed 0.2 percentage points to the decline in
GDP. This was the first negative contribution by manufac-
turing since 2009. The year-on-year rate of growth has
been declining since the beginning of 2011, and turned
negative in the final quarter. Value-added in manufactur-
ing has recorded quarterly increases this year, by 0.3% in
the first quarter and 0.6% in the second quarter. This is
not in line with the simultaneous fall in employment and
the quarterly decline in growth in output. As the situation
in the international environment deteriorated further, ex-
ports in the second quarter were down in year-on-year
terms for the first time since 2009. The situation on the
domestic market also deteriorated, which is evident from
the decline in domestic consumption, economic senti-
ment and imports. The proportion of firms citing insuffi-
cient domestic and foreign demand and the uncertain
economic situation as the main limiting factors therefore
increased in the first half of the year.

Value-added in industry stagnated, despite a year-on-
year decline in value-added in manufacturing. Manu-
facturing accounts for around 83% of value-added in in-
dustry, for which reason these two time series usually
move in line with each other. Because output in the elec-
tricity, gas and steam supply sector in the first half of the
year increased by more than a tenth in year-on-year
terms, the movement in overall value-added in industry
was more favourable, even though the energy sector
merely accounts for around 11% of total value-added in
industry.

The indicators for orders and economic sentiment
this year suggest a further deterioration in the situa-
tion in manufacturing. The survey indicators of the cur-
rent and expected export and total orders have been fal-
ling since the first half of last year. In the first two quarters
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Figure 2.11: Survey indicators of current and expected demand in
manufacturing activities in Slovenia and the euro area economic
sentiment indicator
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of this year the real value of new orders also declined
quarter-on-quarter. Given the export orientation of manu-
facturing, the decline in orders is in line with the decline in
the economic sentiment indicator in the euro area. Its
value has been declining since the beginning of 2011,
and in the second half of last year it fell below its long-
term average. Because of weak demand exporters are
refocusing on markets outside the euro area and the EU,
where economic growth remains at a higher level for now.
Slovenian industry’s volume turnover in euro area part-
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Figure 2.13: Construction
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ners in the first half of the year was down almost 1% in
year-on-year terms, while its volume turnover on markets
outside the euro area was up more than 5%.

Value-added value in construction is continuing to
decline, and contributed 0.6 percentage points to the
decline in economic activity in the first half of the
year. Value-added in the construction sector has been
declining in year-on-year terms since the end of 2008,
although the decline has slowed slightly since the second
half of last year. Value-added in the first half of the year
declined by 11.6% in year-on-year terms, while the
amount of construction put in place declined by 17.1%.
The quarterly decline in value-added has slowed this
year, while the figures for the amount of construction put
in place reveal an increase in the first quarter and a sig-
nificant decline in the second quarter. All types of con-
struction recorded a year-on-year decline in the amount
put in place in the first half of the year. Activity in civil en-
gineering work declined by just over a fifth, while con-
struction of buildings was down just under a tenth.

The outlook in the construction sector remains poor.
The number of construction firms with unsettled past-due
liabilities® fell between the middle of last year and March

Figure 2.14: Construction - insufficient demand, transactions and
prices of new dwellings
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of this year, then began rising again, reaching the high
level seen in the first half of last year in July. In July con-
struction again became the sector with the highest num-
ber of firms with unsettled past-due liabilities. The total
amount of unsettled liabilities also remains highest in
construction. The real value of new contracts in the first
half of the year declined by more than a tenth, but the
year-on-year decline has slowed in the last year. The
value of new contracts for residential construction is con-
tinuing to record the fastest decline. The year-on-year
decline in the number of building permits and the corre-
sponding floor area of buildings in the first half of the year
was still around 30%. In line with the fall in consumer
purchasing power and the uncertainty on the labour mar-
ket, the number of transactions in new-build housing in
the first half of the year was down a third in year-on-year
terms. According to SORS figures, prices of new-build
housing fell by around a tenth over the same period. De-
mand in construction remains weak, in light of the survey
indicators of total orders and expected orders, and insuffi-
cient demand remains the main limiting factor in the sec-
tor.

Value-added in financial and insurance activities de-
clined in the first half of the year, and the estimate for

3 Corporates with unsettled past-due liabilities from court enforcement orders and from tax debts of more than five days uninterrupted excluding
other unsettled past-due liabilities from unpaid invoices between creditors and debtors. Source: AJPES.
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Figure 2.15: Limits to activity - insufficient demand
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last year was also revised downwards. Value-added
declined by 2.2% in year-on-year terms, having declined
by 2.8% last year according to revised SORS figures.
With real wages falling, the year-on-year fall in employ-
ment has accelerated this year, reaching 2.8%. The bank-
ing system’s performance remains weak. In June one of
the banks made a prepayment of subordinated bonds at
a discount, as a result of which the banking system re-
corded an overall profit in the first half of the year. How-
ever, this was a one-off event, the effect of which was
nearly nullified by year-on-year growth of 43% in impair-
ments and provisioning. The number of firms incapable of
regularly servicing loans is continuing to rise, which is
leading to a deterioration in the quality of banks™ invest-
ments and, given the lack of capital, is restricting banks’
lending activity.

Value-added in the sectors of wholesale and retail
trade, transportation and storage, and accommoda-
tion and food service activities declined in the first
half of the year. Value-added in these sectors declined
by 1.3%, having increased by almost 2% last year. This
year’s decline was the result of weaker foreign demand
and a further decline in domestic demand. The proportion
of firms in wholesale and retail trade and other service
sector activities for which insufficient demand is the main
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Figure 2.16: Volume turnover in trade
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limiting factor has reached record levels this year. Value
turnover in transportation and storage services, which are
primarily dependent on foreign demand, was down in
year-on-year terms in the second quarter of this year for
the first time since 2009, by almost 1%. The year-on-year
rate of growth has slowed in line with the decline in
growth in manufacturing since 2010. Value turnover in the
first half of the year also declined slightly in accommoda-
tion and food service activities. This year’s year-on-year
growth in the number of arrivals and overnight stays by
foreign tourists is down significantly on 2011, while the
number of arrivals and overnight stays by domestic tour-
ists fell. Volume turnover in wholesale and retail trade
also declined.

Total volume turnover in the retail sector and in trade
in motor vehicles was down in year-on-year terms in
the first half of the year for the first time since the
beginning of 2010. According to original figures, volume
turnover in the retail sector and in trade in motor vehicles
fell by 2.0%, volume turnover in the retail sector
(excluding motor vehicles and fuels) falling by almost 5%
while volume turnover in trade and repair of motor vehi-
cles fell by more than 5%. The latter’s year-on-year de-
cline was the first recorded since 2009. The year-on-year
decline in total volume turnover was mitigated by year-on-
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year growth in volume turnover in trade in motor fuels,
which stood at almost 15%, most likely as a result of pur-
chases by non-residents.

Labour market

The sharp decline in economic activity in the second
quarter of 2012 accelerated the year-on-year fall in
employment. According to figures from the national ac-
counts, the fall in employment reached 1%, significantly
less than in the previous three years. The workforce in
employment stood at 936,900 in the second quarter,
down 6.7% on its peak in the final quarter of 2008.

Employment contracted in year-on-year terms in
most segments of the private sector during the first
half of the year, construction again recording the
largest fall. In addition to the 7.3% fall in the construction
sector, in the second quarter there was also a significant
year-on-year fall of 5.7% in employment in real estate
activities. The fall in employment in most other sectors
did not exceed 2%, while there were rises in employment
in information and communication activities and in profes-
sional, scientific and technical activities. After recording
low year-on-year growth in the second half of 2011, em-

Table 2.1: Employment

ployment in manufacturing has also begun falling this
year. The year-on-year fall had reached 1% by the sec-
ond quarter. This is a result of the deteriorating situation
in the international environment. The fall in employment
in manufacturing does not yet resemble that at the end of
2008, but could increase in the event of further negative
shocks from the international environment.

Employment in the government sector in the second
quarter was up 1.1% in year-on-year terms. The in-
crease was the smallest since the end of 2007, but is
nevertheless an indication of the failure of the govern-
ment's plans to reduce public sector employment. Ac-
cording to the national accounts figures, at the end of the
first half of the year employment in the activities of the
public sector* was up 1.4% in year-on-year terms, even
higher than the growth recorded last year. The monthly
SORS figures, which are based on the register of the
workforce in employment, also show a year-on-year rise
of 1.1% in employment in the public sector in June. Ac-
cording to these figures, by the end of June only one part
of the public sector, namely public administration and
defence, had recorded a year-on-year fall in the work-
force in employment (of 0.9%). Employment was up 1.6%
in education, 2.5% in human health and social work, and
0.3% in arts, entertainment and recreation activities.

2007 2008 2009 2010 2011 2Q11 3Q11 4Q11 1Q12 2Q12

A Agriculture, forestry and fishing

BCDE Industry

F Construction

GHI Trade, accommodation, transport

J Information and communication

K Financial and insurance activities

L Real estate activities

MN Professional, technical and other business activities
OPQ Public administration and defence; education, health
RSTU Other activities

TOTAL

average annual growth in % y-0-y growth in %

24 21 17 20 -25 -26 -26 -22 -18 -16
08 -03 -87 -57 -01 -04 04 07 -04 -09
128 121 09 94 -114 -11.7 -10.7 -104 -88 -7.3
39 39 01 -24 -24 -25 -21 -15 -06 -1.2
75 58 40 08 03 08 00 -04 12 16
36 45 18 -07 -10 04 -31 -24 -28 -28
114 118 43 00 37 -19 -55 -56 -38 -67
94 25 -05 26 03 11 -06 00 18 03
07 19 22 23 09 07 07 10 16 14
36 43 31 17 19 -21 -21 -18 -03 00
33 26 -18 -22 16 -16 -16 -12 -06 -1.0

Sources: SORS - national accounts, Bank of Slovenia calculations.

4 The public sector in this comparsion comprises the sectors of public administration and defence, compulsory social security, education, and

human health.
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The number of vacancies was down significantly in
the first half of the year, but the number of new hires
nevertheless increased. In the first two quarters of 2012
there was an average of 14,300 notified vacancies each
month, down 12.5% in year-on-year terms. This was the
result of a significant year-on-year fall in the number of
vacancies in the second quarter. In July the number of
vacancies returned to last year’s level at around 15,500.
Despite a fall in the number of vacancies in the first half

Figure 2.17: Labour market tightness*
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Sources: SORS, Employment Service of Slovenia, Bank of Slovenia
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Figure 2.18: Number of unemployed and long-term unemployed
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of the year, the number of new hires rose to 9,700 on a
monthly basis, up 6.5% in year-on-year terms. The num-
ber of new hires in May and June was also down in year-
on-year terms, but the fall was not as large as that in the
number of vacancies. The number of new hires again
surpassed last year’s level in July. Although the corre-
spondence between the breakdown of vacancies and the
breakdown of jobseekers increased in the first half of the
year, labour market tightness® remains very low. This
year did not see the usual increase in labour market tight-
ness in the summer months.

The vast majority of vacancies and new hires are for
temporary employment, and the trend is worsening in
comparison with previous years. In the first five
months of the year 83.2% of the notified vacancies were
for temporary employment, up 1.6 percentage points on
the same period last year and up 10 percentage points
on 2008. The increase in the number of vacancies for
temporary employment and the number of workers in
temporary employment is probably the result of a combi-
nation of the uncertain situation in the economy, and em-
ployers’ fears of a further deterioration in the situation.

Figure 2.19: Unemployment rates
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Source: SORS.

5 Labour market tightness, calculated as the ratio of the number of job vacancies to the number of registered unemployed, is an indicator of the

probability that the unemployed will find work.
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The unemployment rate fell in the first half of the
year, as the number of registered unemployed also
fell. The number of registered unemployed fell from
116,000 in January to just under 106,000 in June. The
registered unemployment rate fell accordingly, from
12.5% at the end of January to 11.5% at the end of June.
This fall was partly the result of administrative measures
in more stringent supervision by the Employment Service,
and partly the result of the large outflow from unemploy-
ment into inactivity owing to retirement seen since the
end of 2010. The number of retirements each month was
about 400 higher than before the projected introduction of
the pension reforms rejected in a referendum. Another
factor in the fall in registered unemployment was the in-
crease in temporary employment. Further evidence of the
fall in unemployment comes from the figures for surveyed
unemployment, which fell from 8.6% in the first quarter to
8.2% in the second quarter, partly as a result of seasonal
fluctuations, although these have been smaller this year
than last year.

In addition to the outflows from the unemployment,
the fall in unemployment was also the result of
smaller inflows. The number of people registering as
unemployed in the first half of the year was down 5.1%
on the same period last year. The number of workers who
lost their jobs in bankruptcies was down more than a half,
while the number of first-time jobseekers was down al-
most a fifth. In line with the increase in temporary employ-
ment, there was a rise in the number of people registering
as unemployed because their temporary employment
contracts have terminated. The inflow of workers made
permanently redundant also increased, while the propor-
tion of long-term unemployed has fallen since the begin-
ning of the year, but still stands at 55.0%.

In addition to the adjustment of employment to the
decline in economic activity, towards the end of the
first half of the year there was also a significant ad-
justment in nominal gross wages for the first time.
The average nominal gross wage per employee in the
total economy in June was down 2.3% in current terms
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Figure 2.20: Wage bill, compensation of employees and final
consumption of households
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Sources: SORS - national accounts, ECB, Bank of Slovenia calculations.
Note: *Deflated by seasonally adjusted HICP index.

Figure 2.21: Real net wage and social transfers bill

y-0-y growth in %, HICP deflated

8 -8
6 —real net wage and social transfers bill* -6
4 -4
2 4 -2
0 AVA/\‘A 0
) \A / \'A :‘NA /\ )
\ / v U
-4 + F 4
6 - -6
-8 -8
2009 2010 2011 2012

Sources: SORS, Ministry of Finance, Bank of Slovenia calculations.

Note: *Net wage bill is calculated as the product of average gross monthly
wages for employees of legal persons who received pay, and the total
number of employees of legal persons minus income tax and social
contributions. Social transfers are all transfers to individuals and households
(pensions, scholarships...).

and down 1.3% in year-on-year terms. This was partly the
result of the entry into force of the government's austerity
measures in June, which reduced the average wage in
the public sector by 3.4% in year-on-year terms. Along-
side the adverse situation in the domestic environment,
the signalling effect of the austerity measures was partly
reflected in the private sector, where average gross
wages in June were down in year-on-year terms in almost
all sectors, most notably construction (by 6.6%). Despite
June’s fall, the average gross wage in the total economy
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Figure 2.22: Productivity, ULC and compensation per employee -
total economy, Slovenia
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Sources: Eurostat, Bank of Slovenia calculations.

Figure 2.23: Labour cost adjustment - industry*
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Sources: SORS, Bank of Slovenia calculations.
Note: *Includes activities classified under B, C, D, E according to NACE rev. 2.

in the first half of the year was nevertheless up 1% in
year-on-year terms as a result of wage growth of 1.8% in
the private sector, while the average wage in the public
sector fell by 1%. June’s fall in nominal wages in the pri-
vate sector might signal that corporates have begun to
make major cost adjustments via wages, and not solely
via cuts in the workforce. A continuation of these trends
could entail greater balance in the sharing of the burden
of the adverse economic situation among the population.

PRICE STABILITY REPORT, October 2012

27

BANKA SLOVENIIE
BANK OF SLOVENIA
EUROSYSTEM

Figure 2.24: Labour cost adjustment - public sector*
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Figure 2.25: Labour cost adjustment in total economy
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The real wage bill has been declining since the end of
2008, and the decline accelerated in the first half of
the year. In addition to the real wage bill, the real value of
the sum of the net wage bill and social transfers has been
declining since the end of 2010. This decline also accel-
erated in the first half of the year. The lengthy decline in
the real wages and social transfers is also beginning to
be seen in final household consumption.

Labour productivity in the second quarter was down
in year-on-year terms, primarily as a result of a de-
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cline in the public sector caused by austerity. The
level of productivity is primarily dependent on the level of
economic activity in the short term. Because output in the
public sector is measured by spending in this sector, and
the austerity measures have restricted spending, as em-
ployment has continued to rise productivity has declined
in year-on-year terms by 0.5%. The austerity measures in
the public sector have also brought a significant reduction
of 5.6% in labour costs per employee, and a reduction of
5.1% in unit labour costs. In manufacturing, the segment
of the private sector most exposed to international com-
petition, labour costs per employee were up 1.7% in year-
on-year terms, but this was accompanied by an increase
of 1.9% in productivity. This was reflected in a fall of 0.2%
in unit labour costs. Here only around a half of the overall
increase in labour productivity in manufacturing is the
result of a fall in employment, which is encouraging, as
most of the increase in productivity since the beginning of
2010 was the result of a fall in employment. Total employ-
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ment in the economy fell by 1% in year-on-year terms,
while value-added declined by 1.3%. Unit labour costs as
measured by value-added fell by 1%.

The fall in unit labour costs in the second quarter of
this year was the first major fall since the end of
2010. The year-on-year fall of 1% in unit labour costs in
the first half of the year was primarily the result of a de-
cline in nominal wages. With regard to the relative devel-
opments in unit labour costs in individual sectors of the
economy, for the first time there was a significant fall in
labour costs in the public sector, where unit labour costs
are still close to the levels seen in 2008 and 2009. The
adjustment in public sector wages means that this sector
has also assumed some of the burden of declining eco-
nomic activity. Nevertheless, the adjustment in unit labour
costs between the beginning of 2009 and mid-2012 was
8.9 index points in the private sector, compared with just
4.0 index points in the public sector.
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3 ‘ Foreign Trade and Competitiveness Indicators

Having recorded a balanced position in 2011, the current account recorded a surplus of 0.8% of GDP during
the first seven months of this year, as the situation in the global economy and the domestic situation deterio-
rated. This was primarily the result of changes in merchandise trade and trade in services. Real year-on-year

growth in imports of merchandise and services has been significantly outpaced by export growth since the
second half of last year, primarily as a result of the decline in domestic demand. On the export side, the impor-
tance of countries outside the EU has gradually increased. While current transfers were balanced, a widening

deficit in factor income has acted to reduce the current account surplus.

The harmonised competitiveness indicators partly improved during the first eight months of the year, primarily
as a result of the depreciation of the euro. The fall in unit labour costs remained gradual, with the exception of
the manufacturing sector, where the adjustment has been more deep-rooted.

Foreign trade

The current account position has moved from deficit
to surplus this year, primarily as a result of the ongo-
ing adjustment in domestic consumption and imports
to the lower level of economic activity. The current
account reached a balanced position in 2011, and during
the first seven months of this year recorded a surplus of
0.8% of GDP. The current account surplus has arisen in
an environment of deterioration in international business
conditions, but it is primarily the result of a decline in im-
ports. The increase in the surplus is the result of a nar-
rower deficit in merchandise trade, which during the first
seven months of the year diminished by 0.5 percentage
points in year-on-year terms to 0.7% of GDP, and an in-
crease in the surplus of trade in services to 2.6% of GDP.
The widening deficit in factor income acted in the oppo-
site direction. Current transfers were balanced.
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The merchandise trade deficit remained broadly un-
changed last year, but has been diminishing rapidly
since the beginning of this year. Growth in merchan-
dise trade was already slowing last year as a result of the
slowdown in economic growth in the EU. Growth in mer-
chandise trade has continued to slow this year, as a re-
sult of the further deterioration in the economic situation.
Alongside the decline in growth in export demand, the
decline in domestic consumption was also a major factor
in the decline in growth in merchandise imports. Year-on-
year growth in merchandise trade has fallen sharply in
the last year and a half. Merchandise exports during the
final quarter of last year were up 20.7% in year-on-year
terms, while growth in exports during the first seven
months of this year declined to 1.5%. The decline in year-
on-year growth was even sharper on the import side, the
rate slowing from 22% in the first quarter of last year to
zero this July. The overall merchandise trade deficit in the
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Figure 3.1: Components of the current account
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Sources: SORS, Bank of Slovenia.

first seven months of the year amounted to EUR
256 million, EUR 170 million narrower in year-on-year
terms.

The terms of merchandise trade calculated on the
basis of the national accounts deteriorated again dur-
ing the first half of this year, but less than in the same
period last year. Import prices rose in year-on-year
terms in the first quarter primarily as a result of higher
energy prices and the euro’s fall against the US dollar,
and in the second quarter primarily as a result of the con-
tinuing fall in the euro. Year-on-year growth in merchan-
dise import prices declined from 9.5% in the first quarter
of last year to 2.4% in the second quarter of this year,
while year-on-year growth in export prices declined from
6.6% to 1.3%. The deterioration in the terms of trade in
the first half of the year was just over 1 percentage point
less than in the same period of 2011 at 1.5%. This dete-
rioration accounted for just over a quarter of the merchan-
dise trade deficit, or 0.2% of GDP. The rapid growth in oil
and food prices on the international commodity markets
suggests a further deterioration in the terms of trade in
the third quarter of this year.

Due to the continuing decline in foreign demand ex-
ports of intermediate goods and consumer goods in
the second quarter declined in year-on-year terms.

Foreign Trade and Competitiveness Indicators
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Figure 3.2: Trade in goods
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Growth in exports of capital goods nevertheless re-
mained favourable. Year-on-year growth in exports of
intermediate goods declined sharply in the second half of
last year and this year. After recording year-on-year
growth of 4.6% in the first quarter, exports of intermediate
goods in the second were down 0.7% in year-on-year
terms. The deterioration in the economic situation in the
rest of the world was reflected most evidently in exports
of consumer goods, which were down 3.2% in year-on-
year terms in the first quarter and 1.1% in the second
quarter. Growth in exports of capital goods slowed from
5.2% to 4.1%, but remained relatively high, primarily as a
result of higher demand on markets outside the EU.
These export trends continued in July.

The deterioration in the economic situation in the
international environment, the increase in uncertainty
and the decline in domestic consumption led to a
significant decline in imports of all categories of
goods in the second quarter. After increasing by 3.5%
in the first quarter, imports of intermediate goods were
down 1.5% in year-on-year terms in the second quarter
as a result of a decline in manufacturing output. After
recording high growth last year in line with growth in in-
vestment in machinery and equipment, imports of capital
goods have declined this year, the rate accelerating from

PRICE STABILITY REPORT, October 2012



1.3% in the first quarter to 5.9% in the second quarter.
These developments are in line with the decline in orders,
the financing difficulties and the growing lack of confi-
dence in the export sector. As household consumption
declined, imports of consumer goods in the second quar-
ter were down 7.8% in year-on-year terms.

Had exports to non-EU countries not continued to
increase, this year’s decline in domestic economic
activity would have been larger. The difference be-
tween the rates of growth in merchandise trade with EU
Member States and non-EU countries was relatively
small last year, but widened significantly this year, par-
ticularly on the export side. According to SORS figures,
exports to EU Member States in the first seven months of
the year were down 2.0% in year-on-year terms and ex-

Table 3.1: Components of the current account
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ports to non-EU countries were up 7.3%, while merchan-
dise imports from EU Member States were down 1.0%
and imports from non-EU countries were up 1.4%.

The new focus on markets outside the EU is gradu-
ally altering the regional breakdown of merchandise
trade. According to SORS figures, the proportion of total
merchandise trade accounted for by EU Member States
in the first seven months of the year was down 1.9 per-
centage points in year-on-year terms at 69.9% on the
export side, and down 0.4 percentage points at 76.3% on
the import side. A surplus of EUR 651 million was gener-
ated by trade with non-EU countries, up EUR 218 million
in year-on-year terms. Overall coverage of merchandise
imports by exports was up 1 percentage point in year-on-
year terms at 95.0%.

2005 2006 2007 2008 2009 2010 2011 20111-7 20121-7
mio EUR
Current account balance -498 -171 -1646  -2,295 -246 -209 2 155 308
1.Goods -1,026  -1,151 1666  -2,385 -498 997  -1,043 -426 -256
2.Services 920 993 1,047 1,424 1,165 1,285 1,443 796 950
2.1. Transport 398 456 525 561 437 496 585 332 377
2.2. Tourism 743 783 834 904 891 1,002 1,135 619 690
- of which, exports 1,451 1,555 1,665 1,827 1,804 1,925 1,952 1,064 1,097
2.3. Other -221 247 -312 -42 -163 213 277 -156 -116
3. Factorincome -295 -440 -789 1,030 -754 -599 -550 -322 -392
3.1. Labourincome 128 107 50 8 81 143 218 103 130
3.2. Capital income -424 -547 -839  -1,038 -835 -743 -768 -426 -523
4. Current transfers 97 -173 -239 -303 -159 102 153 107 6
as % GDP
Current account balance 1.7 2.5 4.8 6.2 -0.7 -0.6 0.0 04 0.8
1.Goods -3.6 3.7 4.8 6.4 -14 2.8 2.9 -1.2 0.7
2.Services 32 32 30 38 33 36 40 22 26
2.1. Transport 14 15 15 15 1.2 14 1.6 09 1.0
2.2. Tourism 26 25 24 24 25 28 3.1 1.7 19
- of which, exports 5.1 5.0 48 49 5.1 54 54 30 30
2.3. Other 038 0.8 0.9 0.1 05 0.6 0.8 04 0.3
3.Factorincome -1.0 -14 2.3 2.8 21 1.7 -1.5 -0.9 -11
3.1. Labourincome 04 0.3 0.1 0.0 0.2 04 06 0.3 04
3.2. Capital income -15 -1.8 24 28 23 2.1 2.1 1.2 -14
4. Current transfers 0.3 0.6 0.7 08 04 0.3 04 03 0.0
Sources: SORS, Bank of Slovenia.
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Box 3.1: Market shares of Slovenia’s merchandise exports to EU markets’

Slovenia’s global market share is declining as a result of the
boom in large emerging economies and the crisis in the EU.
The cumulative loss of market share during the first four years
of the crisis was nevertheless less than the EU average and
than in Germany. At the same time, the EU’s internal market
remains homogeneous, members having conducted more
than two-thirds of their international trade in 2011 with one
another. The Slovenian economy’s dependence on the EU is
even greater: the EU accounts for around 70% of its total
merchandise exports. Because demand on EU markets is
weaker compared with global trade, and the debt crisis

Figure 1: Goods exports - annual changes in global

market shares
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Figure 2: Market share of Slovenia's goods exports in the EU -
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means that the economic recovery in the EU is expected to
be weak, a high dependence on demand in the internal mar-
ket represents a risk of further loss of global market share
and export-driven economic growth.

The development in the market shares of Slovenia’s exports
to other EU Member States (EU26) between 2000 and 2011
reveals an increase in the competitiveness of the export sec-
tor in these markets, the share having increased from 0.26%
in 2000 to 0.34% in 2011. Growth in market share was faster
in EU Member States outside the euro area (EU10), where it
increased by 72% to 0.31%. Market share in the euro area
(EA16) increased by just over a fifth to 0.36%. Before the
outbreak of the crisis in 2008, market share primarily in-
creased in the EU10. This could have been a result of the
more favourable economic developments, the expansion of
the internal market during the enlargement of the EU, and the
refocusing of production chains to the new members. During
the crisis up to 2011, Slovenia lost market share in the EU10
and increased it in the EA16. The former may be related to
the appreciation of the euro, while the latter is primarily re-
lated to the recovery of the economies of Germany and Aus-
tria after 2009, which Slovenian exporters have successfully
exploited. The largest market shares in the EA16 have been
gained in Austria, Slovakia, Italy and Germany, while the larg-
est in the EU10 have been gained in Hungary, Bulgaria, Ro-
mania, the Czech Republic and Poland.

Figure 3: Market share of Slovenia's goods exports in the EU -
transport equipment and parts and accessories
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Figure 4: Market share of Slovenia's goods exports in the EU -
industrial supplies*
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Sources: Eurostat - ComExt database, Bank of Slovenia calculations.
Note: *Primary and processed industrial supplies excluding fuels and
lubricants.

Figure 5: Market share of Slovenia's goods exports in the EU -
consumer goods*
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Note: *Excluding food and beverages.

Of the major categories of goods,? the largest market share in
the EU26 is recorded by transport equipment, particularly in
Hungary, Germany, Bulgaria, the Czech Republic and Austria.
Growth in market share was high until the outbreak of the
crisis, but has recently stagnated on average as a result of
the reduced demand for vehicles manufactured in Slovenia.
Before the outbreak of the crisis, there was a significant in-
crease in the market share for capital goods, which is favour-
able from the point of view of the technological intensity of
production. Slovenia’s largest market shares for capital goods
are in Germany, Bulgaria, Denmark, Romania, Austria and
Slovakia. The market share for industrial supplies is largest in
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Figure 6: Market share of Slovenia's goods exports in the EU -
% capital goods*
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countries where manufacturing accounts for a high proportion
of total value-added. Most notable market shares have been
gained in Slovakia, Austria, Italy, Hungary, the Czech Repub-
lic and Germany. The highest growth in market share in the
observation period was recorded for food and beverages,
while only consumer goods recorded a loss of market share.
The loss of market share for this category was related to the
collapse of the textile, leather and furniture industry in the
period between 2000 and 2005. The pharmaceutical industry

" To simplify the analysis, the euro area has been defined as the EA16
throughout the observation period, and therefore includes all euro area
countries other than Slovenia as of 1 January 2010. The same holds for the
EU26. The EU Member States not part of the euro area as at 1 January
2010 are designated the EU10. The market shares are calculated on the
basis of nominal data from Eurostat's ComExt database as simple shares
of individual countries’ or groups’ total merchandise imports accounted for
by merchandise imports from Slovenia. The value of Slovenia’s imports is
deducted from the aggregate value of the imports of the EU27 and the
EA17. The value of imports was taken into account because of the differ-
ence between the figures for Slovenia’s exports to the EU, and the figures
for the EU’s imports from Slovenia, which according to Eurostat has ex-
ceeded EUR 2 billion annually since 2004, while the difference should be
minimal. The market shares calculated on the basis of the export data
would be overstated.

2 The categories of goods are taken from the broad economic categories
(BEC) classification. The figures illustrate the categories of goods for which
average market shares of more than 0.2% were recorded between 2000
and 2011 in the EU26. The fuels and lubricants category is not taken into
account in the analysis, since Slovenia is not a producer of oil, refined
petroleum products or gas, and growth in the market share for this category
is primarily the result of the activities of brokerage firms.
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and the manufacture of electrical equipment later began to
replace the market share of the aforementioned industries.

In the first four months of this year, the movement in market
shares in the EU was not favourable. The total market share
of merchandise exports to the EU26 was down 2.4% on the
2011 average (down 2.0% in the EA16 and 3.5% in the
EU10). Of the main trading partners, the largest decline was
in France (16%), and in Italy and Austria. Growth remained

Of the major trading partners in the euro area, in the
first seven months of the year there was a decline in
exports to France and Italy, and an increase in ex-
ports to Austria and Germany. Exports to the former
Yugoslav republics remained unchanged. Among the
main euro area partners the largest increases were re-
corded by Austria (exports: 6.8%, imports: 2.9%) and, to
a lesser extent, Germany (exports: 3.4%, imports: -2.0%).
The results of trade with Italy were worse (exports: -3.6%,
imports: 5.3%), because of decline in demand for cars
the trade with France recorded the largest deterioration in
merchandise trade (exports: -18.1%, imports: -14.2%).
The total value of merchandise trade with the former
Yugoslav republics remained unchanged. Imports fell by
6.6%, while exports rose by 0.7%. Of the other major
trading partners, trade with Russia recorded a significant
increase. Imports rose by more than 30%, while exports
were up 16.0%. In trade with countries outside Europe,
there was a significant increase of 16.0% in exports to
the US. Trade with China is also increasing, but remains
unbalanced: the value of merchandise imports is almost
seven times larger than merchandise exports.6

The gap by which growth in imports of services trails
growth in exports widened sharply in the final quarter
of last year, and has continued to widen this year.
Exports of services during the first seven months of the
year stood at EUR 2.8 billion, up 4.8% in year-on-year
terms, while imports were down 1.3% at EUR 1.9 billion.

high in Germany, at over 5%. Of the major categories of
goods, in the majority of EU countries there was an increase
in the market shares for industrial supplies and consumer
goods. The market share for transport equipment declined by
5%, primarily as a result of a 10% decline in the market share
for vehicles. The market share for transport equipment in
France declined by a quarter. The market share for capital
goods declined in most countries, most notably by a quarter
in Slovakia.

Figure 3.3: Trade in sevices
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The surplus of trade in services increased by EUR 154
million in year-on-year terms to EUR 950 million or 4.5%
of GDP, the largest figure to date for the first seven
months of the year. This year the largest contributions to
the surplus of trade in services again came from transport
services and travel services, which recorded a total sur-
plus of EUR 1.1 billion. The main factors acting to reduce
the surplus of trade in services were business and techni-
cal services and services based on intellectual property
rights.

Despite a fall in the average spending by foreign visi-
tors, growth in exports of travel services has re-
mained favourable this year. Exports of travel services

6 According to Eurostat figures, China accounted for 4.1% of Slovenia’s total merchandise imports in 2011. Of total merchandise imports from
China, under the classification by broad economic categories (BEC) capital goods accounted for 47.5%, intermediate goods for use in industry for
27.7%, and consumer goods for 20.5%. Capital goods accounted for 16.2% of Slovenia’s total merchandise imports in 2011, intermediate goods

for industry for 36.2% and consumer goods for 12.3%.
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during the first seven months of the year were up 3.1% in
year-on-year terms. This was the result of a rise of 5.8%
in the number of arrivals and a rise of 5.3% in the number
of overnight stays by foreign visitors. The adverse socio-
political situation in North Africa and Greece was a factor
in the recent rise in foreign visitor numbers. Given the
adverse situation on the labour market, residents’ expen-
diture on travel in the rest of the world was down 8.3% in
year-on-year terms. The surplus of trade in travel ser-
vices over the first seven months of the year increased by
EUR 70 million in year-on-year terms to EUR 690 million.

The largest increases in trade in services during the
first seven months of the year were recorded by ser-
vices based on intellectual property rights, and by
computer and construction services, while growth in
exports of transport services also remained favour-
able. Exports of intellectual property services (patents,
licences, copyright) were up 35.3% in year-on-year terms
and exports of computer services were up 31.0%, while
exports of construction and assembly work and exports of
communications services recorded slightly smaller in-
creases. As a result of the collapse of the major construc-
tion firms, the largest increase on the import side was
recorded by construction and assembly work in Slovenia,
at 25.5%. Imports of computer and communications ser-
vices also recorded a year-on-year increase of more than
20%, although the proportion of total imports of services
that they account for remains small. As merchandise
trade recorded weak growth, exports of transport services
also increased in year-on-year terms, by 4.2%. With im-
ports declining by 3.0%, the surplus in transport services
increased by EUR 44 million to EUR 377 million.

The deficit in factor income during the first seven
months of the year widened by EUR 70 million in year
-on-year terms to EUR 392 million or 1.1% of GDP.
There has been a surplus in net labour income since the
onset of the economic crisis owing to a decline in the
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Figure 3.4: Net factor income
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employment of foreign workers, particularly in construc-
tion. This surplus is increasing from year to year. During
the first seven months of the year it increased by EUR 27
million in year-on-year terms to EUR 130 million. The
deficit in capital income simultaneously widened, by EUR
97 million to EUR 523 million.

The deficit in capital income during the first seven
months of the year widened rapidly, receipts having
declined significantly more in year-on-year terms
than expenditure. Receipts of capital income were down
35.8% in year-on-year terms at EUR 230 million. The
entire decline may be attributed to the effects of divest-
ment and Slovenian firms’ losses in outward FDI.” Divest-
ment during the first seven months of the year was up
EUR 63 million in year-on-year terms at EUR 89 million.
Other capital income receipts have also declined as a
result of the decline in investment in the rest of the world.
The largest decline during the first seven months of the
year was recorded by receipts from investments in securi-
ties, at 19.0%, mostly in the government and banking
sectors. Only the Bank of Slovenia and other sectors re-
corded a slight increase in receipts. As a result of the
decline in lending to the rest of the world since the out-

7 Corporate earnings in Slovenia that belonged to foreign direct investors have been significantly smaller in the last two years, and were down a half
on 2007. They amounted to EUR 303 million in 2011, while dividend payments amounted to EUR 365 million. Slovenian corporates in the rest of
the world have made a loss since 2009. It amounted to EUR 94 million in 2011, while dividend payments amounted to EUR 85 million.
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break of the crisis, receipts from interest on loans made
to the rest of the world have declined by 12.6% this year.

The year-on-year decline in expenditure from capital
income during the first seven months of the year was
relatively small. It stood at 4.0%. Expenditure on FDI
increased by 7.6%, despite non-residents’ divestment
recording a year-on-year increase of EUR 107 million to
EUR 150 million. Non-residents’ investments in domestic
securities declined by 15.6% in year-on-year terms, most
notably subscriptions to government bonds and bills
(down 10.2%) and bank bonds and notes (down more
than a quarter). Interest payments on loans from the rest
of the world were up 0.6%. After significant deleveraging
by the banks and cuts in interest rates, the banks’ interest
payments were down 14.6% in year-on-year terms at
EUR 111 million. Interest payments by corporates and
households increased by 5.4% to EUR 91 million. The
rise in financing costs as a result of Slovenia’s downgrad-
ing has not yet been reflected in the growth in expendi-
ture from capital income. This will only be reflected in new
borrowing by the government and banks on international
financial markets.

The surplus in current transfers during the first seven
months of the year was significantly lower than in the
same period last year. It amounted to EUR 6 million,
down EUR 101 million in year-on-year terms. Current
transfers into Slovenia during the first seven months of
the year declined by 2.9% in year-on-year terms. There
was a decline in both government transfers (by 1.9%) and
private transfers (by 5.0%). In contrast to the inflows, both
current government and private transfers to the rest of
the world were up more than 10% in year-on-year terms.
The deficit in private transfers was up EUR 44 million in
year-on-year terms, while the surplus in government
transfers was down just under a half at EUR 75 million.
The majority of the net inflow of government transfers
comprised funds from the EU budget for the implementa-
tion of the common agricultural and fisheries policies, and
money from the structural funds and regional develop-
ment funds.
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Competitiveness indicators

The sharp depreciation in the euro against other ma-
jor global currencies this year has also improved Slo-
venia’s competitiveness as measured by the nominal
harmonised indicator. The euro fell in year-on-year
terms against most major currencies in the first eight
months of the year: by 9.0% against the US dollar, by
11.6% against the Chinese yuan, by 10.8% against the
Japanese yen and by 6.5% against the pound sterling. As
a result of the fall in the euro, there was also an improve-
ment in Slovenia’s nominal harmonised competitiveness

Figure 3.5: Exchange rates of the euro
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Figure 3.6: Nominal harmonised competitiveness indicator
(40 countries and the rest of the euro area)
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Figure 3.7: Harmonised price competitiveness indicator
(40 countries and rest of the euro area)
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Figure 3.8: Real harmonised competitiveness indicator - GDP
deflator (20 countries and rest of the euro area)
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indicator, by an average of 0.9% over the first eight
months of the year. This was less than the improvement
in the indicator of the main euro area trading partners.
This was the result of the euro’s rise against the curren-
cies of countries that have a higher weight in Slovenia’s
indicator. Slovenia trades less with the US, China and
Japan than other euro area countries, and more with
Croatia, Turkey and Hungary. The euro rose on average
against the currencies of these three countries during the
first eight months of the year: by 8.4% against the Hun-
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garian forint, by 2.4% against the Turkish lira and by
1.6% against the Croatian kuna.

Slovenia’s price competitiveness as measured by the
harmonised indicators has slowly improved again
this year, mostly as a result of the decline in the
nominal effective exchange rate. The price competitive-
ness indicator deflated by the HICP fell by 1.4% on aver-
age in year-on-year terms during the first eight months of
the year. This was 0.9 percentage points less than the
average of the four main euro area trading partners,
which was primarily the result of less favourable move-
ments in the nominal competitiveness indicator. Higher
year-on-year inflation has also contributed to the gap in
recent months. Slovenia’s price competitiveness indicator
is close to the level of Italy’s indicator, but is significantly
behind the price competitiveness of France, Austria and
Germany. Price competitiveness as measured by the
indicator that takes account of the GDP deflator has
gradually been improving since the beginning of 2009.
Slovenia’s indicator has reached a more favourable level
than Italy’s, but continues to trail the indicators of Austria,
Germany and France.

The cost adjustment of the Slovenian economy re-
mains relatively slow, with the exception of the ex-
port sector. The harmonised cost competitiveness indi-

Figure 3.9: Real harmonised competitiveness indicator - ULC in
total economy (20 countries and rest of the euro area)
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cator as measured by unit labour costs in the total econ-
omy is slowly improving, after a significant deterioration in
2008 and 2009. Its level nevertheless remains relatively
unfavourable compared with most of the main euro area
trading partners. Given the depreciation in the nominal
indicator and the weak economic activity, the improve-
ment in the cost competitiveness of the total economy
remains relatively slow. The exception is the cost adjust-
ment in the tradable sector. Since the outbreak of the
crisis in 2008 the tradable sector has made significant
cost adjustments to the decline in economic activity. The
competitiveness of the tradable sector thereby remains
relatively unchanged compared with the pre-crisis period,
and compared with competitors from the main euro area
trading partners.
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Figure 3.10: Unit labour costs - national accounts,
industry excluding construction*
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4 ‘ Financing

The adverse economic situation and political uncertainty, alongside the mounting debt crisis in certain euro
area countries, are being reflected in the scale, types and costs of financing for the economy. The continuing
decline in investment, partly as a result of the decline in borrowing by non-financial corporations and other do-
mestic monetary financial institutions, and the increasingly significant limiting factors on the loan supply side
brought a renewed decline in the stock of loans to non-financial corporations in the first half of the year. Non-
financial corporations partly replaced the decline in domestic financing with foreign resources, primarily FDI,
while the export-oriented sectors also made use of loans from the rest of the world. Growth in loans to house-
holds also declined significantly in the first half of the year. Other domestic monetary financial institutions con-
tinued to restructure their funding. There was an increase in deposits by households and other financial institu-
tions, and funding from the ECB, while funding from foreign monetary financial institutions and funding via debt
securities and government deposits declined. As a result of the deterioration in the quality of the loan portfolio
for non-financial corporations and the associated higher impairment and provisioning costs, interest rates on
new loans to non-financial corporations remained significantly above the euro area average in the first half of
the year. Meanwhile interest rates on new loans to households remained comparable with the euro area aver-
age, and are being adjusted to interbank interest rates.

The adverse economic situation and uncertain politi- 2012. After the outbreak of the crisis, borrowing by NFCs
cal climate, alongside the mounting debt crisis in declined sharply while borrowing by the government sec-
certain euro area countries, are being reflected in the  tor increased. Nevertheless, the government actually
financial accounts of individual sectors and the total reduced its one-year financial deficit slightly in the first
economy. The annual savings-investment gap quarter. This was primarily the result of the decline in net
(hereinafter: financial deficit)® of non-financial corpora- government investment brought by the fiscal consolida-
tions (NFCs)® has been close to a balanced position tion, but is also a reflection of the limited opportunity for
since the middle of 2011, primarily as a result of the ex- additional borrowing because of downgradings and the
tremely low level of investment and the deleveraging financial markets’ low confidence in the credibility of eco-
process. It stood at 0.1% of GDP in the first quarter of nomic policy in Slovenia. In the year to the first quarter

8 The savings-investment gap is defined as the surplus of financial liabilities (investments) over financial assets (savings).
9 According to the ESA 95 definition, non-financial corporations are legal entities that are market producers of goods and non-financial services.
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Figure 4.1: Savings-investment gap
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the financial deficit of the general government sector
stood at 5.6% of GDP, 0.8 percentage points less than at
the end of 2011. The one-year financial surplus of the
household sector declined slightly in the first quarter as a
result of a decline in financial assets, which could be a
reflection of households’ wish to maintain their real con-
sumption in a situation of declining purchasing power. Net
financing from the rest of the world, i.e. imports of net
foreign savings, has been declining since the outbreak of
the crisis, and had become net financing of the rest of the
world by the third quarter of 2011. The one-year financial
surplus against the rest of the world stood at 0.8% of
GDP in the first quarter.

Financing and financial assets
of non-financial corporations

Non-financial corporations’ financial liabilities after
the first quarter of this year amounted to EUR
87 billion, up EUR 167 million on the previous quar-
ter. All sources of financing increased, with the ex-
ception of trade credits and advances. The largest
increase was in NFCs’ liabilities on the basis of issued
shares and other equity instruments. They increased by
EUR 60 million, primarily as a result of transactions, and

Financing
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Figure 4.2: Financial liabilities of NFCs (S.11), by instruments
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remained the most important source of financing.. The
stock of borrowing in the form of loans also increased
slightly, by EUR 24 million, primarily as a result of an in-
crease in loans received from the rest of the world. Do-
mestic loans declined again in the first quarter. Financing
via debt securities increased by EUR 28 million in the first
quarter. The stock of trade credits and advances declined
by EUR 161 million in the first quarter. In keeping with the
payment indiscipline and the rise in the value of unsettled
past-due liabilities, advances from other domestic corpo-
rates declined, while there was an increase of EUR 131
million in advances from the rest of the world.

The stock of loans to NFCs declined again in the first
half of the year, as a result of the ongoing contraction
in investment and the increasingly significant limiting
factors on the supply side. Other domestic monetary
financial institutions (MFls) reduced their stock of loans to
NFCs by 4.3% overall in year-on-year terms in the first six
months of the year. The loan portfolios of other domestic
MFls are deteriorating as a result of excessive expecta-
tions of creditworthiness during the approval of loans in
the past, the difficulties faced by NFCs in the crisis and
their inability to settle liabilities, which is impacting the
performance of MFIs and thus their capacity to approve
new loans. In the medium term other domestic MFIs must
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Figure 4.3: Outstanding matured liabilities
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also strengthen their capital base with regard to the stock
of loans granted; this is also vital in terms of the possibili-
ties of renewing and securing foreign funding. The mount-
ing debt crisis means that the financial markets of the
euro area have become even more segmented, which
alongside uncertain domestic factors is significantly limit-
ing other domestic MFIs’ access to longer-term foreign
funding. This is contributing to more stringent lending
conditions, and thereby to the reduced supply of loans to
NFCs. Weak demand for loans owing to the adverse eco-
Figure 4.4: Loans by domestic MFIs to domestic NFCs,
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nomic situation and the ongoing deleveraging process at
NFCs remain factors in the decline in loans to NFCs.

Having mainly approved long-term loans to NFCs last
year, other domestic MFIs saw their stock of such
loans decline sharply in the first half of this year.
Given the decline in investment in equipment and ma-
chinery in the first half of 2012, the largest declines were
recorded by loans with a maturity of between 1 and 5 five
years, by almost EUR 210 million, and loans with a ma-
turity of more than 5 years, by EUR 141 million. As in
2011, the stock of loans with a maturity of up to 1 year
increased in the first half of the year, by almost EUR 100
million.’® Nevertheless, growth in short-term loans was
not sufficient to compensate for the loss of longer-term
financing.

NFCs partly replaced the decline in domestic financ-
ing with foreign resources, primarily FDI and loans,
particularly export-oriented NFCs. FDI increased by
EUR 177 million in the first half of this year, only slightly
less than in the same period last year. A large part of the
increase in FDI was the result of an increase in capital by
foreign owners of around EUR 140 million. While NFCs
were still net lenders to the rest of the world in 2010, the
trend has reversed in the last year. Since the middle of
Figure 4.5: Net financial flows of NFCs (S.11) with rest of the

world by instrument
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10 The shortening of average maturities is also partly the result of the restructuring of loans (Financial Stability Review, May 2012, p 26).
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Box 4.1: Implementation of monetary policy since April 2012

As a result of the ongoing tensions in the sovereign debt mar-
ket, between April and August banks in a number of euro area
countries still hadn't had access to market-based funding,
both short-term and long-term, and both unsecured and se-
cured (repo). Furthermore, their eligible collateral for Eurosys-
tem's credit operations narrowed due to sovereign debt and
banks downgradings. In order to support crediting of house-
holds and non-financial corporations, and to preserve proper
functioning of the monetary policy transmission mechanism
throughout the euro area, the Governing Council of the ECB
took additional measures to make Eurosystem's liquidity-
providing operations more accessible to banks. It extended
liquidity provision via fixed rate tender procedures with full
allotment to 15 January 2013, as well as in late June and
September it expanded the types of assets eligible to be used
as collateral. The eligible collateral was broadened with (1)
additional asset-backed securities, (2) securities and credit
claims where the issuer/debtor or guarantor is central govern-
ment whose credit rating does not meet the minimum rating
threshold, provided that the country in question is under an
EU/IMF programme and, in the view of the Governing Council
of the ECB, is fulfilling the conditions of this programme, and
(3) certain securities denominated in the US dollar, the pound
sterling and the Japanese yen.

In addition, on 6 September the Governing Council of the
ECB announced technical details of unlimited purchases of
government bonds on the secondary market, the so-called
Figure 1: Banking system liquidity of the Eurosystem
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Outright Monetary Transactions. The Eurosystem will pur-
chase bonds with a residual maturity of one to three years of
countries included in appropriate EFSF/ESM (European Fi-
nancial Stability Facility / European Stability Mechanism)
programmes, provided that these programmes include the
possibility of EFSF/ESM purchases of the securities of con-
cerned countries on the primary market. The start, continua-
tion and termination of the purchases will depend on (1) the
decision of the Governing Council of the ECB, (2) the neces-
sity in terms of monetary policy and (3) whether the con-
cerned country entirely fulfils the terms of the programme.
The liquidity injected by the purchases will be sterilised. The
Eurosystem will also continue to sterilise the liquidity created
by the Securities Markets Programme (SMP), which the Gov-
erning Council of the ECB herewith ends.

Eurosystem's liquidity-providing operations, i.e. the main refi-
nancing operations (MROs) and longer-term refinancing op-
erations (LTROs), increased by an average of EUR 72 billion
to EUR 1,208 billion between April and August. They peaked
at EUR 1,236 billion in June, primarily because of an in-
creased participation in MROs, which rose to an average of
EUR 161 billion in June. The LTROs borrowing did not
change significantly over the observed period (Figure 1). The
participation of Slovenian banks in the MROs and LTROs was
almost unchanged between April and August. The out-
standing amount of MROs in and LTROs averaged EUR
3,878 billion in August.

Figure 2: ECB and unsecured money market interest rates
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Such a large volume of Eurosystem's liquidity-providing op-
erations is a result of two three-year LTROs, allotted on 21
December 2011 and 29 February 2012, which also affected
the excess liquidity in the euro area. This is defined as the
difference between the liquidity that the banks obtain from the
Eurosystem and the banks’ liquidity needs. After the second
three-year LTRO, the excess liquidity in the euro area in-
creased to a high EUR 800 billion. It remained high also be-
tween April and August; it averaged EUR 757 billion in Au-
gust. By 10 July the banks had shifted almost all of their li-
quidity surpluses to the deposit facility (DF), while a smaller
amount was left in current accounts at central banks, since
the amount above the reserve requirements (excess re-
serves) is not remunerated, unlike the DF. The average daily
excess reserves were almost unchanged at EUR 5 billion
between April and June.

On 11 July the ECB decreased the interest rates by 25 basis
points to: 0.75% for MROs, 0% for the DF and 1.25% for the
marginal lending facility. This measure equalised the return on
the DF and excess reserves, and the ratio between the usage
of the DF and daily excess reserves altered. The usage of the
DF averaged "just" EUR 325 billion in August, while the aver-
age daily excess reserves leapt to EUR 432 billion (Figure 1).
Some banks, none of them Slovenian, still use the DF for
regulatory reasons.

2011 NFCs have been net borrowers from the rest of the
world." In the first half of this year NFCs recorded net
borrowing of EUR 48 million in the rest of the world, pri-
marily as a result of a larger reduction in loans granted
(EUR 132 million) than loans received (EUR 84 million).
The narrowing of the merchandise trade deficit has also
been reflected in trade credits, as NFCs recorded a net
outflow of financial assets in the amount of EUR 70 mil-
lion from this source in the first six months of the year.

NFCs increased their financial assets by EUR 323
million in the first quarter of this year, primarily via an
increase in investments in shares and other equity.
Investments in shares and other equity were up EUR 313
million on the end of 2011, driven partly by a positive re-
valuation of EUR 181 million. In contrast to previous quar-
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Due to the cut in the ECB’s key interest rates, the unsecured
and secured interbank money market interest rates fell to
historic lows: on 31 August the Eonia stood at 0.11% and the
three-month Euribor at 0.28% (Figure 2). Negative interest
rates started to appear on the secured interbank money mar-
ket across all maturities after 11 July. The excess liquidity
kept unsecured and secured interbank money market interest
rates low, with small intraday changes.

Negative interest rates on the bank deposits of institutional
clients and on certain investments in the financial markets
(repos, treasury bills of some countries) increased the liabili-
ties to non-euro-area residents denominated in euro (LNR),
as non-residents shifted their deposits to the Eurosystem,
which remunerates them at a zero interest rate. Alongside the
decline in government deposits at the Eurosystem and an
increase in banknotes in circulation, growth in LNR contrib-
uted to the growth in autonomous factors! and was an addi-
tional (albeit small) source of the increase in the banks’ liquid-
ity needs.

1 Autonomous factors are balance sheet items of the central bank which are
not related to monetary policy, but nevertheless affect bank liquidity. These
are for example banknotes in circulation, government deposits at the cen-
tral bank, net assets of the central bank in euro and in foreign currency.
Autonomous factors on the asset side of the central bank's balance sheet
increase liquidity (e.g. investments in securities), while those on the liability
side reduce liquidity (e.g. banknotes in circulation).

Figure 4.6: Net financial flows of NFCs, by instruments (S.11)
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1 The monthly figures suggest that borrowing from the rest of the world has fallen sharply in recent months, or that NFCs are even repaying loans

to non-residents.
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ters, outward trade credits and advances to the rest of
the world increased in the first quarter of this year, by
EUR 259 million, while trade credits and advances be-
tween domestic NFCs declined by EUR 265 million. The
latter was also the result of write-offs of claims. The stock
of loans granted by NFCs declined by EUR 215 million in
the first quarter. The largest decline of EUR 160 million
was recorded by loans to the rest of the world. Loans to
other domestic NFCs also declined slightly. Investments
in currency and deposits and investments in debt securi-
ties declined by EUR 98 million in the first quarter.

Household financing and savings??

Households’ financial liabilities at the end of the first
quarter of this year amounted to EUR 12.5 billion,
having remained at the level from the end of 2011.
Liabilities from loans declined by EUR 98 million in the
first quarter, primarily as a result of the continuing decline
in consumer loans. The stock of consumer loans has
been declining since the middle of 2010, as a result of the
uncertain situation on the labour market, government
austerity measures, and declining purchasing power.
Consumer loans recorded an average decline of 5.3% in
the first half of this year, compared with an average of 3%

Figure 4.7: Net financial flows of households and NPISH

(S.14 & S.15), by instruments
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Figure 4.8: Financial liabilities of households and NPISH
(S.14 & S.15), by instruments
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Figure 4.9: Housing loans by domestic MFIs to domestic
households, by maturity

mio EUR, change in stock
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last year. Growth in housing loans also declined signifi-
cantly, from more than 14% last year to an average of
5.6% in the first half of the year. The lower growth in
housing loans is in line with the high real estate prices,
particularly given the excess supply and declining pur-
chasing power. This is also evident in the decline in the
number of transactions on the real estate market. Real
estate prices have recently fallen slightly, but in the cur-
rent situation of high uncertainty households are postpon-
ing real estate purchases. Other household liabilities,

12 Includes non-profit institutions serving households (S.15), in addition to households (S.14).
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Figure 4.10: Consumer loans by domestic MFls to domestic
households, by maturity

mio EUR, change in stock

60 r 60
40 40
20 20
0 0
-20 -20
40 -40
mmover 5 years
-60 I m{to5years | -60
80 - mEuptofyear | g,
—total
-100 - - -100
2009 2010 2011 2012

Source: Bank of Slovenia.

predominantly trade credits and advances, were up EUR
73 million in the first quarter.

The stock of households’ financial assets amounted
to EUR 40.8 billion at the end of the first quarter,
down EUR 257 million on the end of 2011. This was
primarily the result of a decline of EUR 382 million in the
stock of other household deposits in the rest of the world
in the first quarter. Deposits at other domestic MFls in-
creased by EUR 129 million over the same period.
Households held 26% of their total financial assets in-
vested in shares and other equity. The largest invest-
ments are in NFCs, mutual pension funds and investment
funds. The stock of these investments increased by EUR
98 million in the first quarter, primarily as a result of posi-
tive revaluations. Financial investments in insurance tech-
nical reserves's accounted for 11% of total financial as-
sets, having increased by EUR 123 million in the first
quarter.

Bank funding and interest rates

The main influences over the future structure and
cost of funding for other domestic MFls will be the
further deterioration in the quality of the credit portfo-
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lio and the related credit ratings of other domestic
MFIs and the government. In the first half of 2012 there
was an increase in deposits by households and other
financial institutions and in funding at the ECB. Funding
at foreign MFls and funding via debt securities declined
over the same period. Government deposits also de-
clined. Other MFIs made renewed debt repayments of
EUR 1,160 million to foreign banks in the first half of the
year, the majority of which was repayments of loans with
longer maturities. Liabilities from debt securities declined
again, by almost EUR 500 million, as a result of prepay-
ments of their own bonds by MFIs. The government sec-
tor also reduced its deposits at other domestic MFls, by
EUR 266 million, for the purpose of current operations.
Other domestic MFIs compensated for this reduction with
funding at the ECB, as a result of which their total assets
remained broadly unchanged in the first half of the year.
OFls and households increased their deposits at other
domestic MFIs by EUR 181 million in the first half of the
year. Long-term household deposits, which represent a
more desirable form of funding for other MFIs, have con-
tinued to record the largest increase. The interest rates
on such deposits are therefore significantly above the
euro area average. After December’s 3-year LTRO, other
domestic MFls again participated in an LTRO at the ECB

Figure 4.11: Interest rates on household deposits, by maturity
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'3 For the interpretation of insurance technical reserves in households’ financial assets, see “Financial accounts methodology and the compilation

process” at http://www.bsi.si/library/includes/datoteka.asp?Datotekald=2198.
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in February, which resulted in a further increase of EUR
2.2 billion in liabilities to the ECB. Other domestic MFls
thereby significantly reduced their short-term refinancing
risk. An ongoing increase in write-downs and provisioning
costs,™ the maintenance of a high loan-to-deposit ratio,
and a sovereign downgrading'® could nevertheless addi-
tionally limit access to foreign funding in the future. This
would further limit the supply of loans, which could further
depress economic activity.

The increased difficulty in accessing funding for
other MFls, its higher cost, and the desire to maintain
net interest income are being reflected in higher in-
terest rates on loans, and thus in the supply of loans
to the private sector, in particular to NFCs. The aver-
age interest rates on new loans to NFCs were again
higher than the euro area average in the first half of the
year. The higher interest rates were the result of several
factors: (i) the greater uncertainty in Slovenian corporate
performance relative to the euro area average, primarily
as a result of the capital weakness in the Slovenian cor-
porate sector; (ii) the relatively higher costs of bank fund-
ing; and (iii) other MFIs’ need to maintain high net interest
income to cover impairment costs.® Interest rates on
longer-term loans in the first half of the year remained at
their level from the end of 2011, significantly higher than
the euro area average. The same is true of short-term
loans, where the spread between interest rates in Slove-
nia and in the euro area overall has remained at around 2
percentage points.

Interest rates on new loans to households are similar
to interest rates in the euro area overall, and are be-
ing adjusted to the interbank interest rates. Interest
rates on consumer and housing loans gradually in-
creased until the middle of 2011, in line with the rise in
the Euribor. As the Euribor fell in the final quarter of 2011,
the trend reversed. Because almost 75% of housing
loans in Slovenia are tied to interbank interest rates, the

Figure 4.12: Interest rates on loans to NFCs
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Figure 4.13: Interest rates on loans to households
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interest rates almost completely track the movement in
the Euribor. Premiums over the 6-month Euribor on hous-
ing loans increased slightly in the first half of the year, but
currently there is no indication that other MFls are trying
to limit the supply of these loans through an increase in
interest rates. Interest rates on consumer loans in Slove-
nia remain lower than in the euro area, but the spread is
narrowing.

14 The erosion of the capital base is related to this. From this point of view, the recapitalisation of certain banks is vital to easing access to foreign

funding.

15 The sovereign credit rating is vital from the point of view of the refinancing of other domestic MFls at the ECB. ECB loans are largely secured by

means of Slovenian government bonds.

16 As a result of the increased cost of write-downs and provisioning, and the unfavourable capital position, other MFIs have largely been forced to

avoid reductions on the revenue side.
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5 ‘ Public Finance Developments

Having remained at a high level of around 6% of GDP for three years, the general government deficit is being
reduced by measures adopted in the first half of this year. According to the Ministry of Finance's September
forecasts, this year's general government deficit is expected to stand at 4.2% of GDP. The government re-
mains committed to correcting the excessive deficit in the coming year in accordance with the provisions of the
Stability and Growth Pact. Additional fiscal consolidation measures will therefore be required due to the dete-
rioration in the macroeconomic situation. Government debt as a proportion of GDP rose further this year, de-
spite the use of funds deposited at banks, but will remain below the threshold of 60% of GDP. Fiscal consoli-
dation will remain an economic policy priority in the future, including in terms of ensuring access to the interna-
tional financial markets. Structural reforms, the current focus of which is primarily pension reform, are also ex-
pected to contribute to the narrowing of the structural deficit in the coming years. Risks associated with public
finances include the deteriorating macroeconomic situation, the possibilities of one-off expenditure, the possi-
ble redemption of guarantees, and the possible inadequacy of fiscal consolidation measures and their effects.

General government deficit Ministry of Finance forecast a general government deficit
of 4.2% of GDP for this year, a decrease of more than 2
GDP percentage points on the previous year. In addition
to consolidation measures on the expenditure side, ex-
pectations of a decline in one-off expenditure, which had
a major impact on last year's deficit, are an important
factor in the narrowing of the deficit. According to Euro-
pean Commission projections from May 2012, the gen-
eral government deficit in the euro area is also expected
to decline, from 4.1% of GDP last year to 3.2% of GDP
this year, less than the decline in the previous year. The
large differences between the deficits of euro area coun-
tries are expected to remain in the future. The general
government debt in Slovenia was up slightly, to stand at
48.1% of GDP at the end of June.'” The debt is expected

17 Calculated as the stock of debt as at 30 June 2012 relative to annual GDP, up to and including the second quarter of 2012.

Having fluctuated at around 6% of GDP for three
years, the general government deficit is expected to
narrow to 4.2% of GDP this year according to Ministry
of Finance forecasts. The general government deficit
is being reduced in the context of the adverse eco-
nomic situation, the reduction following the meas-
ures taken by other euro area countries with a delay.
The general government deficit in the year to June 2012
amounted to EUR 1,668 million, or 4.6% of GDP. General
government revenue was up slightly in year-on-year
terms during the first half of the year, in the context of a
nominal and real decline in economic activity, while ex-
penditure was down sharply. At the end of September the
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Figure 5.1: General government revenue

contributions to year-on-year growth, percentage points
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to reach 53.8% of GDP by the end of the year according
to Ministry of Finance forecasts from the end of Septem-
ber 2012. The euro area's general government debt is
expected to increase from 88.0% of GDP in 2011 to
91.8% of GDP in 2012.

Low year-on-year growth in general government reve-
nue during the first half of this year is a reflection of
the renewed deterioration in the economic situation,
particularly on the labour market. General government
revenue was up 0.3% in year-on-year terms during the
first half of 2012. The adverse situation on the labour
market contributed to the low growth. Employment contin-

Figure 5.2: General government expenditure
contributions to year-on-year growth, percentage points
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ues to contract, while growth in average compensation
per employee is also low. Uncertainty regarding employ-
ment is an additional factor in consumers’ willingness to
spend, particularly on durables. Tax revenues were up
slightly in the first half of this year relative to the same
period last year. Higher excise duties on all types of prod-
ucts subject to the aforementioned tax have had a posi-
tive impact on revenue, while at the same time limiting
the otherwise relatively inelastic demand for those goods.
The most significant change to tax legislation introduced
this year relates to corporate income tax. The corporate
income tax rate was cut this year from 20% to 18%, to be
followed by an annual cut of 1 percentage point to 15%.

Table 5.1: General government deficit and debt in Slovenia, 2008-2015

SORS Stability Programme European Commission

as % GDP 2008 2009 2010 2011 2012* 2011 2012 2013 2014 2015 2011 2012 2013
Revenue 424 431 445 443 446 445 447 441 438 437 445 444 440
Expenditure 443 491 503 507 492 509 482 467 453 4441 509 487 479
of which: interest 11 13 16 19 20 20 25 26 25 25 20 25 26
Netlending (+)/borrowing () -19 -60 -57 -64 -46 64 35 25 -15 -04 64 43 38
Structural balance 38 -18 14 07 -041 839 22 19
Debt 220 350 386 469 481 476 519 531 526 509 476 547  58.1
Real GDP (growth, %) 34 718 12 06 -16 02 09 12 22 22 02 14 0.7

Note: * Debt: calculated as outstanding debt on 30th June 2012 compared to one year GDP up to Q2/2012, other: one year up to June 2012.
Sources: SORS (realisation), Ministry of Finance (April 2012), European Commission (May 2012).
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Box 5.1: European Commission’s Macroeconomic Imbalance Procedure and principal recommendations for

Slovenia’

The European Commission has developed an early detection
mechanism for the timely prevention of macroeconomic im-
balances in Member States. The surveillance procedure to
prevent and correct macroeconomic imbalances (the Macro-
economic Imbalance Procedure or MIP) was adopted on 13
December 2011 as part of the so-called “Six-Pack” of reforms
in the area of EU economic governance.2 The purpose of the
MIP is to improve surveillance over the economic positions of
Member States and to ensure appropriate economic policies
that will prevent the occurrence of detrimental macroeco-
nomic imbalances and facilitate the correction of existing
excessive imbalances. In the scope of the MIP, the European
Commission published its first Alert Mechanism Report in
February this year, in which the condition of Member States’
economies were presented with the help of indicators for
detecting external and internal imbalances.3 Threshold values
were defined for each indicator. Member States already in-
cluded in the financial assistance programmes of the EU and
IMF (Ireland, Greece, Portugal and Romania) are not in-
cluded in the MIP, as strict macroeconomic surveillance is
already in place.

If the Commission identifies major deviations from permitted
values in an Alert Mechanism Report for a specific Member
State, an in-depth review of that country is triggered. If an in-
depth review confirms the existence of excessive macroeco-
nomic imbalances, then an Excessive Imbalance Procedure
is triggered. During this procedure, the Member State must
submit a plan for reducing imbalances, which must be agreed
upon by the EU Council. If the Member State fails to act in
accordance with the agreed measures, it is subject to a finan-
cial penalty in the amount of 0.1% of GDP, initially in the form
of an interest-bearing deposit, and as an annual fine, if failure
to fulfil measures persists. Financial sanctions will only apply
to euro area countries.

The Commission identified 12 Member States based on the
findings of the first Alert Mechanism Report. Significant imbal-
ances were perceived for the following euro area countries:
Belgium, Spain, France, ltaly, Cyprus, Slovenia and Finland;
and for the following EU Member States: Bulgaria, Denmark,
Hungary, Sweden and the United Kingdom. Taking into ac-
count the Member States already included in the assistance
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programmes of the EU and IMF, some 60% of Member States
are faced with macroeconomic imbalances.

In the detailed report on macroeconomic imbalances in Slove-
nia, the Commission finds that the imbalances identified are
not excessive, but require close monitoring. During the period
2001-2010, Slovenia exceeded the threshold values of indica-
tors for growth in unit labour costs, and in particular for growth
in real estate prices and private sector credit flow during the
period of rapid economic growth prior to the crisis. The
threshold value of the indicator for the net international invest-
ment position was also exceeded slightly during the crisis,
while the excessive current account deficit has been reduced.
In its in-depth review, the Commission focused primarily on
an analysis of the indebtedness of non-financial corporations
and the vulnerability of the banking sector. The shortfall in
external competitiveness is also unfavourable, but poses less
of a problem. The Commission thus proposes three basic
guidelines for the functioning of Slovenia’s economic policy:

e More effective supervision and improved corporate govern-
ance to prevent a repeat of asset price bubbles and the un-
sustainable leveraging-up of corporates. More stringent stan-

1 Sources: ECB Monthly Bulletin, June 2012; European Commission: Mac-
roeconomic imbalances — Slovenia, Occasional Papers 109/July 2012;
European Commission: Scoreboard for the surveillance of macroeconomic
imbalances, Occasional Papers 92/February 2012; European Commission:
Alert Mechanism Report, February 2012; and EU Regulation No.
1176/2011.

2The “Six-Pack” is a package of six legislative measures to improve econo-
mic governance in the EU. It represents the reform of the preventive and
corrective arm of the Stability and Growth Pact, sets out new minimum
requirements in the formulation of the national budgets and also includes
the new Macroeconomic Imbalances Procedure.

3Indicators of external imbalances include the current account balance as a
percentage of GDP, the net international investment position as a percent-
age of GDP, the percentage change in export market shares, the percent-
age change in nominal unit labour costs and the percentage change in the
real effective exchange rate as measured by the HICP. Indicators of internal
imbalances include growth in real estate prices expressed as a percentage,
private sector credit flow as a percentage of GDP, private sector indebted-
ness as a percentage of GDP, the general government debt as a percent-
age of GDP, and the unemployment rate. For a detailed description see the
Alert Mechanism Report, p 3.
(http://ec.europa.eu/economy_finance/economic_governance/documents/
alert_mechanism_report_2012_en.pdf).
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dards for bank capitalisation and collateral valuations were
proposed, together with a more active role on the part of the
banking system’s supervisor. Improving corporate govern-
ance would be achieved by reducing state ownership of
banks and state intervention in management decisions. This
would also promote FDI.

e Improving conditions for FDI would facilitate corporates’
shift from debt to equity financing, which would increase the
stability of private sector financing. Foreign investment would
provide capital to the real sector and banking sector, where
risk management should be improved. Payment indiscipline

The investment allowance and allowance for spending on
research and development were also increased. The
statutory tax rate and corporate income tax as a propor-
tion of GDP were already below the euro area average
prior to the aforementioned cut.

General government expenditure was down sharply
during the first half of the year, in part due to the gov-
ernment's austerity measures. Expenditure as a pro-
portion of GDP, which rose sharply during the crisis,
is also declining. Expenditure is being cut by the Fiscal
Balance Act (ZUJF), not only this year, but also in the
coming years. Total general government expenditure was
down 6.6% during the first half of the year. A decline in
one-off transactions, which increased the deficit by EUR
382 million or 1.1% of annual GDP during the first half of
last year, contributed 3.3 percentage points to the fall in
expenditure. The capital increase at NLB d.d. during the
first quarter (EUR 243 million) and a transfer to Slovenian
Railways (EUR 119 million) in the second quarter ac-
counted for the majority of the aforementioned transac-
tions last year, while there was a further capital increase
at NLB d.d. in the amount of EUR 61 million this year.
Moreover, nearly all categories of general government
expenditure recorded a year-on-year decline. Only ex-
penditure on interest recorded a sharp increase. Restric-
tions on employee compensation, which was down 0.3%
in year-on-year terms during the first half of the year, con-
tinue. The provisions of the ZUJF will have an even more
profound impact on the reduction of employee compen-
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must be reduced and the effectiveness of bankruptcy pro-
ceedings improved to improve the investment climate.

e Improving cost competitiveness by containing wage growth
could make a key difference in preventing the return of exter-
nal imbalances. The Commission’s recommendations in this
area are standard and relate to moderating public sector
wages and minimum wages, while simultaneously improving
labour market flexibility. The latter relates to reduced protec-
tion for permanent employees and a reduction in labour mar-
ket segmentation.

sation during the second half of the year. Wages paid to
public sector employees in June were lower due to an 8%
linear cut in basic wages. However, the actual reduction
of average wages was significantly lower owing to the
final elimination of wage discrepancies. Expenditure on
intermediate government consumption was down 2.4%
during the first half of the year. Expenditure on social
benefits was down in year-on-year terms for the first time
since such figures have been available. No pension ad-
justments were made during the first half of this year, nor
will any adjustments be made for the rest of the year,
according to the provisions of ZUJF. Certain pensions
were reduced in accordance with the provisions of the
ZUJF. Changes introduced at the beginning of the year
under the Public Funds Entitlement Act had a significant
impact on other social transfers. Investment expenditure
has declined for the third consecutive year. By contrast,
interest payments, which reached 2.0% of GDP in the
year to June, have continued to rise.

Government debt and guarantees

The general government debt was up slightly to
stand at 48.1% of GDP at the end of June 2012. Bor-
rowing during the first seven months of the year was pri-
marily earmarked for the financing of the state budget
and the repayment of maturing debt. The general govern-
ment debt stood at EUR 17,334 million at the end of
June, or 48.1% of GDP. The debt has risen by EUR 380
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million since the end of last year. The government bor-
rowed primarily by issuing treasury bills and by raising
long-term loans at the domestic banks. According to fig-
ures from the consolidated general government budget, 8
borrowings raised over the first seven months of the year
totalled EUR 1.3 billion, EUR 989 million less than re-
quired for financing in the same period as a result of the
use of funds from previous borrowing. Debt repayments
during the first seven months of the year totalled EUR 1.2
billion. Under the approved financing programme, the
borrowing ceiling for the state budget is EUR 4.5 billion in
2012. The Ministry of Finance plans to issue long-term
bonds in the amount of USD 1.5 billion by the end of the
year, mostly likely on the US market, provided that market
conditions are favourable. Otherwise, borrowing will con-
tinue (to a lesser amount) primarily on the domestic mar-
ket.

The stock of government guarantees was up during
the first half of the year primarily on account of guar-
antees issued with the aim of ensuring financial sta-
bility in the euro area. The stock of guarantees stood at
EUR 7.6 billion or 21% of GDP at the end of June, up
nearly 2 percentage points on the end of last year. More
than EUR 5 hillion, or around two-thirds, comprises stan-
dard guarantees. The remainder relate to addressing the
economic crisis and are primarily from 2009, while a sig-
nificant portion is earmarked for ensuring the financial
stability of the euro area via guarantees to the temporary
European Financial Stability Facility (EFSF). The stock of
guarantees issued to address the economic crisis in Slo-
venia is gradually declining owing to a reduction in the
stock of government-guaranteed bank bonds, while the
stock of guarantees issued to address the euro area fi-
nancial crisis is rising. According to Ministry of Finance
figures, nearly EUR 1.1 billion in new guarantees for the
EFSF were issued during the first half of this year, while
the stock of guarantees issued to domestic corporates
was virtually unchanged. Another major government
guarantee in the amount of EUR 440 million is to be is-
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sued this year for the financing of Block 6 of the Sostanj
power station. According to state budget figures, guaran-
tees in the amount of EUR 23 million were called during
the first eight months of the year, while the revised
budget earmarks EUR 25 million for that purpose this
year. The government received EUR 7.4 million in com-
missions, primarily from the domestic banks, for guaran-
tees issued during the first half of the year.

The required yield on long-term Slovenian govern-
ment bonds continued to rise gradually from March
on, and temporarily exceeded 7% in August. Prob-
lems in the banking system, political disagreements
and the deteriorating macroeconomic situation con-
tributed to downgrading of Slovenia's credit rating.
The required yield on long-term Slovenian government
bonds averaged 6.0% over the first eight months of the
year, with the premium over the benchmark German
bonds reaching 435 basis points. The required yield fell
until March which, similar to other euro area countries,
was also the result of non-standard measures by the
ECB. The rise in the required yield after March was linked
to the deepening of the debt crisis in certain euro area
countries, in particular in ltaly and Spain. The required
yield on Slovenian government bonds rose further, occa-

Figure 5.3: Spreads on 10-year government bonds over German
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Sources: Bloomberg, Bank of Slovenia calculations.
Notes: Spread is calculated as a difference between the yield of 10-year
government bond and the yield of reference German bond on a daily basis
and is used as a measure of country's credit risk.

*SLOREP 01/21 is used after 11. January 2011.

'8 The consolidated general government position includes the consolidation of the state budget, local government budgets, the Health Insurance

Institute and the Pension and Disability Insurance Institute.
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Box 5.2: Further improvement in economic governance in the euro area countries and the EU

EU Member States have responded to perceived deficiencies
in the area of economic governance with the recent adoption
of certain significant measures, and by planning several new
measures. The objective of previously implemented and
planned changes is to ensure the sustainability of public fi-
nances, the competitiveness of economies and the stability of
the financial system, which are crucial for the functioning of
the Economic and Monetary Union. Among the most impor-
tant of previously implemented measures is the introduction
of the European Semester, which ensures the improved coor-
dination of EU Member States’ economic policies. Implemen-
tation began at the beginning of last year. Five regulations
and one directive, known as the “Six-Pack” entered into force
in the middle of December 2011, introducing new rules for the
entire EU, while the part relating to financial sanctions only
applies to euro area countries. One new feature regarding the
surveillance of economic policies is the Macroeconomic Im-
balance Procedure, which was implemented for the first time
during the first half of this year (see Box 5.1).

In March 2012 a total of 25 EU Member States (i.e. all Mem-
ber States except the Czech Republic and United Kingdom)
signed the Treaty on Stability, Coordination and Governance
in the Economic and Monetary Union (hereinafter: the Treaty),
part of which is the Fiscal Compact. The Treaty will enter into
force on the first day of the month after instrument of ratifica-
tion has been deposited by the 12th member of the euro area.
Eight euro area countries, including Slovenia, and three other
EU Member States had ratified the Treaty and deposited in-
struments of ratification by 27 September. The content of the
Fiscal Compact must be transposed into national legislation
within one year of the entry into force of the Treaty. In June
2012 the European Commission announced common princi-
ples for national fiscal correction mechanisms on the basis of
the Treaty. The Commission defined the qualitative character-
istics of the correction mechanism. The mechanism should
(1) be transposed into national law, preferably at the constitu-
tional level, (2) be consistent with the EU framework, (3) be
activated in well-defined circumstances characterising a sig-
nificant deviation from the medium-term fiscal objective or the
adjustment path towards it, (4) take into account pre-
determined binding rules regarding the size of and the time-
line of the correction of deviations, (5) give a prominent op-
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erational role to rules on public expenditure and discretionary
tax measures, and include arrangements regarding the allo-
cation of the fiscal adjustment burden across levels of the
government, (6) define an escape clause that may only be
activated in the exceptional circumstances set out in the Sta-
bility and Growth Pact, and on a strictly temporary basis with
a commitment to make the appropriate structural adjustment,
and (7) facilitate a significant role for independent monitoring
institutions.

The reform of economic governance in the EU is increasing
the role of the structural government deficit in the process of
monitoring, supervising and assessing the fiscal policy of a
specific country. An essential part of the Treaty is the commit-
ment of signatory states to ensure budgets that are in balance
or in surplus. The aforementioned rule is taken into account if
a country achieves its medium-term fiscal objective of a struc-
tural deficit that does not exceed 0.5% of GDP. On the basis
of the Treaty, the Commission is also committed to drafting a
proposed timetable for rapid convergence with the medium-
term objective or with the target structural deficit of a specific
country. The speed required to achieve the medium-term
objective will have a significant impact on the conduct of eco-
nomic policy in the euro area in the coming years.

Slovenia’s estimated structural deficit for 2011, calculated by
the European Commission and the Ministry of Finance, is
slightly less than 4% of GDP (see Figure 1). In the updated
Stability Programme from April 2012, Slovenia confirmed a
balanced structural position as a medium-term fiscal objective
that it expects to achieve in 2015. The European Commission
assessed that such a medium-term fiscal objective is insuffi-
cient for Slovenia, as pension reform was not carried out in
2011. After the excessive deficit is eliminated in 2013, in ac-
cordance with the requirements of the EDP, Slovenia is ex-
pected to continue reducing its structural deficit in 2014 and
2015, by a total of 1 GDP percentage point or an average of
0.5 GDP percentage points annually, in line with the plans set
out in the latest Stability Programme. This corresponds to the
minimum requirements of the Stability and Growth Pact.

At the end of last November the European Commission pub-
lished two draft regulations, whose aim is to further
strengthen fiscal discipline and monitoring mechanisms in
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euro area countries. The first regulation? relates to the estab-
lishment of a common timeline for the drafting of budget
documents. An important new feature is the obligation of
countries to draft budget documents for the next year by 15
October of the current year, and to publish and submit those
documents to the European Commission and Eurogroup. The
European Commission may request a revised draft budgetary
plan, if it identifies non-compliance with budgetary policy obli-
gations, and the monitoring of budget implementation during
the current year for countries subject to the excessive deficit
procedure. The regulation also establishes the requirement
for independent macroeconomic forecasts, which serve as
the basis for budgetary plans, and the requirement of an inde-
pendent fiscal council to monitor the implementation of me-
dium-term plans. The second regulation® governs the more
stringent surveillance of Member States experiencing serious
difficulties with respect to financial stability or that receive
financial assistance on a precautionary basis. In certain
cases, the aforementioned regulation provides for the drafting
of a macroeconomic adjustment programme and the monitor-
ing of a Member State, even after the programme concludes,
if assistance is financed by the EU or Member States.

Current developments aimed at strengthening economic gov-
ernance in the EU stem from the report of the President of the
European Council from June this year, which proposes a
comprehensive shift to a fiscal and banking union# The report
proposes strengthening the integration of Member States in
four areas:

e An integrated financial framework, whose main elements
are common European banking supervision, a common
deposit insurance scheme and a common bank resolution
scheme. The ESM could represent fiscal backstop for euro
area countries. In mid-September the European Commis-
sion proposed the establishment of a common banking
supervision mechanism in the euro area that will serve as
the basis for a banking union, in which the ECB will play a
key role.5

sionally exceeding 7% in August following the downgrad-
ing of Slovenia’s long-term debt in the same month by
several ratings agencies. The main reasons given by the
agencies for the downgrade are difficulties in the Slove-
nian banking system, political disagreements and the
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Figure 1: Structural deficit of the general
government sector in Slovenia

in % of GDP
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The structural deficit as estimated by the Ministry of finance, reflects its
targeted dynamics, while estimates of the European Commission reflect only
implemented measures.
Sources: European Commission, Ministry of finance - Stability Programme,
April 2012.

e An integrated budgetary framework, in which the possibility
of issuing common euro bonds could be explored in the
medium term.

¢ An integrated economic policy framework, e.g. in areas
such as labour mobility or tax coordination.

e The strengthening of democratic legitimacy and account-
ability.

" When a country’s debt is well below 60% of GDP and the risks associated
with the long-term sustainability of public finances are low, that country’s
structural deficit may not exceed 1% of GDP.

2 The proposal is accessible at:
http://ec.europa.eu/europe2020/pdf/proposal_monito_assess_en.pdf

3 The proposal is accessible at:
http://ec.europa.eu/europe2020/pdfiproposal_strength_eco_en.pdf

4The proposal is accessible at:
http://consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/
ec/131201.pdf

5A common supervision mechanism should be established by 1 January
2013. From that date forward, the ECB will be able to supervise credit
institutions, in particular those that have received or requested public funds.
Under the current proposal, the ECB would supervise systemic banks from
July 2013 onwards, and all euro area banks from 1 January 2014.

deteriorating macroeconomic situation. The outlook at all
agencies remains negative. The recapitalisation of certain
banks, fiscal consolidation and the implementation of
structural reforms are crucial to lowering the required
yield on Slovenian bonds.
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Slovenia’s participation in ensuring
the financial stability of the euro area

Slovenia participates in programmes, primarily via
the EFSF, aimed at providing assistance to Greece,
Ireland, Portugal and Spain. Cyprus has also re-
quested assistance. International assistance to resolve
the fiscal problems of Ireland and Portugal amounts to
EUR 68 billion and EUR 78 billion respectively. The first
package of assistance approved for Greece totalled EUR
110 billion, while EUR 173 billion was approved in the
second package, which includes around EUR 34 billion in
unused funds from the first package. The assistance for
Spain, which was requested in June, will amount up to
EUR 100 billion at maximum, although the final amount
has not been set yet. In contrast to other countries, which
are receiving assistance to address their public debt
problems, the assistance to Spain is earmarked solely for
bailing out banks. Cyprus also requested assistance in
June, but the amount is not yet agreed. A portion of the
aforementioned assistance is being financed by the
EFSF. The EFSF will provide funding to Ireland in the
amount of EUR 17.7 billion, to Portugal in the amount of
EUR 26 billion and to Greece in the amount of EUR 144.6
billion in the scope of the second package, which also
includes contributions from the private sector in the
amount of EUR 35.5 billion. Following the exclusion of
Spain and Cyprus from the group of countries that con-
tribute funds to the EFSF, Slovenia’s share of guarantees
will rise by 0.1 percentage points to 0.6%. According to
Ministry of Finance figures, the stock of Slovenia’s guar-
antees for securities issued by the EFSF stood at EUR
1,154 million at the end of June. The value of Slovenia’s
loans to countries receiving assistance in the scope of
the aforementioned guarantees reached EUR 518 million,
corresponding to the increase in the general government
debt. Slovenia approved loans to Greece in the amount
of EUR 263 million in the first package of assistance,
which has already been completed. The aforementioned
loans likewise resulted in an increase in the general gov-
ernment debt.
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A permanent mechanism to ensure stability in the
euro area will begin functioning later than previously
planned. The ESM, which was originally planned to be-
gin functioning this July, is now expected to begin func-
tioning in October due to Germany’s delay in ratifying the
Treaty on Stability, Coordination and Governance in the
Economic and Monetary Union. It will replace the EFSF,
which functions as part of the temporary mechanism for
ensuring financial stability. The ESM disposable funds will
amount at EUR 500 billion, a portion of which will consist
of paid-in capital from Member States. Slovenia’s share
of ESM capital will be EUR 342 million, EUR 137 million
of which is expected to be paid during the first year of the
mechanism’s functioning. Only those countries that ratify
the Treaty on Stability, Coordination and Governance in
the Economic and Monetary Union will be eligible for fi-
nancial assistance from the ESM (see Box 5.2). In addi-
tion to direct financial assistance for countries to address
their debt problems and to ensure the financial stability of
the euro area, the mechanism could also contribute funds
for the recapitalisation of banks and the purchase of gov-
ernment securities on the primary and secondary mar-
kets.

Planned developments in
the general government deficit

According to government plans, the actual and struc-
tural general government positions are expected to
be nearly balanced in 2015. Additional measures will be
required to achieve that objective. According to Ministry
of Finance forecasts in the Reporting of Government
Deficits and Debt Levels of 28 September 2012, the gen-
eral government deficit is expected to fall to 4.2% of GDP
this year. The deficit is expected to continue narrowing in
the coming years according to projections from the latest
Stability Programme from April 2012, to reach 0.4% of
GDP by 2015. The Stability Programme states that the
aforementioned target will be reached primarily by reduc-
ing general government expenditure, including employee
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compensation, intermediate consumption and social
transfers. The revised state budget for 2012 and the
ZUJF, which entered into force at the end of May, follow
this policy. Although measures to balance public finances
produce adverse effects on economic growth in the short
term, their long-term effect is positive. Additional meas-
ures for the balancing of public finances are expected
during the drafting of the state budgets for the next two
years, together with structural reforms on the labour mar-
ket and the pension legislation. In the context of the dete-
riorating economic situation, the short-term adverse effect
on the economy must be taken into account when defin-
ing the types of measures to be implemented.

Slovenia has to bring down the general government
deficit to below 3% of GDP by 2013 and then to main-
tain it below that level in line with the excessive defi-
cit procedure. Slovenia has been undergoing the exces-
sive deficit procedure since December 2009, which re-
quires a reduction in the general government deficit to
below 3% by 2013. The government confirmed its com-
mitment to achieving this target in April's updated Stability
Programme. The government must prepare draft budgets
for the next two years, including measures for further
reducing the deficit, by the end of September. This will
also reduce the structural deficit, as required by the inter-
governmental Treaty on Stability, Coordination and Gov-
ernance in the Economic and Monetary Union. According
to the European Council recommendations of December
2009, the structural deficit should be reduced by an aver-
age of 0.75 GDP percentage points annually until 2013.
According to the latest Stability Programme from April
2012, the structural deficit is expected to reach 0.1% of
GDP in 2015 (see Figure 1in Box 5.2).

The planned deficit reduction is being hindered by
the adverse macroeconomic situation, while risks are
primarily linked to the possibility of expenditure of a
one-off nature. The current economic situation and ex-
pectations are worse than envisaged in the updated Sta-
bility Programme from April 2012. Thus, the projections in
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the current Price Stability Report and those of the Insti-
tute of Macroeconomic Analysis and Development,
(which form the basis for budgetary planning) indicate a
more significant decline in GDP than was expected dur-
ing the drafting of the consolidation plan. The possibility
of expenditure of a one-off nature, due to possible addi-
tional assistance to certain banks and the increased call
of issued guarantees, also represent a risk to the
achievement of fiscal objectives.

Pension reform, which is expected to be adopted by
the end of the year, is based on extending the pen-
sionable age and retirement age for men and women,
and the equalisation of the latter by the end of the
transitional period. The implementation of reforms is
crucial, as Slovenia is one of the countries with the
highest population ageing costs. In the Ageing report'®
published by the European Commission in May 2012, the
increase in strictly age-related general government ex-
penditure is estimated at 10.3 GDP percentage points for
Slovenia by 2060, according to the reference scenario,
while the euro area average is 4.5 GDP percentage
points. Strictly age-related expenditure includes pen-
sions, healthcare, long-term care and education. Growth
in these costs in Slovenia derives primarily from pen-
sions. Pension reform that would contribute to the long-
term sustainability of public finances is expected to be
adopted by the end of this year, with its provisions enter-
ing into force in 2013. The fundamental changes in the
government’s proposal that bring the most significant
fiscal effects relate to a change in conditions for old-age
retirement which, for a full pension, dictate a retirement
age of 65 and a 15-year insurance period for both sexes,
or 60 years of age with 40 years of pensionable service
without a buyout. The basis for calculating pensions
would take into account the most favourable 28 consecu-
tive years of employment, excluding the three least fa-
vourable years, with a regular annual adjustment of pen-
sions that would take into account 60% of growth in the
average wage and 40% of inflation.

19 The 2012 Ageing Report: Economic and budgetary projections for the EU27 Member States (2010-2060).
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Price Developments

Year-on-year inflation averaged 2.7% during the first nine months of the year, 0.1 percentage points higher
than the euro area average. There were differences, however, in the structure and causes of inflation. Growth
in food prices in Slovenia in the last two years has outpaced the corresponding growth in the euro area, but
growth in prices of services and non-energy industrial goods has been much lower. Core inflation in Slovenia
has thus been lower than the euro area average for three years now. The difference is driven primarily by
weaker household consumption and the limitations on cost pressures necessary for improving competitive-
ness. The rise in inflation in recent months is primarily a reflection of external and one-off factors: higher euro
oil prices, prices of seasonal food, rises in prices of certain public services, most notably school meals, and
rises in excise duties.

Year-on-year inflation has trended higher since the -year rate rose from 2.3% in January to 3.7% in Septem-
beginning of the year, to average 2.7% over the first ber. The development of three main factors contributed to
nine months of the year, 0.1 percentage points higher the aforementioned growth. The key factor in the rise in
than the euro area average. Inflation was up 0.8 per-  this year's inflation were energy prices. This component
centage points on the same period last year. The year-on of inflation was heavily influenced by the euro exchange

Figure 6.1: Inflation Figure 6.2: Core inflation
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rate and prices of energy commodities, in particular oil
prices. Energy prices contributed to nearly one half of
price growth on average this year, which is significantly
higher than their weight in the consumer basket (14.3%).
Growth in food prices also remains high, which is likewise
dependent on developments in the food prices on foreign
markets. Also affecting food prices in Slovenia is the low
level of competition on the market. Higher inflation is also
a result of changes in the prices of certain public services
and excise duties, which are primarily a reflection of the
need for fiscal consolidation.

Macroeconomic factors and
core inflation indicators

Developments in core inflation are primarily driven by
weak domestic consumption. Core inflation indica-
tors were again lower than euro area indicators over
the first eight months of this year. The drop in domes-
tic consumption is reflected in core inflation indicators, as
it dissuades retailers from raising prices. Core inflation as

Table 6.1 Breakdown of the HICP and price indicators

measured by the HICP excluding energy and unproc-
essed food prices averaged 1.4% over the first nine
months of the year, up 0.7 percentage points on the 2011
average. It should be noted that rises in excise duties on
alcohol and tobacco are included in the aforementioned
indicator. With the exception of February, core inflation as
measured by the narrowest indicator, the HICP excluding
energy, food, alcohol and tobacco, was below 1%. Such
low core inflation is a reflection of weak domestic de-
mand, with a corresponding effect on the prices of ser-
vices and non-energy industrial goods. According to this
indicator, prices rose by an average of 0.7% in year-on-
year terms over the first nine months of the year. Growth
in the narrowest core inflation indicator was 0.9 percent-
age points lower on average from January to August than
the comparable euro area indicator. According to the
broadest indicator, the HICP excluding energy, core infla-
tion was 1.6% in year-on-year terms. All core inflation
indicators have been lower than those in the euro area
since the end of 2009. Low core inflation is in line with the
negative output gap, as low aggregate demand holds
economic growth to a level below economic potential.

weight __average year-on-year growth, % year-on-year growth in quarter, %
2012 2008 2009 2010 2011 1H12 2Q11 3Q11 4Q11 1Q12 2Q12 3Q12

HICP 1000% 55 09 21 21 25 20 15 26 25 25 32
Breakdown of HICP:

Energy 145% 94 45 139 88 85 83 69 80 83 87 108

Food 227% 81 18 25 48 37 57 35 48 37 38 51

processed 154% 99 27 29 50 46 47 48 60 47 44 46
unprocessed 73% 46 00 17 43 18 77 05 23 14 21 6.1

Other goods 288% 22 00 -22 -09 -02 11 14 00 06 02 02

Services 340% 53 32 12 00 15 04 02 11 19 11 141
Core inflation indicators
HICP excl. energy 865% 49 17 03 10 15 09 06 17 15 15 19
HICP excl. energy and unprocessed food 782% 50 19 02 07 15 03 06 16 15 15 15
HICP excl. energy, food, alcohol and tobacco 62.8% 38 1.7 -04 04 07 07 -04 06 07 07 07
Other price indicators:

Industrial producer prices on domestic market 56 04 20 38 10 41 37 29 11 09

GDP deflator 41 36 -11 10 09 06 09 19 09 10

Import prices’ 27 46 64 59 26 59 50 42 30 23
Note: ! National accounts figures.
Sources: SORS, Eurostat, Bank of Slovenia calculations.
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The consumption of durables continued to decline, while
expenditure on other categories of goods dropped con-
siderably for the first time since the second quarter of
2009, as a result of a decline real household income, a
downturn in consumer confidence and the increased pru-
dence of households.

Low core inflation is in line with the recent decline in
unit labour costs. Unit labour costs measured by value-
added in the total economy were also down in year-on-
year terms during the first half of this year. The fall in
compensation per employee outstripped the fall in pro-
ductivity, which does not indicate inflationary pressures.
Upward pressure on prices derives from higher input
costs tied to the euro prices of certain commodities.

Factors from the international environment once
again exerted the most pressure on prices this year.
Having recorded relatively high growth during the first
quarter of this year, oil prices fell again in the second
quarter, followed by a renewed rise. The average US
dollar price for a barrel of Brent crude rose by slightly less
than 1% in year-on-year terms over the first nine months
of 2012 to stand at USD 112, while the euro price was up
11% year-on-year over the same period due to the afore-
mentioned currency’s depreciation. Droughts and floods
in July resulted in a rise in food prices on the global mar-
kets. The prices of cereals and sugar rose considerably,
while the prices of dairy products were unchanged and
meat prices fell. By contrast, the prices of industrial com-
modities have been falling for almost a year. Thus year-
on-year growth in primary commodity prices was negative
until August.

Microeconomic factors and
the structure of inflation

An analysis of individual price categories indicates
that energy and processed food prices again contrib-
uted the most to inflation over the first nine months
of 2012. Energy prices on average contributed 1.3 per-
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centage points, while food prices contributed 0.7 percent-
age points. The contribution of other price categories has
also risen slightly in recent months which, in addition to
growth in motor fuel prices and July’s rise in excise du-
ties, resulted in a temporary rise in inflation well above
3%. Year-on-year growth in food prices in Slovenia has
outpaced the average growth in the euro area over the
last two years, while the opposite is generally true for the
prices of services and non-energy industrial goods, in the
latter category primarily due to the prices of durables.
Higher growth in food prices in Slovenia is also partly a
reflection of differences in the dynamic of changes in ex-
cise duties on tobacco products. Growth in food prices in
2010 and 2011 was down sharply on the growth recorded
in 2007 and 2008, when price increases, following shocks
on the commodities market, were also under the influ-
ence of inflationary pressures on the demand side and
growth in labour costs in the context of a positive domes-
tic economic climate.

Energy prices rose by an average of 9.3% in year-on-
year terms over the first nine months of this year, as
a result of developments in the euro exchange rate,
global oil prices and rising duties. Year-on-year growth
in energy prices in Slovenia in 2011 was lower than the
average growth in the euro area, partly as a result of the
reduction in excise duties on motor fuels at the beginning

Figure 6.3: Energy prices
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Figure 6.4: Individual energy price categories
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of the year, while average growth over the first eight
months of this year has outpaced euro area growth. Con-
tributing to the latter were the rise in excise duties at the
end of last year and again in the context of this year’s
temporary fall in oil prices, and the introduction of an en-
vironmental levy on carbon dioxide emissions for motor
fuels. Average year-on-year growth in the prices of district
heating over the first eight months of the year also out-
paced euro area growth, while growth in the prices of
electricity and, in particular, solid fuels was lower.

Year-on-year growth in overall food prices averaged
4.2% over the first nine months of the year in the con-
text of continuing significant fluctuations in the
prices of seasonal food and rising excise duties on
tobacco and alcohol. Year-on-year growth in processed
food prices averaged 4.6% which, on the one hand, re-
flects last year’'s delayed pass-through of shocks on the
commodity market to consumer prices, and is a result of
rises in excise duties on tobacco and alcohol on the
other.20 Higher tobacco prices, closely linked to changes
in excise duties, thus contributed 0.3 percentage points to
inflation in August. Growth in prices of processed food

Figure 6.5: Food prices
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Figure 6.6: Services prices and prices of non-energy industrial

goods
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excluding tobacco slowed slightly in the first half of 2012 ,
as August prices were up 2.1% relative to last December.
The rise in prices of food commodities, in particular corn,
soy and wheat, on the international markets in the middle
of the year is expected to have an impact on food prices
in the coming months. Year-on-year growth in prices of
unprocessed food averaged 3.2% over the first nine

20 |n July 2012, a raise in excise duty from 86 EUR to 90 EUR per thousand cigarettes was implemented. Thus excise duties reached the mini-
mum level set in European Council Directive ahead of time as these changes were to be implemented by January 2014. Two additional increases
were announced which will set the excise duty to 94 EUR per thousand cigarettes in October 2012 and to 97 EUR per thousand cigarettes in
January 2013. In April 2012, higher excise duties on alcohol were also set at 11 EUR per hl/degree of alcohol for beer, 120 EUR per hl of interme-

diate products and 1200 EUR per hl of pure alcohol for ethyl alcohol.

Price Developments
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Box 6.1: Local community service providers' prices

Local community service providers’ prices are set for the most
part on monopolistic markets, and may therefore be a factor
in price instability, if service providers do not control operating
costs and other expenses. In this overview, prices of munici-
pal services, heat energy and bus services are included in the
aforementioned category. According to Eurostat, prices of
municipal services comprise the prices of water and sewer-
age, refuse collection and other services (e.g. chimney
sweeping and residential building management services). Bus
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tively (prices of water and sewerage 1.22% and 1.25% re-
spectively, while the prices of refuse disposal account for
0.55% in both Slovenia and the euro area), prices of heat
energy 0.95% and 0.68% respectively and prices of bus ser-
vices 0.67% and 0.48% respectively. Their direct contribution
to headline inflation is therefore rather limited, as is the pass
through to other prices via costs. A more pronounced effect

Figure 1: Y-o0-y growth rates, 1997-2012

transport services comprise urban and suburban transport. 30 "% r 30
Detailed data are given from 2004 onwards, when inflation in o —headline inflation P
Slovenia was largely aligned with the European average. —prices of local communities

Prices of heat energy (and significantly less so prices of bus -2

services) respond to oil prices. Thus a comparison of move- L 15

ments in Slovenian prices and euro area prices, or more pre-

cisely their difference, provides crucial additional information. - 10

At less than 4% over the entire observation period, the pro- -9

portion of the headline inflation basket of goods accounted for 0
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Table 1: Indicators of price growth of services of local communities (average annual rates)

Slovenia Euro area Difference
average Jan.-July} average Jan.-July| average Jan.-July
2004-09 2010 2011 2012 |2004-09 2010 2011 2012 |2004-09 2010 2011 2012
y-0-y growth in percent

Municipal services 24 11.8 1.0 0.1 31 2.8 2.7 2.2 -0.7 +9.0 1.7 2.1
Water and sewerage 14 156.3 0.0 0.0 29 3.0 3.3 25 -15 +12.3 -3.3 2.5
Refuse collection 6.3 18.0 0.9 08 33 25 26 15 +3.0 +15.5 1.7 0.7

Heat energy 6.1 17.8 5.7 14.8 7.7 -6.9 7.8 10.6 -1.6 +24.7 21 +4.2

Bus senvices 26 -1.0 0.1 6.3 29 2.3 3.0 33 03 -3.3 -3.1 +3.0

TOTAL 3.2 10.6 18 44 3.7 1.3 3.5 3.6 -0.5 +9.3 1.7 +0.8

contribution to inflation '

Municipal senices 002 +020 -003 -006 | +0.03 +0.03  0.00 -0.01 005 +017 -003 -0.05
Water and sewerage -0.02 +0.15  -0.03 003 | +0.01 +0.02 +0.01 0.00 -0.03 +0.13  -0.04 -0.03
Refuse collection +0.01  +0.08 -0.01 -0.01 +0.01 0.00 0.00 -0.01 0.00 +0.08  -0.01 0.00

Heat energy +002 +012 +0.03 +0.11 | +0.03 -005 +0.03 +0.05 A -0.01 +0.17 0.00 +0.06

Bus senvices 0.00 002 -002 +0.03 | 0.0 0.00 0.00 0.00 0.00 002 -002 +0.03

Total 0.00 +0.31 -0.01 +0.08 | +0.06 -0.01 +0.03 +0.04 | -0.06 +0.32  -0.04 +0.04

1 Contribution of selected aggregate in percentage points above or below total other inflation.

Sources: Eurostat, Bank of Slovenia calculations.
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Figure 2: Difference between y-o-y price growth in Slovenia and

the euro area
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may be seen in the context of significantly accelerated growth
in the demonstration effect (directly or through the generation
of wage growth).

Growth in prices of municipal services and bus services (but
not in heat energy prices) in Slovenia significantly outpaced
headline inflation in the early period of transition (Figure 1). A
significant acceleration was recorded in all sub-categories in
2001, and in municipal services in 2002. Growth in prices of
local communities contributed 0.7 percentage points to head-
line inflation in 2001. An oil shock must be taken into account
in 2000 in particular, as well as the sharp increase in taxes for
various government funds, so that the aforementioned wave
of price rises was in fact only partly the result of local govern-
ment policies. In any case, it resulted in the tightening of eco-
nomic policies, as the majority of prices in question were clas-
sified as prices under a strict central control regime following
the aforementioned events.

In the last 10 years, i.e. from 2003 onwards, the movement of
prices of local communities has fully aligned with other com-
ponents of inflation, while their growth has for the most part

months of the year. Year-on-year growth in meat prices
for the most part tracked processed food prices, while
prices of seasonal food were typically much more volatile.
Prices of seasonal foods were up 0.9% on average over
the first eight months of the year, but up 8.4% in August.
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10 1 12

lagged behind the growth of comparable euro area prices
(Figure 3). Worthy of note in all the aforementioned prices,
except prices of bus services, is 2010, when the entire cate-
gory again contributed 0.3 percentage points to average an-
nual inflation. Old control ordinances expired, while new ordi-
nances have not yet entered into force. A number of local
communities raised their prices significantly at the end of
2009, including Ljubljana, which has the largest weight in the
index of the aforementioned prices. Because the prices in this
category typically lag behind other prices over the long term,
their movement is characterised by occasional but significant
one-off spikes (Figure 2).

Having recorded significantly below-average growth for an
extended period in the past, only the spike in bus transport
prices stands out in 2012 (in January in Ljubljana). The move-
ment in prices in this sector has been generally very re-
strained over the last 10 years. But taking into account the
accumulation of fiscal and financial pressures at the local
government and national levels, risks are rising.

Prices of the majority of the services grew quite
slowly over the first nine months of 2012 in the con-
text of diminishing purchasing power. The exceptions
were the prices of certain public services adminis-
tered by local governments and services that are cov-
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Figure 6.7: Services prices
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ered indirectly by the Fiscal Balance Act. Having fallen
by 0.3% over the first nine months of last year, services
prices were up 1.4% on average over the same period in
2012. Last year’s decline was primarily the result of the
changes in the calculation of school meals in autumn
2010. This year’s more pronounced rises in the prices of
individual services were linked exclusively to municipal
and government measures. Prices of passenger road
transport services rose in January, primarily due to a rise
in the prices of Ljubljana public transport services by
6.4% and in the prices of cultural services, owing to a rise
in the RTV licence fee by 3.2%. The costs of insurance
services were up 3.3% in July due to a rise in the prices
of health insurance, and by 3.1% and 3.3% respectively
in August in the categories of education and social work,
due to a rise in kindergarten prices. The total contribution
of these categories to inflation was 0.3 percentage points
in August. Among other services, prices of maintenance
and repairs recorded the sharpest year-on-year growth
(of 4%) over the first eight months of the year. Prices of
hospital services recorded the sharpest drop (of 5.5%), in
part due to the falling prices of healthcare services paid
to the providers of the aforementioned services by the
Health Insurance Institute, as defined in the annex to the
general agreement for contractual year 2012. Due to
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Figure 6.8: Prices of non-energy industrial goods
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changes in the calculation of school meal charges
adopted in the Fiscal Balance Act, prices were up sharply
in the canteen category in September, while prices of
passenger road transport were down due to the introduc-
tion of a general transport subsidy for students and pu-
pils.

Average prices of non-energy industrial goods were
virtually unchanged in year-on-year terms over the
first nine months of the year. Despite several consecu-
tive months of year-on-year growth since April, the first
such growth since the middle of 2009, prices of clothing
and footwear, which account for nearly a quarter of non-
energy industrial goods, were down 0.2% on average in
year-on-year terms over the first nine months of the year,
in the context of typical seasonal fluctuations. Car prices,
which account for the second highest proportion of the
aforementioned category, were also down year-on-year
over the first eight months, by 3.7% on average. The av-
erage contribution of the remaining prices of non-energy
industrial goods to inflation over the first eight months of
the year was 0.1 percentage points.
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Industrial producer prices

The decline in year-on-year growth in industrial pro-
ducer prices on the domestic market has continued
this year. Prices rose by an average of 1.0% in year-
on-year terms over the first eight months of the year,
down 3.2 percentage points on the same period last
year. Year-on-year growth rates were down in all the
categories of goods relative to 2011, except capital
goods. Year-on-year growth in producer prices of interme-
diate goods was down 5.3 percentage points on last
year’s average over the first eight months of the year to
stand at 0.9%. This was primarily the result of a year-on-
year fall in prices in the manufacture of basic metals.
Year-on-year growth in prices of consumer goods aver-
aged 1.2% over the first eight months of the year. Energy
prices, which fell sharply at the beginning of the year,
have risen slightly in recent months, growth in the afore-
mentioned prices having averaged 0.4% in year-on-year
terms over the first eight months of the year. This is in line
with the year-on-year growth in electricity, gas and steam
supply prices. Year-on-year growth in euro area industrial
producer prices on the domestic market averaged 2.8%
over the first seven months of the year. The higher year-
on-year growth compared with Slovenian producers pri-
marily derives from energy prices, whose year-on-year
growth in the euro area reached 7.3% over the first seven
months of the year.
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Figure 6.9: Industrial producer prices on the domestic market
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Figure 6.10: Industrial producer prices on the domestic market
(comparison with euro area)
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7 ‘ Projections of Economic Trends and Inflation
2012-201421

GDP is expected to decline by slightly less than 2% in 2012, with growth not expected to resume until 2014.
The economic growth forecast has thus been revised down since the previous projections, by around 1 per-
centage point annually over the projection horizon. The downward revision is primarily the result of a renewed
deterioration in the international environment and the anticipated implementation of fiscal consolidation meas-
ures. Due to the situation on the labour market, fiscal consolidation and pessimism among corporates and
households, weak domestic demand will not be a reflection solely of low investment activity, but also of lower
household consumption and government spending. At the same time export growth will also be low as a result
of the projected slow growth in the international environment. The contribution made by net trade is neverthe-
less expected to be higher than in previous projections, as a result of assessments regarding an additional
decline in domestic demand. Such developments are also evident from the current account projection, where
the surplus is expected to increase to more than 4% of GDP. After rising temporarily in 2012, inflation is ex-
pected to fall to around 2% in the coming years. The main factors in this year’s higher inflation are high energy
prices and food prices on global markets, and certain one-off effects related to fiscal consolidation, while core
inflation will remain low as a result of the adverse macroeconomic situation.

The risks in the GDP growth projections remain high and concentrated on the downside. The risk surrounding
foreign demand remains present due to the persistent uncertainty on the sovereign debt markets and the need
for additional fiscal consolidation measures in the EU. The uncertainties surrounding domestic risk factors also
remain high. The effects of a relatively extensive fiscal consolidation are quite uncertain, while some measures
for the planned reduction in the deficit have not yet been defined. At the same time the financing situation re-
mains considerably uncertain, particularly with regard to access to sources of financing in the rest of the world.
A deterioration in the situation on the labour market would increase the chances of a further rise in structural
unemployment and the related social problems, a loss of human capital and additional government expendi-
ture. The risks surrounding inflation remain balanced, and similar to those in previous projections. The risks
associated with higher energy prices and food prices have been assessed as slightly higher this time. The
risks of higher inflation relate to possible additional fiscal consolidation measures, and to price rises in sectors
with a lower level of competition. A more significant contraction in domestic demand and sharper cost adjust-
ment in the economy could reduce core inflation.

21 The projections were made on the basis of the available data and the existing statistical methodologies as at 10 September 2012. The projecti-
ons of macroeconomic factors presented in this report are based on assumptions for variables in the international environment and certain domes-
tic factors dependent on economic policy decisions. The assumptions for the variables in the international environment are taken from Consensus
Forecasts and Eastern Europe Consensus Forecasts (August 2012), JP Morgan (Global Data Watch, 7 September 2012), the OECD Outlook (June
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International environment and
external assumptions

The outlook for economic growth in Slovenia’s most
important trading partners has deteriorated, as a re-
sult of the deepening fiscal crisis and the decline in
confidence in a number of euro area countries. Owing
to the increased need for fiscal consolidation in the euro
area and the decline in economic activity in the middle of
the year, the assumption for economic growth in Slove-
nia’s most important trading partners was revised down.

Figure 7.1: Projections of economic activity for 2012
annual growth in GDP, %

Other factors are the adverse situation on the labour mar-
ket and the tightened financing conditions, which are re-
ducing consumer and business confidence. The growth
assumption for foreign demand in 2012 is down by a third
on the previous projections. Foreign demand is expected
to increase by merely 1.0% on average in 2012, although
growth could begin to increase again by the end of the
year according to current forecasts by international insti-
tutions. Average growth in 2013 is therefore expected to
be higher at around 2.5%. The downward revision for
2013 is greater than the revision for 2012, in line with the

Figure 7.2: Projections of economic activity for 2013
annual growth in GDP, %

7 7
4 Consensus - USA 4 Consensus - USA
6 - A Consensus - eastern Europe L6 6 A Consensus - eastern Europe L6
A Consensus - euro area A Consensus - euro area
5 4 ® European Commission - USA -5 5 4 ® European Commission - USA -5
A A A4 ® European Commission - euro area ® European Commission - euro area
4 42 Ak -4 4 - -4
A
Aaaa,, Aa A A AAAA‘AAA
37 ° L R 3 31 A N -3
A Iy : AAA, L4 patasay
2 A 7 A A A 2 2 7 " [ ] A A 2
AAaa®a, A A Ag
1 L 1 1 faaa 1
4 Ban
0 yy 0 0 0
A®,,.24,,.
-1 -1 1 1
2011 2012 2011 2012
Sources: Consensus Economics, European Commission. Sources: Consensus Economics, European Commission.
Table 7.1: Assumptions for the international environment
Assumptions
2012 2013 2014
2007 2008 2009 2010 2011 Oct A Oct A Oct A
annual average growth (%) if not stated otherwise
Foreign demand* 13 59 142 113 75 12 06 25 -10 40 -05
Oil (USD/barrel) 73 98 62 80 1M1 115 5 110 -5 110 -3
Non-oil commodities 174 101 -230 374 180 -83 -52 16 -23 51 -09
EMU inflation 21 33 03 16 27 25 05 17 00 20 00
PPI Germany 13 54 40 15 56 22 041 18 03 14 -03

* Volume of imports from the basket of foreign partners.

A: Difference between current projections and projections in April 2012 Price Stability Report.
Sources: Bank of Slovenia, Eurostat, Consensus Economics, ECB, JP Morgan, OECD Outlook.

2012) and the IMF WEO Update (July 2012). Because additional fiscal consolidation measures were not known at the time the projections were
made, they were included in the projections as a linear reduction in all categories of expenditures so that the budget targets set out in the latest
Stability Programme for Slovenia from April 2012 would be achieved. 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 to the April 2008

Price Stability Report.
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latest changes to forecasts for the euro area. The as-
sumptions for growth in foreign demand are significantly
below the long-term average of around 5.5%.

Despite unfavourable supply-side conditions, US dol-
lar oil prices are expected to be lower than in the pre-
vious projections due to the cooling of global eco-
nomic activity. The assumption regarding euro oil
prices is somewhat higher owing to the euro's depre-
ciation. The rapid rise in oil prices in 2012 was primarily
the result of geopolitical tensions in the Middle East. Oil
prices are expected to fluctuate between USD 110 and
USD 115 per barrel in the future. This represents an aver-
age decrease of around 4% with regard to oil price as-
sumptions from the previous projections, while euro oil
prices are around 3% higher relative to the previous as-
sumptions.

The prices of other commodities are expected to
track the decline in global economic growth, al-
though there are significant deviations within the
aggregate. Slow global economic activity is expected to
result in slower growth in primary commodity prices, par-
ticularly in 2012. The aforementioned prices are then
expected to rise gradually in line with the expected global
economic recovery. There have been differences recently
between food prices, which are rising rapidly, and metals
prices, which are falling in year-on-year terms. This may
also have an effect on the inflation projections. The price
elasticity of consumer demand for food is lower than the
price elasticity of demand for industrial products, for
which metal prices account for a large portion of input
costs. It is therefore possible that the effect of growth in
food prices on the international commodity markets on
inflation will outweigh the effect of falling metal prices.

Inflation in the euro area is expected to stand at 2.5%
in 2012, and to average slightly below 2% over the
next two years. Rising energy and food prices and fiscal
consolidation measures in the majority of euro area coun-
tries will contribute to maintaining this year's price growth
above 2%. In the absence of further shocks on the inter-
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Figure 7.3: Commodity prices
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national commodity markets, inflation is expected to aver-
age slightly less than 2% over the next two years. Given
that no significant improvements can be expected in the
situation on the labour market, core inflation will remain
low as household consumption remains weak. Growth in
producer prices in Germany should also fall gradually in
the context of subdued economic activity and low growth
in input costs.

GDP growth

GDP is expected to decline by 1.8% in 2012, and by a
further 0.7% in 2013, before rising by 0.8% in 2014.
The GDP growth projection in 2012 is down around 0.5
percentage points on the previous projections, while the
forecast for 2013 has also been revised down, by almost
1.5 percentage points. This is a significant downward
revision compared with the previous projections, and is
larger than in the majority of euro area countries. In addi-
tion to the revised data for past GDP, there was a sharp
downward revision in the assumption for growth in foreign
demand, while domestic demand will also continue to
decline owing to fiscal consolidation. Currently available
indicators point to a probable decline in aggregate eco-
nomic activity again in the third quarter of this year, which
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Figure 7.4: GDP at various national account data releases
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intensifies the carry-over of the negative dynamics in ac-
tivity into 2013. Economic growth in Slovenia is expected
to lag behind the average euro area growth by around 1
percentage point annually. The level of economic activity
in 2014 will therefore be almost 10% lower than prior to
the outbreak of the crisis at the end of 2008.

Aggregate demand

Domestic consumption is expected to decline over
the entire projection horizon. The negative contribu-
tion made by construction investment will only
gradually decline. Construction investment will continue
to be restricted primarily by difficulties in financing, large

Table 7.2: Components of domestic demand

Figure 7.5: GDP growth projections
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stocks of unsold housing and fiscal consolidation meas-
ures. Given the high indebtedness of construction firms,
and the lack of projects with an appropriate return and
the right level of security against risks, the banks will re-
main cautious in their financing. Unsold new-built homes
will continue to dissuade potential investors from con-
structing additional residential buildings. No major gov-
ernment investment can be expected owing to fiscal con-
solidation. Construction investment is thus expected to
rely primarily on the building of facilities in the energy
sector (See Box 7.1 for more details).

After recording relatively high growth in 2011, invest-
ment in machinery and equipment is expected to de-
cline in 2012. The stagnation in production capacity utili-

Projections

2012 2013 2014
2007 2008 2009 2010 2011 Oct. A Oct. A  Oct. A
real growth rates, %
Domestic demand 90 32 -100 -02 -07 -33 -10 -18 -15 -05 -16
Private consumption 63 23 01 13 09 18 -07 -7 -09 04 -02
Government spending 06 59 25 15 -12 30 12 -20 -12 -6 -16
Gross fixed capital formation 133 71 -232 138 -81 -87 63 -33 48 -18 57

A: Difference between current projections and projections in April 2012 Price Stability Report.

Sources: SORS, Bank of Slovenia calculations.

Projections of Economic Trends and Inflation 2012-2014

68

PRICE STABILITY REPORT, October 2012



Box 7.1: Investment in the energy sector

Certain major investments in the Slovenian energy infrastruc-
ture are expected to be started or concluded this year and in
the coming years. This box presents selected indicators of the
Slovenian energy sector and its past investment (including
from the financing point of view), and an illustration and as-
sessment of planned investment in this sector over the pro-
jection horizon.

The energy sector is important to the national economy for its
role in ensuring the uninterrupted supply of energy.” NACE
activities B (mining and quarrying) and D (electricity, gas,
steam and air conditioning supply) are included in this sector.
A high level of concentration in certain parts of Slovenia is
one of the characteristics of these activities. Employees in the
energy sector in the Posavje region, for example, account for
approximately 15% of all employees, around 50% of value-
added and profit, and fully 75% of the total capital of all com-
panies in the region.

In contrast to the total economy, the situation in the Slovenian
energy sector has not deteriorated during the crisis. The pro-
portion of sales revenue and gross operating surplus ac-
counted for by the energy sector relative to the economy
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overall increased between 2005 and 2010. The energy sector
has also maintained a high level of investment during the
crisis. Its investment has not decreased since 2008, but has
remained at the pre-crisis level. Thus, the proportion of the
Slovenian economy’s total investment accounted for by the
energy sector has nearly tripled in the last five years. Its pro-
portion of investment in machinery and equipment, in particu-
lar, is on the rise.

Prior to the crisis, the proportion of own funds used to finance
investment in the electricity? sector declined rapidly due to an
increase in the proportion accounted for by loans, which has
remained high, even after the outbreak of the crisis. The pro-
portion of investment financing accounted for by own funds
exceeded 80% in 2004, but had fallen to around 50% in 2010.
By contrast, the proportion of investment financing accounted
for by loans rose from less than 10% in 2004 to around 40%
by 2010.

Annual investment of between EUR 400 million and EUR 800
million is expected in the energy sector in the period 2012-
2014. This represents an average of just under 10% of total
investment or between 1% and 2% of annual GDP in the

Table 1: Energy sector in Slovenia compared to total economy (shares in %)

2005 2006 2007 2008 2009 2010
B+D Energy sector
number of companies 05 0.5 0.5 0.5 0.5 0.7
number of employees 22 21 20 19 20 20
sales 34 3.6 34 45 54 5.7
gross operating surplus 6.0 515 52 59 85 75
gross fixed investment 58 H15 6.7 74 95 141
gross fixed investment: building structures 8.1 9.1 12.7
gross fixed investment: machinery and equipment 8.1 11.0 171
D35 Electricity, gas, steam supply
number of companies 04 04 04 04 04 0.6
number of employees 14 14 1.3 13 14 15
sales 3.0 32 3.0 42 5.0 53
gross operating surplus 5.7 5.1 48 56 8.0 6.8
gross fixed investment 46 5.0 6.0 6.6 8.6 12.8
gross fixed investment: building structures 76 85 1.7
gross fixed investment: machinery and equipment 7.0 9.9 {515

Sources: SORS, Bank of Slovenia calculations.
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Bank of Slovenia’s baseline scenario. The energy sector’s
investment in 2013 and 2014 are expected to be double the
average in the period 2007-2011, when they totalled around
EUR 400 million annually. The framework plan for the imple-
mentation of investment in the energy infrastructure, set out in
the National Energy Programme 2010-2030, states that in-
vestment until 2030 are expected to total around EUR 30
billion, or more than EUR 1 billion annually.

The total investment in Block 6 of the Sostanj power station is
expected to amount to around EUR 1.3 billion, with comple-
tion of the investment expected in 2014. In July this year the
National Assembly approved a guarantee for the raising of a
loan from the EIB in the amount of EUR 440 million, which is
expected to facilitate the completion of the project. Taking into
account previously completed works in the 2005-2011 period
valued at around EUR 400 million, the remaining value of the
project of around EUR 900 million is spread evenly over the
2012-2014 period in the estimate of planned investments
given in Table 3.

A high level of investment activity in the construction of hydro-
power stations is expected to continue in the future. Following
the completion of construction of the KrSko hydro-power sta-
tion in the middle of 2012, two additional hydro-power stations

in the chain of power stations on the lower Sava River are
planned, with completion expected by 2017. Investment in the
Brezice hydro-power station is estimated at EUR 120 million,
while EUR 80 million is planned for the Mokrice hydro-power
station. After securing the relevant spatial plan in June 2012,
the start of construction of the BreZice hydro-power station is
envisaged for 2013. The above estimate of planned invest-
ments takes into account an even distribution of the invest-
ment amount over four years, i.e. the average time required
to build the three previous hydro-power stations on the lower
Sava River. Start of construction of the Mokrice hydro-power
station is planned for 2014. The average investment for the
construction of each of nine or ten hydro-power stations on
the middle Sava River is expected to be around EUR 130
million, with completion of the entire project expected around
2030. Construction of the first hydro-power station on the
middle Sava River is expected to begin in 2014.

Following the signing of an agreement on the establishment
of a joint venture between Plinovodi d.0.0. and the Russian
Gazprom in June 2012, construction works on the South
Stream gas pipeline project from Russia to Italy are expected
to begin at the end of 2012. The value of the pipeline con-
struction project in Slovenia is expected to be around EUR 1
billion, with completion expected at the beginning of 2015.

Table 2: Financing of investment in the electricity sector (shares in total financing in %)

2004 2005 2006 2007 2008 2009 2010
Depreciation 67.8 60.6 511 40.6 36.9 284 347
Other own funds 16.6 252 322 27.0 27.1 424 203
Loans 8.9 6.0 14.5 30.9 334 26.0 42.1
Other funds 6.8 8.1 22 15 27 32 28
Sources: Ministry of Economic Development and Technology, Bank of Slovenia calculations.
Table 3: Estimates of expected investment in energy infrastructure in 2012-2014 (EUR mio)

2012 2013 2014

TES6 300 300 300
Hydropower Plants at Lower Sava 30 30 50
Hydropower Plants at Middle Sava 325
South Stream 100 400 400
Total 430 730 782.5

Note: Estimates in the table are provisional, representing the lower bound of currently envisaged project values and are probably optimistic

regarding the deadlines for starting or finishing the projects.

Sources: Internet pages of the companies (TES, HSE, Plinovodi) and publications in the media, Bank of Slovenia calculations.
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Currently the most distant, but largest investment in the
Slovenian energy infrastructure in terms of value, is the con-
struction of Block 2 of the Kr3ko nuclear power plant. Current
estimates of the value of the investment range from EUR 3.5
billion to EUR 4.5 billion. Block 2 of the Kr§ko nuclear power
plant is expected to begin operating after 2020, replacing the
existing block, whose life cycle (of 40 years), in the absence
of extensive investment, expires in 2023. Because concrete
plans regarding the timetable for construction of Block 2 are
not yet available, this investment is not included in the esti-
mate over the projection horizon.

The effect of investment in the energy sector on economic
activity is limited due to the large scope of imported compo-
nent for this investment (e.g. machinery and equipment).
Estimates by the Chamber of Commerce and Industry of Slo-
venia (2009) indicate that an investment of the scope of the
construction of Block 2 of the Krsko nuclear power plant could
contribute to an increase in GDP in Slovenia of around 1%
annually for the duration of the project.® Although the study

sation in manufacturing at a level below the long-term
average is an indication of low need for investment. At
the same time investment in machinery and equipment is
also being curbed by lower growth forecasts for the main
trading partners and increasingly limited possibilities of
financing. The anticipated gradual improvement in foreign

Table 7.3: Activity, employment and wages
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conducted by Kryzanowski et al. (2006) states that Slovenian
industry is capable of providing the majority of equipment
associated with energy facilities, imported machinery and
equipment are prevalent for Block 6 of the Sostanj power
station (Alstom) and Block 2 of the KrSko nuclear power plant
(agreements with Westinghouse). Domestic construction
companies could contribute a greater share, although their
participation is questionable owing to the fragmentation of this
sector since the outbreak of the crisis.

" Energy balances indicate that Slovenia’s dependence on energy imports
(net imports of energy / energy used) has not changed significantly in the
last 10 years, averaging around 50%. Relatively high energy dependency is
primarily a result of imports of refined petroleum products and natural gas,
which Slovenia does not produce. Excluding imports of refined petroleum
products and natural gas, Slovenia would be a net exporter of energy.

2 Figures are only available for electricity production and distribution compa-
nies.

3 An investment of this scope would increase the outflow of labour income
and profits of non-residents, i.e. total value-added generated by non-
residents, which would push gross national income below gross domestic
product. Interest on loans raised in the rest of the world by domestic corpo-
rates to finance investment must be added to outflows.

demand is expected to increase the need for additional
investment in machinery and equipment.

Household consumption is expected to decline this
year and next year, primarily as a result of the situa-
tion on the labour market and fiscal consolidation
measures. Household consumption is forecast to record

Projections
2012 2013 2014

2007 2008 2009 2010 2011 Oct. A  Oct. A  Oct. A

growth rates, %

GDP (real) 70 34 -7r8 12 06 -18 -06 -0.7 -13 08 -09
Employment 33 26 -18 -22 -16 15 03 15 -10 -06 -09
Compensation per employee 62 72 19 39 16 03 11 03 13 06 -16
Productivity 35 08 -61 35 22 03 -03 08 -03 14 00
ULC (nominal) 26 64 85 04 -06 06 -08 -05 -10 -08 -16
Contribution to GDP growth percentage points

Domestic demand, excluding changes in inventories 70 41 61 21 -14 314 16 47 -14 04 15

Net exports 20 01 24 15 13 25 15 18 09 14 07

Changes in inventories 20 09 -41 19 07 413 -05 -06 -07 -02 -02

A: Difference between current projections and projections in April 2012 Price Stability Report.

Sources: SURS, Bank of Slovenia.
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Figure 7.6: Projection of contributions to GDP growth by
expenditure components
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a cumulative decline of just over 3%. Contributing to the
aforementioned decline will be persistently high unem-
ployment, which is being reflected in pessimism in the
household sector, high domestic energy prices, the ex-
pected continued decline in real income in the private and
public sectors, and the downsizing of government social
policy. Household consumption is expected to decline in
2012 and 2013, but to stabilise in 2014 in line with an
easing of the decline in real disposable income and in-
creasing consumer confidence.

Government consumption will also decline, in line
with the need for fiscal consolidation. A revision to the
budget for 2013 and 2014 is currently being drafted, and
is expected to be based on a significant reduction in ex-
penditure. Because detailed measures to achieve fiscal
consolidation are still unknown, they have been taken
into account in the projections as a linear reduction in all
categories of expenditure. The size of the consolidation
taken into account is in line with the target pace for re-
ducing the budget deficit envisaged in the Stability Pro-
gramme from April 2012. The projections have therefore
assumed a decline in the average nominal wage in the
public sector, in the context of a fall in the workforce in
employment, and a decline in expenditure on intermedi-
ate consumption. Given the planned reduction in expen-
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diture in the revised state budget for 2012, final govern-
ment consumption is expected to record a larger fall this
year than last year. It is also projected to fall in 2013 and
2014. Growth in final government spending until 2014
has thus been cut by around 4 percentage points in cu-
mulative terms, relative to the previous projections.

Despite the uncertain economic situation in the inter-
national environment, net trade will make a positive
contribution to GDP growth, primarily as a result of
low imports. The projections for import growth and ex-
port growth are lower due to the continuing slowdown in
the pace of international trade in 2012, which is driven by
the decline in economic activity in the major trading part-
ners, and even more so by the decline in domestic de-
mand. Because the revision to import growth is nearly
two times the revision to export growth due to weak do-
mestic demand, the contribution of net trade to GDP
growth will be notably positive, up 1 percentage point
annually compared with previous projections. The gap
between import growth and export growth will narrow as a
result of the gradual stabilisation of domestic demand.

Supply side

As a result of the deterioration in the international
environment, activity in export-oriented sectors will
decline in 2012, before increasing only slowly. An
even slower recovery is expected in sectors depend-
ent primarily on domestic demand. The situation in the
export sector will be worse than forecast in the previous
projections. Value-added in the export sector will decline
further in the second half of this year, in line with deterio-
rating indicators of demand. At the same time there was a
significant increase in the proportion of industrial firms
citing the uncertain economic situation among the limiting
factors in production. Growth in foreign demand, and thus
the contribution made to GDP growth by export activities,
is expected to increase later. Activity in sectors depend-
ent primarily on domestic demand will be low due to the
persistent adverse situation on the labour market and the
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government’s consolidation measures. The situation is
expected to deteriorate in wholesale and retail trade in
particular, as a result of a further decline in purchasing
power and low confidence of consumers.

Activity in the construction sector is expected to con-
tinue contracting this year and next year at least, al-
beit less sharply than in recent years. Although the
ratio of value-added in construction to GDP is already
very low, and below the euro area average, it is difficult to
predict when activity in the construction sector will cease
to contract. It is likely that the crisis will ease only gradu-
ally in this sector, as the number of building permits is-
sued continues to fall, while survey indicators of demand
remain low. The continuation of previously started infra-
structure projects and the start of certain new projects are
expected to contribute to the easing of the decline in
value-added in construction, although it should be noted
that imported goods and services will account for a large
portion of the value of these projects.

Labour market

Employment will fall further in the coming years as a
result of the slowdown in economic activity and fiscal
consolidation. Despite relatively favourable develop-
ments on the labour market at the beginning of 2012, the
labour market is expected to respond gradually in the
future to the decline in economic activity. Employment is
expected to fall by around 1.5% in 2012 and 2013. Even
a very gradual recovery in economic activity in 2014 will
not facilitate a recovery in employment. Employment will
fall in the public sector and in the private sector in 2012.
Weak domestic demand will prevent growth in employ-
ment in sectors primarily dependent on the domestic mar-
ket. As investment declines, the workforce in employment
in the construction sector will also fall further, albeit more
slowly than in previous years. Structural unemployment
can be expected to rise as a result of a decline in activity
in sectors with low value-added. Given the assumed lin-
ear reduction in general government expenditure, a cu-
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mulative fall in employment in the public sector of around
1.5% is expected this year and over the next two years.
The surveyed unemployment rate is expected to exceed
9% before the end of 2012, and to rise to around 10% by
2014. Despite the fall in employment, it is expected that a
proportion of the unemployed will continue to become
inactive, as a result of which the rise in unemployment is
forecast to be smaller than would have been expected as
a result of the ongoing fall in employment.

Nominal wage growth in the private sector will be
limited as a result of the stagnation in economic ac-
tivity and high unemployment. Year-on-year growth in
the average nominal gross wage in the private sector
slowed notably in the middle of 2012. These trends will
continue for the remainder of 2012, when the average
real wage is forecast to decline by more than 2%. Real
wages are also expected to decline over the next two
years. Wage growth will also depend on potential
changes in the breakdown of new hires, as the hiring of
workers in sectors with relatively low wages would have a
negative statistical effect on wage growth, despite the
economic recovery.

Public sector wage growth will depend on the focus
of government austerity measures. Public sector
wages have been stagnating since 2010, while a cumula-
tive decline of more than 7% is expected this year and
over the next two years in the context of the assumed
linear reduction in general government expenditure. The
main uncertainties surrounding the wage development in
the public sector relate to the possibility and form of an
agreement between the government and the public sec-
tor unions.

Foreign trade

Having been in balance last year, the current account
is expected to record a surplus this year, which could
rise to around 4% of GDP by 2014. The contributions to
this year's surplus compared with 2011 will come primar-

Projections of Economic Trends and Inflation 2012-2014
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Figure 7.7: Current account projections
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ily from an increase in the surplus of trade in services,
and increasingly from the narrowing of the merchandise
deficit in the coming years, in line with a gradual recovery
in foreign demand. The terms of trade will contribute to
the maintenance of the merchandise trade deficit in 2012
in particular, after which their impact is expected to be
neutral. Projections of the current account position were
revised up significantly, owing to the forecast of a sharper
fall in domestic demand. The revisions average nearly 2
GDP percentage points.

The merchandise trade deficit is expected to narrow

gradually, while the surplus of trade in services is

expected to remain high after this year. The surplus in
Table 7.4: Current account

Figure 7.8: Terms of trade projections
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the balance of trade (merchandise trade and services) is
forecast to rise from around 2% of GDP this year to
around 4% of GDP in 2014. The maintenance of this
year’s merchandise trade deficit at last year’s level is
expected to be primarily the result of the adverse terms of
trade. In addition to a gradual increase in foreign demand
and an improvement in the terms of trade, a decline in all
components of domestic consumption will act to reduce
the merchandise trade deficit. The merchandise trade
deficit is forecast to narrow from almost 3% of GDP in
2012 to around 1% of GDP by 2014. The surplus of trade
in services related to merchandise trade, primarily trans-
port services and business and technical services, will

Projections
2012 2013 2014
2007 2008 2009 2010 2011 Oct. A Oct. A Oct. A
Exports of goods and senices 137 40 -167 101 70 10 -13 24 -16 43 -07
Imports of goods and services 167 37 -195 79 52 25 35 041 29 28 -16
Currentaccount: EUR billion 16 23 02 -02 00 04 04 1.2 0.7 16 09
as % GDP 48 -62 -07 -06 00 141 12 33 20 43 25
Terms of trade* 09 15 38 -39 16 15 -03 -01 -04 00 -01

* Based on national accounts deflators.

A: Difference between current projections and projections in April 2012 Price Stability Report.

Sources: SORS, Bank of Slovenia.
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gradually increase. Net exports of travel services are ex-
pected to remain relatively unchanged in the future, pri-
marily as a result of an easing in the decline of imports of
travel services, in addition to the gradual growth in ex-
ports of travel services. The surplus of trade in services is
expected to stand at close to 5% of GDP.

The terms of trade will have a significant impact on
the current account position. This should again be
negative on average during 2012. Based on the current
assumptions for import and export prices, the terms of
trade could turn neutral in the coming years.

The deficit in factor income is expected to narrow
from 1.8% of GDP this year to around 1% of GDP by
2014, while the surplus in transfers is expected to
remain at around 0.5% of GDP. The main factor in the
narrowing of the deficit in factor income is expected to be
a diminishing deficit in capital income. Growth in outward
interest payments is expected to be low, as a result of the
anticipated maintenance of low interest rates. Govern-
ment borrowing on the domestic market via treasury bill
issues and a decline in government borrowing in the rest
of the world could act in the same direction. The eco-
nomic recovery could result in an increase in the flow of
FDI, which should bring a gradual increase in receipts
and expenditure for dividends and distributed earnings.

Table 7.5: Inflation projections
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The deficit in income from investments in securities is
expected to widen, primarily as a result of an increase in
the stock of securities held in non-residents’ portfolios, in
excess of the stock of foreign securities held in residents’
portfolios. As a result of a decline in the employment of
foreign workers, labour income is forecast to record net
inflows of around 0.5% of GDP. Similar to last year, the
surplus in transfers will primarily be the result of the dis-
bursement of funds from the EU budget. A deficit is ex-
pected to be recorded in private transfers and other offi-
cial transfers.

Inflation

Inflation will reach nearly 3% in 2012. It is expected to
fall in 2013 and 2014, primarily as a result of lower
growth in energy and food prices, and the continua-
tion of low core inflation. The current inflation forecast
is higher than in the April projections, primarily as a result
of higher growth in energy and food prices, and the effect
of consolidation measures. Alongside commodity prices
and the euro exchange rate, higher excise duties on to-
bacco and motor fuels have also affected food and en-
ergy prices. Thus, price growth as measured by the HICP
is projected at 2.9% this year, before falling to just over

Projections

2012 2013 2014
2007 2008 2009 2010 2011  Oct. A Oct. A Oct. A
average annual growth, %

Consumer prices (HICP) 3.8 515 0.9 2.1 2.1 29 0.6 2.3 0.6 1.3 -0.5
food 741 8.1 1.8 25 48 43 1.7 44 23 2.7 05
energy 34 94 45 139 88 9.8 2.3 43 2.3 0.6 0.5
other goods 03 22 0.0 22 -09 0.0 0.1 0.2 04 0.6 0.7
services 49 53 3.2 1.2 0.0 1.5 0.2 1.7 0.2 1.4 -0.6

Core inflation indicators (HICP)
excluding energy 3.8 49 1.7 0.3 1.0 1.7 0.3 19 0.2 15 -04
excl. energy and unprocessed food 34 5.0 19 0.2 0.7 1.6 0.2 1.7 041 14 -0.5

excl. energy, food, alcohol and tobacco 2.7 38 1.7

04 04 0.8 0.1 1.0 0.5 1.0 0.8

A: Difference between current projections and projections in April 2012 Price Stability Report.

Sources: SORS, Bank of Slovenia calculations.
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Figure 7.9: Inflation projections
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2% in 2013 and below 2% in 2014. Core inflation will con-
tinue to be affected by weak private consumption.

Energy prices are again expected to make the largest
contribution to inflation this year among all the price
categories. In line with the expected euro oil prices, en-
ergy prices are projected to rise by nearly 10% this year,
in the absence of rises in excise duties. Year-on-year
growth in the aforementioned prices is expected to de-
cline over the next two years. The main factors in the
projection of domestic food prices are the relatively high
assumption of growth in food prices on global markets
and changes in excise duties on tobacco and alcohol.
Year-on-year growth in food prices is expected to reach
4.3% in 2012, then slowing to just under 3% by 2014.

Low domestic consumption will continue to signifi-
cantly limit the rise in core inflation. The decline in
demand caused by the fall in consumer purchasing
power and the uncertainty on the labour market are curb-
ing growth in consumer prices. Core inflation is expected
to remain low in line with the expected contraction in eco-
nomic activity and private consumption. Average growth
in the HICP excluding energy, food, alcohol and tobacco
is projected at around 0.8% this year, and is expected to
rise to 1% by the end of the projection horizon. Average
growth in prices of non-energy industrial goods will stag-
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Figure 7.10: Projections of contributions to inflation by

components
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nate this year, in part due to the fall in metals prices and
the associated input costs, but is expected to rise gradu-
ally in the next two years. Growth in services prices, pri-
marily as a result of a rise in the prices of certain public
services and services linked to oil prices, is expected to
contribute most to the rise in the narrowest core inflation
indicator in 2012 and during the first part of 2013.

The overall direct impact on inflation from the an-
nounced government measures is expected to be
larger this year, before declining thereafter. Two rises
in excise duties on tobacco will be followed by two addi-
tional increases, the first in October this year and the
second in January 2013. Rises in excise duties on to-
bacco products will contribute 0.3 percentage points to
inflation this year and 0.1 percentage points in 2013.
April's rise in excise duties on alcoholic beverages will
contribute 0.05 percentage points to inflation in 2012.
Should the government opt not to raise excise duties on
refined petroleum products further this year, the contribu-
tion made to this year’s growth in the HICP by previous
rises will be 0.3 percentage points, owing to the pass-
through effects from 2011 and this year’s rises in excise
duties in May, June and September. An additional envi-
ronmental levy on carbon dioxide emissions, introduced
in July this year, will contribute 0.1 percentage points to
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inflation in 2012 and 2013. According to the plan for man-
aging administered prices in 2012 and 2013, the contribu-
tion made by administered prices is expected to be 0.1
percentage points this year and less than 0.05 percent-
age points in 2013.

The available monetary indicators and long-term in-
flation forecasts show that there is no expectation of
higher price pressures in the medium term. The stock
of loans to households has declined in recent months in
year-on-year terms. Growth in housing loans is declining,
while the stock of consumer loans is continuing to con-
tract. Conditions for raising loans have also become
tighter. This situation does not indicate the chances of a
stronger reversal in domestic demand. Unit labour costs
will decline in cumulative terms owing to adjustments in
the private and public sectors. There is thus no expecta-
tion of domestic inflation leading to a deterioration in the
price and cost competitiveness of the Slovenian econ-
omy. In its September forecasts for the period 2012 to
2017, Consensus projects inflation in Slovenia at just
over 2%, with the highest rate of 2.6% expected in 2014.

Risks and uncertainties

The main external risk factor remains the possibility
of a decline in economic activity in the rest of the
world, and thus a decline in foreign demand and diffi-
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culties in financing. This risk is primarily associated
with the uncertainty surrounding the resolution of the
crisis on sovereign debt markets. There remain uncer-
tainties surrounding the fiscal difficulties and their resolu-
tion in certain euro area countries. Domestic demand in
the euro area, and thus demand for Slovenian products,
could also be reduced by consumer pessimism in the EU,
fiscal consolidation measures and higher commodity
prices. The uncertainty surrounding the sustainability of
public finances in certain developed economies outside
the euro area is also increasing the risk to foreign de-
mand. Another growing risk factor is the cooling of activity
in emerging economies, owing to the possibility of weaker
growth in demand in developed economies. On the other
hand, increasing confidence due to additional monetary
policy measures could have a positive impact on demand
in the euro area.

The main domestic risks are the selection of addi-
tional fiscal consolidation measures, and the imple-
mentation and effects of structural reforms. The post-
ponement of planned additional fiscal consolidation
measures or the inability of the social partners to agree
on urgent structural reforms could further increase the
borrowing costs of the general government and private
sector. This could have an adverse impact on the possi-
bility of achieving fiscal sustainability and lessen opportu-
nities for potential economic growth. Fiscal consolidation
measures could also deviate from the linear reduction of

Table 7.6: Comparison of forecasts for Slovenia and change from previous forecasts

o GDP Inflation Currentaccount
Publication
of newlorevious annual growth, % annual average, % as % GDP
P 2012 2013 2012 2013 2012 2013
forecast
new . A new A INewW | A new A new . A new i A
Bank of Slovenia Oct. 12/Apr. 12 18 06 -07 -13:29 06 23 06 11 12 33 20
EIPF Sep.12/Mar.12 16 -07 16 -03}23 08 13 03 15 16 21 16
IMAD Sep.12Mar.12 | 20 -11 14 -26}28 08 22 04 23 17 38 26
Consensus Forecasts Sep.12Mar.12 | 14 -12 05 -08;22 04 23 04 ..
European Commission May12/Feb.12 14 -13 07 .. 122 06 17 .. -04 .. 07 ..
OECD May 12/Nov. 11 20 23 04 -22 24 11 14 -03 08 13 14 22

A: Difference between current and previous forecasts.

Sources: Bank of Slovenia, EIPF, IMAD, European Commission, Consensus Economic Forecasts, OECD; Bank of Slovenia calculations.
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expenditure assumed in the baseline scenario of projec-
tions. Because different measures have various effects
on macroeconomic trends, deviations could also occur
with regard to the baseline scenario.

With regard to financing, the risks of higher costs
and thus access to sources are linked to the ability of
corporates to increase their capital strength and to a
further deterioration in the quality of the banks’ bal-
ance sheets. The costs of funding banks and financing
of corporates remain high as a result of rising premiums
on borrowing in the rest of the world. Slovenian banks
and long-term government debt were downgraded in the
middle of this year. Ratings agencies also warned of the
possibility of further downgrades, as a result of the uncer-
tain economic outlook, the deterioration in the quality of
the banks’ balance sheets and the uncertainty regarding
their recapitalisation, the lack of structural reforms, and
crisis on the financial markets. Improving financing condi-
tions is therefore crucial to corporates and banks in order
to strengthen their capital base, where the latter is no
longer sufficient in the current macroeconomic conditions.

The projections of gross investment remain particu-
larly uncertain, owing to the uncertainty in the inter-
national environment, the deterioration in the fiscal
position and the risks surrounding financing. The
projected gradual easing of the decline in gross invest-
ment is based primarily on the assumption of an end to
the contraction in investment in buildings, and on the start
of major investments in the energy sector. Given the cur-
rent unexploited production capacity in Slovenia, a stand-
still in global economic activity could additionally delay an
expansion in capacity via investment in machinery and
equipment in export-oriented sectors. Any slowdown in
growth in investment in machinery and equipment could
hinder productivity growth in the private sector, and op-
portunities for future potential growth. Further restrictions
on government investment as part of fiscal consolidation
could also result in a sharper decline in investment than
projected under the baseline scenario. Here the financing
of major investments (e.g. in the energy sector, where
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dependence on financing in the form of loans is increas-
ing) via domestic banks, given their limited funding, could
crowd-out other private sector investment.

The deteriorating situation on the labour market and
the risk of a sustained rise in unemployment are an
indication of the urgent need for further adjustment
in labour costs to ensure the competitiveness of the
economy. Unemployment could rise further as a result of
the deepening of the crisis on the global markets and in
the construction sector, and due to possible additional lay
-offs in the public sector. The deepening of the crisis on
the global markets would primarily affect employment in
industry, while further fiscal consolidation would affect
employment in both construction and the service sector. A
further increase in structural unemployment would be
particularly problematic. Long-term unemployment brings
adverse social consequences and a loss of human capi-
tal, while eliminating it is usually a protracted process.
Insufficient cost adjustments relative to productivity, in the
event of new shocks that might affect economic activity,
could also contribute to a more sustained rise in unem-
ployment. Due to the additional deterioration in the situa-
tion on the labour market, household consumption could
decline even further.

The risks surrounding inflation are balanced. A rise in
energy prices and other commodity prices, a fall in the
euro, potential increases in indirect taxation and adminis-
tered prices as part of fiscal consolidation and a rise in
prices in sectors with a low level of competition (e.g. mu-
nicipal services, district heating, public transport and elec-
tricity companies) could result in inflation being higher
than projected under the baseline scenario. Slower eco-
nomic growth as a result of reduced foreign demand and
reduced domestic demand caused by the situation on the
labour market and fiscal consolidation is the most likely
factor to reduce inflation. Lower economic activity would
further delay the improvement in the situation on the la-
bour market, thereby limiting labour costs. This would
further reduce the possibility of passing higher input costs
through into final consumer prices.
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