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Summary of macroeconomic developments, April 2018

The economic figures and expectations in the international environment remain favourable, but the risks to global eco-
nomic growth have increased significantly in recent weeks. The increased tension in the West'’s relations with Russia
and China has already increased the uncertainty on international financial markets, and could lead to a decline in confi-
dence in the real sector, slower growth in international trade and commodity price inflation on global markets. American
sanctions have brought a fall in the ruble, and the beginning of capital flight from Russia. This could worsen the outlook
for growth in Slovenia’s export sector, which for now remains highly favourable, at least on the basis of the latest medi-
um-term GDP forecasts for trading partners. Signs of a slowdown in growth in the euro area are also appearing, alt-
hough the rate is nevertheless expected to remain higher than 2% this year. In the wake of the further divergence be-
tween the monetary policies of the Fed and the ECB, the euro is for now holding against the US dollar at its high level
from the beginning of the year.

In the final quarter of last year, economic growth in Slovenia reached 6%, while the available figures suggest that growth
remained elevated also in the first quarter of this year. The magnitude of the growth raises questions of its sustainability,
but a comparison of the current structure of growth and funding with the period of overheating before the crisis reveals
major differences. The economy is being driven to a greater extent by net exports, while wage growth is for now in line
with the rise in productivity, and is not endangering external competitiveness. Corporate indebtedness is lower, as firms
are largely financing themselves with internal resources. The external debt is declining, while the current account re-
mains in large surplus. Headline inflation and core inflation remain low, particularly in relation to the high growth in do-
mestic consumption. Fiscal policy also remained restrained last year. However, past experience suggests that caution is
not misplaced, as macroeconomic imbalances build up over the long term, before becoming unsustainable.

The investment cycle is strengthening, primarily as a result of growth in construction investment. In the final quarter of
last year, total gross fixed capital formation was up almost 12% in year-on-year terms, while construction investment was
up more than 18%. Experience from the period of the overheating economy suggests that construction investment is an
area of high risk, and that government policy plays an important role in it. Government construction investment contribut-
ed to the emergence from recession in 2013 and 2014, when private-sector investment was weak. Now the situation is
different: the private sector is now increasing its investments, and is expected to be joined by the government sector
through the increased disbursement of funds from the new European financial framework and through major infrastruc-
ture projects.

Another of the areas of potential imbalance is the labour market, or more precisely growth in labour costs owing to a
shortage of labour. Growth in average wages, and even more notably in the wage bill, increased sharply at the end of
last year and remained rather high in January, albeit with a significant change. While the wage growth in November and
December was predominantly attributable to extraordinary payments, in January there was a rise in basic wages. Follow-
ing the sharp fall in unemployment, and given the numerous indicators suggesting firms are having difficulties in finding
qualified workers, the risks of higher growth in labour costs are increasing. Past experience suggests that in an environ-
ment of labour shortages wage growth is not curbed even by large-scale hiring of foreign labour. Because wages are
downwardly rigid, in the event of a reversal in the economic cycle both the private sector and the public sector could
again be faced with labour costs that would be unsustainable from the perspective of competitiveness and fiscal stability.
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The fiscal position of the country improved significantly last year thanks to moderate growth in general government ex-
penditure, the strong cyclical growth in revenues, and the reduction in the interest payment burden on outstanding debt.
The improvement was greater than forecast by the government: the public finance position is now in balance for the first
time, compared with the forecast of a deficit of 0.8% of GDP. At the same time the general government debt declined
significantly in relative terms for the second consecutive year. It amounted to 73.6% of GDP at the end of the year, down
9 percentage points from its peak at the end of 2015. It also remained significantly below the euro area average. The
risks in the fiscal realm nevertheless remain large, as the improved starting position and the projected high economic
growth over the medium term could lead to a lack of moderation in the exercise of fiscal policy.

* * *

The economic growth in Slovenia is currently strong but sustainable. Maintaining stability will nevertheless require cau-
tion in the exercise of domestic economic and corporate policy. The experience of the errors made in the pre-crisis peri-
od could prove useful in this regard. Given the rapid decline in the surplus supply of labour, wage growth at firms is ex-
pected to increase, but must nevertheless be held within boundaries that maintain external competitiveness. The inertia
level of wages in the wake of reversals in GDP growth also needs to be taken into account. Firms must maintain healthy
balance sheets and avoid the risk of over-indebtedness during the next reversal of the economic cycle, particularly in
light of the deteriorating situation in the international environment. In the wake of the anticipated very gradual normalisa-
tion of monetary policy, the burden of balancing the economic cycle will largely fall on fiscal policy. This must continue to
exercise restraint with regard to growth in general government expenditure, and must be financially neutral in any chang-
es in taxation structures to ensure the required improvement in the structural public finance position. Another risk to be
highlighted is an excessive increase in investment growth, which could be caused by the government through the dispro-
portionate spending of European funds, the financing of major investment projects and an election-driven investment
cycle. This could cause large fluctuations in economic growth, and could generate systemic imbalances in construction
and other sectors.
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Main macroeconomic indicators

2015 2016 2017 17Q2 17Q3 17Q4 2015 2016 2017 17Q2 17Q3 17Q4

Slovenia || euro area

Economic developments y-0-y growth rates in %

GDP 23 31 50 45 45 60 21 18 24 18 25 25
- industry 14 44 79 64 82 103 39 19 30 10 32 40
- construction 16 44 114 14 56 162 04 1.7 27 21 25 27
- mainly public sector services 14 29 20 19 12 2509 13 13 11 14 13
- mainly private sector services 24 32 60 56 55 7122 18 26 19 28 28

Domestic ex penditure 18 29 41 36 29 45 20 23 19 20 18 14
- general government 27 25 23 11 17 5613 18 12 10 13 15
- households and NPISH 21 42 32 28 30 3218 20 17 18 19 12
- gross capital formation 02 01 84 84 38 77| 34 38 32 34 23 17
- gross fixed capital formation 16 -36 103 90 74 19| 33 46 29 23 21 22
- inventories and valuables, contr. to GDP growth in pp 03 07 03 00 <06 -08(f 00 -02 01 02 01 -01

Labour market

Employ ment 12 19 28 28 27 2710 13 16 16 17 16
- mainly private sector services 14 19 29 29 28 2910 14 17 17 18 17
- mainly public sector services 08 22 25 25 22 2210 13 13 12 13 13

Labour costs per employee 14 28 28 25 28 40 14 12 16 15 16 17
- mainly private sector services 16 22 27 24 24 4115 12 16 14 16 17
- mainly public sector services 07 52 30 30 29 3012 13 17 18 17 17

Unit labour costs 04 16 02 04 08 0505 09 09 14 08 08
- industry 13 07 12 01 22 -11)-18 00 -04 13 05 -09

in%

LFS unemploy ment rate 90 80 66 64 63 58 " 109 100 91 90 87 87

Foreign trade y-0-y growth rates in %

Current account balance as % of GDP 44 52 64 54 61 6400 00 00 00 00 00

External frade balance as contr. to GDP growth in pp 06 05 13 12 19 117 01 -04 06 00 07 12

Real export of goods and services 50 64 106 84 119 123| 64 34 51 31 50 60

Real import of goods and services 47 66 101 77 107 M1 67 48 43 35 39 39

Financing in % of GDP

Banking system's balance sheet 1070 992 933 963 %45 0933|2818 276.6 2616 272.8 2684 261.6

Loans to NFCs 263 25 2.7 25 222 217|388 379 371 376 371 371

Loans to households 211 211 214 213 214 214498 496 495 496 495 495

Inflation in%

HICP 08 02 16 14 13 15|00 02 15 15 14 14

HICP excl. energy, food, alcohol and tobacco 03 07 07 08 08 06 ¢( 08 09 1.0 11 12 09

Public finance in % of GDP

Debt of the general government 826 786 736 798 785 736899 89 .. 8.0 8.0

One year net lending/net borrowing of the general government 29 19 00 10 05 00f(-21 15 .. -12 -09
- interest payment 32 30 25 27 26 25| 24 22 .. 21 20
- primary balance 04 11 25 18 21 2503 06 .. 09 11

Source: SORS, Eurostat, Bank of Slovenia, ECB, Ministry of Finance.
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