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The 1999 Article IV consultation discussions were held in Ljubljana during November 11-23,
1999. The staff team met the Minister of Finance, Mr, Gaspari; the Minister of Industry,

Ms. Petrin; the Minister of Labor, Family, and Social Affairs, Mr. Rop; the Governor of the
Bank of Slovenia, Mr. Arhar; sendor representatives of the aforementioned Ministries, as well
as of the Ministries of Economic Affairs and of European Affairs, the Bank of Slovenia, the
Statistics Office, and the Institute of Macroeconomic Analysis and Development; and
representatives of employers’ associations, trade unions, and the financial and academic
communities.

The staff team comprised Mr. Demekas (bead), Ms. Belaisch, Mr. Feyziogiu, Mr. Rother, and
Ms. Shelley as assistant (all EU1). Mr. Repangek, of the office of the Executive Director for
Slovenia, participated in the discussions, and Mr. Prader, Alternate Executive Director for
Slovenis, attended the concluding policy meetings.

Slovenia has accepted the obligations of Article VIIL, Sections 2, 3, and 4, and has subscribed
to the Special Data Dissemination Standard. Coverage, periodicity, and timeliness of the data
provided for surveillance are adequate, and the quality of Slovenia’s statistics is rapidly
approaching international standards (for details, see Appendices III and IV).

At the conclusion of the 1998 Article I'V consultation on January 7, 1999 (SUR/99/3),
Executive Directors congratulated Slovenia for achieving macroeconomic stability and making
progress towards economic convergence with the EU, but recommended greater fiscal
consolidation to underpin disinflation, as well as an acceleration of structural reforms,
particularly in the area of liberalizing and deepening financial markets.

A coalition government has been in place since February 1997, The next elections must take
place no later than November 2000,

Slovenia’s EU Association Agreement was ratified by the National Assembly in July 1997 and
came into force on February 1, 1999, Full membership negotiations started on March 31, 1998.
The government’s National Program for the Adoption of the Acquis, approved in January 1999,
aims at completing all preparations for EU membership by end-2002.

There was a joint press conference with the Governor of the Bank of Slovenia at the end of the
mission, and the authorities have agreed to participate in the pilot project for publication of staff
reports.
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I. INTRODUCTION

1. Slovenia is among the most successful transition economies of central and eastern
Europe. 1t has a functioning market economy, a stable macroeconomic environment with
sustainable growth, the highest standard of living and investment rating among transition
countries, and has made significant progress towards convergence with the EU, with which it
has started membership negotiations (Figure 1). To a certain extent, this is due to a relatively
favorable starting position, particularly the exposure to competitive export markets gained
when Slovenia was the most outward-looking of the republics of former Yugoslavia. But a key
factor behind this success has been the approach to economic policy taken since independence.

2. The authorities have consistently maintained conservative macroeconomic policies
which, together with the relatively favorable starting point, allowed them the luxury of a
gradual pace of reform. The budget has historically been in broad balance (although small
deficits have emerged since 1997) and general government debt is low (25 percent of GDP at
end-1999, including debt of the former Yugoslavia assumed by Slovenia). From the outset of
transition, monetary policy has been oriented towards reducing inflation in a framework of a
managed float of the tolar and monetary targeting (initially base money and, since 1997, broad
money M3). To counter the impact of large capital inflows, especially during 1995-97, the
authorities used a combination of far-reaching capital controls (Box 1) and extensive
sterilization. This allowed the Bank of Slovenia (BoS), within the context of its monetary
targeting, to keep some control over the level and variability of the exchange rate. As regards
structural reforms, the authorities have eschewed shock treatment. Price liberalization was
gradual. State banks were rehabilitated during 1993-97, and the banking system was until
recently protected from foreign competition with a ban on foreign branch banking and costly
capital requirements on foreign subsidiaries. The privatization of viable socially-owned
enterprises (completed in 1998) took place mostly through investment funds holding vouchers
issued to the population, and internal buyouts at preferential terms (mostly by managers).
Unprofitable enterprises were placed under the Slovene Development Corporation (SDC) for
restructuring before privatization. A two-year freeze on share transfers following privatization
and restrictions on foreign ownership gave the new enterprise owners time to adjust. Labor
market regulation is extensive, wage-setting is centralized, and contracts are indexed. Finally,
the pace of certain key reforms has been slow due to prolonged consultations with the social
partners and lengthy parliamentary procedures.

Box 1. Capital Controls in Slovenia, 1995-98

Objectives: (1) reduce the total volume of capital inflows; (2) encourage nondebt-creating financing, (3) lengthen the
maturity of financing; and (4) allow some monetary autonomy.

Design: measures aimed at increasing the fixed cost of short-term inflows. Specifically: unremunerated custodian
account requirement on new non trade-related foreign debt below certain maturity (5 years in 1995, raised to a peak of
7 years in 1997, then reduced to 4 years), closed foreign exchange position requirement on banks for new borrowing
from abroad; and ban on foreign currency deposits for resident legal entities.

Impact: following the imposition of controls, bank borrowing abroad fell to negligible levels; foreign direct investment
and portfolio inflows moved in opposite directions (FDI grew by 73 percent in 1997 while portfolio inflows declined by
63 percent), and the average maturity of new loans rose to 7 years in 1997 and has remained above that level since then.
For greater detail, see background document.
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3 This approach to economic policy has delivered macroeconomic stability while
maintaining social consensus and political continuity; at the same time, however, it has
delayed the restructuring in certain sectors. Inflation has decelerated, dropping below the

5 percent mark in early 1999. Growth has averaged around 4 percent in the 1990s, largely
driven by exports. The economy is very open to trade and increasingly integrated with western
Europe (exports amount to almost 50 percent of GDP, and more than two-thirds are absorbed
by the EU). Competitiveness is strong;' the export sector is diversified and its market share has
been increasing (Figure 2); and the current account has historically been in balance or surplus.
But the banking system, though sophisticated and profitable, is oligopolistic and still
dominated by two mostly state-owned banks. And the corporate sector is segmented: although
aggregate performance has been improving, internally-privatized enterprises have restructured
less aggressively and lag foreign-owned and externally-privatized firms in terms of
productivity and profitability (Box 2).

Box 2. Segmentation in the Corporate Sector

Foreign & new private

Productivity Return on equity
(value added per employee in 1997 tolars) {in percent)

Internal & SDC rternal & SDC P

External Bderral

Foreign & new private

2000 2800 3000 ‘ ‘
0 5 10

Source: IMAD;, data for 1997. Notes: Internal & SDC: Internally-privatized and not privatized firms held by SDC; External:
cxternally-privatized, Foreign & new private: foreign-owned and new private firms.

II. BACKGROUND TO THE DISCUSSIONS:
RECENT ECONOMIC DEVELOPMENTS AND THE CHANGING POLICY ENVIRONMENT

4. Developments in 1999 were shaped by changes in the external environment and
temporary domestic factors. The slowdown in western Europe, the economic difficulties in
Croatia (Slovenia’s fifth largest trading partner), and—to a much lesser extent—the crisis in
Russia were reflected in lower exports (down 4.4 percent in U.S. dollar terms in the first three
quarters of 1999 relative to the same period in 1998). The effect on activity was mostly offset
by a temporary surge in domestic demand ahead of the introduction of the VAT in July: thus,

! As staff research shows (see background document) the real appreciation since 1993 has
largely been driven by sectoral productivity differentials (Balassa-Samuelson effect).




Figure 2. Slovenia: Competitiveness Indicators
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real GDP growth in 1999 was only marginally below 1998,% and unemployment declined to
7.4 percent. The effects of lower exports and the surge in domestic demand on the balance of
payments, however, went in the same direction, and the current account recorded for the first
time a deficit estimated at 2.4 percent of GDP. The drying up of financial flows to emerging
markets implied that this deficit was partly
financed by a drop in official reserves, which,
however, still stood at US$3.1 billion (3% Current Account and Trade Balance
months of imports, or triple the level of reserve (In USS million)

money) at year-end. CPI inflation fell to

4.3 percent in the year to June 1999, largely due
to continuing wage moderation. However, the

M - N
introduction of the VAT had a major—albeit e Formeet ¥ N

e e e Trade balance

lower than expected—-impact on the price level o
{some 3 percentage points), and the CPI ended 1984 1995 1996 1997 19 199
the year 8 percent higher than at end-1998.

5. Policies were adjusted to accommodate the changing macroeconomic environment
while maintaining domestic and external stability. After a sizeable tightening in 1998, the
fiscal stance remained on a more or less even keel in 1999: higher expenditures, following the
trend of recent years, were offset by the impact on revenue of the change in the composition of
aggregate demand towards domestic consumption. Thus, the general government deficit
remained unchanged at 0.7 percent of GDP.> Within the confines of an annual M3 growth
target of 16-24 percent, monetary policy was adjusted flexibly to the changing conditions. In
the early part of the year, the BoS allowed the exchange rate to depreciate somewhat faster
than in 1998, refrained from sterilization, and accommodated liquidity pressures (that arose
partly as a result of a surge in demand for cash ahead of the introduction of the VAT), leading
to a decline in interest rates. In the second half, to nip inflationary expectations in the bud, the
BosS tightened its policy stance, which reversed the decline in interest rates, stabilized the
exchange rate, and brought average annual fourth quarter M3 growth—the definition of the
target—to 16 percent, the bottom of its target range.

6. The economic policy environment in Slovenia is changing fundamentally as a result
of a significant acceleration of structural and institutional reforms (Box 3) following a
critical European Commission report in November 1998. The implementation of the EU
Association Agreement in February 1999 and the new Foreign Exchange Law in

September 1999 liberalized most capital controls and dismantled the barriers to entry of foreign
bank branches. Furthermore, the successful—despite earlier concerns of the staff (see

? The Institute of Macroeconomic Analysis and Development and the staff estimate 3% percent
for 1999, while the Statistical Office estimates 4 percent, compared to 3.9 percent in 1998.

* Partly reflecting a drop in privatization receipts, which are included in net lending. Excluding
these receipts, the deficit narrowed from 1.1 percent in 1998 to 0.9 percent in 1999.



Appendix IIM)—introduction of the VAT, the adoption of the pension Jaw (after a three-year
debate), and progress in 2 number of budgetary and treasury reforms were major steps towards
rationalizing the structure of public finances. These measures enhanced Slovenia’s credibility
and were recognized by the European Commission in its October 1999 Regular Report.

Box 3. Recent Structural Measures

Financial sector and capital account

1. Foreign Exchange Law, adopted in September 1999, removed the deposit requirement on non trade-related debt;
liberalized foreign currency accounts of residents (restrictions on those of nonresidents remain), lowered to 1 year the maturity
of portfolio inflows subject to a custodian account requirement, and reduced its cost.

2. Implementation of the EU Association Agreement in February 1999 eliminated barriers to entry of foreign bank branches
in the domestic banking system, as well as remaining restrictions on FDI and foreign ownership.

3. Banking Law, adopted in 1999, harmonized legislation with EU directives, allowed foreign bank branches, and imlroduced
a deposit insurance scheme.

4. Bank agreement on deposit interest rate ceiling was abandoned, and deposit rates are determined freely.

5. Government announced plans gradually to privatize state-owned banks.

6. Securities Law, adopted in 1999, regulates the securities market and established a supervisory autherity.

7, Insurance Business Law and Law on Ownership Transformation of Insurance Companies were adopted in January
2000, The latter paves the way for the privatization of insurance companies.

Public finances

1. A two-year budget framework was introduced in 1998 for 1999-2000.

2. The indirect tax system was reformed with the introduction of a VAT in July 1999.

3. Pension Law, adopted in December 1999, strengthened the financial prospects of the current pay-as-you-go system by
gradually raising the retirement age, changing the basis of calculation of benefits, and launching a supplementary social
insurance scheme; and introduced a voluntary, private pension pillar.

4. Organic Budget Law, adopted in September 1999, and the functional classification of budgetary expenditure, completed
in 1999, laid the basis for improved budget management.

Privatization, deregulation, and private sector development

Energy Law, adopted in 1999, allowed private participation in power generation and distribution.
Telecommunications Law, adopted in 1999, cleared the way for privatization of the telecom company.
Maritime Law, currently in parliament, would facilitate further privatization of Koper port and facilities.
Law on Price Controls, adopted in 1999, reduced the number of controlled prices.

Law on Legal Proceedings, adopted in 1999, tightened and accelerated the court process in bankruptey cases.

Wk e b e

II1. REPORT ON THE DISCUSSIONS: THE IMPLICATIONS OF THE NEW ENVIRONMENT

7. Against the background of a stable macroeconomic situation and positive near-term
prospects (Box 4), the authorities and the staff agreed to focus this year’s consultation
discussions on medium-term issues. First, the recent structural measures, particularly as
regards capital flows and the financial system, would result over time in deep changes in the
economic environment. Slovenia, which until now had been open to the world mainly through
trade, stood to benefit from greater openness to foreign capital and deeper financial integration.
In this new environment, however, it would be even more exposed to fluctuations of market
sentiment and volatile capital flows. Second, given its advanced stage in the transition process,
Slovenia was now starting to grapple with structural issues akin to those faced by some western
European countries, such as capital market development and supervision, labor market
flexibility, and the impact of long-term demographic trends on public finances. And third, the
exigencies of EU and EMU accession would pose significant policy challenges over the




medium term. On one hand, the harmonization process and convergence requirements would
continue to be major stimuli for institutional reform and macroeconomic stability. On the other,
harmonization would entail fiscal costs, while uncertainty about the date of accession might
aggravate external vulnerability. In this connection, the authorities observed that their
commitment to complete preparations for accession by end-2002 had thus far not been matched
by an equally firm commitment from the EU regarding the date of accession.

-Box 4. Near-term Prospects

Economic activity is expected to pick up gradually during 2000, as foreign demand strengthens. Real GDP growﬁiis
projected to average at least 4 percent in 2000, and inflation to resume its declining trend: based on current WEO oil price
projections, CPT inflation could decline to about 4 percent by end-2000.

The current account deficit is projected to narrow slightly to about 2% percent of GDP. Faster export growth would be
offset by an investment-driven increase in imports, as well as the permanent loss of certain traditional service receipts (income
from duty-free shops and shuttle trade). Nondebt-creating inflows are expected to rise considerably as the privatization of
banks gets underway, and the reserve position to strengthen.

The risks to these projections are related mainly to the external environment, notably the outlook for the EU area and the
path of oil prices. The possibility that wage increases might exceed productivity growth—especially if the forthcoming
elections fuel wage demands—is also a risk for inflation.

8. The discussion of alternative quantitative medium-term projections highlighted the
uncertainties and increased external vulnerability for the economy over the medium term.
With an open economy, a diversified export base, a relatively high private savings rate, and
fairly sound public finances, baseline projections suggested that the medium-term outlook was
stable, with growth remaining at historical levels; the current account deficit widening further
but financed by private inflows; and a sustainable—albeit weakening—fiscal position.
However, the authorities and the staff agreed that these projections were subject to substantial
uncertainty. Not only would the outlook for growth continue to depend—-as it always had—on
foreign demand, but Slovenia’s deepening integration in the international financial market
would increase the potential volatility of the capital account. A new episode of capital inflows
would put pressure on competitiveness and might ultimately undermine growth. Conversely,
turbulence in financial markets or a shift in perceptions of Slovenia could lead to the drying up
of nondebt-creating flows. In either case, risks would arise for the banking system.

9. Discussions thus turned to the medium-term strategy that would minimize external
vulnerability. It was agreed that the key elements of this strategy would be (1) sound, flexible,
and coordinated macroeconomic policies that would not only underpin continued domestic and
external stability, but would also allow a rapid and effective response to changes in the external
environment; and (2) efficient and flexible domestic markets that would raise the economy’s
potential growth rate, as well as help its ability to absorb external shocks. This strategy would
lead to a somewhat better outcome than the baseline projections. As highlighted by the staff’s
normative medium-term scenario (Table 3), growth would accelerate to at least 5 percent per
annum fueled by exports and investment; inflation would continue to decline despite further
adjustments in some administered prices to achieve full cost recovery; and the current account
deficit would stay at around 2% percent of GDP. More importantly, however, this strategy
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would reduce the sensitivity of the economy to unexpected deviations from the baseline. The
staff scenario served as the reference point in the discussions of specific policies.

A, Public Finances

10.  The starting point for the discussions was the emergence of certain trends in the
general government accounts during the last few years, in particular

¢ the increase in the ratio of public spending to GDP by almost three percentage points
between 1996 and 1999, to over 45 percent

e the rising share of resources (estimated at over three-quarters) spent on entitlements or
legally-mandated programs; the share of social expenditure (including pensions), in
particular, was high even by EU standards

¢ within social expenditure, the rapid growth of social transfers, of which there were over 60
different types, mostly not means-tested

e the growing size of state aid (which, at 3% percent of GDP, was twice as high as in the EU;
state aid per capita was also higher).

General Government

Social Transfers (percent of GDP) Social Expenditure, 1998
(in percent of GDP)
4
Bulgaria 10.9
ir Czech Republic 12.7
Hungary 13.0
Romania 12.3
Poland 18.8
Siovenia 1.7
0 EU15 14.6
s lom 104 s o6 7wy B Source; Staff estimates.

11.  On top of these trends, the authorities were concerned that additional public
spending pressures would emerge in the future, while the room for maneuver on the revenue
side was limited. First, the EU was recommending increases in staffing and administrative
outlays in virtually every single area of the public administration, while areas for potential
savings were still to be identified. Second, demographic trends were already putting pressure
on the public pension and health systems.* At the same time, higher taxes were not a desirable
option. The ratio of tax revenue to GDP was already over 40 percent, and the room for

* Slovenia’s demographic situation was already difficult: the dependency ratio (pensioners to
contributors) was 0.58 and growing. Without corrective measures, the deficit of the pension
system would triple from its current level of 4 percent of GDP by about 2010.
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maneuver within this envelope was limited: indirect taxation had already been harmonized
with the EU and, while there was some room for expanding the base of direct taxation, the tax
burden on labor was high and had to be reduced.

12.  There was a shared concern that if not addressed, these factors would curtail the
flexibility of fiscal policy at a time when Slovenia’s increasing openness to capital flows
made this tool crucial for macroeconomic management. To address this concern, the
authorities were taking the following measures. First, the 2000 budget aimed at a reduction in
the expenditure ratio and a general government deficit of 1 percent of GDP (1.1 percent
excluding projected privatization receipts). While higher than the original deficit target

for 2000 in the 1999-2000 two-year budget plan (0.5 percent of GDP), the government
considered this target appropriate and realistic: tax revenue projections were conservative,
while the forthcoming elections limited the room for deeper spending cuts. Second, the
pension reform, albeit less ambitious than the government’s original proposal, would ensure
the viability of the system for at least 5-8 years before additional corrective measures became
necessary. As well, this reform would start generating annual savings of about 2 percentage
point of GDP immediately, underpinning the reduction in the aggregate expenditure ratio

in 2000. Third, a number of initiatives were underway to improve efficiency, transparency,
and accountability of public spending, notably the completion of the functional classification
of the budget; the two-year budget cycle; the introduction of a unified treasury account; the
planned medium-term budgeting for recurrent programs; the planned review of extrabudgetary
funds in order to determine whether or not they should be part of the government sector; and
the preparation of framework laws on public employment and on public administration. Fourth,
the government intended as far as possible to accommodate the budgetary costs of EU
accession by reallocating resources and, in some areas, ask for derogations or longer transition
periods in the context of accession negotiations. Finally, on faxation, with the reform of
indirect taxes completed, the Ministry of Finance was preparing plans for the reform of direct
taxes. While still preliminary at the time of the discussions, these would aim at simplifying the
system by reducing the number of marginal rates; lowering tax exemptions; and reducing the
scope for tax avoidance created by the large gap between personal and corporate tax rates.

13.  The staff saw the short-term fiscal policy setting as broadly appropriate. While the
short-term outlook did not warrant an increase—however marginal— in the deficit from

the 1999 level, the conservative tax revenue projections provided scope for a better-than-
budgeted outcome, and the targeted reduction in the expenditure ratio was welcome. The staff
urged the government to ensure strict adherence to the expenditure limits in the budget and, if
economic conditions changed significantly during the year, to stand ready to adjust its target.
Specifically, in case of faster-than-projected growth, the underlying fiscal stance should be
maintained by using the additional cyclical revenue to reduce the deficit; and in case of
sizeable capital inflows, the fiscal stance should be tightened.

14.  However, from a medium-term point of view (the main focus of discussions), the staff
questioned whether the government’s measures were sufficient to ensure a sound and
[flexible fiscal policy framework, in line with the normative scenario in Table 3. In this
connection, the staff was concerned that the forthcoming elections might distract the
government from these medium-term priorities.
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e The pension reform was a commendable step, but only addressed part of the wider problem
of social spending. Difficult issues in health care, such as improving management and
controlling costs in hospitals, remained open and, despite the efforts of the Health
Insurance Institute to contain costs, the system was projected to move to a deficit of up to
1 percent of GDP in the coming years. Furthermore, social transfers were projected to
continue growing in the 2000 budget.

¢ The measures taken to improve the efficiency of public spending were welcome,
particularly the intention to review the activities of the multitude of extrabudgetary funds.
Although their combined financial position was balanced, many of them had considerable
leeway in managing own resources and issuing public debt. However, in order to bear
results soon, effort was needed over a broader front, including setting standards for public
services; reforming state aid; extending program budgeting to all ministries; and starting
the reform of public employment. The staff also argued that, although the 2001 budget
would be approved after the coming elections, the present government should announce
targets for 2001 in the context of the two-year budget cycle.

e There was a high risk that the tax reform plans would be postponed to the next parliament
which, in practice, would cause considerable delay and uncertainty about the outcome. As
regards the content, the staff supported the broad objectives of the Ministry of Finance in
this area but, in addition, saw the tax reform as an opportunity to reduce the tax burden on
labor; bring all sources of income, including social transfers, under the income tax net; and
level the tax treatment of different sources of capital income.

B. Monetary and Exchange Rate Policy

15.  The authorities intended to continue with the current policy framework—until the
requirements of EMU made a change necessary—but recognized that increasing openness
to capital flows would defy the traditional modus operandi of the BoS. In the authorities’
view, exchange rate flexibility continued to be preferable for Slovenia as long as inflation and
interest rates were above western European levels, especially given the structural rigidities in
the public finances and the labor market. The requirements for the EU and EMU did not dictate
a change in the exchange rate regime, at least until EU accession and participation in ERM-I,
aithough the remaining capital controls would have to be abolished by 2002. In the context of a
flexible exchange rate regime, an announced broad money target provided greater discipline,
transparency, and credibility than a highty discretionary inflation targeting framework. In the
view of the authorities, this benefit offset the concerns about the stability of money demand in
a changing financial environment. However, the authorities felt that the way this policy
framework was implemented in practice had to change. The recent liberalization (and eventual
planned abolition) of capital controls would make it harder for the BoS to continue “business
as usual”, fine-tuning its interventions and maintaining a delicate balance between its objective
of lowering inflation and its desire to preserve competitiveness. Thus, the monetary policy
program for 2000 (announced in January) re-affirmed the primacy of the M3 target and
lowered the target range vis-a-vis 1999 to 12-18 percent. While acknowledging the need to
accept greater exchange rate flexibility than in the past, the authorities were also mindful of the
importance of the nominal exchange rate for expectations and concerned about the costs of
excessive volatility. They thus saw continuing scope for intervention to dampen such volatility.
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In case of large short-term inflows, they also noted that the recent Foreign Exchange Law
allowed the BoS to strengthen capital controls temporarily.

16.  The staff argued that the new environment would necessitate greater focus on the
broad money target and the ultimate objective of disinflation and less on the exchange rate,
as well as better coordination between monetary and fiscal policies. The staff commended the
authorities for the successful disinflation, and endorsed the monetary policy target for 2000: by
narrowing the target range (a key staff recommendation during the consultation discussions)
and setting a midpoint below the outcome for 1999, the BoS clearly signaled its intention to
ensure that, following the temporary flare due to the VAT, inflation would resume its
downward path to no more than 4 percent by end-2000. In the event of renewed capital
inflows, intervention-cum-sterilization could no longer be seen as the only line of defense,” but
greater nominal exchange rate flexibility should be used as a deterrent. If the inflows reflected
foreign direct investment or movements of relatively stable, long-term portfolio capital, a real
appreciation might be inevitable, and indeed desirable. In either case, fiscal policy shouid also
be tightened if the inflows persisted. Finally, the staff acknowledged that, given the empirical
evidence of their efficiency (Box 3) and the fact that the authorities did not envisage a
completely free float of the tolar, a strengthening of controls on portfolio inflows might be
warranted in the event of sudden large inflows that were out of line with economic
fundamentals, provided this was clearly understood to be a temporary measure. However, the
staff urged the authorities not to lose sight of the ultimate objective of complete capital account
liberalization, and warned of the potential credibility pitfalls if the recent steps toward
liberalization were seen to be reversed.

17.  The absence of an efficient interest rate transmission mechanism would be an
increasingly serious handicap for monetary policy in the new environment. The BoS
attributed the weakness of the transmission mechanism to the lack of a competitive domestic
financial market structure, as a few large banks dominated both the interbank and the lending
markets. The staff agreed, but also saw the lack of competition in the interbank market partly
as the result of the BoS’s past policy: by providing banks with high-yield sterilization
instruments, consenting to an agreement on a deposit rate ceiling (abandoned in 1999), and
imposing capital controls, the BoS had limited competition and reduced the interbank market
to an overnight lending facility. This difference of view aside, both sides agreed on the need to
deepen the money market and improve the interest rate transmission mechanism.

¢ The BoS and the Treasury had already started expanding the menu of instruments
throughout the yield curve, and all maturities up to 9 months had been de-indexed.
Slovenia’s Accounting and Audit Institute had decided to abolish the revaluation clause
from the accounting standards by 2001, which would remove the main obstacle to de-
indexation of private financial contracts.

* Indeed, staff research has shown that this approach in the past had lowered the effectiveness
of monetary policy in achieving its inflation objective (see background document for details).
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¢ These measures would spur the development of the interbank market and allow the BoS to
rely less on direct interventions in the foreign exchange market for managing liquidity.

¢ Eventually, moving to a relatively limited and rationalized menu of intervention
instruments would allow the Bo$ to signal its policy intentions more clearly, and further
streamline the channels of transmission of monetary policy by allowing firms and
households to anticipate the direction of future interventions and adjust their portfolios.

C. Banking System alid the Financial Sector

18.  The authorities’ long-term strategy for the

banking system had resulted in a sophisticated, Bank Performance Indicators, 1598

profitable, and well-supervised sector which, (In percent)

however, had not developed its full potential. The Slovenia EU4'

rehabilitation of the state banks, enforcement of strict '

supervisory standards (Slovenia was compliant or Share of assets to GDP 74 289

largely compliant with 22 of the 25 Basle Core ggeéamg cosis/reveues 79 - 61
S . {largest banks) 121 147

Principles), and the very gradual opening up of the

sector to foreign competition had contributed to the Source: Bank of Slovenia; The Banker.

development of a profitable—by EU standards— ' Germany, Italy, France, and Spain; data

domestic banking system. However, despite recent for 1997.

steps towards consolidation, the system was

overcrowded (24 banks and 76 savings & loan institutions) and dominated by state-owned
banks; operating costs had increased and were high even by EU standards; and, as staff
research had shown, the market structure was oligopolistic (see background document).

19.  The key measure now on the agenda was the privatization of the two state-owned
banks: it would improve governance in these banks; enhance competition and stimulate
further consolidation in the system, allowing it to withstand the increasing exposure to
capital flows; and help accelerate the restructuring of the corporate sector. The government
had originally announced its intention to start by privatizing one-third of Nova Ljubljanska
Banka (NLB—the largest bank) by end-1999 and complete the privatization of both banks by
the time of the elections. This could be facilitated by the dilution of the state’s share through
consolidation with other domestic banks (a process that started in early 2000 in the second-
largest state-owned bank). However, the privatization of one-third of NLB had been delayed,
and the speed, extent, and modalities of privatization (strategic partners vs. dispersed
shareholding, foreign vs. domestic owners) had been politicized and were still unresolved.

20.  In the staff’s view, the government needed to ensure the widest possible consensus on
the following strategy:

s the state should relinquish control of the banks by selling all, or at least a large majority of,
its shares. A step-by-step privatization could only be successfu] if a clear and credible
commitment and timetable for the completion of the process was in place at the outset.

¢ the privatization process should create a competitive, as well as efficient, market structure.
Bringing the two banks under essentially the same owner (foreign or domestic) would
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effectively create a monopoly in the banking system; conversely, fragmenting the banks
would make them unviable in the international market.

e the new shareholders should be in a position to ensure good governance in the banks. This
could only be achieved if there was a core shareholder (or small group of shareholders) in
each bank with sound banking expertise. Excessive dispersion of ownership, €.g., through a
voucher scheme, would practically eliminate the benefits of privatization. Serious foreign
investors should not be deterred, as the small size of the economy would make it difficult to
find a core domestic investor that could guarantee sound corporate governance.

21.  As the nonbank financial sector was gradually gaining importance, its institutional
and regulatory framework urgently needed strengthening. The domestic capital market had
an expanding role in mobilizing financing, as well as accelerating ownership restructuring and
improving governance in the corporate sector. The following initiatives—which were already
underway—were identified as key: creating a proper regulatory and supervisory framework
(including the consolidated supervision of bank groups); clarifying the ownership structure and
selling the state share in insurance companies (a process that was started with the long-delayed
passage of the Insurance Law in January 2000); and restructuring the privatization investment
funds, which are major participants in the capital market. In this connection, the staff stressed
the need to ensure transparency and avoid conflicts of interest among related groups.

D. Labor Market

22, Although the institutional structure of the Slovene labor market had contributed to
wage moderation in recent years, the staff questioned whether if was sufficiently flexible
given the openness of the economy. The relatively centralized wage bargaining process, the
government’s important role in the negotiations, and—not least—the restraint shown by the
social partners had kept wage growth since 1997 at or below productivity growth, including in
the 1999 wage agreement (though the staff noted that recent high increases in the public sector
had instigated calls—which had thus far gone unheeded—to re-open negotiations in the private
sector). However, wage contracts were still partially indexed to past inflation, and there were
important structural rigidities that discouraged employment creation and impeded the efficient
allocation of labor: (1) the tax wedge was high (taxes and contributions were over 50 percent
of gross wages); (2) employment protection legislation (EPL) was restrictive, in some areas
(e.g., rules on layoffs and sick leave) even more than in the EU; and (3) the indexation system
was designed to award proportionately higher increases o minimum wage earners. As to the
last point, the staff argued that wage compression could be particularly damaging in a market
characterized by high incidence of unemployment among low-skilled, low-income workers.

23, The authorities’ assessment of the overall performance of the labor market was
positive. They saw wage moderation as a significant achievement (the more so as it was
achieved by consensus) and, based on their experience, partial indexation had not prevented
disinflation. The mandatory higher indexation payments for minimum wage earners was an
important gesture for social cohesion, and had not created significant distortions (indeed the
data did not reveal relative wage compression, either within or across sectors, and the wage
distribution in Slovenia was still wider than in most EU countries). As regards EPL, however,
they agreed that certain features were too restrictive. A draft Employment Law addressing
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some of these issues had been submitted to parliament in 1997, but its passage had been
-delayed by lack of agreement with the social partners.

24.  In the face of high structural unemployment, Slovenia had developed an extensive
menu of active labor market policies. Unemployment was primarily concentrated among
older, less qualified workers and the long-term unemployed, reflecting the impact of industrial
restructuring during the transition. The authorities had put in place a set of active policies
including on- and off-the-job training and retraining programs, job subsidies, and public works
(the latter for those with low probability of a job re-entry). The increasing budgetary resources
devoted to these programs were mostly financed by the reform of the unemployment benefit
system in 1999 which, by tightening eligibility for, and reducing the duration of,
unemployment benefits, lowered the cost of passive programs. The authorities considered these
active programs a success, noting that the cost of a job placement was lower than in similar
active programs elsewhere in Europe.

E. Other Issues

25.  The method of privatization followed in Slovenia had delayed the consolidation of
corporate ownership, creating pockets of inefficiency; however, consolidation had now
begun, and initial results were encouraging. With the basic regulatory framework in place,
there was little the government could do directly to speed up the process. Besides bank
privatization, two important steps underway were the streamlining of bankruptcy legislation
and the elimination of administrative barriers to foreign direct investment. On the latter, a
recent study by the Foreign Investment Advisory Service would provide guidance for further
improvements. The staff expressed concern about the expansion of activities of the Slovene
Development Corporation in providing subsidized loans to enterprises. Not only was the
rationale for this dubious but, more importantly, it took place without proper oversight.

26. There had been progress in succession issues. Paris Club debt continued to be
serviced under the terms of the 1993 agreed minute. The bilateral agreement with Japan had
been ratified and the outstanding amount repaid, while negotiations on the two remaining
bilaterals (Norway and Italy) were advanced. However, no progress had taken place on the
dispute with Croatia regarding the assets of the former Ljubljanska Banka Zagreb branch.

27.  The discussions included an assessment of the effectiveness of past technical assistance
from the Fund and of possible future needs (Appendix III). The authorities generally regarded
the assistance provided by the Fund—one of several agencies providing technical assistance—
as efficient and beneficial, despite occasional disagreements with specific recommendations.
They identified as priorities the restructuring of the budget process, the assessment of
transparency and practices in monetary and financial policies, and further improvements in the
national accounts (where significant assistance was provided by Eurostat).

IV. STAFF APPRAISAL

28.  Slovenia has embarked on institutional and financial system reforms that will change
profoundly the economic landscape in the coming years. In a commendable acceleration of
structural reforms last year, capital controls were significantly liberalized, the banking system
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was completely opened to foreign competition, and obstacles to foreign ownership were lifted.
These reforms, albeit beneficial, will expose the economy to greater competitive pressures and
short-term volatility. The elimination of the extra prop of capital controls, in particular, will
increase the burden on fiscal policy for macroeconomic management; make the conduct of
monetary policy harder; expose the financial sector to greater risks; and require greater
flexibility in the exchange rate and the labor market.

29. The current short-term macroeconomic policy setting is appropriate but, given the
uncertainties relating to the speed of recovery and capital market conditions, the authorities
should stand ready to adjust financial policies flexibly during the year, if needed. A broadly
unchanged fiscal position and a modestly tightened monetary policy was an appropriate policy
stance in the context of the projected gradual recovery, declining inflation, and a stable balance
of payments outlook. If, however, economic conditions change—especially if capital inflows
strengthen and growth is faster than projected—the additional cyclical revenues should be used
to reduce the deficit below the current target, rather than finance additional spending, while
monetary policy should continue to be primarily focused on price stability. As weli, the social
partners should resist calls to re-open the current wage agreement.

30.  From a medium-term point of view, recent trends in the size and structure of public
expenditure, if unchecked, will circumscribe the ability of the government to use fiscal policy
for macreeconomic management, just as the changes in the economic environment will
require increasing reliance on this tool. The government, aware of this risk, has launched
several well-targeted initiatives in this area. The recent overhaul of the pension system—
although it does not provide a complete long-term solution to the finances of social security—
is welcome, particularly as it will allow a reduction in the expenditure-to-GDP ratio already

in 2000. But a more comprehensive expenditure policy is needed, with clear medium-term
targets for a reduction of the level and improvement of the structure of spending. A crucial
element would be measures to arrest the growth and improve the targeting of social transfers,
as well as initiate the reform of the health system. The government’s initiatives in the area of
budget management are commendable and should be continued. The review of extrabudgetary
funds should result in the consolidation of funds with public policy functions into the general
government, while the remaining funds should eventually be privatized. The government
should also keep the focus on the reform of public administration and employment. Finally, the
two-year budget cycle should be maintained.

31. The Ministry of Finance’s plans for direct tax reform go in the right direction, but
bolder steps are needed to reduce distortions and improve incentives. This reform should be
given priority, and every effort should be made to include it in the legislative agenda of the
present parliament. In addition to reducing the burden and simplifying the income tax system,
the reform should aim at limiting the distortions and increasing the fairness of the tax system,
and--—-in conjunction with measures to reduce social spending over the medium term—reducing
the tax burden on labor.

32.  The overall monetary and exchange rate policy framework remains appropriate, but
exposure to greater external volatility will require a more flexible and effective monetary
policy, as well as better coordination with fiscal policy. The BoS should remain focused on the
objective of disinflation. The primacy of the BoS’s broad money target implies that, in the
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event of renewed capital inflows, the BoS will likely have to accept greater exchange rate
flexibility. If inflows are sustained, fiscal policy must also be used to support monetary policy.
In the case of Slovenia, there might be conditions in which the temporary strengthening of
capital controls would be appropriate. But in principle, every step towards the complete capital
liberalization planned for 2002 should be viewed as irreversible. The BoS should also take
steps to deepen the money market and reduce over time its interventions in the foreign
exchange market. The development of an efficient money market will allow the BoS to pursue
more effectively its inflation objective.

33.  Bank privatization and the development of a strong, well-supervised, and transparent
financial sector are key for limiting the risks of greater capital mobility, deepening financial
intermediation, and accelerating corporate restructuring. The government should announce a
clear, credible plan and timetable for privatization of the two state-owned banks. This plan
should preserve the independence of the banks, aim at complete or near-complete divestment
of the government’s holdings, and ensure the presence in each bank of a core shareholder or
group of shareholders with sound banking expertise, regardless of nationality. Bank
supervision is strong, and should continue to be strengthened with the full implementation of
the Basle Core Principles. The nonbank financial sector, however, is relatively less developed,
and its supervision is fragmented and needs improvement. Among the most urgent tasks are the
sale of the remaining state holdings in insurance companies and the restructuring of the
privatization investment funds, which should improve market transparency.

34.  As the rest of the economy, the labor market will increasingly be influenced by
external volatility. At present, the legal and institutional setup of the labor market is very
restrictive in certain areas, notably employment protection legislation and the wage setting
system. Although the latter has delivered wage moderation in recent years, it needs to become
more flexible to deal with future shocks. Partial backward-looking indexation, albeit consistent
with continued disinflation, will always make the achievement of price stability more costly;
forward-looking indexation based on the official inflation target would reduce these costs by
anchoring expectations. The long-delayed Employment Law should be passed, and
employment protection legislation be liberalized. Active labor market policies have been a
notable success so far, but future extensions should take place with due regard to their cost and
effectiveness.

35.  The process of corporate restructuring must be stimulated by measures to facilitate
the entry and exit of firms, encourage foreign investment, and reduce the role of the state.
Encouraging domestic and foreign investment, eliminating barriers to private economic
activity, and streamlining bankruptcy procedures are key measures in this area. The mission of
the Slovene Development Corporation is increasingly questionable, and it should be prevented
from expanding its activities without proper oversight.

36. The next Article IV consultation with Slovenia should remain on the standard 12-
month cycle.
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Table 1. Slovenia: Selected Indicators

I. Social and Demographic Indicators

20,273
9,869
.98
0.3
779
70.1
53.5

11, Economic Indicators

1993 1994 1995 1996 1997 1998 19539 2000
Estimate 1/ Projection
Demand and Supply {Contributions to annual growth)
Total aggregate demand 10.4 11.8 10.1 4.9 11.4 0.0 8.1 7.8
Domestic demand 10.1 5.3 9.5 3.1 52 5.9 6.2 4.7
Private consurnption 7.0 23 5.0 14 1.9 i3 2.0 1.1
Public consumption 11 0.4 0.5 0.7 0.9 11 1.4 1.1
Gross investment 2.0 2.6 4.0 Lo 2.4 3.5 3l 25
Foreign balance -7.3 0.1 -5.4 0.4 .6 =30 2.4 -0.7
Exports of goods and non-factor services 0.3 6.6 0.6 1.8 6.2 4.1 19 31
Imports of goods and non-factor services -7.6 -6.5 -6.0 -1.4 -6.8 -6.1 -4.8 -3.0
(Annual percentage chanpe)
Real GDP 2.8 5.3 4.1 3.5 4.6 3.9 a8 4.0
Industrial production index -2.8 6.4 2.0 1.0 1.0 3.9 8.2
Gross domestic investment (in percent of GDF) 193 209 23.4 235 24.2 252 26.8 28.3
Gross national savings (in percent of GDP) 20.9 25.1 23.2 23.7 24.4 25.2 243 26.0
Employment and Unemployment
Labor force (in thousands) B35 873 867 862 3569 871 B85 2/ 869
Employment rate {in pereent) 85.4 855 86.0 86.1 856 855 87.0 &
Unemployment rate (in percent) 4/
Repistered unemployed 5/ 14.6 14.5 14.0 13.9 14.4 i4.5 13.0 3/
Annual survey (ILO definition) 9.1 9.0 74 7.3 7.4 7.9 T4 1.4
Prices and Incomes
Consumer prices {percentage change, end-period) 229 19.5 2.0 9.0 8.3 6.5 8.4 4.0
Consumer prices {percentage change, peried average) 34.0 211 13.5 99 8.4 8.0 6.1 6.4
Terms of trade (1995=100) 946 97.1 1000 100.3 1040.8 i03.2 103.4 102.8
Real wages (percentage change, average) 16.4 6.0 4.7 4.4 29 1.5 2.1 25
Public Finance {In percent of GDF)
General Government
Revenue 44.7 43,4 43.1 42.7 42,1 43.1 44.5 43.7
Expenditure 43.8 43.4 43.1 42.4 43.2 43.9 45,1 44,7
General balance 0.9 - - 0.3 -1.2 -0.8 -0.6 -1.0
Net lending 6/ =03 =032 0.1 -0.1 0.0 2.1 - -
Gverall balance 6/ 0.6 0.2 0.1 0.2 -1.2 -07 -0.7 -1.o
Owerall balance excluding privatization receipts 0.6 -0.2 0.2 -0.2 =17 -1.1 -0.9 -1.1
Debt 211 18.5 18.7 2:9 23.6 239 253 254
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Table 1. Slovenia: Selected Indicators (concluded)

1993 1994 1995 1996 1997 1998 1999 2000
Estimate 1/ Projection
Money and Credit {Annual percentage change)
Broad money (inc. foreign exchange deposits) 7/ 64.2 50.8 323 19.4 23.8 20.9 151
Reserve Money 7/ 41.1 66.7 17.4 16.9 18.4 229 16.4
Credit to the private sector (real; end of period) 0.5 9.0 254 9.9 4.5 188 17.1 3
Broad money velocity (level} 2.8 2.5 2.4 23 21 1.9 1.9
Nominal interbank interest rate (percent, avernight) 385 28.6 12.0 13.8 9.6 7.4 7.1
Lending rates (percent) 47-50 38-39 22-25 21-24 19-21 14-17 1317
Deposit rates {percent) 33-37 28-32 15-19 15-17 13-16 10-14 16-13
External Sector (In millions of U.S. dollars unless otherwise indicated)
Trade balance -154 -338 =954 -882 =772 -T7s -1,053 -1252
(in percent of GDP) -1.2 2.3 5.1 -4.7 -4.2 4.0 -5.4 6,2
Current account 192 600 =23 39 37 -4 -468 -479
{in percent of GDP) L5 4.2 -0.1 0.2 0.2 - -2.4 2.3
Gross official foreign exchange reserves
of the Bank of Slovenia 770 1,480 1,802 2,27% 3,297 3,573 3,050 3,266
(in months of itnports of goods and services) 1.3 21 2.0 2.6 37 38 33 33
Reserve money ta reserves (end of period, percent) 495 423 43.7 35.5 252 29.1 31.6 3/
Broad money to reserves (end of petiod, ratio) 5.0 39 4.1 3s 2.5 2.9 32
Nzt international reserves {end of period) 777 1,496 1,987 2,329 3,308 3,684 3,180 3/
Net Foreign Assets of commercial banks (end of period) 26 634 673 902 459 465 354 3/
External debt 8/ 1,873 2,258 2,970 4,010 4,176 4,959 5,774 6,108
{in peccent of exports of goods and services) 25.1 26.2 28.6 382 40.0 44.5 55.8 54.3
of which: Public (percent of total) 64.4 58.9 48.4 50.5 49.5 47.8 47.1 47.0
Short-term external debt to reserves (in percent) 9/ 152 53 2.8 22 4.1 31 33y
External debt service 414 4380 739 936 921 1536 742 ¥ 975
(in percent of exports of goods and services) 5.5 5.6 7.1 89 2.8 13.8 7.7 8.7
Exchange rates
Tolars per U.S. dollar (end-period) 131.8 126.5 126.0 141.5 169.2 161.2 196.8
Tolars per DM (end-period) 76.4 81.6 87.9 91.0 94.4 96.4 100.9
Nominal effective exchangs rate (1995=100, avg.) 114.5 100.5 100.0 90.2 85.4 83.2 76.5 3/
Real effective exchange rate (CPI based, 1995=100, avg.) 875 90.7 160.0 97.1 97.8 100.8 100.7 3/
Financial market indicators
Stock market index 1,397 1,449 1,183 1,405 1,705 1,806
Stock market capitalization (percent of GDP) 4.4 4.1 4.5 6.9 13.7 219 252
Foreipgn currency debt rating (S&P, long-term) A A A
Spread of benchmark bonds (bps): DM eurobond 76 73 70

Sources: Slavene anthorities; and Fund staff calculations and projections.

1/ Fund staff projections or latest actual.
2 October 1999,
3/ MNovember 1999.

4/ The fall in unemplayment in 1999 results from the reclassification of persons taking part in public work schemes as employed, rather than

unemployed as was the case until January 1999,
5/ Statistical Office definition.

&/ Official statistics: inchude privatization revenues in net lending.

U Daily average of latest month relative to the same period of previous year.

8/ Excludes gold, SDRs, and IMF position.

9/ Reserves are the forcign exchange reserves of fhe Bank of Stovenia. Debt of original maturity of up to one year.
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Table 2. 8lovenia: Balance of Payments, 1594-2000

1954 1995 1996 1997 1998 1999 2000
Est. Proj.

(In millions of U.S. dollars)

Current account 600 -23 39 37 -4 468 479
Trade balance -338 =954 -R32 772 775 -1,053 -1,252
Exports fo.b 6,830 8,350 8,370 8,407 9,095 8,430 9,256
Imports fo.b. -7,168 -2,303 9,252 9,179 9,870 -0,483 -10,508
Services 676 . 631 704 550 314 361 488
Exports 1,804 2,023 2.127 2,043 2,047 1,837 1,994
of which: travel 911 1,082 1,230 1,188 1,117 200 1,050
Imports -1,129 -1,392 -1,423 -1,453 -1,534 -1,476 -1,507
Income, net 170 210 155 131 146 a9 103
Current transfers, net 92 91 62 88 112 155 180
Capital and financial account 121 404 540 1,184 -9 292 696
Direct investment, net 131 170 178 295 154 45 380
Portfolic investment, net -33 -14 637 236 90 359 570
Other investment, net 27 264 =270 6358 -249 -112 =251
Govemment 82 130 =74 -5 =22 25 25
Non government =55 134 -196 662 =227 -137 -276
Bank of Slovenia -103 -70 129 -9 -3 - -
Private sector 49 204 -324 671 =222 -137 276
Net errors and omissions =17 -145 8 66 171 100 -
Overall balance 645 235 587 1,287 158 -76 217
Change in official reserves 545 -235 =587 -1,287 -158 76 217
(Percentage change)

Memorandum items:
Merchandise exports 12.3 223 02 0.4 82 -13 8.8
Merchandise imports 14.9 292 -0.6 -0.8 7.5 -39 10.8
Tourism receipts 24.1 18.8 13.6 3.4 -6.0 -19.4 16.6

(In percent of GDP)

Trade balance 2.3 5.1 -4.7 4.2 4.0 -54 -6.2
Current account 42 0.1 02 0.2 - 24 2.3
Capital and financial account 1/ 08 22 29 6.5 - 135 35
Change in official reserves 4.5 -1.3 3.1 -7.1 -0.3 04 -1.1

{In millions of U.S. dollars, end of period)
Foreign exchange reserves

Bank of Slovenia 1,480 1,802 2,279 3,297 3,573 3,050 3,266
(in months of MGNFS} 2.1 2.0 2.6 37 38 33 33
Deposit money banks 1,283 1,624 1,845 1,080 1,209 1.329 1,166
(in months of MGNFS) 1.8 1.8 2.1 12 1.3 1.5 12

{In billions of U.S. doliars)

Gross domestic product 14.38 18.74 18.88 18.21 19.52 19.66 20.07

Sources: Bank of Slovenia and staff estimates.

1/ Excludes Slovenia's share of debt associated with the 1988 New Financing Agreement as settled in June 1986,



Table 3. Slovenia: Staff's Normative Medium-Term Macroeconomic Framework, 1997-2004
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Est. Projections
1997 1998 1999 2000 2001 2002 2003 2004
(Contributions to annual average growth)
Real GDP 4.6 39 37 4.0 16 49 5.0 50
Aggregate demand 114 10.0 8.1 7.8 9.7 9.8 10,0 102
Domestic demand 5.2 59 6.2 4.7 58 5.7 5.9 6.0
Private consumption 1.9 13 20 1.1 26 2.6 27 2.7
Public consumption 09 1.1 1.0 1.1 08 0.6 0.6 0.6
Gross fixed investment 24 35 31 25 24 235 2.6 27.
Exports of goods and services 6.2 4.1 L9 31 39 4.1 4.1 42
Imports of goods and services -6.8 6.1 4.8 -3.0 -5.1 -4.8 -4.9 52
Consumer prices (p.a.) 8.4 8.0 6.1 6.4 4.0 3.5 34 3.2
(In percent of GDP)
Savings-Investment Balance
Foreign savings 1/ -0.2 - 24 2.3 23 24 2.6 26
Gross national savings 2/ 244 252 24.3 260 257 26.2 263 264
Gross domestic savings 23.1 239 23.1 243 24.0 24.6 24.3 249
Private 220 220 20.6 2211 21.2 21.5 21.6 21.8
Public 1.1 1.9 2.5 21 28 3.2 3.1 3.1
Gross domestic investment 242 252 26.6 283 281 28.7 289 290
Private investment 219 227 235 251 250 256 258 259
Public investment 23 25 3.1 32 3.1 31 30 3.0
General Government finance
Revenues 421 43.1 445 43.7 44 .4 443 442 44.2
Expenditures and net lending 432 438 451 447 44.7 442 44.1 441
Overall balance 3/ -1.2 -0.7 -0.7 -1.0 03 - 0.1 -
Debt 236 239 253 254 254 25.1 24.1 232
Balange of pavments
"I'rade balance 4.2 -4.0 =54 -6.2 6.5 -6.7 6.4 -6.4
Services balance 3.2 2.6 1.8 24 2.5 2.6 22 23
Current account 0.2 - 24 2.3 2.3 24 2.6 2.6
Capital and financial account 6.5 - 1.5 335 5.1 54 5.6 5.6
FDI, net 1.6 08 02 1.7 35 38 3.7 37
Portfolio investment, net 1.3 0.3 1.8 28 2.9 29 3.0 30
Other investment, net 3.6 -13 0.6 -1.1 -13 -1.4 -1.2 -1.2
Official foreign exchange reserves 18.1 183 15.5 163 17.9 194 209 224
(end of period)
Memorandum item:
Per capita income {in US$) 9,172 G,869 9,930 10,139 10,910 11,864 12,884 13,860

Sources: Slovene authorities; and Fund staff projections.

1/ External current account deficit {opposite sign).
2/ (ross national savings are equal to gross domestic investment minus foreign savings.
3¢/ Official definition including privatization receipts in net lending.
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SLOVENIA: FUND RELATIONS
(As of November 30, 1999)

Membership Status: Succeeded to membership on December 14, 1992;" Article VIIT
status as from September 1, 1995. :

General Resources Account: SDR Million % Quota
Quota 231.70 100.0
Fund holdings of currency 151.51 65.4
Reserve position in the Fund 80.19 34.6
Operational budget transfers (net) 2.00

SDR Department: SDR Million % Allocation
Net cumulative allocation 25.43 100.0
Holdings 1.17 4.6
Designation Plan 2.00

Qutstanding Purchases and Loans: None.
Financial Arrangements: None.

Projected Obligations to Fund (SDR Million; based on existing use of resources and
present holdings of SDRs): None

Exchange Rate Arrangement

The currency of Slovenia is the tolar (SIT). Slovenia maintains a managed floating
exchange rate. The exchange rate of the tolar is determined in the interbank market, in
which the Bank of Slovenia (BoS) is a major participant. Like any other market
participant, the BoS buys and sells foreign exchange at the market-determined
exchange rate. On January 12, 2000, the middle rate for spot transactions in the
interbank market was SIT 191.89=US$1.

Last Article IV Consultation
The last Article IV consultation was concluded on January 7, 1999 (SM/98/272). It

was agreed that Slovenia would remain on the standard 12-month cycle. The Acting
Chairman’s summing-up of the discussion was circulated as SUR/99/3.

'On January 15, 1993, the Fund found that Slovenia was able to meet its obligations under the
Articles and that it was a member of the Fund, effective December 14, 1992, the date of the
Fund’s finding that the former Socialist Federal Republic of Yugoslavia (SFRY) had been
dissolved.



Technical Assistance
Date

October 1992

December 1991
April-May 1993

July 1993

September 1993

July 1994

February 1995
January-February 1995
March 1995

April 1995

May 1995

June 1995
September-October 1995
November-~December 1995
December 1996
December 1996
December 1996
February-March 1997

March 1997
May 1997
September 1997
November 1997
January 1998
April 1998

July 1998

September 1998
November 1998
December 1998
Feb1999 — Sept 2000
March 1999

April — June 1999
November 1999

Dept.

FAD
STA
FAD
FAD
STA
STA
LEG
FAD
STA

MAE
LEG
FAD
STA
FAD

FAD
FAD

INS

STA
STA
STA
FAD
FAD
FAD

FAD
FAD
INS

FAD
FAD
FAD
STA
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Subject/Identified Need

Tax Reform Strategy
Balance of Payments
Tax Administration
Tax Policy

 Money and Banking

Money and Banking

Foreign Exchange Law

Public Expenditure Management

Balance of Payments

Deindexation of Financial Assets

Seminar on Monetary Policy

Income Tax Law

Social Insurance System

National Accounts

Tax Policy

Monetary and Exchange Rate Policy

Public Expenditure Management

Treasury Single Account and Ledger
Accounting System

Flow-of-Funds

National Accounts

Money and Banking

Government Finance

GFS Based Budget and Accounts Classification
GFS Based Budget and Accounts Classification

Public Expenditure Management and
Treasury Single Account

Public Expenditure Management

Public Expenditure Management

Flow-of-Funds

General Budget Advisor (Planned)

Fiscal Management

VAT Implementation

Government Finance Statistics
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SLOVENIA: RELATIONS WITH THE WORLD BANK GROUP

I. IBRD OPERATIONS

Slovenia succeeded to membership in the World Bank on February 25, 1993. Of the three -
loans that it inherited as a successor to the former Socialist Federal Republic of
Yugoslavia, only one loan for the Slovene Coast Water Supply and Sanitation Project
remained under implementation. The loan closed in December 1998.

Since Slovenia became a member of the Bank in its own right, an Enterprise/Financial
Sector Adjustment Loan (EFSAL), in the amount of US$8C million equivalent, was
approved by the Bank’s Board in July 1993. The EFSAL was fully disbursed and closed
in December 1995. An Investment Recovery Project (DM75 million) was approved by
the Board on July 25, 1996. This project aimed at complementing the EFSAL by
providing long-term finance through three commercial banks for the new cycle of private
investments resulting from Slovenia’s program of enterprise and financial sector reforms.
The project, however, was negatively affected by the capital restrictions imposed by the
Bank of Slovenia in 1996, delaying its ratification by the Government. Given the changes
in the financial sector conditions, the three commercial banks involved have decided not
to participate in the project. As a result, the Government asked the Bank to cancel the
project.

An Environment Project (DM35 million) was approved by the Board on May 30, 1996.
The project would reduce ambient concentrations of particulates and sulfur dioxide in
polluted cities of Slovenia along with the health damage associated with exposure to air
pollution. It includes an air pollution abatement component and an institutional
strengthening component. The Bank is also involved in other environment-related
activities, such as the phaseout of ozone depleting substances financed by the Global
Environment Fund (GEF).

A Real Estate Modernization Project (US$15 million) was approved by the Bank’s Board
on June 1999. The project development objective is to improve the efficiency of real
estate administration systems in Slovenia. This will include improvement of the real
estate registration system, upgrading the legal framework for real estate transactions,
establishment of an agricultural land use monitoring system to meet European Union
accession requirements, and designing and testing of a market-based real property tax and
valuation system.

A Health Sector Reform Project (US$12 million) has been recently appraised. The
project would modernize the management information system of the heaith sector aiming
at improving the efficiency and effectiveness of health care services delivery, through
more coherent policy-setting; purchasing; surveillance; facilities and case management,
on the basis of a unified national health information system. The project is expected to
g0 to the Board during the second half of the current fiscal year.
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In addition to these projects, the Bank has provided technical assistance and policy advice
to the authorities in specific areas such as BOTs and concessions, banking supervision,
regional development, private sector networks, treasury, privatization and state asset
management, pension and health sector reforms and housing finance. A housing finance
project is under consideration during the current fiscal year.

The Bank prepared in close collaboration with the Slovene authorities a Country
Assistance Strategy (CAS) for the period FY98-2000. The first assistance strategy paper
on Slovenia was approved by the Board on June 1997. The CAS defined the areas, level
and composition of assistance to be provided during the next three years. It comprisesa
balance of lending and non-lending services. CAS priorities have been constantly revised
with the authorities, focusing the yearly program of assistance on the key priorities
defined with the government. Given Slovenia’s relatively high per capita income and
access to international credit markets, Bank operations were designed to address
government selected high priority objectives. Non-lending services included a series of
studies and sector reviews on topics such as EU accession, labor market, housing finance,
private sector involvement in infrastructure and pension reform. Selective technical
assistance in areas chosen by the government, including state asset management and
privatization, and treasury and public debt management. An update of the CAS will be
conducted this fiscal year.

The first Country Study on Slovenia, entitled Slovenia Economic Transformation and EU
Accession was finalized in March 1999. The report was presented in Ljubljana on March
and in Brussels on May 1999. The country study makes an assessment of the current
state of development of the Slovene economy from the perspective of the EU accession
process. It focuses on the structural transformation of the economy.

1. IFC QPERATIONS

IFC's active portfolio in Slovenia is composed of one operation in the area of financial
services for a total of US$5 million, IFC has provided assistance to Nova Ljubljanska
Barka in its restructuring efforts. It has also provided assistance in the preparation of
securities legislation and revamping of the stock exchange.
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SLOVENIA: REVIEW OF FUND-PROVIDED TECHNICAL ASSISTANCE
AND STATISTICAL ISSUES

This appendix presents an assessment of the outcome of technical assistance (TA)
provided to Slovenia, as well as of future needs, reflecting the views of both the
authorities and the TA-providing departments. In the area of statistics, in particular, this
appendix also provides an assessment of Slovenia’s statistics.

I. STATISTICS
Balance of Payments Statistics

Slovenia has not received technical assistance from the Fund in balance of payments
statistics since March 1995. At present, balance of payments data for Slovenia are
comprehensive and of high quality, and have been published in the Balance of Payments
Statistics Yearbook since 1993 (with estimates of the international investment position
published since 1996). No major technical assistance needs are foreseen in this area.

Government Finance Statistics

A government finance statistics mission visited Ljubljana in November 1997 to assist the
authorities in establishing statistical reporting in accordance with GFS methodology and
provide data for publication in the GES Yearbook. The authorities found the advice of the
mission very valuable in preparing the new economic classification for the budget. A
follow-up mission in November 1999 found that significant progress had been made.
With assistance from FAD experts, the Ministry of Finance has implemented a chart of
accounts based on GFS classification concepts, and it is expected that the complete set of
data will be available for the GES Yearbook for 2000. However, consolidated general
government data still do not show all extrabudgetary operations. The government intends
to review the activity of extrabudgetary funds with a view to clarifying whether they
should be included in the general government.

Meoney and Banking Statistics

Slovenia received technical assistance from the Fund in the area of money and banking
statistics in 1994, 1995, and 1997. The last mission (September 1997) reviewed the Bank
of Slovenia’s procedures for collecting and compiling monetary statistics and found that
they were generally consistent with the Fund’s methodology. The mission recommended
some further disaggregation of accounts by sector, which was introduced in late 1997.
The mission also discussed the methodology and primary data needs for compiling
monetary statistics according to the forthcoming Manual on Monetary and Financial
Statistics, and concluded that some further modifications of the chart of accounts might
be needed to conform with the Manual’s sector and instrument classifications. Monetary
statistics are timely and of good quality. Recently, the authorities requested advice on the
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treatment of subordinated debt in the monetary aggregates, and immediately took steps to
implement STA’s recommendations.

Future work in this area will be considered in light of arrangements with the European
Central Bank (ECB). The Fund has begun collaboration with the ECB to work with
candidate countries on compilation of a single set of monetary statistics compatible with
the requirements of the Fund and the ECB. A representative from Slovenia attended a
seminar at the ECB in December 1999 on compilation of monetary and financial statistics
required of EMU member countries. Candidates were advised by the Fund of their
continuing obligation to provide useful and timely monetary and financial statistics to the
Fund, regardless of their status vis-a-vis the EMU. Nonetheless, they were informed that
the Fund would collaborate closely with the ECB to assist the countries in compiling a set
of statistics consistent with the needs of both the Fund and the ECB. The candidate
countries are under no compulsion to work toward preparation of statistics for EMU
membership, but most appeared ready to undertake work in the short term.

Real Sector Statistics

Two STA missions (December 1995 and May 1997) provided technical assistance on
national accounts statistics to the Statistical Office of Slovenia (SO). The SO follows
primarily the European System of Accounts 1995. Annual GDP estimates by industry and
expenditure categories are compiled at both current and constant 1992 prices. Quarterly
GDP estimates at constant prices by industry are regularly published within 80 days after
the reference quarter. The 1997 mission noted several outstanding issues, notably (i)
implementing improved procedures for estimating changes in inventories to appropriately
exclude holding gains; (ii) including installation costs in the valuation of gross fixed
capital formation,; (iii) replacing, as possible, the use of physical quantity indicators with
volume indices obtained by deflation of output in the derivation of constant price
estimates; (iv) reconciling the external transactions in the national accounts with the
balance of payments data; and (v) compiling current price quarterly GDP estimates.

The SO, in concert with OECD and EURQOSTAT, has not agreed that improvements are
needed in its inventory data (point (i) above), but has taken steps to address all other
recommendations. The SQO’s priority at this stage is harmonization with EUROSTAT
practices, and any future Fund technical assistance in this area will have to be
accordingly coordinated.

As regards consumer and producer prices, the indices are compiled in accordance with
international standards. The SO also compiles a retail price index (RPI) which difters
from the consumer price index in weights only. As suggested by the national accounts
mission, the SO has plans to discontinue the compilation of the RPI.

Special Data Dissemination Standards
Slovenia has subscribed to the SDDS, and its metadata, including the description of its

dissemination practices and advance release calendar, are presented on the Data
Dissemination Bulletin Board.
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II. FISCAL AFFAIRS
Public Expenditure Management (FEM)

FAD technical assistance in the PEM area began in January 1995, and is continuing with
the assignment of a Fiscal Panel Expert as resident general budget advisor to the Ministry
of Finance (MoF) since January 1999. As a resuit, substantial improvements have taken
place in the areas of budget classification, budget presentation; computerization of budget
preparation and selected segments of treasury operations; improving budget execution
process and fiscal reporting; and preparing the groundwork for introducing a ledger
accounting system and the treasury single account. The expert’s assignment has now
been extended until late 2000. FAD assesses this TA project as a successful technical co-
operation between FAD and the MoF. The authorities also evaluate the quality of
technical assistance in this area as exceptional.

Looking forward, weaknesses remain regarding the coverage of government expenditures
at various spending levels and the cash and debt management functions. In particular, the
accounting department (and computer database) of the MoF does not track transactions at
the Ministry and local government levels, and the present system is characterized by
multiple bank accounts with large idle balances.

Tax Administration

After technical assistance on tax policy in 1993 and 1997, FAD’s assistance in tax
administration began in April 1999 with a mission on the implementation of the VAT.
The mission came to the conclusion that although the law was in relatively good shape,
preparations for its implementation were considerably behind schedule, and the
Slovenian tax administration was not prepared effectively to administer a new VAT in
July 1999, and made specific recommendations for actions to be taken to advance
preparations. This was followed by a letter from FAD to the Minister of Finance urging
that these actions be completed before implementation or, alternatively, that
implementation be postponed.

The MoF disagreed with FAD’s assessment of its readiness to introduce the VAT.
Indeed, on July 1 the VAT was introduced, and indications since then are that its
implementation has been successful. FAD experts still believe that substantive problems
with organization, computerized information systems, and audit and control procedures
(including VAT refund procedures) continue to exist, additional work to improve VAT
regulations is likely to be required, and a follow-up mission would probably need to visit
Ljubljana around one year after the implementation of the. VAT to review the experience.
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IIl. MONETARY AND EXCHANGE AFFAIRS

The last mission to Slovenia was in June 1996. Since then, the Bank of Slovenia has been
receiving significant technical assistance from the G10 and the Bank for International
Settlements. At the 1999 Annual Meetings, the Bank of Slovenia requested a broad
diagnostic mission covering Basle Core Principles Assessment and Code of Good
Practices on Transparency in Monetary and Financial Policies, followed by a letter by the -
Governor on November 16, 1999. ' '



Slovenia: Survey of Reporting of Main Statistical Indicators

(as of mid-January 2000)
Exchange |Intemational] Reserve/ Central Broad Interest | Consumer | Exports/ Current Central | GDP/GNP | External
rates reserves base Bank money rates price Imports account | govermment debt
money balance index balance balance
sheet
Date of latest
observation Today Dec-99 Dec-99 Dec-99 Dec-99 Dec-99 Jan-59 Nov-99 Nov-99 Nov-99 Sep-99 Oct-99
Frequency of data Daily Monthiy Monthly Monthly Monthly Monthly Monthly Monthly Monthly Monthly | Quarterly { Monthly
Frequency of Daily/ Monthly/ | Monthly/ | Monthly/ | Monthly/ | Monthly/ | Monthly/ | Monthly’ | Monthly/ | Monthly/ | Quarterly/ | Monthly/
reporting/publication Daily Monthly Mounthly Monihly Monthly Monthly Monthly Monthly Monthly Monthly | Quarterly | Monthly
Source of data BOS/ BOS BOS BOS BCS BOS BOS/ BOS/ BOS/ MoF BOS/ BOS
Bloomberg SORS/ SORS/ SORS SORS
Reuters Reuters
Mode of reporting On-line On-line/ On-line/ On-line/ On-line/ On-line/ On-line/ On-line/ On-line/ On-line/ On-line/ On-line/
E-Mail E-Mail E-Maif E-Mail E-Mail E-Mail E-Mail E-Mail E-Mail E-Mail E-Mail
Confidentiality Public Public Public Public Public Public Public Public Public Fublic Public Public

Note: BOS, SORS and MoF stand for Bank of Slovenia, Statistical Office of the Republic of Slovenia, and Ministry of Finance respectively.
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I. OVERVIEW OF RECENT MACROECONOMIC DEVELOPMENTS
A. The Real Economy, Prices, and the Eabor Market
Output

1. Slovenia registered good and balanced economic growth during most of
the 1990s, following the collapse of output associated with the dissolution of the Socialist
Federal Republic of Yugoslavia (SFRY). The GDP growth rate peaked in 1997 at just
over 4V percent, and declined somewhat in 1998 to around 4 percent. The main
contributors to growth during 1997-98 were domestic investment and external demand.
In particular, the investment growth rate was both years in the double digits, fueled by
low interest rates and strong corporate retained earnings and helped by wage growth that
tagged that of productivity. Export growth was also strong during this period (close to

10 percent per annum), partly owing to favorable conditions in trading partner countries
and partly to the real depreciation of the tolar (although this effect was reversed in 1998).
Other domestic factors had only a limited impact on growth. Consumption increased at a
slower pace than output, owing to the moderate wage growth and a small increase in the
household saving rate (to 22 percent of GDP). As a result, the private consumption-to-
GDP ratio declined by 1 percentage point in these two years. Also, the government
consumption-to-GDP ratio was kept stable at around 20 percent.

2. There was a modest dampening of growth in 1999 due to weaker export demand.
The slowdown in Western Europe, economic difficulties in Croatia, the Russian crisis
and, to a very limited degree, the Kosovo crisis kept external demand low in the first half
of 1999. Therefore, exports of goods and services declined during this period. At the
same time, and in particular in the second quarter of 1999, imports surged in advance of
the introduction of the VAT in July 1999. For the same reason, domestic demand picked
up, largely compensating for the decline in external demand. Lower interest rates also
helped spur consumption and investment, in particular in construction. In the second half
of 1999, with the revival of demand in Europe, exports started to recover. This, coupled
with only a partial reversal of the surge in domestic demand, led to an output growth of
3% percent in the first three quarters of 1999 relative to the same period the previous
year. For the year as a whole, the Institute of Macroeconomic Analysis and Development
estimates 3% percent growth.! The increase in investment and decline in domestic saving
stemming from strong consumption growth in anticipation of the introduction of the VAT
widened the domestic saving-investment gap. As a result, this gap was financed by
foreign saving, leading for the first time to a current account deficit (see Section D).

Prices

3. Slovenia’s inflation performance continued to improve during 1997-938. From
mid-1998, consumer price inflation started on a downward trend that lasted until mid-

! The Statistical Office, on the other hand, estimates that, at 4 percent, GDP growth
in 1999 was similar to that in 1998,
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1999. One important reason for this was the decline in import prices associated with
lower world prices. Other reasons include the continued conservative macroeconomic
policy stance; a relatively stable tolar; and lower tax rates. By mid-1999, the 12-month
inflation rate had come down to 4% percent. This favorable trend was interrupted in July,
when the VAT was introduced. Prices jumped by 1% percent in that month, and
continued to increase in the following months, By October, the impact of the VAT on
inflation had tapered off, limiting the total direct effect of the VAT on the price level to
three months and about 3 percentage points. The timing of the introduction of the VAT
helped contain its impact on inflation, as price growth is seasonally low in the middie of
the year. Also, some administrative price increases were partially postponed to avoid a
larger surge in inflation. Industrial producer price inflation, on the other hand, continued
its downward trend for most of the year, as it was immune to the introduction of the
VAT. However, the increase in world energy prices in the second half of 1999 kept year-
end industrial producer price inflation to 3% percent.

4. Relative prices have been constantly adjusting during this period. In 1998,
average inflation in the service sector was 9% percent, while average CPI inflation was
6% percent (Figure 1). During the same period, prices in the non-tradable sector rose by
7 percentage points more than those in the tradable sector. While the major part of this
relative price change can be attributed to productivity gains (see Chapter II), other factors
also played a role: some taxes were increased (on services by 1% percentage points, on
transport services by 6% percentage points on average, and the municipal tax on road use
by 51 percent); custom tariffs were lowered in line with the EU association agreement;
and administered prices were liberalized gradually (the share of administered prices in the
price index was reduced from more than 22 percent in 1996 to less than 15 percent

in 1999).

Corporate sector

5. The corporate sector as a whole, which includes about 38 thousand companies,
improved its financial results during 1997-98. After registering a total loss of more than
SIT 60 million in 1996 (1 percent of total revenue), commercial companies closed 1997
broadly in balance, and had net profits of SIT 37 million in 1998. The main reason for
this improvement in 1998 was stronger net financial revenues rather than increased
efficiency, as labor costs and costs of goods, materials, and services increased by more
than operating revenues.> Most of the profits were made in manufacturing, wholesale and
retail trade, repair, transport, storage and communication sectors, while utilities registered
the largest losses. Large companies (about 2 percent of the total) accounted for almost

70 percent of the assets, generated more than 60 percent of total revenues, and employed
nearly 60 percent of all the workers. Medium-size firms were less than 5 percent of the
total number of commercial companies, and small companies formed the remaining

94 percent.

? See Report on the Business Results, Assets and Liabilities of Companies in the Republic
of Slovenia for 1998, published by Agency for Payments of the Republic of Slovenia.
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Figure 1: Slovenia: Prices, Money and Interest Rates
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Employment and unemployment

6. The good economic growth during the last three years did not translate into
comparable growth in employment. After an increase of 3 percent in 1997, there was no
significant growth in employment during 1998-99, as output growth was achieved
primarily through gains in productivity.” The share of employment was the largest in
services (48 percent of total employment) and industry (40 percent of total employment),
while the share of agriculture was 12 percent. Broken down with respect to age and
gender, the employment rate was highest among males between 25 and 49, the category
that had also the largest participation rate (93 percent).

7. The unemployment rate increased to almost 8 percent in 1998. Figures from the
second quarter of 1999 (the period of the annual labor force survey), indicate that
unemployment came back down to 7.4 percent.* The unemployment rate was highest
among those between the ages of 15 and 24 (around 18 percent) and those older than 40
(approaching 50 percent). Also, the majority of the unemployed were unskilled workers
and long-term unemployed (48 percent and 65 percent, respectively). The share of
unskilled workers among the unemployed is positively correlated with the duration of
unemployment, from 39 percent of those unemployed for less than one year, to

72 percent of those unemployed for more than 8 years. More women than men were
unemployed in 1998 (unemployment rates were 8.1 percent and 7.7 percent,
respectively), and this pattern was unchanged in 1999. Unemployment is also uneven
across regions, with little change in the regional distribution during the last two years: the
regional registered unemployment rate varied between 10 percent (around Nova Gorica)
and 22 percent (around Maribor).

8. In 1998, the government extended its active labor market policies to a broader
range of the unemployed, but with an emphasis on young unemployed workers without
basic or suitable vocational training; the unemployed above 40; and those that were
declared permanently redundant (see Box 1). These policies appear to have had a
significant impact on employment: of those who participated in the education and
training programs, between 20 and 70 percent found employment within the first six
months after graduation, depending on the type of the program.

* This result is based on the Labor Force Survey. Result based on business surveys
indicate that employment actually was on a small upward trend since 1997.

* Data on registered unemployment, which are probably overestimating the extent of the
phenomenon, show a decline from 14.5 percent in 1998 to 13 percent in 1999. Part of this
decline, however, reflects a re-classification of workers on public works (a form of active
labor market policies) as employed.



Box 1. Active Labor Market Policies

Current active labor market policies have (hree main components. The first is a collection of education and traming
programs, addressed to a wide range of the unemployed. The short-term programs include assistance in job search
and in plazning a career, training in foreign languages, usc of software, and courses on specific skills. In addition,
there are longer-term programs (six months to three years) that provide primary and secondary education to adults.
Finally, emplovers give subsidized on-the-job training to workers who remain on the job after graduation from the
program.

The second component is public work programs that generate temporary employment for those classified as long-
term unemployed. These are non-profit programs in the fields of social security, education, culture, environment,
municipal services, and agriculture. They target older, leng-term unemployed who cannot find suitable employment
through regular job search assistance. :

The third component is a program that refunds social security contributions to employers. These refunds are
conditional on the length of employment (at least two years is required), the size of the firm (firms with fewer than
50 employees are encouraged), and the age of the employee (hiring those older than 50 is encouraged). The refunds
can be as high as the entire contribution (38 percent of the gross wage).

Wages

9. During 1997-99, wages were controlled by a series of agreements among the
social partners (trade and employers’ unions and the government). The 2-year Social
Agreement reached in 1996, which regulated not only wage increases, but also included
understandings on taxes, pensions, and other benefits, expired in 1997. A similar
agreement was not reached afterward owing to disagreements among the social partners,
but a more limited 2-year wage agreement, covering wage increases, was reached

in 1997, and was incorporated into the Minimum Wage and Wage Adjustment
Mechanism Act that was passed by Parliament and remained in force untif mid-1999. In
this agreement, the adjustment of the base wages for inflation was restricted for the first
time to once a year and to 85 percent of actual past inflation. A safeguard clause was
included, which allowed wage adjustments within the year if inflation turned out to be
higher than projected, but it was not triggered. The social partners reached a new wage
agreement in March 1999 for the period of 1999-2000. The agreement contained a
similar safeguard clause, with projected inflation at 6.8 percent and 4 percent for 1999
and 2000, respectively. An exceptional indexation clause was included for 1999, to
alleviate the impact of the introduction of the VAT on wages. This indexation allowed
August wages to be increased by 85 percent of actual inflation in the first six months

of 1999, but restricted the next wage increase by linking the magnitude of the increase to
the three-months inflation prior to the introduction of the VAT, instead of the three
months after that date. Also, additional clauses were included to allow employees with
lower-than-average wages to receive temporary additional payments. Finally, the
minimum wage was to be raised by more than the average wage, until the ratio of
minimum to average wage reaches 58 percent from its current level of 53 percent.

10.  As aresult of these successive agreements, during 1997-99 wage growth
remained moderate, underpinning a sustained improvement in profitability and cost
competitiveness. In 1997, average gross wages per employee rose by 11% percent and
real wage growth (at around 3% percent) was half a percentage point lower than
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productivity growth. In 1998, real wage growth was even more subdued (2% percent).
Similarly, in 1999, real wage growth is projected again to have been lower than
productivity growth (real gross wages on average increased by 2 percent year-on-year in
the period through September 1999). According to the current wage agreement, real
wages in the private sector are expected to rise by about 2 percent in 2000.

B. Public Finances
Coverage of fiscal statistics

11, The general government accounts comprise the state budget, the local government
budgets, the pension fund, and the health fund. The government uses two definitions of
the fiscal balance. The first (general balance) is equal to the difference between total
revenues and total expenditures. The second (overall balance) includes net lending
(which, in Slovenia, includes privatization receipts in accordance with the current GFS
Manual). To facilitate the identification of the effects of privatization revenues on the
fiscal balance, the Statistical Annex tables present both definitions, as well as a deficit
line treating privatization receipts as financing.

12.  The accounting of other public funds is not uniform. Non-profit public entities
(Zavods) are not consolidated into the general government. They comprise providers of
public services that are wholly or partly state-owned but, in general, independently
managed, e.g., hospitals, education institutions, cultural organizations, and sports centers.
Under the new budget classification (in place since 1999), the transfers to these
institutions are broken down along their economic classification, giving a more precise
picture of the composition of general government spending. The nineteen extrabudgetary
funds, including the Highway Fund, the Export Corporation, and the Deposit Insurance
Fund, are also not consolidated into the general government accounts, although they also
generally fulfill at least in part public functions. It should be noted, however, that the
aggregate balance of the extrabudgetary funds is generally close to zero. In line with EU
requirements, the Slovene government is working on a change in accounting practices
with a view to consolidating those public entities and funds that are providing
predominantly public services into the general government sector.

Developments in 1998

13. A midyear adjustment in budget expenditures, which more than offset a limited
shortfall in revenues, resulted in a deficit for the general government of 0.8 percent of
GDP, compared to 1.2 percent of GDP in the budget. In late summer 1998, it had become
apparent that the budgeted revenue targets would not be met. This was primarily the
result of lower collections of personal income tax, social security contributions, and sales
taxes, owing to lower-than-projected wage growth and the resulting sluggish
consumption growth. (Corporate income tax and non-tax revenues, on the other hand,
performed better than expected.) To prevent a deficit overrun, the government imposed a
3 percent across-the-board spending cut on the state budget in late September. In
addition, as in 1997, the government extended the 1998 fiscal year into January 1999, by
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which time revenues were only 0.2 percent of GDP below the budget target for the year.
Expenditures, however, turned out 0.6 percent of GDP lower than budgeted.

14.  There were no significant changes in the overall structure of revenues and
expenditures in 1998. Total revenues increased somewhat to 43.1 percent of GDP, the
same level as in 1995, while expenditures rose to their highest level since the start of the
transition period, at 43.9 percent of GDP. In line with the progressive adaptation of the
tax structure to EU standards, the revenue side saw a further decline in receipts from
trade taxes, which amounted to 1.5 percent of GDP—only half the 1996 level—while the
share of domestic taxes on goods and services continued to increase, reaching

14.8 percent of GDP. Social security contributions and income taxes remained unchanged
at 13.8 percent and 7.8 percent of GDP, respectively. Non-tax revenues rose sharply to
2.7 percent of GDP, owing in part to higher entreprencurial income. As in earlier years,
the structure of expenditures reflected the government’s traditionally important role in
income redistribution, with current transfers amounting to close to 20 percent of GDP.
Current transfers comprise mainly those to households (17.7 percent of GDP), in
particular pensions (12 percent of GDP), but also include the steadily increasing social
transfers, such as child benefits and war veterans’ benefits.

Developments in 1999

15.  Higher-than-budgeted expenditures were offset by the revenue impact of the
change in the composition of aggregate demand toward domestic consumption. Thus, the
overall government deficit remained unchanged relative to 1998 at an estimated

0.7 percent of GDP, slightly below the budget target of 0.8 percent of GDP (Figure 2).
The main source of the expenditure overrun (a total of 0.5 percent of GDP relative to the
budget) was the pension system, where the unexpectedly high adjustment of pensions in
December 1998—after the approval of the 1999 budget—increased the basis for pension
expenditures for the whole of 1999. While capital expenditures also turned out higher
than budgeted, savings occurred in capital transfers and expenditures on goods and
services. Overall revenues came out 0.7 percent of GDP higher than in the budget, with
overperformance in tax revenues from goods and services and social security
contributions more than offsetting shortfalls in nontax revenues and income taxes.
Consumption tax collection, in particular, benefited from strong growth in consumption
owing to the anticipated price effects of the VAT introduction in July. Income tax
coliection, on the other hand, remained somewhat subdued, and non-tax revenues
suffered from lower profit transfers from public enterprises and financial institutions.
Privatization revenues, originally budgeted at zero, amounted to 0.3 percent of GDP in
1999.

16.  The budget volume once again reached a record level in 1999, with total revenues
and expenditures reaching 44.5 percent of GDP and 45.1 percent of GDP, respectively.
The revenue structure reflected the continuation of the long-term trend towards indirect
taxation: the share of total taxes on goods and services grew from 14.8 percent of GDP
in 1998 1o 16.8 percent of GDP in 1999, while taxes from trade continued to decline,
falling from 1.5 percent of GDP to 1.3 percent of GDP. The sum of income taxes and
social security contributions relative to GDP remained unchanged compared with 1998,
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Figure 2. Slovenia: General Government Operations 1/
(In percent of GDP)
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The major change on the expenditure side was an increase in current transfers by
1 percent of GDP, reflecting the higher spending on pensions. At the same time, spending
on goods and services decreased somewhat.

17.  The outcomes of the individual components of the general government provide
some further information. The pension fund reported a deficit of some SIT 7 billion
(0.2 percent of GDP) instead of the programmed SIT 4.3 billion, owing to the higher
pensions. In the health fund, with a surplus of SIT 0.7 billion, the outcome was somewhat -
better than the budgeted balance. Local governments had been expected to generate a
surplus of around SIT 7.9 billion, but the outcome was worse, only SIT 3 billion surplus,
largely as a result of the increase in the number of local authorities by around 30. Finally, -
the state budget showed a SIT 20 billion deficit, as opposed to the budgeted SIT 30
billion. This was the major cause behind the better-than-budgeted outcome for the

general government as a whole.

18.  There was a major change in tax policy in 1999. Effective July 1999, the
government implemented a new VAT replacing the previous sales tax, to comply with
EU tax standards. The VAT carries a standard rate of 19 percent and a reduced rate of

8 percent (for food, water supply, and printed material), while some services, for
example, medical and financial services, are free of tax. Gverall collection from the new
VAT and excise taxes was in line with expectations, as small shortfalls in VAT collection
were compensated for by higher-than-expected receipts from excises. The shortfalls in
VAT collection can be attributed to a slowdown in consumption (especially for durables)
in the second half of the year, after the boom in the second quarter. The excise taxes on
mineral oil, alcohol, and tobacco products, on the other hand, benefited from sustained
demand for those products. The implementation of the VAT went smoothly without
administrative disruptions. New taxes were also introduced on gambling, the sale of
insurance services, and the sale of new and used cars, but total revenues from those taxes
amounted to less than 0.2 percent of GDP.

19.  Slovenia’s central government debt-to-GDP ratio reached almost US$S billion, or
25 percent of GDP in 1999 (June data) up from 23.6 percent of GDP in 1998. About half
of the debt stock (53.8 percent) was denominated in domestic currency, with euro-
denominated (26.4 percent) and the U.S. dollar-denominated debt (17.6 percent) making
up almost all of the remainder. Debt service amounted to some 3.9 percent of GDP

in 1999, and is expected to increase further to a peak of 4.2 percent of GDP by 2001,
before gradually declining over the following years with a minor hike in 2005. Interest
costs, in particular, amounted to 1.4 percent of GDP in 1999, and are projected to decline
over the medium term. Qutstanding debt guarantees made up 6.2 percent of GDP in 1999.
No further liabilities from the SFRY are expected to be added to Slovenia’s debt burden.

The 2000 budget

20.  The budget for 2000, approved in January 2000, foresees an overall deficit of

1 percent of GDP, with lower revenues and expenditures than in 1999. In particular,
spending is projected to fall from 45.1 percent of GDP in 1999 to 44.7 percent in 2000,
and revenues to decline from 44.5 percent of GDP in 1999 to 43.7 percent in 2000. The
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major source of the expenditure savings is the reform of the pension system (Box 2),
providing some 0.4 percent of GDP in savings annually. Continued wage moderation and
a moderate expansion of the number of public employees by about 200 staff are expected
to keep the overall payroll constant in percent of GDP. With exports, rather than
consumption, re-emerging as the engine of growth, consumption taxes are projected to
return to their 1998 level relative to GDP, while revenues from trade taxes to continue on
its downward path, falling to 1 percent of GDP. Some of this fall is expected to be offset
by higher revenues from the full-year effect of the excise taxes on oil, tobacco, and
alcohol, and the other new taxes introduced in July 1999. Overall, the revenue projection
for 2000 is clearly on the conservative side.

Box 2. Pension Reform

The new law on Pension and Disability Insurance introduces changes to the current social insurance system, as well as
a new supplementary insurance scheme. The objective is to improve the financial viability of the current system, in part
through shifting some of its pension liabilities to the supplementary scheme. While providing expenditure savings of
about Y& percent of GDP annually, the reform is also expected ensure financial viability of the pension system for at
least 5 to 8 years.

The major changes in the current pension system are an increase in the retirement age for women, reductions in the
replacement rate, and the introduction of minimum state pensions. In particular, the minimum retirement age for
women increases graduzally to 58 to 63 years by the year 2014, depending on the number of qualifying years; while for
men, the range of retirement ages remains at 58 to 65 years. In addition, there is greater flexibility on the date of
retirement, as the insured will be able to choose the exact date around the so-called “full retirement age”. The full
retirement age for women will be 61 by the year 2023, and that for men 63 by 2009. Pension rights will continue fo
accrue after the “full retirement age,” thus providing financial incentives to remain in work, but disabled and
unemployed will be able to retire carly without loss of benefits.

To reduce the average replacement rate, the current maximum rate of 85 percent—for 40 and 35 years of insurance of
men and women, respectively—will gradually be reduced to 72.5 percent. For persons who are not entitled to pension
benefits but fulfill the eligibility criteria, a minimum state pension will be provided, financed from general tax
TEVenues.

The new supplementary insurance scheme is expected to take over some of the current pension system'’s liabilities.
Participation in the system, which is to be ran on a fully-funded basis by banks and insurance companies, is voluntary,
but the government expects participation in the scheme to become part of wage contracts, thus making it near-
universal, In addition, tax incentives will induce employers to insure their cmployees in special occupational insurance
schemes.

21.  The new pension reform law, approved by parliament in December 1999 with the
objective of achieving financial sustainability of the pension system, is a key piece of
legislation for the public finances, including the 2000 budget. The stability of the pension
system had been eroded by previous reductions in the contribution rate and extensions of
benefits, as well as adverse demographic trends. While the reforms are expected to
achieve a stabilization of the pension fund deficit at around 4 percent of GDP over the
medium term, the objective of full financial viability was missed and further reforms will
likely become necessary after at least five to eight years.
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C. Monetary Developments and Policies
Overview

22.  The Bank of Slovenia (BoS) officially pursues a policy aimed at lowering
inflation to European levels and maintaining the stability of the currency. Since 1997, the
intermediate target of the BoS has been the growth of the broad monetary aggregate M3
(defined as the daily average of the last quarter of the year relative to the same period last -
year). During 1995-98, to limit the impact of large inflows of foreign capital on the
domestic economy and achieve its monetary targets, the BoS resorted to heavy capital
controls. This allowed the BoS to maintain a significant amount of control over the level -
and volatility of the exchange rate. The Bo$S had to conduct its monetary policy in a
limited competition environment, which hindered the efficient transmission of policy to
the rest of the economy. Indeed, the banking system is dominated by three large banks
holding over 50 percent of assets and concentrating about a 50 percent share of the
markets for loans and deposits. Such domination extends to the interbank market, where
interest rates are conditioned by the liquidity needs of the largest players. Moreover,

since 1995, the BoS had officially sanctioned a cartel agreement imposing ceilings on
deposit interest rates to limit the risk-taking behavior of smaller banks in the market for
funds. These measures, together with the lack of short-term government debt securities
with which to conduct monetary policy operations, limited the development of the
domestic money market and weakened further the monetary transmission mechanism.
However, during the course of 1999, the cartel agreement and most controls on capital
flows were abolished. In addition, with the decision taken by the government to step up

its program of Treasury bill issues at short and medium-term maturities, the operation of
monetary policy can be expected to change drastically over the coming years. For a full
discussion of the structural constraints on monetary policy, see Chapter II1.

Recent monetary developments and policies

23.  Until the middle of 1998, inflation had plateaued in the high single-digits, partly
due to the pervasive indexation of the economy—wages, pensions and financial
contracts—on past inflation. However, a policy of limiting adjustments in controlled
prices (controlled prices increased by 10 percent in 1998, against the 14 percent increase
of 1997), as well as the successful implementation of the wage agreement limiting wage
indexation’, resulted in the progressive weakening of inflation expectations. This
provided momentum for a further decline of inflation from the second half of the year
onwards, and allowed the BoS substantially to ease its monetary policy. By end-1998,
inflation had fallen to 6.5 percent, against 8.8 percent year-on-year in December 1997. In
the 1998 monetary program, announced in March, the Bo§ had set a target for the growth
of broad money to 22 percent, with a range of + 4 percentage points. With inflation on a
downward trend, the BoS allowed real interest rates to fall, spurring an increase in private
credit during the year (Figures 1 and 3). Nonetheless, the much lower-than-expected

* Starting with the 1997 wage agreement, wages are adjusted by 85 percent of the
increase in consumer prices (see Section A).
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Figure 3: Slovenia: Credit, Exchange Rates, and Capital Inflows
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volume of foreign capital inflows (inward FDIL, portfolio investment and nonbank
borrowing abroad fell by half in 1998 relative to 1997, see Figure 3), meant that, despite
the monetary easing in the second half of the year, broad money growth ended the year
close to the lower range of its target, at 20.2 percent (Figure 4).

24.  Inflation continued to decline in the first months of 1999, reaching an all-time low
of 4.3 percent in June. The target growth for broad money in 1999 was lowered by

2 percentage points relative to 1998, to 20 percent, again with a + 4 percentage points
range. As M3 growth almost hit the bottom of this range in May, falling to 16.1 percent,
and foreign capital inflows completely dried up following the crisis in Kosovo, the stance
of monetary policy was relaxed further. Following a surge in domestic demand due to
expectations of price increases following the introduction of the VAT in July, the BoS
allowed the exchange rate to depreciate and refrained from sterilization. Moreover, as
firms held on to their cash in preparation for the first VAT payments and households
reduced their deposits in banks, generating liquidity pressures in the banking sector, the
BoS accommodated these pressures and became for the first time in over 2 years a net
provider of liquidity to the banking system (see below).

25.  The impact of the VAT on prices caused inflation to jump back to its level of
about a year ago. To pre-empt an inflationary spiral, the BoS tightened its policy stance
in the second half of the year, bringing M3 growth down to about 15 percent in the last
quarter. Average fourth quarter M3 year-on-year growth—the definition of the target—
reached 16 percent, just the bottom of its target range, and the exchange rate stabilized.
For the year as a whole, the exchange rate was depreciated by 5 percent against the mark
and 9 percent against the dollar in 1999, most of it during the first half (Figure 3). In
February and September, capital controls were removed in accordance with Slovema s
EU assoctation agreement, virtually completing the opening of the capital account.®
However, due to the international financial market conditions, over the first 3 quarters
FDI inflows amounted to a mere US$66 million, and there was hardly any portfolio
investment (US$2 million).

26. On January 31, 2000, the BoS announced its new policy program for 2000 and
reaffirmed the primacy of its monetary target. It lowered the mid-point target for the
growth of broad money to 15 percent and narrowed its range of fluctuation to +

3 percentage points.

Changes in monetary policy instruments

27.  The BoS relies on a wide assortment of instruments to conduct its policies. First,
to sterilize foreign capital inflows, the BoS issues foreign exchange bills. Banks have a

® Restrictions on some short-term portfolio flows remain. The new Foreign Exchange
Law imposes a minimum holding period of one year for foreign portfolio investors before
being allowed to sell without having to bear the cost of a custody account, Residents’
portfolio investment abroad is also restricted to very safe instruments—securities issued
by an OECD country and bonds with at least an AA rating. See Section D for details.
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Figure 4. Slovenia: Monetary Developments
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strong motive to purchase foreign currency bills, since such instruments can serve as
collateral for BoS loans, can be temporarily sold to the BoS, and those with maturity of
up to 120 days also serve to comply with the BoS requirement for banks to keep a
minimum stock of foreign exchange. The BoS also uses this instrument for short-term
repurchase operations (repos) to reduce the amount of foreign exchange in the market
without affecting reserve money, and fine-tune the management of base money. 7 Second,
the BoS intervenes directly in the spot foreign exchange market through outright sales
and purchases of foreign exchange. In 1998 and 1999, the BoS signed an agreement with -
12 banks (with a total market share of 70 percent) guaranteeing their concerted
participation to such interventions. ® Third, the BoS$ is attempting to control the growth of
money supply through the use of a wide array of instruments. Among them, tolar bills of -
different maturities are issued to withdraw domestic liquidity, and quantity instruments,
such as the use of different types of reserve requirements on domestic and foreign
currencies, are also adjusted to control] the growth of broad money. For more detail on the
BoS’s instruments and their use, see Chapter ITL

28.  During 1998-99, the BoS continued to adjust this existing set of instruments to
achieve its policy goals. To achieve lower inflation, the BoS was guided primarily by its
M3 target and money market indicators (interest rates, realization of tenders, excess of
mandatory reserves). Conditional on achievement of its monetary target, the BoS also
tried to minimize exchange rate volatility, preserve competitiveness, and thwart capital
inflows. During 1998 and 1999, however, the absence of significant foreign capital
inflows allowed the BoS to reduce the outstanding stock of such instruments (Table 1).
The drop of the interest rate differential with Germany also reduced the need for the BoS
to keep intervening directly in the spot foreign exchange market (Figure 5). Thus, in the
first half of 1999, the BoS became a net provider of foreign exchange in the market. This
situation continued in the second half of the year, as the BoS continued to accommodate
firms> demand for foreign exchange, despite a pick up in interest rates resulting from
banks’ need to attract deposits and the tightening of monetary policy to pre-empt an
inflationary spiral following the VAT introduction.

29.  To control liquidity, the BoS also issues a variety of short-term tolar-denominated
bills (tolar bills, twin bills, bills with warrants) with maturities ranging from 2 to 270
days, and has a range of lending facilities, such as Lombard, short term, and liguidity
loans. By September 1999, the stock of BoS tolar bills had dropped by 40 percent relative

7 The Bo$S temporarily purchases the bills from banks, which are then obliged to buy
foreign exchange from enterprises in the first week of the repo operation, in a proportion
equal to 120 percent of the value of the bills sold to the BoS (this percentage is
determined by the BoS). Banks then repurchase the bills from the BoS, generally in
excess of the initial amount sold (oversterilization), thereby tightening the growth of base
money.

® Banks purchase the foreign exchange from the BoS at the intervention rate and sell it to
the market at the same rate during the intervention period (the reverse is true for BoS
purchase interventions).



Table 1. Slovenia: Monetary Policy Insiruments 1/

1998 1999
Stock at L IL IIE. IV, L 1L III. V.
end-1997
(in millions of tolars)

Loans to banks 3,968 2,386 1,233 474 508 2,241 7,722 3,940 1,706
Lombard loans 0 167 364 107 125 509 576 34 14
Short-term loans 3,968 1,784 560 8 0 583 3,201 2,252 1,337
Liquidity loans 0 435 305 337 351 1,060 2,363 1,028 333
Last resort 0 0 4 22 32 89 542 309 13
Overnight 0 0 0 0 0 0 1,040 317 9
Tolar bill based na. 435 301 315 319 971 781 402 311

Repurchase of foreign 5,179 3,739 8,004 3,541 2,810 7,138 16,795 23,304 11,666

exchange bills

BoS bills 369,313 377,075 393,047 398,878 390,211 375,057 367,244 347404 331,513
Tolar bills 58,388 62,102 56,566 70,769 78,944 66,045 45,901 39,481 19,381
Twin bills 51 1,292 108 2,442 2,307 6,127 4,279 1,028 711
Bills with warrants 17,349 23,469 31,342 25,273 20,374 22,178 31,065 18,005 14,077
Foreign exchange bills 293,525 290212 305031 300,394 288586 280,707 285,999 288,850 297,344

Government deposits 9,000 5,303 1,570 54 0 1,065 3,134 2,394 1,390

Reserve requitements 54,589 56,292 59,913 64,119 67,932 72,2774 74,677 78,722 52,452

Purchase of foreign exchange 6,066 27,550 27,445 5,195 3,282 8,958 14,794 1,114

Sale of foreign exchange 9,521 5,847 2,747 16,224 3,538 41,527 25,274 1,755

Source: Bank of Slovenia.

1/ Quarterly average daily balances.

...6[..
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Figure 5. Slovenia: Interest Rates
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to the beginning of the year. At the same time, during the liquidity pressures preceding
the introduction of the VAT in June 1999, the BoS provided short-term loans to the
banking system and accommodated banks’ demand for liquidity by providing recourse to
the overnight lending facility.

30.  The BoS continued its program of de-indexation of its short-term monetary
instruments—begun in 1995 with the de-indexation of all instruments with less than one-
month maturity—Dby issuing, in September 1999, a 270-day bill bearing a nominal
interest rate. Three-month Treasury bills issued by the government are also de-indexed,
and 6-month Treasury bills were issued for the first time in October, also bearing a non-
indexed interest rate. However, bank deposit and lending rates remain indexed to past
inflation (through the TOM, the base interest rate calculated as the average of the past 12-
month inflation, over which a separate real component is added), but the announced
abolition in January 2001 of the accounting rule requiring banks to report the revaluation
clause in their balance sheets should accelerate the process of de-indexation of the
economy.

D. External Sector
Current account

31.  Slovenia enjoyed a roughly balanced external current account position until 1999.
In 1997, as external demand picked up and the competitiveness of the Slovenian
economy improved, exports surged more than 11 percent in real terms, and the trade
deficit shrunk by % percent of GDP, but the current account remained broadly in balance
as the surplus in services declined (Figure 6). Slovenia’s good external performance
continued in 1998. Real export growth was strong (7 percent), and market penetration in
trading partner countries continued. In addition, the terms-of-trade improved, as import
prices declined more than the prices of Slovenia’s exports. However, imports of
investment goods surged by almost 20 percent due to the increase in domestic capital
formation. As a result, the trade deficit and the current account balance remained at
roughly the same level as in the previous year.

32.  The current account moved for the first time into deficit in 1999. Some of the
factors that led to the deficit were temporary. Of these, the most important was the weak
demand from Slovenia’s major trading partners in the EU: in the first seven months

of 1999, exports to these countries did not grow at all in U.S. dollar terms, compared with
the same period in 1998. The impact of other regional crises compounded the deficit:
exports to Russia fell to almost half of their volume a year ago to 1% percent of total
exports; and trade with Croatia, which constituted close to 10 percent of total exports
until 1998, deteriorated substantially (exports fell by close to 20 percent). On the import
side, the anticipated introduction of the VAT in July triggered a sharp increase in imports
of consumption and investment goods in the first half of the year. Other factors that led to
the emergence of a current account deficit were permanent. In particular, changes in the
trade policy mandated by EU agreements have lowered import tariffs, reduced the scope
for cross-border trade (especially in fuel), and eliminated duty free shops. These factors
boosted imports and reduced revenues from services. Moreover, tourism expenditure of
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Figure 6. Slovenia: Balance of Payments and Capital Markets
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Slovenes, especially in Croatia, has been increasing steadily (this was partially
compensated by income from Siovenian enterprises that cater to the tourists in Croatia).
As a result of these temporary and permanent factors, the current account deficit swelled
to 5 percent of GDP in the first half of 1999. In the second half of 1999, however, most of
the temporary factors were reversed: the EU entered an economic upturn; the Kosovo
crisis ended; and imports dropped sharply. Also, the depreciation of the tolar

throughout 1999 helped the trade balance. Thus, for the year as a whole, the current
account deficit is estimated to have been about 2% percent of GDP.

33.  The impact of the Kosovo crisis on the balance of payments was very small. It
was felt mostly through two channels: declining tourism revenues in the second quarter
of 1999, and rising service receipts owing to increased activity in Port Koper, as
companies transported goods through this port as an alternate to land routes through
Yugoslavia. Otherwise, trade was not directly affected by the conflict, because Slovenia’s
trade with the republics of former Yugoslavia is small (except for Croatia), and the
transportation of Slovene goods to other destinations does not depend on transit routes
through Yugoslavia. Moreover, there was no discernible impact on investor sentiment
and on FDI.

Capital account

34, After a surge in 1997, foreign direct investment inflows declined in 1998. Net
FDI flows were US$295 million in 1997 (1% percent of GDP), double their level in the
previous year. But in 1998, FDI inflows were halved relative to 1997, despite much
higher privatization revenues. (This was in part because most privatization deals were
management-employee buyouts, and thus did not stimulate the inflow in foreign capital.)

35.  Inresponse, the government set up an Inter-Ministerial Working Group for
Encouraging Foreign Direct Investment, and in 1999 the Trade and Investment
Promotion Office started to implement measures to promote FDI. The measures included
better access to industrial sites; incentives to raise employment that foreign investors can
also benefit from; free investment services provided to foreign investors; and a greater
public relations effort. However, in the first eleven months of 1999, FDI still was only a
fraction (US$38 million) of the level reached during the same period the previous year
(US$139 million). Meanwhile, outward FDI more than tripled to US$39 million for the
same period, directed mostly toward Croatia.

36. Other financial flows were less important until the capital restrictions were
relaxed in 1999. The capital controls imposed during 1996-99 (see Box 3) had had
significant effects on the structure of external liabilities. Bank borrowing abroad, in
particular, which had been rising during the previous two years, was abruptly cut to
negligible levels in 1997 owing to the prohibitive costs implied by the capital controls.
After the controls were relaxed in 1999, such borrowing was revived (in the first eleven
months of 1999, loans to banks increased by U$$232 million, against US$35 million the
year before). Loans taken by enterprises followed a similar pattern. Moreover, portfolio
investment during 1997-98 was lower than what could be expected based on
developments in FDI: in 1997, FDI increased by 73 percent but portfolio investment
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declined by 63 percent. There were signs that this pattern was also in the process of being
reversed after the removal of the restrictions in 1999. Overall, however, the refaxation of
capital controls in 1999 did not appear to have had a major immediate impact on the
capital account.

External debt and trade issues

37. Slovenia’s external indebtedness has remained moderate. Total external debt
increased by around US$0.8 billion in 1998 (to 45 percent of GDP), and another

US$0.5 billion in the first eleven months of 1999, Roughly half of this additional debt
was private. The total external debt-to-exports ratio, which has been increasing

since 1993, continued on the same trend. At the same time, the ratio of international
reserves to total debt dropped below 60 percent in the third quarter of 1999, as a result of
the drop in reserves.

38.  Paris Club debt negotiations have been completed with most countries, and debt
payments have begun. Total outstanding debt as of September 1999 to five members of
the Paris Club amounted to US$54 miilion. The bulk of this, US$43 million, was to
Germany. Agreements with Italy and Norway have not yet been ratified, but basic
principles have been agreed. On the other hand, the negotiations on determining
Slovenia’s share in some US$80 million of exit bonds issued by the former SFRY as part
of the 1988 New Financing Agreement have remained stalled.

39.  Regarding trade policy, the schedule of trade liberalization consistent with the EU
directives is on track. Slovenia is already to a large extent in conformity with the Acquis
on External Relations and Development Aid. Full liberalization of trade with the EU will
take place by end-2001, and trade with third countries will converge to the EU rules by
end-2002. However, the convergence of Slovene agricultural policy to that of the EU is
still an outstanding issue (Slovenia satisfies the WTO rules on agriculture).

40.  On multilateral agreements, since Slovenia became a member of the WTO

in 1994, it has complied with all associated tariff and other obligations. Quantitative
restrictions remain in the agricultural sector and the textile industry, but, as dictated by
the WTO, these are to be abolished by 2005. The CEFTA agreement is on track without
any changes. Slovenia has not signed the Trade in Information Technology Agreement
yet, but it is expected to do-so well ahead of EU accession. Slovenia ratified the Fifth
Protocol of the General Agreement on Trade in Services in June 1999. Besides these
agreements, Slovenia has 32 bilateral trade agreements, with an additional one waiting to
be ratified by the Turkish parliament.



-25-

Box 3. Capital Controls 1996-98

The capital account restrictions imposed during 195698 had a major impact on the structure of capital inflows and
foreign liabilities, Faced with strong and increasing capital inflows (see figure), the BoS impesed broad restrictions
aimed at bank borrowing abroad and portfolio investment in Slavenia. First, the BoS imposed a balancing requirement
on foreign exchange accounts, which froze banks’ net foreign positions as of end-July 1996. At the same time, the 40
percent interest-free deposit requirement imposed in 1995 on short-term loans taken abroad by residents was extended
to include loans with maturities up to 7 years. Later, in February 1997, all nonresident portfolio transactions were
required to be channeled through custodian accounts that were bound by the balancing requirement. In June 1997, this
restriction was relaxed marginally by exempting from the balancing requirement portfolio investment with a
commitment of more than seven years. The definition of portfolio investment was also kept very broad, including any
transaction that would result in less than 50 percent of total ownership of an enterprise. After the introduction of the
restrictions, the BoS frequently had to adjust the regulations to ensure the restrictions were not eircumvented

Slovenia: Capital Account, 199599

..............
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1995 1996 L7 1998 1999

In 1999, in accordance with the Association Agreement between Slovenia and the EU, the BoS relaxed most of these
restrictions, as well as others that had been introduced earlier. In particular, incentives to bomrow abroad were partially
restored, with remaining disincentives targeted more to shorter maturities. In February, the BoS removed the balancing
requirement on foreign exchange liabilities of banks, abolished the non-interest bearing deposit on foreign loans, and
allowed banks to take short-term loans abroad and individuals to contract loans with nonresidents. In addition, the
definition of partfolio investment was narmrowed to those transactions that would affect less than 10 percent of total
ownership of an enterprise, and to those with less than 4 years commitment. Banks were obliged fo purchase options at
a premium in an amount equal to the balance on (he custodian accounts, to be exercised only in case of foreign
exchange outflow from the custodian accounts. In September, the BoS reduced further the capital controls on portfolio
investment to those with less than 1 year maturity. Certain other restrictions remain: resident natural persons are
prohibited from maintaining accounts and purchasing securities abroad. In addition, the BoS preserves its right to
impose capital account controls for a period of up to six months if the objectives of monetary and exchange rate
policies are threatened.
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II. THE IMPACT OF PRODUCTIVITY DIFFERENTIALS ON INFLATION AND THE REAL
EXCHANGE RATE: AN ESTIMATION OF THE BALASSA-SAMUELSON EFFECT IN SLOVENIA!

A, Introduction

41.  For a small open economy seeking early accession to the European Union, like
Slovenia, two related sets of economic indicators are particularly important: on one hand,
indicators of domestic inflation and the exchange rate, and on the other, the real exchange
rate. The nominal indicators are of interest because during the process of accession to EU and
EMU, Slovenia’s economic performance will be assessed in part on the basis of its inflation
record and nominal exchange rate stability. The real exchange rate as a measure of
competitiveness is of central importance for the performance of an economy with an export-
to-GDP ratio of more than 50 percent.

42, These indicators are affected by various underlying economic factors, and
policymakers need to distinguish between these in order to adopt the appropriate response in
each case, Inflation, as well as nominal and real exchange rate changes, may be driven by
demand side effects that need to be corrected to maintain macroeconomic stability, but may
also be the result of equilibrium developments on the supply side, in which case policy
interference would be unwarranted. If policy measures are taken, they would also have a
second-round effect on these indicators.

43.  The following analysis will attempt to shed light on the extent to which changes in
inflation and exchange rates in Slovenia can be attributed to equilibrium supply-side factors,
namely productivity differentials between the traded and nontraded goods sectors. It employs
the Balassa-Samuelson framework, which links differential productivity growth rates in the
two sectors to changes in the price of nontraded goods relative to traded goods. These
changes affect the overall price level and, to the extent that productivity growth differentials
vary between countries, also the price of domestic relative to foreign goods, i.e., the real
exchange rate. As these inflation and real exchange rate fluctuations reflect underlying
changes in the structure of production, policy interventions to correct them would be
unnecessary and, ultimately, unproductive.

44.  While there have been a number of studies on the Balassa-Samuelson effect in
developed economies, the existing body of literature on this effect in transition economies is
very small. De Gregorio, Giovannini, and Wolf (1994) show evidence of the Balassa-
Samuelson effect in OECD econemies, but also identify demand-side effects as significant for
the price of nontradables. Similarly, De Gregorio, Giovannini, and Krueger (1994) analyze the
major European economies and find support for the hypothesis that productivity differentials
affect relative prices and the overall price level, in addition to demand-side factors. Alberola-
Tla and Tyrviinen (1998) analyze productivity differentials among countries in the EMU area,
and suggest that these would certeris paribus lead to inflation differences of the order of

' Prepared by Philipp C. Rother.
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2 percentage points (although actual differences in inflation are to some extent moderated by
sectoral wage differentials). These results are broadly confirmed by Swagel (2000), who
covers the longest time period (1960 to 1996) for a similar country set. For transition
economies, on the other hand, one of the few analyses is Jakab and Kovécs (1999), who find
strong support for the Balassa-Samuelson effect in Hungary for the period 1992 to 1998.

B. The Balassa—Samuelson Effect
The model

45.  The basic model is one of a small open economy producing traded and nontraded
goods with the following sectoral production functions (see Froot and Rogoft, 1995):

Y, = ALK ey
Y, = ANLfVK;V_E ' (2)

where ¥ denotes output, and 4, L, and K stand for productivity, labor, and capital,
respectively with the subscripts 7 and N indicating the traded and nontraded sector. Capital is
mobile internationally, as well as between sectors. With perfect competition in both sectors,
profit maximization equalizes the international real interest rate R with the marginal product of
capital in the two sectors:

R:(l—y)AT[—f—E] 3
R=P(_8)4, [f}f—} @

with the price of tradables set equat to one, and P denoting the price of nontradables relative
to tradables (P, /P, ). As the interest rate determines the capital-labor ratio in the traded

goods sector, the real wage in that sector is uniquely determined by the marginal product of
labor:

by
K
W, =y A [——J ()
T T LT

Labor mobility ensures that wages are equalized across sectors,
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so that the system can be solved for the relative price of nontradables. In particular, the price
ratio is determined by relative productivities and sectoral production elasticities:

5 .
P=Dy _p7=';ar_aN (M

where lower-case letters indicate logarithms.

46.  Equation (7) reflects the central Balassa-Samuelson hypothesis, namely that
differences in sectoral productivities determine the relative price of nontraded goods. The
effect comes about through capital mobility and the equalization of sectoral wages due to the
mobility of labor. The wage in the traded goods sector is determined by the marginal product
of labor. As the wage is the same for labor in the nontraded goods sector, if labor productivity
is lower there, the wage exceeds the marginal product of labor in that sector and drives up the
relative price. The higher the sectoral productivity differential, the higher the relative price of
nontradables. The impact of the productivity differential on the relative price is directly
proportional if the labor elasticities in the production functions are equal (i.e., & =y); witha
higher labor elasticity in the nontraded sector, however, the effect is enhanced, and even equal
sectoral productivities induce a positive price differential.

47.  Looking at first differences yields inferences about the inflationary impact of
differential productivity growth rates. The change in the overall price level in the economy can
be presented as the sum of the changes in the price levels of traded and nontraded goods,
weighted by the respective output shares

75=O’}3N+(1—O')pfz[)?+0'['? (8)

where T represents inflation and o the share of nontraded goods in total output, and a dot
indicates the change over time. According to equation (8), domestic inflation is given by the
price change in traded goods, which in a small open economy is exogenously determined on
the world market; and the change in the relative price of the nontraded goods, which is driven
by the differential growth rates in sectoral productivities.

48.  Given the underlying assumptions of capital mobility and purchasing power parity for
traded goods, it is possible to trace international inflation differences to the differences
between the respective sectoral productivity growth rates in the individual countries.
Assuming, for simplicity, that the output share of nontraded goods is equal across countries,
the inflation differential between two countries is driven by the difference in the growth rates
of the relative domestic price of the nontraded good
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r-n"=c(p-p)* &)

where an asterisk indicates the foreign country variables. According to equation (9), the
country with the larger sectoral productivity growth differential will experience faster
inflation.

49.  This international aspect of the Balassa-Samuelson effect can be used to analyze the-
difference in inflation experiences among countries. Assuming that productivity growth in the
traded goods sector exceeds that in the nontraded goods sector, and that the productivity
growth differential is higher in less developed countries than in developed ones, the Balassa-
Samuelson effect predicts that inflation in a less developed country would exceed that in its
more developed counterparts. This difference would also explain the appreciation of the real
exchange rate in CPI terms.

50.  The productivity effects described above are of particular relevance for transition
economies, and this makes the assessment of their precise impact on inflation and exchange
rates imperative. However, it should be noted that, given its focus on the supply side, the
Balassa-Samuelson model can only be used to assess long-term equilibrium movements. This
poses a problem for the analysis of transition countries, in which market forces have been
determining prices for a relatively short time, and a long-run equilibrium may yet have to be
reached. In the short term, the assumptions on labor and capital mobility may not hold,
making the actual outcome also dependent on demand-side factors. This means that the results
of the empirical analysis should be interpreted with caution.

The data

51.  The availability of data for Slovenia imposes a number of constraints on the empirical
analysis, the most important being the lack of reliable estimates of total factor productivity.
Although this is the variable of interest according to the theoretical framework, its
computation depends on sectoral data for the capital stock, which are not available for the
time period under consideration. As a consequence, labor productivity is used to approximate
total productivity in this paper.> This introduces a bias in the estimation to the extent that
capital-labor ratios change at different speeds in the tradable and the nontradable sectors. In
particular, a faster increase in the capital-labor ratio in the tradables sector than in the
nontradables sector reinforces the effect of faster total factor productivity growth on the real
exchange rate, while a slower increase would dampen it.

2 This substitution has been used in other research, and may be warranted for other reasons,
too. For instance, Alberola—Ila and Tyrviiinen (1998) justify their use of labor instead of total
factor productivity in part on the grounds of implausible results using the latter, owing
perhaps to problems in measuring the capital stock in the service sector.
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52. A further constraint relates to the definition of tradable goods. 1deally, the assessment
of tradability should be based on the analysis of individual goods; earlier studles employed, for
example, the export share of individual sectors as an indicator for tradability.® This study will
instead rely on a broader distinction of the two sectors. Given that around 90 percent of
Slovenia’s exports are manufactured products, tradable output is defined as that produced in
the manufacturing sector, while nontradable output is the remaining. Again in line with earlier
contributions—and to facilitate comparisons with those results—agriculture is excluded from
the study, as agricultural markets in Slovenia and trading partner countries are to a large
extent distorted by state intervention.

53.  The period of analysis is 1993 to 1998. Quarterly output data for Slovenia are only -
available in constant prices. Using annual data, quarterty series in current prices were derived
in the following way: for tradables, constant price output was inflated using the quarterly
producer price index for the manufacturing sector. For nontradables, it was assumed that the
price was driven to a large extent by labor costs. Consequently, quarterly figures for labor
productivity at constant prices in the nontradable sector were derived by assuming smooth
transition between the annual observations. These were then employed to imply a quarterly
pattern for the behavior of nontradable output in current prices. All series were found to be
stationary over the observation period.

The facts and international comparisons

54.  To give a feel of the magnitude of the effects under investigation, this section presents
the results of a model simulation for Slovenia, as well as for three other transition economies,
the Czech Republic, Estonia, and the Slovak Republic.* The results suggest that, despite their
similar position as refatively successful transition economies, the four countries differ
significantly with regard to the magnitude of the Balassa-Samuelson effect.

55.  Figure 7 presents the simulated and observed behavior of the relative price of
nontradables. To derive the former, the calculated (labor) productivities and the sectoral
labor shares, reflecting factor elasticities in the production function, were inserted into
equation (7), yielding the sectoral price differential predicted purely based on productivity
differentials. If the Balassa-Samueison model holds, the two series should move in unison in
the long run. In fact, the observed relative price of nontraded goods, represented by the solid
line in the chart, rises by 20 percent between 1993 and 1998, and during the same period the
predicted value increases by 23 percent. This provides prima facie evidence that, in the Jong
run, the relative price of nontradables is indeed linked to changes in productivity. Indeed, it
appears that the underlying productivity effects were stronger than suggested by the observed
change in the relative price of nontradables. Looking at individual years, the observed and the

* See, for example, de Gregorio, Giovannini, and Wolf (1994).

* The choice of the comparator countries is mainly based on the availability of data.
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predicted series move closely together between 1993 and 1996. For 1997, the predicted price
increases more sharply than the actual, while this pattern is reversed in 1998.

Figure 7. Relagive Price of Nontradables 1/
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1/ p_bs: relative price of nontradables according to Balassa-Samuelson model; p_obs:
observed price of nontradables.

56.  The contribution of the Balassa-Samuelson effect to domestic inflation, simulated on
the basis of equation (8), appears to have increased over time (Figure 8). CPI inflation
decreased monotonically, but with diminishing speed, between 1994 and 1998. At the same
time, the average absolute inflation impact of sectoral productivity differentials amounted to
2.6 percent per annum, with a marked spike in 1997. This suggests that the share of
productivity-induced inflation has increased over time, and that it may become increasingly
difficult to reduce inflation to EU levels if the productivity differentials persist.

Figure 8. Balassa-Samuelson Effect and Inflation 1/
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1/ BS_eff.: Balassa-Samuelson effect on inflation.

57.  The Balassa-Samuelson effect causes an appreciation of the CPI-based real exchange
rate to the extent that the sectoral productivity growth differential in the domestic country
exceeds that abroad. Figure 9 shows how Slovenia’s real exchange rate relative to its four
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largest trading partners (Germany, Italy, Austria, and France) has moved compared to the
domestic relative price of nontradables. Theoretically, the difference between the two
variables represents the impact of the Balassa-Samuelson effect on inflation in the partner
countries, i.e., with differential productivity growth of their own, those countries also
experience supply-side inflation that has a dampening effect on their own CPI-based real
exchange rate. Over the observation period, the difference in the appreciation of the two
indicators amounted to roughly 4 percentage points, indicating that the Balassa-Samuelson
effect in Slovenia’s main partner countries amounted to a weighted average of less than

1 percent. This finding is in line with the results of Alberola-Ila and Tyrviinen (1999). It
should be noted, however, that this finding is tentative and should be interpreted cautiously, as
the difference is likely to be influenced by several additional factors over such a short period
of time.

Figure 9. Relative Price of Nontradables
and Real Exchange Rate 1/
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58.  On the basis of the preceding discussion, Figure 10 leads to the tentative conclusion
that Slovenia’s competitiveness has remained stable during the observation period, despite the
appreciation in the CPI-based real exchange rate. As the Balassa-Samuelson effect reflects
long-run productivity changes between sectors, the resulting inflation and real appreciation
should not be viewed as a loss of competitiveness. Rather, the analysis of competitiveness in
the traded goods sector should focus on production costs in that sector. The real exchange
rate based on unit labor costs (ULC) represents one common tool for this analysis, as it
captures a large part of those costs. In the case of Slovenia, the divergent behavior of the CPI-
based real exchange rate and the ULC-based real exchange rate supports the view that the
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former is indeed driven by differential productivity growth and that underlying
competitiveness has not deteriorated.’

Figure 10, Real Effective Exchange Rate 1/
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59.  While the simulation points to a relatively strong impact of the Balassa-Samuelson
effect in Slovenia, evidence from other transition economies suggests a considerable variance
in its size. As can be seen from Figure 11, the impact of the Balassa-Samuelson effect in the
Czech Republic appears to be broadly similar to that in Slovenia. The observed relative price
of nontradables increased by some 14 percent since 1994, while the theoretical model predicts
a slightly higher increase of around 16 percent. The decrease in both variables in 1998
suggests business cycle effects: a drop in manufacturing output resulted in a decrease in labor
productivity, which was in turn reflected in a lower expected price of nontradables. The
contribution of the productivity differentials to domestic inflation is higher in the Czech
Republic than in Slovenia, which may in part be explained by the former’s more pronounced
disinflation earlier in the transition process.

60.  The data for Estonia and Slovakia show striking differences between the theoretically
predicted and observed relative price of nontradables. In Estonia, the impact of the Balassa-
Samuelson effect appears to be very limited, suggesting that other factors have been driving
the relative price ratio. This is also reflected in the low contribution of the productivity
differentials to domestic inflation. A potential explanation lies in the relatively low valuation of
the kroon when Estonia entered into its currency board agreement, which resulted in a
subsequent real appreciation through price increases of nontraded goods. Slovakia exhibits the
opposite characteristics: the theoretical model overestimates the change in the price of

> It should be noted that, as the CPI-based real exchange rate reflects changes in total factor
productivity while the ULC-based indicator is based on labor productivity, the divergent
behavior could also be caused by stronger changes in the capital-labor ratio in the domestic
country, while total factor productivities remain equal.
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Figure 11. Relative Price of Nontradables and Inflation
in Other Transition Economies
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nontradables significantly, and points to a high, but variable, contribution of productivity
differentials to inflation.

Estimation

61.  The simulation of the model suggests that productivity differentials do indeed explain
the increase in the relative price of nontradables. A first step in the empirical verification is to
estimate the pure Balassa-Samuelson model with quarterly data. Estimating equation (7)
yields the following:

p= py + pp, + Ba + ¢ (10)
-0.19 0.51 0.55
(530) (490 (4.82)

where a equals the right hand side of equation (7),ie, a=(5/y)a; —a, 5 The use of

quarterly data results in autoregessive residuals, which is addressed through the inclusion of a
lagged endogenous variable; specification tests indicate no violations of regression
assumptions; seasonal dummies are not reported. The numbers below the regressors are the
coefficients, and t-values are presented in parentheses. The long-run elasticity of the relative
price of nontradables with regard to productivity differentials is given by £,/(1-51) and is equal
to 1.1, i.e. slightly higher than expected from the theory, and in line with the results of the
simulation,

62.  While the results of both the simulation and the regression show a strong influence of
the productivity differential on the relative price of nontradables, additional factors may also
play a role. One indication of this is that the long-run estimated parameter of the productivity
differential exceeds one. Furthermore, the behavior of the structure of cutput provides some
preliminary evidence that supply-side effects are not the only driving factors behind the price
ratio: in the absence of other influences, the Balassa-Samuelson effect alone would drive up
the share of tradable goods in total output. However, as Figure 12 shows, the share of
tradables in Slovenia’s output has remained stable during the observation period, as has,
indeed, the entire output structure.

§ Estimations were run with the variables in levels. Using first differences did not change the
results.
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Figure 12, Structure of Output 1/
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63.  If sectoral labor and international capital mobility do not hold in the short run, demand

factors and differences in the speed of price adjustment between the two sectors can also have
an impact on the relative price of nontradables. This suggests extending the set of explanatory
variables in equation (10). The first variable to be included is an indicator of menetary policy,
which may, through its effect on the nominal exchange rate, affect the relative price of
nontradable goods. With tighter monetary policy, the nominal exchange rate has a tendency to
appreciate. While the immediate effect of the tightening on the nontraded goods sector may be
small, the traded goods sector has to adjust its prices to keep them at the internationally given
level, inducing an upward tendency in the ratio between the two prices.

64.  Fiscal policy can affect the relative price ratio through two channels: its impact on the
structure of total demand, and its impact on the exchange rate. Regarding the first, assuming
that the share of nontraded goods in total demand is higher in the public than in the private
sector, an increase in public expenditures should induce an upward bias in the price of
nontraded goods. The exchange rate effect of fiscal policy, on the other hand, is similar to that
of monetary policy: looser fiscal policy would lead to a weakening of the exchange rate and a
lower relative price of the nontraded good.

65.  Finally, the level of income may also affect the relative price of nontradeables. It has
been observed that in richer countries, total demand is more geared toward nontraded goods,
1mplymg that preferences shift with rising income levels. Consequently, rising mcome levels
may increase the relative demand for nontradables and push up their relative price.”

7 Other studies found sectoral wage differences significant in determining the relative price of
nontradables. In Slovenia, however, sectoral wages behaved practically identically during the
observation period.
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66.  In order to capture the impact of these factors, the following variables have been
added to the original regression equation. Monetary policy is captured by the change in the
monetary base; the fiscal policy variables are the expenditure-to-GDP ratio (measuring
government demand) and the deficit-to-GDP ratio (to capture the exchange rate effect).
Income is measured by per capita GDP. Including these variables, the econometric results are
as follows:

p = B + Bp, + Pa + B.db + Pexp + &€ (1)
—0.04 0.61 ‘ 0.40 .12 0.46
(~0.66) (8.04) (4.67) -3.03) (3.00)

where db stands for the percentage change in the monetary base and exp represents the
expenditure to GDP ratio. Tests for specification errors remain insignificant. The long-run
elasticities are 1.0 for the productivity differential, —0.3 for changes in the monetary base, and
1.2 for the expenditure-to-GDP ratio. The parameters for fiscal deficit and per capita income
come out insignificant and, thus, appear not to affect the relative price of nontradables. This
suggests that the exchange rate impact of the fiscal deficit was small and/or outweighed by
monetary policy. Including current and lagged values of per capita income resulted in
significant parameters in some specifications, but with the coefficients summing up to zero,
implying that changes in income have only a transitory effect on the relative price of
nontradables.

67.  The results show that, in addition to productivity differentials, monetary and fiscal
policies appear to have had a significant impact on the relative price of nontradables in the
period under observation. The long-run elasticity of the price ratio relative to productivity
changes is now equal to one, fully in line with the prediction of the Balassa-Samuelson model.
As expected, monetary tightening is associated with an increase in the relative price of
nontradables, as is an increase in public expenditures. Regarding the latter, a one percentage
point increase in public expenditures induces a 1.2 percent increase in the price of nontradable
goods, a result broadly in line with findings for OECD countries (see de Gregorio, Giovannini,
and Wolf, 1994). Nevertheless, the long-run net effect of the monetary and fiscal variables is
negligible, since, as shown in equation (10), productivity differentials explain the full increase
in the price of nontradables during the observation period. This is a consequence of the
practically unchanged level of the two variables during the observation period.

C. Conclusion

68.  Both the simulation and the econometric analysis support the Balassa-Samuelson
hypothesis for Slovenia. The long-run trend in the CPI-based real exchange rate appears to be
fully explained by sectoral productivity differentials. In the short run, monetary and fiscal
policies are also found to have had an impact on the relative price ratio between tradables and
nontradables. Their longer-run impact, however, is unclear as the monetary and fiscal policy
variables fluctuated around relatively stable means over the observation period.
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69.  From a policy point of view, the results suggest that inflationary pressures owing to
differential productivity growth rates are present and likely to continue. With regard to EU
accession, this points to a potential conflict. Were the nominal exchange rate to be fixed,
Slovenia would have to expect higher CPI inflation and an equilibrium real appreciation, as
long as differential productivity growth continues. The estimates suggest a productivity-
induced inflation differential between Slovenia and the EU of 1/42-2 percentage points, which
is substantially higher than the equivalent 1.2 percentage point estimate for Greece

(Swagel, 2000). This result is based on the estimated 2.6 percentage point contribution of the
Balassa-Samuelson effect to domestic inflation in Slovenia, and a rough estimate of the same
effect in the core European countries of around 0.8 percentage peint. If, on the other hand,
the exchange rate were to remain flexible, Slovenia could lower inflation to the EU average,
but would then likely have to face an equilibrium nominal exchange rate appreciation.

70.  Some caution in interpreting the above results is warranted. First, the relatively short
observation period and the lack of some data, e.g., on the capital stock, leave some
uncertainty regarding the robustness of the results. Second, if the different sectoral
productivity growth rates persist, they can be expected to result in a gradual shift of the
output structure, which apparently did not occur during the observation period. Finally, other
important developments in the economy that may well have had an impact on the variables
under study remained outside the analysis. For example, the analysis of the impact of price
liberalization on the price ratio may provide further useful insights. The direction of the
impact, however, is uncertain, because the initial inflationary impact of price liberalization in
some goods may be offset over time by low subsequent price increases in a market-determined
environment, as well as the dampening impact on inflation of the liberalization of certain
overly high administered prices.
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III. MONETARY POLICY IN SLOVENIA DURING THE LATE 1990s:
DILEMMAS AND TRADEOFFS.

A, Introduction

71.  The official objectives of the Bank of Slovenia (BoS) are to lower inflation to EU
levels and ensure the stability of the currency. The BoS has been pursuing these objectives in
a framework of monetary targeting and a floating exchange rate. Within the context of this
framework, however, for the best part of the 1990s, the BoS paid considerable attention to
and expended significant effort in managing the level and variability of the nominal
exchange rate. This was due to two reasons. First, the small size and openness of the
economy (total trade represents well over 100 percent of GDP) means that the exchange rate
is a key determinant of domestic inflation and—through its effect on competitiveness—
growth. And second, especially in the early years of transition (and, to a lesser extent, still
today) the conduct of monetary policy in Stovenia was hampered by significant structural
constraints, such as a relatively shallow and distorted domestic interbank market, a high
degree of currency substitution, and extensive indexation of wage and financial contracts. In
these circumstances, the central bank could ill-afford a policy of “benign neglect” towards
the exchange rate, because the other transmission channels of monetary policy were weak.
Therefore, while eschewing explicit targeting, the BoS had to monitor closely and try to use
the exchange rate in order to achieve its ultimate objectives.

72.  Judged by its results, this pragmatic and eclectic approach was clearly successful.
However, it also meant that, in designing and conducting its interventions, the BoS often
found itself pursuing conflicting objectives: tight monetary conditions aimed at achieving
lower inflation tended to lead to an appreciation of the currency, while exchange rate
interventions aimed at preserving competitiveness tended to slow disinflation. To keep the
balance between objectives, the central bank had to engage in second-round interventions
and maintain a strong and continuous presence on the money market.

73. This chapter estimates a structural vector autoregression (S-VAR) representation of
the BoS’s approach to monetary policy. Rather than exploring the precise channels through
which monetary policy decisions are transmitted to the rest of the economy, the focus here 1s
on assessing the extent to which the interaction between the interventions aimed at
disinflation and those aimed at the exchange rate reduced the efficiency of monetary policy
in achieving any one of these objectives. From the perspective of each of its individual
objectives, the BoS’s continuous fine-tuning of its interventions was, to some extent, a self-
defeating strategy, in that it made achieving any one of them much harder.

74.  This analysis can hopefully make a contribution to the current re-appraisal of the
monetary policy framework, which is prompted by the recent liberalization of capital

! Prepared by Agnés Belaisch.
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controls in 1999. The Bo$ has acknowledged that, in the new environment created after the
liberalization, it will be more difficult to continue “business as usual” and maintain the same
delicate balance between objectives, and has re-affirmed the primacy of its disinflation
objective. The conclusions of this study support this choice: although greater focus on
inflation is likely to generate greater exchange rate volatility than in the past, it would also
impart an element of stability in the system and enhance the effectiveness of the BoS’s
interventions.

75.  The next section sets the stage by discussing in some detail the context which has
conditioned the design and conduct of monetary policy in the past few years. Section C
estimates the structural vector autoregression model using monthly data over the period
1995-99. Section D summarizes the conclusions.

B. Slovenia: A Case Study of Monetary Policy in Transition

76.  Monetary policy in Slovenia has been operating in an environment characterized by
serious structural constraints. Some of these were caused by the process of economic
transition, while others reflected the particular circumstances and history of Slovenia. These
constraints molded the design and operative framework of monetary policy in the 1990s.

77.  Banking system inefficiencies hampered the ability of the BoS to transmit monetary
policy signals through financial markets and affect the savings-consumption decisions. After
secession from the former SFRY in 1991, the Slovene banking system was concentrated, had
lost part of its asset base® and, with the downturn in the economy, experienced a sharp
deterioration of its loan portfolio (for more details see OECD, 1997). The rehabilitation of
the banking system during the next few years resulted in a significant improvement of the
financial position of the major Slovene banks, but brought about even greater concentration:
the banking system became dominated by three large banks (two of which are mostly state-
owned), with over 50 percent of assets and about 50 percent of the market for loans and
deposits. Such concentration extended to the interbank market, where interest rates were
determined largely by the liquidity needs of the largest players, thus limiting the ability of the
central bank to regulate the banks’ cost of funds through its liquidity interventions.

78.  The lack of competition in the interbank market was exacerbated by a cartel
agreement among banks on deposit rates, in place for most of the late 1990s. This was
triggered by the aggressive behavior of certain smaller banks, who were seen (including by
the supervisory authorities) as taking excessive risks by offering high remunerations to attract
deposits in order to expand their lending base. In 1995, to pre-empt the emergence of
systemic risk, the central bank sanctioned a “gentlemen’s agreement” among banks fixing a

? Slovene banks’ foreign currency deposits placed at the former SFRY central bank were
confiscated and assets held in other republics of the federation were frozen.
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maximum interest rate on deposits. This agreement (abandoned in 1999) contributed further
to disconnecting movements in market interest rates from changes in the liquidity position of
banks in the interbank market.

79.  Under these conditions, market interest rates could respond only slowly and
erratically to changes in policy rates, thus failing to provide an efficient channel of
transmission of policy decisions to the rest of the economy. A number of empirical studies
have confirmed the weakness and long lags of the interest rate transmission mechanism. M.
Kosak (1998) found that there was no evidence of a reaction of interbank rates to changes in
base money supply. For the banking system taken as a whole, there was only a slow
adjustment of lending rates to changes in the policy rate, and the response of lending rates-
differed across banks (T. Kosak, 1998). Borak (1998) found that deposit rates reacted
passively to changes in lending rates, as banks sought to maintain their net interest margins.

80.  The memories of hyperinflation under the SFRY and in the years around
independence (inflation peaked at 13,000 per annum in late 1989) had a profound impact
and, still to this day, limit the efficacy of monetary policy. First, this experience shook
depositor’s confidence in the domestic currency, leading to widespread currency substitution
(the share of foreign currency deposits in broad money was over 50 percent in the early
1990s, and declined only very gradualty to under 30 percent in 1998). Second, to reduce
inflation in the early years, the government put under its control the prices of many basic
goods.® Because of the various forms of price controls (at the wholesale and retail level), it is
difficult to judge the precise extent of controlled prices in the economy; but, as a rough
estimate, about a third of prices were administered up to 1997, and probably up to 20 percent
over the following years until 1999.* Third, high inflation led to extensive indexation in the
economy. To this day, interest rates for households and enterprises are quoted in real terms,
and a separate, published revaluation clause is added to compensate for past inflation.®
Indexation is also extensive in the labor market and, since 1995, economy-wide wage
negotiations determine the degree of indexation of base salaries on past inflation (currently
85 percent).

81.  The large share of administered prices and high degree of indexation, introduced at
the early stage of transition to curb (or mitigate the effects of) inflation, ended up burdening
the conduct of monetary policy. Indeed, compared to the initial drastic fall in inflation, it took

? In 1991, the Law on Prices allowed the government to control the prices of a wide set of
goods.

* See Cufer (1997) and Dronovec (1999).

> The number of previous months included in the revaluation clause, also called the basic
rate (in Slovene TOM: temejana obresina mera), was raised from one to three months in
June 1995, to four months in February 1996, to six months in December 1996, and to twelve
months in May 1997.
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a much longer time—another 4 years—for inflation to fall into the single-digits.
Administered price policy kept between a third and a fifth of prices outside the direct
influence of the central bank’s anti-inflationary policy, and backward-looking indexation
mechanisms delayed the incorporation of lower inflation into prices and interest rates.
Indexation of financial contracts also limited interest rate flexibility. First, the real interest
rates on deposits and loans (especially given the lack of competition in the banking system)
were determined primarily with a view to preserving banks’ margins. And second, the
indexation itself limited the response of interest rates to innovations in monetary policy, since
forward-looking inflation expectations did not affect the level of interest rates. This meant
that “real” lending rates (nominal rates minus the TOM) remained artificially high for most
of the period. Figure 13 shows that in 1995, and again from mid-1996 to mid-1997, both
actual and expected inflation (the latter derived from a regression of inﬂation on a time trend
and 12 monthly lags) were higher than the TOM, and therefore “real” interest rates were kept
at a higher level than market conditions justified.® In such conditions, the “real” interest rate
did not reflect the real cost of capital. :

82.  Finally, Siovenia’s increasing reliance on exports as the engine of growth amplified
the sensitivity of a small economy to exchange rate movements. Thanks to the country’s
historically open position to international trade, a large share of GDP rapidly came to hinge
on export performance at the same time as an increasing share of prices came to depend on
exchange rate movements. Total trade (the sum of the exports and imports of goods and
services) accounted for an average 115 percent of GDP each year after 1ndependence and
tradable goods prlces represent at least 60 percent of the consumer price index.” Against this
background, rising capital inflows in the mid-1990s threw the stark dilemma facing the
monetary authorities into sharp relief: either focus on inflation at the risk of undermining
competitiveness, or resist the pressures for appreciation at the risk of compromising
disinflation.

83.  To summarize: banking sector inefficiencies, limited credibility, price controls, and
inflation indexation all played a role in shaping the operating environment for monetary
policy in Slovenia. In particular, the lack of competition in the banking system weakened the
linkage between the liquidity conditions in the interbank market and the financial conditions
faced by borrowers in the market for funds, hampering the effective transmission of interest
rate signals to the rest of the economy; and indexation imparted inertia in the disinflation
process. At the same time, the vital importance of external competitiveness for growth in

® Inversely, in periods of rapidly declining inflation, backward indexation would result in
subsidizing savings and penalizing investment, since the premium compensating for inflation
included in the interest rate would be higher than necessary.

" Industrial goods prices and food sector prices account for 62 percent of the CPI. Some
controlled prices are also influenced by the exchange rate, albeit with a Jag, in particular oil
and oil derivatives prices. These represent about 10 percent of the CPI. See Dronovec (1999).
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Figure 13. Real Interest Rates and Measures of Inflation
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Slovenia has superimposed on the BoS® inflation objective a constraint that, at least in theory,
can be contradictory to disinflation. The next section estimates the interaction between policy
objectives and instruments in an effort to measure the extent of this trade-off.

C. Target Interaction and Policy Tradeoffs

84.  The estimation of a Vector Autoregression (VAR) model allows the representation of
monetary policy through a set of linear equations describing the interaction over time of
instruments and objectives. This model is then used to derive impulse response functions,
describing the adjustment of the system to an innovation in each objective variable. In
addition, the structural VAR methodology allows the selection of the best set of assumptions
describing the contemporaneous interactions between instruments and objectives. After
discussing the set of variables used as instruments and objectives of monetary policy, this
section estimates the VAR model and presents the results.

Policy targets and instruments

835.  To estimate the extent of feedback between objectives and instruments and assess the
efficiency of monetary policy in achieving these objectives, it is necessary to model the
operation of monetary policy by identifying objecfive variables, which guide intervention
decisions, and instrument variables, used to achieve a specific objective. Monetary policy
efficiency is taken to depend on the extent of the trade-off accepted in the achievement of
one objective while pursuing a conflicting objective. Such trade-off emerges, for instance,
when the BoS accepts the inflationary effect of pursuing its exchange rate objective, or when
it accepts increased exchange rate volatility when pursuing its disinflation objective.

6. In line with the stated mission of the central bank, two variables are assumed to be the
objectives of monetary policy interventions: inflation and the nominal exchange rate. The
choice of instrument variables is more difficult, because in practice, the BoS relies on a wide
assortment of different instruments (see Chapter I for details). To “lean against” appreciating
pressures on the exchange rate arising from capital inflows, as well as to limit its volatility,
the Bo$ has been intervening directly in the foreign exchange market and issuing large
amounts of foreign exchange bills (in DM or US$) of varying maturities. Therefore, in a
general sense, the Bo§ interventions in the foreign exchange market is the instrument
associated with the exchange rate objective.

87.  However, it is not possible to summarize these interventions in a single instrument
variable. Data on the outstanding stock of foreign exchange bills issued by the Bo$® capture

® Since, as discussed before, the interest rate offered on BoS$ bills does not provide an
effective means of transmission of policy decisions to the banking system and from there to
the rest of the economy, the outstanding stock of foreign exchange bills would be a more
appropriate instrument variable.
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only interventions geared towards sterilizing the inflows that have already been realized,
before they are monetized.” The BoS, however, has often intervened directly in the spot
foreign exchange market to pre-empt incipient capital inflows and prevent the attendant
exchange rate appreciation. The stock of foreign exchange bills does not capture these
interventions, and thus gives only a partial picture of the BoS’s actions in pursuit of its
exchange rate objective.

88.  Unfortunately, data on the BoS’s interventions in the spot foreign exchange market
are not available. However, these interventions were for the most part guided by the size of
the differential between domestic and foreign (specifically German) interest rates: a
differential rising above 1%4-2 percentage points (to allow for a risk premium) would usually
trigger a direct purchase intervention of the BoS in the market to thwart potential capital
inflows. Therefore, changes in the interest differential can be used as a proxy for the BoS’s
foreign exchange market interventions. Together with the stock of foreign currency bills, this
would provide a near-complete picture of the BoS’s actions in pursuit of its exchange rate
objective.

89.  To achieve disinflation, the Bo$ has been using as an intermediate target the growth
of money supply (base money until 1996, and broad money M3 since 1997) which, in turn, it
has been controlling through a variet}( of interventions, among which tolar bills of different
maturities are the most predominant.'® During the late 1990s, these bills were issued mainly

? Since 1995, different types of foreign exchange bills have been used to sterilize the foreign
currency inflows. Their large share in commercial banks’ balance sheets (which reached
about 13 percent of total assets in 1997 and 1998) highlights the importance of these
instruments for exchange rate interventions. Banks have a strong motive to purchase foreign
currency bills, since these instruments can be used as a collateral for almost any lending
facility of the BoS; can be temporarily sold back to the BoS through repos; and those with
maturity of up to 120 days can also be counted against the BoS’s foreign exchange reserve
requirement. The BoS purchases these bills back when it finds it necessary to stop a
depreciation of the tolar. Short-term repos on these bills are used by the BoS to reduce the
amount of foreign exchange in the market without affecting reserve money of the central
bank. The BoS temporarily purchases these bills from the banks, which are, in turn, obliged
to cover themselves by buying foreign exchange from enterprises in a proportion generally
larger than the value of the repo (this proportion, determined by the BoS, was 120 percent of
the value of the repo during the past two years). When the repo agreement expires, banks
often repurchase from the BoS an amount of bills greater than the initial amount of the repo
(oversterilization). These operations do not affect tolar interbank interest rates, thus
contributing to the weakness of the interest rate transmission mechanism.

10 Quantity instruments, such as different types of reserve requirements in domestic and
foreign currency, are also used to limit monetary growth and control inflation. However, they
are omitted from the VAR because they are adjusted very infrequently, whereas the emphasis
here is on instruments used frequently in response to changes in the objective variables.
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to sterilize the liquidity effect of the BoS’s interventions in the foreign exchange market.
Again, the interest rate carried by these bills was not the relevant intervention instrument, but
rather the outstanding stock of bills issued. However, the above-mentioned sequence of
events suggests that, at least during the time period under observation, the stock of tolar bills
was very strongly correlated with the stock of foreign exchange bills. Therefore, including
tolar bills in the VAR would not add much significance to the model. Since operations in
tolar bills affect directly base money, base money is instead chosen as the instrument variable
used to pursue the BoS’s inflation objective. The table below summarizes the variables used
in the VAR model.

Instruments Objectives
Spot foreign exchange market interventions
(proxied by the interest rate differential) Exchange rate
Stock of foreign exchange bills
Base money Inflation

90.  Instrument variables in the VAR are base money; the outstanding stock of foreign
exchange bills as reported in the balance sheet of the BoS; and the differential between the
domestic interest rate on 3 to 9 month tolar deposits and the German 3-month interbank rate
(fibor, later re-denominated euribor). The objective variables are the tolar-DM exchange rate
(an increase of the exchange rate is a depreciation), calculated as the monthly average of
daily market rates; and monthly inflation. Because part of the CPI consists of controlled
prices outside the reach of monetary policy, the market-determined component of the CPI is
used in the VAR as the objective variable. All variables are expressed in nominal terms, so
that the dynamics of prices can be estimated separately. To control for DM inflation, the
German CPI is included as an exogenous regressor in the VAR system of equations.
Variables are deseasonalized when a strong seasonal pattern appears to be present.'!

Estimation

91.  Monthly data from January 1995 to October 1999 are used for the estimation. The
availability of relatively high-frequency data allows us to focus on a relatively limited time
period (thus providing results of greater relevance to the present time) without having to
worry about sample size problems.'? Engle and Granger tests reject the hypothesis of
cointegration between the variables in levels and interest and exchange rates. Given the non-
stationarity of variables in levels, growth rates are used for the stock of foreign exchange

" Only base money and inflation are adjusted to remove high frequency seasonal patters.
The exchange rate, interest rates, and the stock of BoS instruments do not seem to display
significant seasonality.

12 The cost of this approach, evident in the plots of impulse response functions, is, of course,
more noise in the results due to the high volatility of monthly data.
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bills and base money (three-month centered moving averages are used for the latter to
smooth out some of its volatility). These growth rates are monthly, in order to preserve as
much information as possible on the monthly pattern of interactions between endogenous
variables. The same transformation is made for the nominal exchange rate given its upward
trend. Augmented Dickey-Fuller tests reject the presence of a unit root in the transformed
variables, as well as in the interest rate differential and free price inflation, at least at the 5
percent significance level. This transformation, therefore, is sufficient to provide stationary
time series. Likelihood ratio tests suggest the inclusion of 6 Jags for each variable. The
results, however, are found to be robust to the lag structure."

92.  The model is estimated as a structural VAR (S-VAR) of the type pioneered by
Bernanke (1986) and Sims (1986). In this approach, each variable is a function of its own
lagged values, as well as those of the other variables, thereby capturing the endogeneity over
time of both instruments and objectives of monetary policy. Given J the vector of five
endogenous variables considered in the model, X the vector of exogenous variables, A and B
matrices of coefficients to be estimated, and ¢ the vector of innovations, the system of
equations can be represented as

Vi=A4V,_,+ AV, +. .+ AV_,+BX, +¢&  withp=6 the lags in endogenous variables

93. This system can be used to estimate impulse response functions, which trace the
response over time of all endogenous variables to a one-standard-deviation shock to one of
them. The model presented above, however, is unidentified: the errors are serially
uncorrelated, but share common components across equations, so that a shock cannot be
identified as originating from a particular variable. Identification is achieved by imposing
and testing restrictions on the contemporaneous correlations of the variables at each time.
The identifying restrictions imply a specific decomposition of these errors into orthogonal
components, thereby recovering the original innovations driving the dynamics of the system.
Instead of using a typical recursive decomposition of errors relying on a particular ordering
of the endogenous variables (also known as the Choleski decomposition), an S-VAR model
tests directly which restrictions on the contemporaneous interactions best fit the data. If more
restrictions are imposed than those strictly necessary to identify the system, these
“gveridentifying” restrictions are also tested for their significance.

13 The tests do not reject the assumption of normal residuals, except for inflation. This might
reflect the fact that free price inflation is also affected by other variables outside the scope of
the Bo$ and is therefore not completely endogenous in the model. The lag specification is
also found to remove serial correlation in the residuals, and the VAR model can be estimated
using OLS.
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Contemporaneous interactions

94.  The table below summarizes the identifying restrictions and provides the estimated
coefficient for the contemporaneous effect of a shock to one variable on each of the others.
Empty cells mean that innovations in a variable affect others only with a lag of a month. This
specification of the contemporaneous interactions is found to significantly fit the data 86
percent of the time.

Conteﬁporaneuus Interactions of Variables
Shock to Inflation Interest gap Exchange rate Base money Forex bills |
Effect on
Inflation 1 - -0.23* - -
Interest gap - 1 - - -
Exchange rate - .01 1 - -
Base money -0.02 - 1.86%* 1 0.60%*
Forex bills 0,724 - 0.16 - 1
Note: (**), (*} denote significance at the 5 and 10 percent level, respectively.

95,  Estimation of the restrictions shows that monetary policy instruments respond within
the month to exchange rate and inflation developments, but not inversely. The hypothesis of
a contemporaneous effect of a change in the instruments on inflation or the exchange rate is
strongly rejected by the data, reflecting some lag in the transmission of policy. Innovations in
the exchange rate affect the stock of foreign exchange bills immediately, but it takes a month
for the stock of foreign exchange bills to affect the exchange rate. A shock to the exchange
rate is also found to affect base money within the month, suggesting that there is some
monetization or, on the contrary, “oversterilization” of the BoS’s exchange rate interventions.
The significant positive estimated parameter of an increase in the stock of foreign exchange
bills on base money suggests the first alternative, but it may also reflect an accommodating
stance of the BoS immediately after it withdraws foreign currency from the system. A shock
to inflation also affects immediately both policy instruments. As expected, a positive shock
to inflation leads to a tightening of base money. However, the sign of the impact on the stock
of foreign exchange bills is, at first sight, counterintuitive: following a positive shock to
inflation, the BoS seems to inject more foreign currency in the system. This may reflect an
increase in repo operations by banks, which need to borrow from the central bank by
temporarily selling their foreign exchange bills as the initial shock to inflation reduces real
liquidity.

96.  As expected, some contemporaneous interaction is found between the objective
variables. Changes in the exchange rate affect inflation within the month, but the reverse is
not true. The sign of the effect is contrary to standard theory, although the coefficient is only
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weakly significant: an appreciation tends to increase inflation in the same month. Also, a rise
in the interest differential triggers appreciation pressures on the exchange rate within the
month. This, however, probably means that the BoS’s direct intervention on the foreign
exchange market to close the interest differential takes at least a month to take effect. Finally,
the interest differential is found not to be affected by base money within the month, reflecting
the slow transmission of monetary policy to market interest rates.

Impulse response functions

97.  The impulse response functions illustrate the dynamic impact of the effects reported
in the table over time, allowing for the changes in the lagged variables to feed back on the -
shocked variable. This tool allows the measurement of the effectiveness of monetary policy,
in the sense discussed in the introduction.

98.  Figure 14 presents the effects of a positive 1 percentage point shock to inflation over
a 24-month horizon. This shock generates a policy response on impact, as base money is
immediately tightened by 0.6 percent. This is gradually transmitted to the interest rate
differential, and triggers an appreciation of the domestic currency. The combination of the
monetary tightening and the exchange rate appreciation brings inflation back down below its
pre-shock level after 3 months. However, in response to the appreciation, the BoS reacts by
issuing foreign exchange bills to withdraw foreign exchange. The appreciation reaches 1.3
percent on the fifth month after the shock to inflation, just after the rise in the interest
differential peaks at 200 basis points. The sale of foreign exchange bills intensifies until, on
the sixth month, the appreciation of the tolar slows down and the exchange rate reverts
gradually towards its pre-shock level. But as the stance of monetary policy is now relaxed,
inflationary pressures begin to emerge. The exchange rate begins to overshoot its pre-shock
level on the tenth month, triggering inflation. In response, the BoS undertakes a second-
round monetary tightening about 12 months after the first one. This leads to a new increase in
the interest rate differential which, after a peak depreciation on the 18" month, triggers a new
appreciation of the exchange rate. At the end, abstracting from other shocks, a 1 percentage
point increase in inflation ends up generating a 1 percentage point appreciation of the tolar
after 2 years, while inflation is brought back to its initial level. During this time, the BoS’s
intervention has introduced a lot of volatility in prices and the exchange rate: inflation has
lost and regained 2 percentage points before converging back to its initial level, and the
exchange rate has gone through appreciation and depreciation cycles. Over the 24 months
following the initial shock to inflation, exchange rate volatility is on average 3.5, which
represents 65 percent of the one observed in the data over the sample period. This cyclical
pattern underscores the constant state of alert the BoS needs to maintain in the conduct of its
operations, as it “chases its tail” trying to counteract the feedback between its inflation and
exchange rate objectives.

99.  The closely correlated time paths of inflation and the exchange rate suggest a strong
passthrough effect (as would be expected in a small and very open economy). But,
interestingly, the simulation shows this passthrough is not symmetric: while inflation appears
to fall faster than it rises after an initial shock to its level, it takes a lot less for the exchange
rate to appreciate than to depreciate. This means that an appreciation helps lower inflation



1.5

1.0

0.3

0.0

0.5

25

20

1.5

1.0

0.5

2.5
2.0
1.5
1.0

-50 -

Figure 14. Slovenia: Effect of a One Percentage Point Shock to Inflation
over a 24-month Horizon
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quickly, while a depreciation in transmitted into higher inflation more slowly. This finding
could be explained by the existence of some downward rigidity in the interest rate.

100. TIn a similar vein, Figure 15 illustrates the effect of a positive 1 percentage point shock
to the rate of depreciation of the exchange rate over time. The BoS immediately reacts by
injecting foreign currency through the purchase of foreign exchange bills to limit the rate of
depreciation of the tolar. Tt also tightens base money supply to limit inflationary pressures
resulting from the faster depreciation. Inflation increases only very slightly as a consequence
of this immediate policy response, by about half a percentage point after 2 months. Both
monetary tightening and the progressive rise in the interest rate differential, which reaches
400 basis points on the fifth month, amplify the effect of the policy. The depreciation is
gradually reversed, and the exchange rate appreciates by half a percentage point 6 months
after the shock. This gives an additional impetus to disinflation (once again, an appreciation
seems to translate rapidly into reduced inflation). However, the appreciation immediately
leads the BoS to reverse the stance of its exchange rate policy and start issuing foreign
exchange bills to withdraw foreign currency. This, combined with a reduced interest rate
differential, causes the exchange rate to start depreciating on the ninth month after the initial
shock. In turn, this causes a second-round monetary tightening. The same pattern of cyclical
interactions between objective and instrument variables is evident as after an innovation in
inflation. Volatility of the exchange rate estimated over the 24 months following the initial
shock reaches about 40 percent of its level observed in the data. The results also imply that
an unexpected increase in the rate of depreciation of the exchange rate translates, after many
policy rounds, into a 0.2 percentage point increase in inflation.

101. The discussion of the impulse response functions in these two examples illustrates
how the Bo$S did not accept the inevitable trade-off between inflation and exchange rate
appreciation but, in trying to achieve both objectives, engaged in interventions that aimed at
canceling out the effects of each other. Aside from being inefficient, this strategy was also, to
some extent, self-defeating. Although one of the explicit objectives of monetary policy in
Slovenia is to limit the volatility of the exchange rate, the results of the model suggest that 40
to 60 percent of the actual volatility of the exchange rate during the period under observation
was related to the interaction of various monetary policy interventions. In addition, variance
decomposition of the exchange rate confirms that about half of the volatility of the exchange
rate in the first twelve months after the initial shock is due to the interaction of monetary
policy instruments.

D. Conclusion

102. The circumstances in which monetary policy had to operate in Slovenia after
independence imposed serious constraints on the monetary authorities: despite the choice of a
floating exchange rate regime, the Bo$ had to monitor closely and try to use the exchange
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Figure 15. Slovenia: Effect of a One Percentage Point Shock to the Exchange Rate
over a 24-month Horizon
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rate to achieve its objectives. As capital inflows intensified in the mid-1990s, this created
tension between the BoS’s disinflation objective and its desire to avoid a deterioration in
competitiveness. To some extent, capital controls allowed the BoS to pursue both objectives
simultaneously. However, the interaction between its intervention instruments resulted in
significant volatility in its objective variables and lowered the efficiency of monetary policy.

103.  This study attempted to quantify the dilemma facing the BoS during the late 1990s
and measure the tradeoffs that the pursuit of conflicting objectives implied. The results
suggest that, although on the whole the BoS was very successful in achieving its ultimate
objectives, it followed an intervention strategy that was inefficient and, seen from the
perspective of each individual objective, to some extent self-defeating. As suggested by the
VAR results and confirmed by the variance decomposition of the objective variables, the
BoS’s intervention policy was responsible for about half of the volatility of the exchange rate
during the late 1990s.

104.  Against this background, given the recent liberalization of capital flows and plan to
open the capital account completely by 2002, the BoS’s intention to focus on its disinflation
objective in the future is appropriate. Although it is likely to result in somewhat higher
exchange rate volatility than in the past, it will make monetary policy interventions more
effective.
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IV. MARKET STRUCTURE AND EFFICIENCY OF INTERMEDIATION IN THE SLOVENE
BANKING SECTOR!

A. Introduction

105. There is increasing evidence that better developed financial intermediaries lead to -
higher investment and a better economic growth performance (see Beck, Levine, and
Loayza, 1999). Banks not only channel savings into investment, but also serve as the quality
controllers that lead to more successful investments. As a result, the quality of investment -
improves, and output growth accelerates.

106.  This Chapter starts by investigating the depth and quality of bank intermediation in
Slovenia. Section B compares some financial characteristics of Slovene banks with those in
the other central and eastern European (CEE} countries and the EU. Section C discusses the
factors that may have an impact on bank intermediation and could explain the differences
between countries, including savings levels, the intensity of ongoing structural reform,
information asymmetries, institutional factors, and the degree of competition. Section D
focuses on one of the potentially important factors, the degree of competition, and
investigates empirically the level of competition in the Slovene banking system. Section E
summarizes the results.

B. Stylized Facts

107.  This section reviews the broad characteristics of Slovene banks, and highlights the
main differences between them and other banks in western and eastern Europe. In broad
terms, the picture that emerges is that the Slovene banking sector tends to be profitable and
stable, with a better lending portfolio than that found in the other CEE countries. It is also
more efficient than that in the other CEE countries. However, compared with those in the
EU, Slovene banks are significantly less efficient. Also, the level of bank intermediation,
while good compared with the other CEE countries, falls well short of that observed in the
EU.

108. Compared with other countries in Europe, Slovene banks were more profitable in
recent years. During 1996-98, the return to asset ratio in Slovenia was double that in the
medium- and small-size countries in the EU, and close to triple that in the largest four
countries (Table 2).2 Comparing the return to capital ratios also leads to similar conclusions,

! Prepared by N. Tarhan Feyzioglu.

* The figures in Table 2 differ slightly from those in the Bank of Slovenia’s report. This is
because these figures are based on banks that publicly disclose their balance sheet and
income statements, while the BoS report covers all banks in Slovenia.
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Table 2. Slovenia: Financial Ratios, 1995-1998

Slovenia 1/ CEEV Y EU Other 1/ 3/ EU Large 1/ 4/
(In percent}
Net Income/Total Capital Funds
1995 5.7 233 9.7 82
1996 121 17.8 10.6 8.2
1997 156 15.8 10.4 8.4
1998 16.8 -10 1n.o 109
Net Income/Total Assets
1995 0.6 19 0.6 0.4
1906 13 1.4 0.7 0.5
1987 16 13 0.7 0.5
1998 16 -0.1 0.8 0.6
Liquid Assets/Total Assets
1965 41.4 425 358 34.0
1956 403 416 352 345
1297 358 42.4 33.5 345
1998 331 42.0 0.4 330
Total Loans/Earning Assets
1995 45.4 522 54.8 4.3
1996 47.4 536 535 53.6
1997 46.3 51.2 53.5 3332
1998 516 529 533 53.6

Non-Performing Loans/Total Loans

1995 4.1 53 1.3 20
1996 38 5.7 1.0 2.1
1997 238 6.5 0.8 1.8
1998 2.2 5.6 0.7 2.0

Total Capital Funds/Tatal Assets

1995 10.% 83 6.4 54
1996 11.0 18 6.8 57
1997 101 8.0 6.8 56
1998 9.6 12 7.0 56

Mon-Interest Expense/income

1995 513 37.8 08 ol
1996 488 459 320 313
1997 442 462 346 30.8
1598 43.6 6.0 358 .7

Non-Interest Expense/Total Assets

1995 6.3 iR 26 22
1996 6.1 16 25 2.1
1997 5.2 13 2.4 2.0
1998 4.9 B.9 25 1.9

Non-Interest Expense/Total Deposits

1995 9.3 17 a6 3.5
1996 8.0 9.9 6 EX |
1997 7.4 9.3 s 33
1998 66 112 a7 32

Source: BankScope.

1/ Based on banks that publicly disclose their balance sheats and income statements.
For a complete list, see BankScope.

2/ CEE: Bulgaria, Czech Republic, Estonia, Hungeary, Latvia, Lithuania, Poland, Romania, and
Siovak Republic.

3/ EU Other: Austria, Belgium, Denmark, Finland, Greecs, Irelimd, Netherlands, Porfugal, Spain,
and Sweden.

4/ EU large: Germary, France, faly, and the United Kingdom.
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although the differences are somewhat smaller.” The banks in the other CEE countries were
more profitable than the Slovene banks in 1995-96, but this was reversed in 1998, as the
profitability of the Slovene banks improved, while that of banks in the other CEE countries
deteriorated.

109.  The quality of lending in Slovenia was broadly at the same level as in the large EU
countries, and above that in the other CEE countries. The share of non-performing to total
loans in Slovenia was 2.2 percent, which is less than half that in the CEE countries. % At the
same time, this ratio in the medium- and small-size EU countries was half that in Slovenia.
Over time, the quality of lending in Slovenia has been improving: the non-performing loans
ratio was more than 4 percent in 1995, but has since declined steadily and reached the level
of the large EU countries in 1998.

110.  Liquidity of the banking system was on par with that of the banks in the EU. In 1995,
the ratio of liquid assets to total assets was closer to the levels in the other CEE countries, at
more than 40 percent. Since then, however, this ratio declined to just above 30 percent

by 1998, comparable to that observed in the EU countries.

111. However, the efficiency of the banking system in Slovenia lags that in the EU. The
ratio of operating expenses to income in Slovenia was still 50 percent more than that
observed in the large EU countries. This was true even compared with the smaller EU
countries, which tend to have less efficient banks. When the ratios of operating expenses to
assets and to total deposits are considered, a similar picture emerges. At the same time, when
comparing the non-interest expenses of the Slovene banks as a group with the banks in the
other CEE countries, Slovene banks show much better results. For example, in 1998, the ratio
of non-interest expenses to income was 56 percent in the other CEE countries, but 44 percent
in Slovenia. It should also be noted that the level of efficiency varied a lot among individual
banks in Slovenia. For example, Nova Ljubljianska Banka’s ratio of non-interest expenses to
total revenues was 32 percent in1998, which was better than the average in the smaller EU
countries, although still above the average in the large EU countries. On the other hand,
Banka Koper’s ratio was close to 70 percent, which was worse than the average of the other
CEE countries.

* The ratio of net income to total capital funds is used, instead of the net income to
shareholders’ equity, because of data inconsistency. The sections of data that seem correct
are consistent with the results obtained from using total capital funds.

* This ratio, obtained from BankScope, is approximately half of the figure in the Banking
Supervision Department’s Report on 1998 and the first half of 1999. This is because the
BankScope covers only the larger banks. Since the same is true for the other countries, for
comparability, the BankScope figures are used in this discussion.
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112.  The depth of intermediation is also lower in Slovenia than in the farge EU countries.
Total loans in each of the four large EU countries exceeded 75 percent of thelr GDP, and for
Germany this figure was around 130 percent of GDP in 1998 (F igure 16).” In contrast, in
Slovenia this ratio was around 45 percent. Bank-specific data give a similar pattern. Loans
were close to 5 times the total capital funds in the Slovene banking system as a whole in
1998, but they are 7 to 8 times in the EU countries. The ratios of loans to total assets, on the
other hand, are similar in Slovenia and the EU, but this does not mean that bank
intermediation is similar. Rather it shows that, in more advanced economies, more funds are
drawn into the banking system for the same amount of capital.

C. Factors That Affect the Level and Efficiency of Intermediation

113.  This section discusses the possible factors that may inhibit deeper bank
intermediation and more efficient banking in Slovenia, the two aspects that were found to be
significantly different than in the EU. Demand, supply, and institutional factors are
considered. Some of these factors can be ruled out, while others merit more careful testing.
One among the latter is market structure, which is extensively discussed and tested in the
following section.

114.  One possible factor for low bank intermediation, which has been identified in the
literature,® is low overall saving and investment. However, in most cases, the underlying
cause of low credit to the real sector is an unstable macroeconomic situation. This is not the
case in Slovenia: since the outset of transition, the Slovene economy has been on a steady
growth path, without wide swings in the growth rate. Not surprisingly, saving and investment
in Slovenia have traditionally been high by international standards, at around 24 percent of
GDP.

115. This means that savings are channeled to investment through retained earnings and
other means, rather than banks. The development of the capital market as an alternative
intermediary to banks may be the reason. This trend is indeed evident in some advanced
industrial countries, where the capital markets are expanding, like the U.S. Again, however,
this does not seem to fit the facts in Slovenia: at 25 percent of GDP in 1999, stock market
capitalization-to-GDP was low, albeit on an increasing trend.”

116.  Another possibility is that, although the demand for credit may be high, the associated
risk may also be high. This is typical in economies that are still maturing, where markets are

> The results are similar if loans to private sector are used.

¢ See Pazarbasioglu (1997), and Ghosh and Ghosh (1999) on the mesh banking crisis and
the Asian crisis, respectively.

7 See Ministry of Finance (1999), and EBRD (1998).
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Figure 16. Slovenia: Total Loans and Savings, 1998
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incomplete and institutions are changing. All these factors increase project and country risk.
Risk may also be high because of a lack of adequate information on the potential borrowers.
This, in turn, may be a reflection of deep restructuring in the real sector, when many of the
old bank customers disappear and new ones emerge that do not have long credit histories, are
not able to present sound business plans, or do not have good collateral. Finally, risk may be
high if auditing and accounting standards are inadequate, or the legal framework does not -
allow for quick recovery of collateral. As Slovenia is still an emerging transition economy,
these factors are probably to some extent relevant in explaining the relatively low degree of
intermediation. A full assessment of the credit risk facing Slovene banks is outside the scope
of this study. However, it should be noted that Slovenia has the highest investment rating
among transition economies, which suggests that, at a minimum, additional factors are also at
work.

117. Finally, intermediation may be relatively low and inefficient as a result of a non-
competitive market structure. If banks behave like local monopolies, then incentives to
improve efficiency would normally be weak, and the interest rate differential would be large,
discouraging higher deposit and lending volumes. This would also be true for oligopolistic
structures.

118. The concentration in the Slovene banking sector indeed suggests the possibility of
non-competitive forces at play. Four banking groups, led by large banks, dominate the
market. The market share of the three largest banks, of which two are mostly state-owned, is
more than 50 percent, and the total assets of the largest bank are more than twice as big as the
second largest bank. In recent years, the number of banks has also been declining, suggesting
that entry to the sector is inhibited: just in 1998, four banks were merged or liquidated,
decreasing the number of commercial banks to 24.® Tt should be stressed, however, that lack
of entry by itself does not mean that markets are non-competitive: as long as markets are
contestable and banks behave accordingly, competition exists. More careful analysis is
needed to derive firm conclusions about the market structure in the Slovene banking system.

D. Market Structure of the Banking Sector

119.  This section empirically investigates the structure of Slovenia’s banking sector. First,
the theory is reviewed to yield testable hypotheses on whether banks behave
monopolistically, oligopolistically, or competitively; and then these hypotheses are tested
against the data.

120. The empirical methodology for assessing the market structure, as developed by
Panzar & Rosse (1987), is based on microeconomic theory (see Coccorese (1998) for an
application to the Italian banking system). The key point is that a monopoly’s output and

® In addition, there are 2 banks set up by the Constitution, 6 savings banks, and 70 savings
and loan institutions.
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total revenue decline when its marginal cost curve shifts upward. On the contrary, in a
perfectly competitive sector, an increase in marginal costs would be fully reflected in prices,
thus increasing total revenues one-to-one for the sector as a whole. In between these two
extremes is the case of oligopolistic structure: as the marginal cost curve shifts upward, total
revenues increase by less than one-to-one with the increase in costs.

121. More specifically, total revenues may generally be described as
yim (X, z), i=1,2,..N, t=12.T

where, y is total revenues, x is a vector of input factor prices, and z is all other factors that
affect revenues—notably cost and demand side variables. Panzar & Rosse show that if the
sum of the coefficients associated with input prices is less than zero, then the firms under
investigation are behaving like monopolies; if the sum of the input coefficients is between
zero and one, then the firms behave like oligopolies; and if the sum of the input coefficients
is one, then the firms operate in a fully competitive environment. A sum greater than one is
not compatible with this methodology, and indicates a misspecification. As the variables are
all in logarithms, the coefficients can be interpreted as elasticities.

122. Inthe case of the Slovene banking sector, the production function of banking services
is specifically modeled as follows:

tre=qis, Wi, O,z b),  i=1,2,..N, t=1,2,..T

where, fr;; is the total revenue, #, is the unit price of funds, w;is the unit labor cost, 0, 1s the
unit price of other costs, z is all other variables that effect total revenue, ? and b is the vector
of estimated coefficients. Specifically, the unit price of funds is calculated as the ratio of total
interest expenses to total deposits; the unit labor cost is calculated as the ratio of total
expenditure on labor to number of employees; and the unit price of other costs is the ratio of
other operating costs to the total number of branches. Other variables included in the
specification are total deposits (@), used as a proxy for demand; total administered funds
(taf); the ratio of branches to total number of branches (5#b), to capture the fact that the larger
the bank is, the larger, on average, total revenues should be; and the risk capital to
administered funds ratio (rcayf), and the loans to administered funds ratio (/gf), to proxy for
risk. All variables are in natural logarithms.

123.  The tests are as follows: let H=1b; + by, + b,, where the three coefficients correspond
to unit cost of funds variable, unit labor cost variable, and unit price of other costs variable,

respectively. If the hypothesis that H is less than or equal to zero is rejected, this implies that
the market structure is not monopolistic. In addition, if the hypothesis that H is between zero
and one is rejected, then the market structure is not oligopolistic either. If the hypothesis that

? This specification closely follows that in Coccorese (1998).
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H is equal to 1 is rejected, then the results would be inconsistent with the theory, implying
that there is misspecification in the model or the estimated equation.

124. When the above test is applied to a sample that spans 1994-98, the results show that
Slovenian banks behave oligopolistically (Table 3)."° The sum of the input factor price
coefficients of the panel data estimation is significantly larger than zero, thus rejecting the
hypothesis that the banks behave oligopolistically. At the same time, the sum of the
coefficients is smaller than one, rejecting the hypothesis of perfect competition in the
banking system. The coefficient of factor prices of funds and of other costs are significantly
greater than zero, while unit fabor costs are not correlated with total revenues. The results
from fixed and random effects do not differ substantially.

125.  Other coefficient estimates also support the claim that Slovene banks behave
oligopolisticaily. Variables that are used to capture scale economies—total administered
funds (#af) and the number of branches in total branches (htb)—have the expected positive
sign. They are mostly significant, implying that, as the size of a bank increases, other things
being equal, total revenues increase. The only exception is the estimated coefficient of the
number of branches, which is very close to zero. This is probably because the variation in
this variable is very small, and therefore most of its significance is absorbed by the fixed
effects constant terms. The existence of scale economies is consistent with an oligopolistic
environment. The two coefficients on risk measures—the ratio of risk capital to total
administered funds (rcaf), and the ratio of loans to total administered funds (/af)—also have
the expected positive signs and are significant, indicating that those banks that intermediate
more and are well capitalized have higher revenues. Finally, the coefficient estimates of total
deposits (d) are mostly positive, indicating that they are acceptable proxies for demand
changes.

126. These results remain broadly valid even if the largest two state-owned banks are
excluded from the sample. Since the banking system in Slovenia is dominated by two state-
owned banks, their behavior may skew the regression results for the whole sector. To
uncover the market behavior of the other banks, a separate set of regressions was run on all
the banks except the two largest. The regression coefficients and their interpretations turned
out to be quite similar to those that used all the sample.

127.  Lastly, the results indicate that competition is increasing in the banking sector over
time. When a time dummy is allowed to interact with the input factor coefficients, the
coefficients of the interaction terms turn out positive. This means that the impact of input
prices is increasing through time, implying that competitive forces are increasing. At the

19 If the regressions are run for each year separately, the results also reject the hypothesis that
Slovenian banks behave competitively. However, the annual regressions cannot significantly
differentiate between monopolistic and oligopolistic behavior in any year except 1994,
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Table 3. Slovenia, Market Structure Regression Resuits, 1994-98

Full sample Top two excluded With time trend
Variables 1/ Coefficient estimates 2/
i 044 0.40 0.32
(10.40) B.79) (5.70)
w 005 -0.01 020
(0.59) -(0.14) (2.24)
o 0.20 0.19 020
(321 27 (3.07)
td .18 0.20 0.20
(1.82) (1.91) (2.01)
1af 0.53 0.55 0.54
(3.81) (3.66) (3.91)
bth -0.03 -0.02 -0.02
-(1.38) -(0.95) <0.79)
reaf .13 0.11 .13
(417 (325) (4.39)
laf 0.22 0.18 027
(3.37) (2.54) “4.19)
i* - - 0.05
(2.86)
w*t - - -0.01
(0.55)
o¥t - - 0.02
(2.09)
R2 0.99 0.99 1.00
Market structure tests 2/
Moenopolistic (Ho: H<= () Reject Reject Reject
Obgopolistic Ho: 0 <H < 1) Not Reject Not Reject Not Reject
Perfect competition (Ho: H>= 1) Reject Reject Reject
Misspecified (Ho: H> 1) Reject Reject Reject

Source: staff calculations.

1/i is the unit price of funds, w is the unit labor cost, o is the unit price of other costs, #d is total deposits, faf is
total administered funds, btb is the ratio of branches to total number of branches, reqf is the risk capital to
administered fund ratio, and laf is the loans to administered funds ratio. All variables are in natural logarithms.
21/ Results pertain to fixed effects panel data estimation, with a sample from 1994 to 1998. Random effects
results are similar, therefore not reported; however, they can be requested from the author. T-statistics
are in paranthesis. T-statistics are in paranthesis.
3/H=b i+b w+b_o, whereb_xis the coefficient estimate of variable x. The tests use 5 percent significance levels.
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limit, all other things being equal, the sum of these coefficients would tend to one over time.
However, this is a rough calculation and should be taken only as an indicative result: if this
linear time dummy is projected far enough in the future, the sum of the coefficients would
become significantly larger than one, which would be inconsistent with microeconomic
theory.

E. Summary and conclusions

128.  This Chapter showed that Slovene banks are profitable and more efficient than the
banks in the other CEE countries, but not as efficient as the banks in the EU. Similarly, they
intermediate savings and investment more than the banks in the other CEE countries, but not
as much as those in the EU.

129.  There may be several reasons why the depth and efficiency of bank intermediation in
Slovenia lags that in the EU. One possible explanation is that credit risk may be high for a
number of different reasons. This possibility merits a more thorough investigation. Instead,
this study focused on another possible explanation: that the banking sector is not fully
competitive. This is suggested by the stylized facts, and indeed confirmed by the empirical
investigation, which indicates that the Slovene banks behave oligopolistically. Their
expenditures are not sufficiently sensitive to their revenues to signal that they feel the
pressure of perfect competition. This is true not only for the largest banks that dominate the
market, but also the others. Nevertheless, the results also show that some degree of
competition is present and, perhaps more importantly, that competition has been increasing in
the banking sector during the last few years.
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Table Al. Slovenia: Aggregate Demand and Supply

1993 1994 1995 1996 1997 1998 1999

Est. 1/
(Percent change)

Demand and supply
Total aggregate demand 73 79 66 3.1 73 63 51
Exports of goods and nonfactor services 06 123 1.1 33 113 70 3.6
Total domestic demand 114 55 959 3 51 58 6.0
Private consumption 13.9 4 91 24 33 23 3.7
Public consumption 53 2 23 36 43 56 51
Gross fixed mvestment 107 141 168 92 113 129 140
Imports of goods and services 176 131 113 24 122 101 7.2
GDP 28 33 41 35 46 39 38
Agriculture, forestry and fishing 42 42 16 11 29 22 1.9
Industry 3.1 60 29 L5 6.2 4.7 1.7
Services 4.8 4.3 4.0 15 6.2 4.7 1.7

(In percent of GDP)

Gross domestic investment 193 209 234 235 242 252 266
Gross national savings 209 251 232 237 244 252 243

Source: Institute of Macroeconomic Analysis and Development (IMAD).

1/ IMAD estimates as of December 1999,
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Table A2. Slovenia: Inflation

CFP1 Conitrolled Unit Values PPI
Total Goods Services Prices Exports Imports
(In percent, end-of-period)
1993 229 20.0 364 349 4.3 -10.0 17.0
1994 19.5 19.4 20.1 154 7.9 1.8 18.9
1995 9.0 7.1 15.9 10.0 20.6 16.6 82
19%6 9.0 8.0 122 84 0.8 -1.1 6.1
1997 8.8 85 9.8 16.9 0.8 9.6 7.1
1998 6.5 56 9.3 11.1 -0.2 27 3.8
1999 8.0 78 8.8 9.1 -8.7 -8.6 3.5
{In percent, monthly rate)

Mar-93 56.1 57.0 662 24.9 03 4.4 44.1
Jun-93 307 294 48.6 23.8 -4.3 -8.6 16.9
Sep-93 24.6 223 380 29.9 9.0 -14.8 136
Dec-93 231 200 37.9 349 4.3 -12.1 17.0
Mar-94 21.1 18.7 30.9 223 2.5 -5.6 154
Jun-94 224 213 27.1 19.7 6.2 -1.2 17.9
Sep-94 221 20.5 25.0 15.7 11.6 7.7 186
Dec-94 204 19.6 202 154 16.9 146 18.9
Mar-95 19.1 19.0 204 15.6 26.6 230 17.0
Jun-95 14.8 14.1 18.1 12.2 243 20.4 14.9
Sep-95 11.6 10.0 18.1 13.5 148 106 116
Dec-95 9.1 7.1 16.9 10.0 15.8 11.3 82
Mar-96 8.7 6.6 16.8 12.9 3.1 0.0 7.1
Jun-96 10.9 9.3 16.7 16.4 -1.9 4.2 6.8
Sep-96 10.3 9.0 151 10.3 0.6 -1.5 7.1
Dec-96 9.5 8.5 12.7 84 -3.3 -3.3 6.1
Mar-97 82 74 10.4 7.7 -10.3 9.8 54
Jun-97 7.6 6.8 10.1 152 -3.3 9.3 58
Sep-97 8.8 84 9.9 18.6 -11.6 -113 6.2
Dec-97 8.9 8.5 10.2 16.9 -8.3 -8.3 7.1
Mar-98 9.1 8.6 114 183 2.7 -5.6 7.6
Juon-98 36 8.0 10.7 12.8 0.1 -2.3 6.6
Sep-98 7.4 6.6 10.1 9.3 35 12 6.1
Dec-98 6.6 58 9.4 11.1 1.7 -2.1 3.8
Mar-99 5.1 4.6 6.7 8.8 -5.5 6.8 1.8
Jun-99 43 37 6.1 62 -11.4 -10.8 1.5
Sep-99 7.5 7.2 g5 20 -12.3 -102 1.9
Dec-99 8.0 7.8 8.8 9.1 35
Jan-00 7.8 4.1

Sources: Bank of Slovenia; and Institute of Macroeconomic Analysis and Development.
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Table A3. Slovenia: Labor Market Indicators

1993 1994 1995 1996 1997 1998 1999 1/

Unemployment rate
Registered 14.4 14.4 13.9 13.9 i4.4 14.5 13.0 2/
Labor force survey (1ILO} 9.1 2.0 1.4 7.3 7.1 7.9 74
Employment rate 3/ 85.4 855 86.0 86.1 85.6 85.5 87.0 2/

Monthly average net wages :
Overall economy 526 283 18.6 14.8 114 9.5 88 4

Manufacturing 48.6 30.7 17.5 14.2 11.7 10.6

Public Administration 55.7 18.7 13.2 15.9 10.9 1.5
Unit labor costs 2/

Nominal 98 6.9 7.2 5.9

Real 3/ -3.1 0.1 1.1 -0.1

Source: Institute of Macroeconomic Analysis and Development.

1/ Latest actual.

2/ November 1999.

3/ Labor Force Survey.

4/ October 1999.

5/ In manufacturing,

6/ Deflated by the producer price index.
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Table A4. Slovenia: Summary of Gencral Government Operations

STATISTICAL APPENDIX

1993 1994 1995 1996 1997 1998 1999 2000
Budget  Actual 1/ Budget
(biflions of SIT)
TOTAL REVENUE 641 804 958 1,092 1,223 1,398 1,574 1,580 1,729
Tax revenue 603 173 916 1,032 1,156 1,303 1,480 1,499 1,625
Taxes on [ncome and Profits 105 - 141 160 197 228 253 283 274 308
Social Security Contributions 275 317 363 376 401 448 49 497 537
of which Pension fund 193 238 283 278 289 324 356 ) 400
Health fund 85 96 114 138 154 172 188 206
Domestic taxes on goods and services 187 240 298 349 412 480 581 599 635
Taxes on inlernational trade 51 64 78 7 58 47 44 46 40
Payroll, property and other taxes 4 10 17 33 57 74 81 82 104
Nontax revenus 37 29 39 57 61 88 90 80 83
Capital revenue 1 2 2 2 4 4 4 6 11
Other revenue 0 0 1 1 2 2 0 4 10
TOTAL EXPENDITURE 628 803 957 1,084 1,257 1,423 1,600 1,612 1,769
Current expenditure 289 353 421 487 564 642 722 699 783
Salaries and wages 131 154 194 234 285 313 344 340 375
Central and local governments 58 61 67 82 97 104 119 117 126
Other public institutions 73 93 127 152 188 208 225 224 249
Expenditures on goods and services 137 17 201 220 243 277 311 297 334
Central and local governments 50 62 76 78 90 106 124 129 147
Other pablic institutions 88 109 125 142 153 171 188 168 187
Interest Payments 13 27 26 31 35 42 56 51 62
Reserves 2 1 1 P 2 i1 10 11 12
Current transfers 290 30 443 489 571 641 7z 743 791
afwhich:  Subsidies 38 36 42 33 40 49 57 63 68
Transfers to houscholds 247 327 392 444 519 574 638 646 698
Capital expenditure 40 50 57 64 68 82 96 111 125
Capitat transfers 10 30 36 44 54 58 71 59 !
GENERAL BALANCE 13 0 1 8 -34 -26 -26 23 -40
Lending minus repayments -4 -4 2 -3 1] 4 -3 0 0
Net Lending 4 4 6 13 16 i0 3 10 3
Revenues from privatization 2/ 0 0 9 10 16 14 0 9 4
OVERALL BALANCE 8 -4 3 5 -34 .22 -29 =23 -40
FINANCING (NET) -8 4 -3 -5 34 22 29 23 40
Total berrowing 6 -2 -5 11 3z 36 37 50 39
Foreign 8 6 6 23 20 11 61
Domestic -3 -8 -12 -12 12 24 -11
Changes in cash deposits (increase = +) 14 -6 -2 17 -2 14 S 26 2
Memorand um item
Surplus/Deficit (priv. reccipts as financing) 8 -4 -3 -5 =50 -35 =29 -33 -44

Source: Ministry of Finance of the Republic of Slovenia.

1/ As of January 2004,
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Table AS. Slovenia: Summary of General Government Operations

STATISTICAL APPENDIX

1993 1994 1995 1994 1997 1998 1999 2000
Budget  Actual I/ Budget
{percent of GDP)
TOTAL REVENUE 447 43.4 43.1 427 42.1 431 43.8 44.5 43,7
Tax revenue 42.0 41.7 41.2 40.4 39.8 40.2 41.2 419 41.1
Taxes on Income and Profits 7.3 7.6 7.2 17 78 18 79 7.7 7.8
Sacial Security Contributions 19.2 17.1 16.3 14.7 13.8 13.8 13.7 13.9 13.6
Domeslic taxes on goods and services 11.7 13.0 13.4 13.7 14.2 14.8 16.2 16.8 16.1
Taxes on intermational trade 3.6 3.5 35 3.0 2.0 1.5 1.2 1.3 140
0.3 0.6 0.7 1.3 2.0 2.3 23 2.3 2.6
Nontax revenue 2.6 1.6 1.8 2.2 2.1 2.7 25 22 2.1
TOTAL EXPENDITURE 438 43.4 43.1 424 43.2 43.9 44.6 45.1 4.7
Current expenditure 20.1 19.0 19.0 19.1 19.4 19.8 20.1 19.6 19.8
Salaries and wages 9.1 g3 8.7 9.2 9.8 9.5 9.6 9.5 95
Expenditures en goods and scrvices 9.6 9.2 9.0 8.6 8.4 8.5 8.7 B3 8.4
Interest Payments 1.3 1.5 1.2 12 12 L3 1.6 1.4 1.6
Reserves 0.1 0.1 a.l Q.1 0.1 a3 0.3 a3 0.3
Cusrent transfers 20.2 20.0 19.9 12.1 19.6 19.8 19.8 20.8 20,0
of which:  Subsidies 2.6 2.0 L9 1.4 14 15 L6 1.8 1.7
Transfers to houscholds 17.2 17.7 17.6 17.4 17.9 17.7 17.3 18.1 17.7
Capital expenditure 28 2.7 26 25 23 2.5 27 31 3.2
Capital transfers 0.7 1.6 1.6 1.7 1.8 1.8 2.0 1.7 1.8
GENERAL BALANCE 0.9 0.0 0.0 0.3 -1.2 -0.8 -0.7 -0.6 -1.0
Lending minus repayments 0.3 0.2 0.1 0.1 0.9 0.1 «0.1 0.0 0.0
Net Lending, 0.3 0z 4.3 0.5 0.6 .3 0.1 03 0.1
Revenues from privatization 0.0 0.0 04 0.4 0.5 0.4 0.0 0.3 0.1
OVERAIL BALANCE 0.6 -0.2 0.1 0.2 -1.2 0.7 -0.8 0.7 -1.0
FINANCING (NET} -0.6 02 -0.1 -0.2 1.2 0.7 0.8 0.7 1.0
Total borrowing 0.4 -0.1 -0.2 0.4 11 11 1.0 1.4 1.0
Foreign 0.6 03 03 0.9 0.7 0.3 0.0 1.7 0.0
Domestic -0.2 -4 -0.5 0.5 0.4 0.8 0.0 -0.3 0.0
Changes in cash deposits (increase = +) 1.0 -0.3 -1 0.6 -0.1 0.4 0.2 0.7 2.0
Memorandum items
Surplus/Deficit (priv. receipts as financing) 0.6 -0.2 -0.2 02 -1.7 -1.1 0.8 0.9 -1.1
Nominal GDP 1,435 1,853 2,221 2,555 2,907 3,243 3,592 3,574 3,955

Source: Ministry of Finance of the Republic of Siovenia.

1/ As of January 2004



Table A6. Slovenia: Balance Sheet of the Bank of Slovenia

1993 1994 1995 1996 1997 1998 1999
March June Sep. Dec. March June  Sep. Now.
{(In billions of tolars)

Assets 1401 2402 3124 3641 597.7 603.7 663.0 6402 6187 730.1 6740 6511 669.6

Foreign Assets 1040 190.1 2509 3298 5593 35615 6244 6016 5941 6305 6310 5961 6259
Of which :

Convertible foreign exchange 103.9 177.0 2294 3250 5523 5534 6166 5942 5865 6813 6213 5860 6158
Investment in foreign treasury bills 67 116 263 547 1871 2220 23735 2596 3219 3594 4169 4072 4152

Claims on general government 186 157 142 151 151 182 152 150 154 159 162 166 158

Claims on deposit money banks 160 259 431 157 181 198 138 130 3.9 199 235 348 243
Of which: Lombard 0.4 0.0 0.1 0.2 0.0 0.0 13 0.0 0.0 11 02 1.0 0.6

Liguidity loans 136 138 7.7 13 0.0 0.0 1.6 0.5 0.0 74 119 Lo L5
Repurchase agreements 1.5 126 168 136 137 194 97 120 35 110 109 255 175

Liabilities 1401 2402 3124 3641 597.7 603.7 6630 6402 6187 7301 674 6511 669.6

Reserve money 502 791 991 1145 1407 1381 1508 1576 1675 1650 1812 1871 1845
Of which: Currency outside banks 346 506 639 7Tl4 857 R04 944 985 1047 1056 1182 1160 1170

Deposit money banks' deposits 156 285 352 431 551 377 Sed 550 629 594 630 TL1 675

Other demand deposits 0.9 L1 1.4 1.6 2.1 33 2.7 42 35 4.4 36 4.5 3.8

Bonds 504 928 1267 1784 3650 3774 3978 3902 3625 3891 3426 3273 3465

Import and restricted deposits 0.4 1.8 1.9 0.9 23 20 163 2.7 43 47 4.5 46 4.5

Foreign liabilities 1.5 0.9 0.5 0.2 0.1 0.2 0.1 0.1 0.2 0.1 0.2 02 0.2

Central government deposiis 60 274 475 223 231 146 261 249 185 902 545 376 334

Capital acconnts 243 258 311 419 581 575 573 371 574 544 547 549 551
Of which: SDR allocation 4.6 4.7 4.3 5.2 5.8 39 59 5.5 5.8 6.1 6.4 6.6 6.8

Crher itens (net) 49 03 0.6 0.7 I.l 36 1.7 73 04 184 295 313 380

Memorandum items:

Reserve money 502 79.0 991 1145 1407 1381 150.8 1576 1675 165.0 1812 1371 1845
NFA 1025 1891 2303 3296 5392 5613 6244 6015 5939 6904 6308 59592 625.7
NDA -523 -1100 -151.3 -2150 4185 -4232 -473.6 -443.9 4264 -5254 -4496 4088 4412

{Annual percentage change)

Reserve money prowth 385 576 252 156 229 202 207 249 191 195 202 187 170
Ceontributions to growth:

NFA 8§74 1726 773 80.0 2005 1527 1352 441 247 93.5 43 35 6.6
NDA -48.9 -1150 -52.1 -644 -177.6 -132.5 -1146 -13.1 5.6 740 159 223 104

Source: Bank of Slovenia.

-'[L-
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Table A7. Slovenia: Monetary Survey

1993 1994 1995 1996 1997 1998 1999
November

(In billions of 1olars, end of period)

Net Foreign Assets 95.0 2693 335.1 4572 636.9 6G3.8 693.1
Assets 240.2 4294 52255 663.8 8432 884.0 949.6
Bank of Slovenia "104.0 190.1 250.9 3298 5593 594.1 625.9
Banks 188.8 291.0 3017 3652 3163 3228 338.1
Less Claims on NBY -52.6 -51.7 -30.1 -31.1 -32.3 -33.0 344
Liabilities -141.2 -160.1 -1874 -206.6 -206.4 -215.1 -256.5
Bank of Slovenia -15 09 -0.5 0.2 -0.1 0.2 0.2
Banks -1396 -1592 -186.9 -206.4 -206.3 2150 -256.3
Net Domestic Assets 4113 459.8 596.4 674.7 763.2 10158.1 1188.0
Claims on government (net) 2209 2434 2833 2620 312.0 359.6 365.6
Credit 2269 2705 3308 3349 388.0 4233 44592
Central Government 18.8 15.6 153 15.5 157 16.0 16.5
Other General Government 208.1 2552 315.5 3194 3723 407.3 4327
Deposits 6.0 274 -47.5 -72.9 -76.0 637 -83.5
Claims on enterprises 2612 3259 433.6 309.6 570.2 736.8 810.5
Claims on individuals 352 91.6 160.5 207.2 240.9 302.8 4357
Claims on nonbanks financial institutions 20 5.5 12.7 94 124 204 412
Claims en National Bank of Yugoslavia 526 51.7 30.1 311 323 33.0 344
Bonds -31.1 -36.8 -57.1 =522 -66.8 -73.2 -64.3
Restricted Deposits -15 -6.1 -5.7 4.0 -54 -8.5 -8.0
Other items (net) -1476 -215.5 -261.0 -288.5 -3324 -351.7 4272
Broad Money (M3} 5103 729.1 931.5 11319 1400.0 1588.0 1881.1
Currency 327 473 60.0 66.8 78.1 937 103.0
Demand deposits 803 117.0 141.3 164.9 190.1 236.7 264.1
Bank of Slovenia 0.9 1.1 14 16 21 35 33
Banks 794 1159 140.0 163.3 1879 2332 260.2
Quasi money 3973 564.8 730.2 900.2 1131.8 1357.6 15139
Tolar deposits 1870 319.3 404.8 515.8 7272 929.5 1614.1
Foreign curency deposits 2103 245.5 3254 3844 404.7 428.1 499.8
(Annual percentage change)
M1 (= currency + demand deposits) 433 453 225 151 15.7 232 18.7
M2 (= M1 + tolar deposits) 62.6 61.8 259 218 341 254 135
M3 (=M2 + foreign currency deposits) 63.2 433 281 2035 243 19.8 152
(In percent)

Contributions 10 M3 growth
Net foreign assets 147.6 172.0 24.4 364 393 5.0 0.8
Net domestic assets 513 11.8 297 15.1 13.1 33.3 26,7

Source: Bank of Slovenia,
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Table AB. Slovenia: Balance of Payments

1993 1994 1995 1996 1997 1998 1999

Jan-Nov
(In millions of U.S. dollars)
Current account 192 600 23 39 37 -4 -463
Trade balance -154 -338 -954 -882 772 =775 -081
Exports fo.b 6,083 6,830 8,350 8,370 8,407 9,095 7,902
Imports f.0.b. 6,237 -7,168 9,305 -9,252 -9,179 -9,870 -8,882
Services 375 676 631 704 590 514 322
Exports 1,393 1,804 2,023 2,127 2,043 2,047 1,778
of which: travel 734 ©oo911 1,082 1,230 1,188 1,117 463
Imports -1,017 -1,129 -1,392 -1,423 -1,453 -1,534 -1,456 -
Income, net -51 170 210 155 131 146 87
Current transfers, net 22 92 91 62 88 112 110
Capital and financial account -90 121 404 540 1,184 9 315
Direct investment, net 111 131 170 178 295 154 38
Portfolio investment, net 3 -33 -14 637 236 S0 371
Other investment, net =209 27 264 =270 658 -249 03
Government 79 82 130 -74 -5 22 18
Non government -287 -55 134 -196 662 -227 -111
Bank of Slovenia -14 -103 =70 129 -9 -5 -6
Private sector -274 49 204 -324 671 222 -106
Net errors and omissions 10 =77 -145 8 66 ] | 47
Overall balance 112 645 235 587 1,287 158 -100
Change in official reserves -112 645 =235 =587 -1,287 -158 100
{Percentage change)
Memorandum items:
Merchandise exports 9.0 12.3 223 0.2 0.4 82 -5.6
Merchandise imports 59 149 29.8 0.6 0.8 7.5 -1.7
Tourism receipts 9.4 241 18.8 13.6 34 -6.0 -9.9
(In percent of GDP)
Trade balance -1.2 2.3 =51 4.7 -4.2 4.0
Current account 1.5 42 0.1 0.2 02 0.0
Capital and financial account 1/ 0.6 0.8 22 29 6.5 0.0
Change in official reserves -0.9 4.5 -1.3 -3 -1.1 0.8
(In millions of U.S. dollars, end of period}
Foreign exchange reserves
Bank of Slovenia 770 1,480 1,802 2,279 3,297 3,573 3,073
(in months of MGNFS) 13 2.1 20 2.6 37 38 36
Deposit money banks 796 1,283 1,624 1,845 1,080 1,209 1,105
(in months of MGNFS) 13 19 18 2.1 1.2 1.3 1.3
(In billions of 11.8. dollars)
Gross domestic product 12.67 14.38 18.74 18.88 18.21 19.52

Source: Bank of Slovema.

1/ Data for 1996 exclude debt issued following the 1988 New Financing Agreement.
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Table A9. Slovenia: Direction of Trade Exports

1993 1994 1995 1996 1997 1998 1999
Jan-Nov
(In millions of U.S. dollars)
EU 3,847 4430 5575 5367 5320 5928 5,205
of which:
Austria 303 373 535 551 565 621 573
France 528 586 681 598 463 748 442
Germany 1,798 2,068 2508 2,545 2459 2572 2,417
Italy 756 923 1,212 1,103 ~ 1,248 748 1,093
United Kingdom 148 208 229 162 150 161 155
EFTA 1/ 65 75 87 83 87 98 102
of which: Switzerland 52 58 71 68 70 78 80
CEFTA 2/ 261 308 403 451 504 608 563
Czech and Slovak Republics 86 113 184 204 204 223 199
Hungary 88 99 115 105 120 141 133
Poland 87 96 105 142 155 181 173
Others 1,910 1965 2251 2410 2458 2416 1,968
of which:
US.A 216 250 261 246 243 230 237
Former U.S.S.R. 298 316 375 390 432 307 165
Countries of former SFRY 964 1,040 1,209 1385 1,387 1,287 1,190
of which: Croatia 739 738 891 855 837 815 626
Total 6,083 6,828 8316 8,310 8,369 9,051 71,839
(In percent)
EU 63.2 65.6 67.0 64.6 63.6 65.5 66.4
of which:
Austria 5.0 55 6.4 6.6 6.8 6.9 7.3
France 8.7 8.6 8.2 12 5.5 83 5.6
Germany 29.6 30.3 30.2 30.6 29.4 28.4 30.8
Italy 12.4 13.5 14.6 13.3 14.9 83 13.9
United Kingdom 24 3.0 2.8 1.9 1.8 1.8 20
EFTA 1.1 1.1 1.0 L0 L0 1.1 1.3
of which: Switzerland 0.9 0.8 0.9 0.8 08 0.9 1.0
CEFTA 4.3 4.5 4.8 5.4 6.0 6.7 7.2
Czech and Slovak Republics 1.4 17 22 2.5 24 2.5 2.5
Hungary 14 14 1.4 13 14 1.6 1.7
Poland I4 14 L3 1.7 1.9 2.0 22
Others 31.4 288 271 29.0 294 26.7 25.1
of which:
US.A 3.6 37 3.1 3.0 29 2.5 3.0
Former U.S.5.R. 4.9 4.6 4.5 4.7 52 34 2.1
Countries of former SFRY 15.8 15.2 14.5 16.7 16.6 4.2 15.2
of which: Croatia 12.1 10.8 107 10.3 10.0 2.0 8.0
Total 100.0 1000 1000 106.0 100.0 100.0 100.0

Sources: Statistical Office and Bank of Slovenia.

1/ EFTA countries are Iceland, Liechenstein, Norway and Switzerland.
2/ CEFTA countries are Bulgaria, Czech Republic, Hungary, Poland, Romania and Slovakia.
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Table A10. Slovenia: Direction of Trade, Imports (c.1.f)

1993 1994 1995 1996 1997 1998 1999

Jan-Nov
{In millions of U.S. dollars)
EU 4266 5,052 6,532 6,360 6312 7017 6,240
of which:
Austria 553 756 919 835 789 302 732
France 522 613 798 925 980 1,258 993
Germany 1,626 1,734 2206 2,044 1936 2,089 1,833
Italy 1,051 1,258 1,611 1,593 1,558 1,697 1,537
United Kingdom 103 130 190 208 241 233 266
EFTA 1/ 135 188 237 249 194 208 199
of which: Switzerland
Switzerland 127 154 199 178 162 172 183
CEFTA 331 451 634 6l6 705 778 759
Czech and Slovak Republic 152 236 329 329 337 354 340
Hungary 165 193 267 239 293 244 243
Poland 14 22 38 48 58 78 100
Others 1,769 1,613 2,08 2197 2,155 2,108 1,858
of which: :
Japan 125 126 157 163 161 175 178
U.S.A. 188 197 291 325 287 296 269
Former US.SR. 217 169 275 236 284 210 174
Countries of former SFRY 696 584 671 709 594 593 520
of which: Croatia 595 498 576 590 466 432 404
Total imports 6,501 7,304 9492 5,421 9366 10,111 9,056
{In percent)
EU 65.6 69.2 68.8 67.5 674 694 68.9
of which:
Austria 8.5 10.4 97 8.9 84 79 2.1
France 80 84 8.4 98 10.5 12.4 11.0
Germany 250 237 23.2 21.7 20.7 20.7 20.2
Ttaly 16.2 17.2 17.0 169 16.6 16.8 17.0
United Kingdom 1.6 1.8 20 22 26 2.3 29
EFTA 1/ 2.1 2.6 25 2.6 2.1 21 22
of which: Switzerland 20 21 21 1.9 1.7 1.7 2.0
CEFTA 51 6.2 6.7 6.5 7.5 7.7 84
Czech and Slovak Republic 23 32 3.5 3.5 3.6 3.5 3.8
Hungary 2.5 25 2.8 2.5 3.1 2.4 27
Poland 0.2 0.3 0.4 0.5 0.6 0.8 1.1
Others 27.2 221 22.0 233 23.0 20.8 205
of which:
Japan 1.9 1.7 1.7 1.7 1.7 1.7 2.0
US.A. 29 2.7 3.1 34 3.1 29 3.0
Former U.S.SR. 3.3 23 29 2.5 3.0 2.1 1.9
Countries of former SFRY 10.7 8.0 7.1 7.5 6.3 59 57
of which: Croalia 9.2 6.8 6.1 6.3 5.0 43 4.5
Total imports 100.0 100.0  100.0 1000 100.0 100.0 100.0

Sources: Statistical Office and Bank of Slovenia.

1/ EFTA countries are Iceland, Liechenstein, Norway and Switzerland.
2/ CEFTA countries are Bulgaria, Czech Republic, Hungary, Poland, Romania and Slovakia.
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Table A11. Slovenia: Social Indicators

Latest single year, 1992-97

Slavenia European Union
AGE STRUCTURE OF THE POPULATION (in percent of total population)
Population 0-14 years old 17.4 18.9
Population 15-64 years old 70.2 66.8
Population 65 and over years old 12.8 14.3
SOCIAL INDICATORS
Health
Life expectancy at birth, female, in years 78.6 81.0
Life expectancy at birth, males, 1 years 71.0 74.1
Infant mortality rate, per 1,000 live births 5.2 52
Practising physicians per 1,000 population 22 32

Education

Gross enollment ratio
Primary level
Secondary level
Tertiary level

Public Expenditure
Health

Education

(in percent of relevant age group)

97.9 105.5 1/2/
91.7 1173 1/3/
36.4 48.8 1/
(in percent of GDP)
7.1 6.1 1/

5.8 561/

Sources: 1999 OECD Health Database CD-ROM; 1999 World Development Indicators CD-ROM,

‘World Bank.

1/ Luxembourg not included in these aggregates.

2/ Net enrollment ratios exceeding 100 indicate discrepancies between the estimates of school-age

population and reported enrollment data.

3/ In some of the EU countries, it includes training for the unemployed.
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FOR IMMEDIATE RELEASE 700 19" Street, NW
March 16, 2000 7 Washington, ©. C. 20431 USA

IMF Concludes Arﬁcle v Cohsultation with Slovenia

On March 3, 2000, the Executive Board concluded the Article IV consultation with Stovenia.’

Background

Slovenia is among the most successful transition economies of central and eastern Europe. The
budget has historically been in broad balance (although small deficits have emerged since
1997} and public debt is low {25 percent of GDP at end-1999, including debt of the former
Socialist Federal Republic of Yugoslavia assumed by Slovenia). From the outset of transition,
monetary policy has been oriented towards reducing inflation in a framework of a managed float
of the tolar and domestic monetary targeting (initially base money and, since 1997, broad
money). Inflation has decelerated, dropping below the 5 percent mark in early 1999. Growth has
averaged around 4 percent in the 1990s, largely driven by exports. The economy is very open
tc trade and increasingly integrated with western Europe (exports amount to almost 50 percent
of GDP, and more than two-thirds are absorbed by the EU). Competitiveness is strong; the
export sector is diversified and its market share has been increasing; and the current account
has historically been in balance or surplus.

Developments in 1999 were shaped by changes in the external environment and temporary
domestic factors. The slowdown in western Europe, the economic difficulties in Croatia
(Slovenia’s fifth largest trading partner), and—to a much lesser extent—the crisis in Russia
were reflected in lower exports (down 4.4 percent in the first three quarters of 1989 relative to
the same period in 1998). The effect on activity was mostly offset by a temporary surge in
domestic demand ahead of the introduction of the VAT in July: thus, real GDP growth in 1999 is
estimated to have been only marginally below 1998, at 3 % percent, and unemployment

"Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country’s economic developments and policies. On
retumn to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. In this PIN, the main features of the Board's discussion are described.

Washington, D.C. 20431 e« Telephone 202-623-7100 & Fax 202-623-6772 » www.imf.org
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declined to 7.4 percent. The effects of iower exports and the surge in domestic demand on the
balance of payments, however, went in the same direction, and the current account recorded a
deficit of 3 percent of GDP. The drying up of financial flows to emerging markets implied that
this deficit was partly financed by a drop in official reserves, which, however, still stood at
US$3.1 billion (3% months of imports) at year-end. CPI inflation fell to 4.3 percent in the year to
June 19899, largely due to continuing wage moderation. However, the introduction of the VAT
had a major impact (some 3 percentage points) on the price level, and the CPIl ended the year 8
percent higher than at end-1998. ‘ '

Policies were adjusted to accommodate the changing macroeconomic environment while
maintaining domestic and external stability. After a sizeable tightening in 1998, the fiscal stance
remained on a more or less even keel in 1999. Expenditures increased, following the trend of
recent years, but were offset by the change in composition of aggregate demand towards
domestic consumption, and the general government deficit remained unchanged at 0.7 percent
of GDP. Within the confines of a target for annual M3 growth of 16-24 percent, monetary policy
was adjusted flexibly to the changing conditions. in the early part of the year, the Bank of

- Slovenia aliowed the exchange rate to depreciate somewhat faster than in 1998, refrained from
sterilization, and accommodated liquidity pressures (that arose partly as a result of a surge in
demand for cash ahead of the introduction of the VAT), leading to a decline in interest rates. In
the second half, to nip inftationary expectations in the bud, the Bank of Slovenia tightened its
policy stance, which reversed the decline in interest rates, stabilized the exchange rate, and
brought average annual fourth quarter M3 growth—the definition of the target—to 16 percent,
the bottom of its target range.

The economic policy environment in Slovenia is changing fundamentally as a result of a
significant acceleration of structural and institutional reforms. The implementation of the EU
Association Agreement in February 1999 and the new Foreign Exchange Law in September
1999 liberalized most capital controls and dismantled the barriers to foreign bank branches.
Furthermore, the successful introduction of the VAT in mid-1999, the adoption of the pension
law, and progress in a number of budgetary and treasury reforms were major steps towards
rationalizing the structure of public finances. These measures enhanced Stovenia’s credibility
and were recognized by the European Commission in its October 1989 Regular Report.

Executive Board Assessment

Executive Directors noted that Slovenia had established a track record of prudent
macroeconomic policies, which had contributed to successful disinflation, external stability, and
international credibility. Structural reform efforts, on the other hand, had been much more
gradual, leading over time to a backlog of delayed reforms. Against this background, Directors
strongly welcomed the recent acceleration of structural reforms, which would boost the
economy’s potential growth rate and prepare it for membership in the European Union.

Directors endorsed the stance of financial policies for 2000. Given the prospects of a
gradual acceleration of real GDP growth in 2000-01, they stressed that Slovenia’s financial
policies must signal unambiguously to market participants the authorities’ strong commitment to



-3

continued disinflation and the maintenance of a sustainable external position. Directors feit that
the mix of a broadly unchanged fiscal stance and a slightly tighter monetary stance, as
established in the monetary policy targets for 2000, was appropriate. They stressed that the
authorities should stand ready to tighten the fiscal stance should the pace of recovery exceed
significantly current expectations, or capital inflows increase substantially. Directors alsc hoped
wage moderation would continue to play a key role in safeguarding the successes in
disinflation.

Looking to the medium term, Directors agreed that the recent structural reforms and the
process of harmonization with the European Union, particularly as regards capital flows and
financial sector liberalization, would bring significant benefits, but would also present new
chalienges for economic policy. They would make the conduct of monetary policy more difficult,
increase risks to the financial sector, place a heavier burden on fiscal policy, and require greater
flexibility in the labor market. Directors considered that the current macroeconomic situation and
- stable capital account provided a propitious opportunity for the authorities to start tackling these
challenges in a decisive manner.

Directors agreed that the flexible exchange rate system had served Slovenia well in
recent years, and supported the authorities’ intention to continue with this regime until European
Union requirements made a change necessary. They encouraged the monetary authorities to
focus on the goal of disinflation. Directors pointed out that the significant liberalization of capital
flows last year, and the planned abolition of all capital conirols by 2002, would expose the
capital account to greater potential volatility than in the past. Greater nominal exchange rate
flexibility was therefore in all likelihood inevitable, but it might also help deter short-term inflows.
in the event of substantia! capital inflows, Directors cautioned against reversing the recent
liberalization measures, and recommended instead that fiscal policy should be used more
actively to support monetary policy in maintaining external balance.

Directors urged the authorities to proceed without delay with the privatization of the two
state-owned banks in a manner that would promote transparency, efficiency, and greater
competition. The first step would be for the government to announce a precise plan and
timetable for the divestment of its shares in these banks.

Directors urged the govemment to move toward a comprehensive medium-term
expenditure policy, aimed at a reduction in the level and improvement of the structure of
spending, including through improved targeting of social transfers to channel them to the truly
needy, and far-reaching health system reform. They praised the government’s initiative in the
area of budget management, and urged greater efforts in the reform of public administration and
employment. Directors also welcomed the long-awaited pension reform, although it would not
provide a lasting solution for the finances of the social security system.

Directors noted that the centralized and partially-indexed wage determination system in
Slovenia had played an important role in ensuring wage moderation. Nonetheless, Directors felt
that the legislative framework of the labor market was too restrictive. They urged the authorities
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to take liberalization steps in this area, and recommended moving toward forward-looking
indexation, in order to accelerate further the disinflation process.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (i) following
policy discussions in the Executive Board at the decision of the Board. As part of a pilot project, the staff
report for the 1999 Article IV consultation with Slovenia is also available.




Slovenia: Selected Economic Indicators

1994 1995 1996 1997 1998 . 1999 1/ 2000
Estimates Staff
Projections
Real economy
Real GDP (percentage change) 5.3 41 35 4.6 3.9 38 4.0
Unemployment rate (in percent)
Labor force survey (ILC definition) 9.0 74 73 74 7.9 7.4 74
Registered unemployed 2/ ’ 14.5 14.06 139 144 14.5 13.0 3/ 12.5
Consumer prices (percentage change, end of period) 19.5 9.0 9.0 88 6.5 3.0 4.0
Real wages (percentage change, period average) 6.0 4.7 4.4 2.9 1.5 23 3 2.5
Gross national saving (in percent of GDF) 251 232 237 244 252 243 26.0
Gross domestic investment (in percent of GDP) 209 234 23.5 24.2 252 266 283
Public finance (percent of GDP)
General government balance 4/ -0.2 0.1 0.2 -1.2 -0.7 0.7 -1.0
of which: privatization receipts 0.0 04 04 0.5 04 0.3 01
General government debt 18.5 18.7 229 23.6 239 25.3 254
Money and credit (end of period, percent change) 5/
M3 50.8 323 194 238 209 151
Real credit to the private sector 9.0 254 9.9 4.5 18.8 17.1 3/
Interest rates (percent)
Nominal interbank interest rate (overnight) 28.6 12.0 13.8 9.6 74 7.1
Nominal lending rates 18-39 22-25 21-24 19-21 14-17 13-17
Nominal deposit rates 28-32 15-19 13-17 13-16 10-14 10-13
Balance of payments
Trade balance (percent of GDP) 2.3 -5.1 -4.7 4.2 4.0 -5.9 =53
Current account balance (percent of GDP) 4.2 -0.1 0.2 0.2 0.0 3.0 23
Gross Official reserves (US$ billion) 6/ 1,480 1,802 2,279 3,297 3,573 3,059 3,266
Reserve cover (months of imports of GNFS) 21 2.0 26 37 38 32 33
Exchange rates
Exchange rate regime Managed float
Present rate (Mar 10, 2000) SIT 208.6 per US$1
Nominal effective exchange rate (1995=100) 100.5 100.0 90.2 854 832 758
Real effective exchange rate (1995=100) 7/ 80.7 100.0 97.1 97.8 100.8 100.2

Sources: Slovene authorities; and Fund stafl caleulations and projections.

1/ TMF staff projections or latest actual.

2/ Statistical Office definition. The fall in unemployment in 1999 results from the reclassification of persons taking part in public work
schemes as employed, rather than unemployed as was the case until January 1999.

3/ November 1999.

4/ Official statistics: include privatization revenues in net lending. 1999 and 2000 balances are based upon the new budget classifications.
5/ The Bank of Slovenia's M3 growth target range for 1999 is 16-24 percent, computed as 1he daily average of the last quarter relative to the
same peried of past year. The end-1999 actual M3 growth on this basis is 16 percent.

6/ Excludes gold, SDRs, and IMF position.

7/ Based on the consumer price index.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

