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Foreword

The Autumn Report 2006 provides the analytical background and detailed
explanations to the autumn forecast of macroeconomic aggregates for the current
and next two years that were adopted by the government on 28 September 2006.
The Autumn Report does not revise the autumn forecasts, whose underpinnings are
explained in more detail below, but it does comment on data and documents that
were released subsequently, in October 2006. The Report also includes an estimate
of the main risks to the realisation of forecasts and a scenario of economic
developments beyond 2008.

The autumn forecast of economic trends is based on the IMAD s model and expert
estimates using the following source data: (i) first statistical data on economic growth
in the first two quarters of 2006, first annual estimate for 2005 and revised data for
2002-2004; as the official quarterly and annual national accounts data were not yet
mutually adjusted, the expected effect of this adjustment is taken into account in the
forecast; (ii) data on economic growth in the international environment for the first
half of 2006 and the expected or released international institutions’ revisions of
their autumn forecasts; (iii) consultations with other institutions that make forecasts
for Slovenia, and results of econometric models used in forecasting'; and (iv) detailed
data on the structure of consumer price trends for this year and revised expectations
regarding oil price trends.

The autumn forecasts of economic trends are based on the implemented or adopted
economic policy measures and budget realisation for 2006. The forecasts of the
government’s current and investment consumption in 2007 and 2008 are based on
the starting positions for proposed changes to the national budget for 2007 and the
draft budget for 2008. In addition to the already enforced phasing out of payroll tax,
whose expected positive effects on employment and economic growth were already
examined in the spring forecast this year, the autumn forecast 2006 also accounts
for the draft amendments to personal and corporate income tax laws that were
approved by the government in September 2006.

!'In the final phase of its preparation, the IMAD’s autumn forecasts of economic trends were presented to other
forecasting institutions (ARC BS, SKEP, EIPF — Economic Institute of the Faculty of Law, IER — Institute for
Economic Research). The forecasts also take into account the results of the model of leading indicators and the
IER’s economic model that is designed to evaluate the effects of economic reforms (September 2006).
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Main findings of the Autumn Report 2006

Economic growth in the first half of the year totalled 5% and was mainly underpinned
by the strong international environment, particularly in EU economies which
recorded their highest GDP growth in six years. The robust growth of foreign demand
stimulated the production of export-oriented manufacturing industries, notably the
chemical and metal industry and the manufacture of electrical and optical equipment.
It also accelerated the growth of related services, especially transport and business
services, and contributed to the strong growth of investment in machinery and
equipment that were additionally invigorated by the previously achieved high
capacity utilisation. Domestic factors supported the continued robust growth of
housing construction, whereas the second half of the year should see a substantial
pick-up in civil engineering. The vigorous economic activity was also reflected in
the labour market. Employment rose especially in construction and business services,
as well as in hotels and restaurants, transport, financial intermediation, metal and
machinery industries and some public services. Most short-term indicators of
economic trends and the business climate, both in Slovenia and in the majority of
EU countries, suggest that the business cycle reached its peak in the middle of the
year and that economies would gradually begin to lose momentum thereafter;
however growth has so far remained relatively strong, persisting above last year’s
levels. Given the expected slight slowdown towards the end of the year, economic
growth is forecast to total 4.7% in 2006, 0.5 of a percentage point more than
anticipated in spring.

International factors have also had a significant effect on consumer price rises this
year. The prices of liquid fuels, which followed the rising oil prices in international
markets, contributed 40% to inflation in the first nine months this year and were the
main reason for the upward revision of the spring forecast of average inflation from
2.1% to 2.7%. Prices that are not affected by external factors have again risen at a
stable rate this year, on average even below the spring expectations. The only group
that recorded a somewhat higher increase than projected in spring was food prices.
In our estimate, this was on one hand related to the fact that the positive downward
effects of EU accession on food prices, notably of non-seasonal products, have
started to lose impetus after two years. On the other hand, even the prices of food
which are normally prone to seasonal swings have recorded atypical monthly seasonal
dynamics this year. Despite these developments, Slovenia fulfilled the Maastricht
price stability criterion for the eleventh consecutive month, which shows that the
disinflation achieved by co-ordinated economic policies applied over the past three
years has been sustainable.

The fulfilment of the Maastricht convergence criteria required to adopt the euro, as
confirmed by the decision of EU institutions to admit Slovenia to the euro area, was
the main short-term economic policy goal that justified the legitimacy of measures
adopted by the government and the Bank of Slovenia in the Programme for Entering
the ERM II and Adopting the Euro in November 2003. The irrevocable tolar/euro
exchange rate was fixed in July 2006 at the level of the central parity (239.640
tolars for 1 euro), which was also used during Slovenia’s participation in the exchange
rate mechanism ERM II. The nominal exchange rate fluctuated marginally around
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the central parity throughout this period. The nominal exchange rate’s stability,
coupled with the relatively small differences between domestic price rises and rises
in the main markets, helped to retain the price competitiveness of Slovenia’s
manufacturing, while its cost competitiveness even improved owing to robust
productivity growth and the reduced tax wedge resulting from the effects of the
phased abolition of payroll tax.

Next year, the international environment will see a slight slowdown in economic
growth, which will also result in slower growth of Slovenia’s exports and, partially,
investment. Economic growth will hence decelerate but will remain stronger (4.3%)
than we expected in spring. External factors that have crucially determined the
dynamics and structure of economic growth and inflation this year will play less of
arole next year, while the economic policy measures and legislation adopted by the
government in 2006 are expected to produce stronger effects. The planned reduction
of personal income tax progressivity will provide an impetus for private consumption,
which is projected to accelerate by about 0.3 p.p. but still remain within sustainable
macroeconomic limits so as not to exacerbate the risk of the economy overheating.
On one hand, this development will be supported by the expected softening of the
robust growth of loans because the cutting of interest rates, characteristic of the past
four years, has come to a halt in the second half of 2006, mainly as a result of the
raising of interest rates in the euro area. On the other hand, the less progressive
personal income tax will result in relatively higher income for the group of people
with a higher propensity to save. As a result, most of their additional income will
flow to savings rather than consumption. The amended Corporate Income Tax Act,
which progressively reduces the tax rate from 25% to 20% by 2010 and raises the
tax relief for research and development, will still not result in significantly higher
investment in 2007 due to the abolition of the general investment relief. The effects
of this law will become more visible in 2008. Both in 2006 and the next two years,
however, investment activity, along with employment, will continue to benefit from
the gradual abolition of payroll tax (adopted in 2005), which will be phased out
completely in 2009. The adopted changes in tax legislation are also expected to
enhance incentives for employment, which will be additionally reinforced by the
legislative changes in the area of unemployment benefits and financial social
assistance that have tightened the eligibility criteria and made them more conditional
on claimants’ readiness to accept offered employment. Combined with the effects
of the government’s draft law, according to which all social transfers should only be
adjusted for consumer price rises in future and no longer tied to wage growth, this
will create new incentives for the employment of less qualified people.

Due to the effects of the adopted tax legislation changes on general government
revenue in 2007, the proposed amendments to the 2007 budget include the raising
of various excise duties. While this measure will enable the government to reduce
the general government deficit, it will also cause a temporary increase in inflation.
The effect of the planned rises in excise duties is projected to total around 0.6 p.p.
As a result, inflation will on average not drop significantly below this year’s level
in 2007, when the effect of external factors is expected to be minimal, based on the
assumed oil price. The main risks to the realisation of the autumn inflation forecast
for 2007 are associated with the potential pressures on consumer price rises arising
from the launching of the euro at the beginning of the year and the electricity market’s
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liberalisation in July. The probability of these risks being realised (which would
result in 0.4 p.p. higher inflation) is estimated as low and is therefore not included
in the baseline forecast. Inflation is projected to gradually ease off towards 2.2% in
2008, which equals the medium-term forecast of consumer price rises. Maintaining
Slovenia’s price stability and preventing any deterioration in relative prices in
comparison with its trading partners will be vital to sustain the competitiveness of
Slovenia’s economy in the forthcoming years. Apart from safeguarding the counter-
inflationary macroeconomic policies, this goal will have to be supported by continued
structural reforms, particularly liberalisation and the creation of competitive
conditions in sectors that are still state-regulated or monopolised.
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The spring forecasts of world economic growth in 2006 and 2007 have been revised
upwards. The IMF’s autumn forecasts project 5.1% real global GDP growth for this
year and 4.9% growth for 2007. The IMF’s forecasts of world trade growth are also
higher (8.9% and 7.6%, respectively) than in spring. Forecasts of economic trends
in the USA, Japan and China remain favourable for this year whereas next year a
slowdown is expected in the USA (as a result of high interest rates and effects of the
falling prices in the real estate market on domestic consumption) and in Japan,
while China’s economy is set to continue growing at a robust pace. Contrary to
other economic centres, autumn forecasts for economic growth in the EU this year
are higher than in spring but they still project a slowdown for 2007. Risks that could
result in a more substantial slowdown of global GDP growth, especially in 2007,
include high oil prices that might increase cost pressures on prices and force central
banks to resort to even more restrictive monetary policies. Another factor that might
have an adverse effect on the world economy is the possible stronger slowdown of
US GDP growth than projected by the currently prevailing forecasts as a result of
even faster cooling of the housing market.

Table 1: The IMF's forecasts of global economic trends

2006 2007
2004 | 2005 Spring | Autumn | Spring | Autumn
(Apr. 06) | (Sept. 06) | (April 06) | (Sept. 06)
World economic growth (real growth in %) 5.3 4.9 4.9 5.1 4.7 4.9
World trade in goods and services (real growth in %) 10.6 74 8.0 8.9 75 76
World commaodity prices excluding energy* (growth in %) 185 10.3 10.2 221 -55 -4.8
6-month LIBOR** interest rates on USD deposits (%) 1.8 3.8 5.0 54 5.1 55
6-month LIBOR** interest rates on EUR deposits (%) 21 22 3.0 3.1 34 3.7

Source of data: IMF World Economic Outlook, April 2006, September 2006.

Notes: * weighted average relative to the shares in world exports. ** LIBOR - London interbank offered rate..

The increase in oil prices seen in Q2 and Q3 this year had an upward effect on the
autumn assumption regarding the average oil price in 2006, despite the significant
drop in September. Given the latest estimates of the oil supply to demand ratio,
assumptions for the next two years are also higher than in spring. During preparation
of the spring forecast the price of Brent crude was expected to rise to USD 64/barrel
over the year and remain at this level until the end of 2006, and to gradually fall to
an average of USD 61.5/barrel in 2007. However, oil prices have risen much more
rapidly than expected this year (to USD 69.8/barrel in Q2 and even more in July
and August — to USD 74.0/barrel), which resulted in upward revisions of the IMAD’s
autumn assumptions regarding the average price of Brent crude in 2006 to USD 69/
barrel. In September, when the IMAD’s autumn forecast was being prepared, oil
prices moderated to an average level of USD 63/barrel thanks to favourable
conditions (absence of any major hurricanes in oil pumping areas, mitigation of
several geopolitical tensions)>. Nevertheless, we expect that factors fuelling oil prices

2 The price of Brent crude continued to decrease in October, when it averaged out at below USD 60/barrel.
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on both the supply and demand sides and their strong sensitivity to one-off events
will continue to exist in the future. The autumn forecast therefore assumes that in
2007 and 2008 oil prices will remain at a higher average level than this year (at
USD 73/barrel).

Table 2: IMAD's assumed prices of Brent crude used in the autumn forecast

2006 2007 2008
2005 Spring Autumn Spring Autumn Autumn
(Mar. 06) | (Sept.06) | (Mar.06) | (Sept.06) | (Sept. 06)
Average oil price per barrel, USD 54.4 63.5 69.0 61.5 73.0 73.0

Source of data: World Bank; IMAD's forecasts.

The price rises of other commodities are estimated to be much higher in 2006 than
projected in spring, while the expected decrease in these prices in 2007 will be
slightly smaller. According to the IMF, commodity prices (excluding energy) rose
by 18.5% in the seven months to July, fuelled primarily by the surging prices of
metals (up 32%) and food (up 10.7%). Due to rapid demand growth and limited
supplies, real prices of metals (in USD) reached their highest levels since 1980 this
year (the prices of copper, zinc and nickel are rising particularly fast). The IMF
projects that prices of metals will surge by 45% in 2006 over 2005. Non-energy
commodity prices are expected to moderate somewhat in 2007, largely due to weaker
demand reflecting the projected slowdown in world economic expansion.

Because of the dollar’s faster than expected depreciation against the euro, the
technical assumption of the dollar/euro exchange rate has been revised upwards
from spring. The new rate was determined as a technical assumption for the entire
forecasting period on the basis of developments in the last six months (from April
to September 2006). In the first eight months of 2006, the euro generally appreciated
against the dollar and achieved its highest average monthly value since April 2005
in August this year (USD 1.28 for EUR 1). The assumed euro/dollar rate is therefore
slightly higher compared to the spring forecast: 1.248 dollars for 1 euro in 2006 and
1.265 dollars for 1 euro in 2007-2008 (the spring forecast assumed a rate of 1.20 for
the whole forecasting period).

In line with the expectations, the key interest rates of the American Federal Reserve
and the ECB were raised in 2006. Between June 2004 and August 2006, the FED’s
Open Market Committee raised the US leading interest rate 17 times, from 1% to
5.25% in total. The rate remained at this level until the end of October. From
December 2005, when the European Central Bank raised its key interest rate (from
2%) for the first time, the ECB’s rate was raised four more times until October
2006, to 3.25%. Financial markets are expecting further increases in interest rates
only in the euro area, where the ECB’s key interest rate could reach 3.5% by the end
of 2006.
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Current economic trends and forecasts in Slovenia’s main
trading partners

The adopted assumptions of international economic trends used in the IMAD's
autumn forecast, presented in Table 3, are based on forecasts that were available by
mid-September. These particularly include the Consensus September forecasts, the
OECD September interim report on the economic prospects in OECD countries,
the European Commission’s September Interim Forecast of economic trends in EU
members, the IMF’s September economic growth outlook and July’s forecasts of
the WIIW. Consensus’ October forecasts for the euro area and the US are practically
equal to the IMAD’s assumptions, while the latest World Bank’s forecasts project
approximately 0.5 p.p. higher economic growth in the Czech Republic in 2006-
2007 and in Poland in 2007.

Table 3: IMAD's assumptions of economic growth in Slovenia's main trading
partners, 2006-2008

2006 2007 2008
2005 Spring Autumn Spring Autumn Spring Autumn
(Mar. 06) (Sept. 06) (Mar. 06) (Sept. 06) (Mar. 06) (Sept. 06)
EU 1.7 22 27 2.0 21 21 21
Euro area 1.4 2.0 25 1.8 1.8 1.9 1.9
Germany 0.9 1.6 2.2 1.0 1.1 15 1.5
ltaly 0.0 1.3 1.7 1.3 1.2 1.5 1.5
Austria 2.0 22 25 20 23 22 23
France 1.2 1.9 23 2.0 1.9 21 1.9
UK 1.9 22 27 24 24 23 25
Czech Rep. 6.1 45 6.0 4.2 5.0 43 4.8
Hungary 4.2 4.2 4.0 4.0 23 40 2.8
Poland 3.2 4.0 5.0 42 45 45 4.7
Croatia 4.3 3.7 42 3.8 4.0 3.8 4.0
Egi‘;zg/ma 50 6.0 57 6.0 6.0 54 6.0
Serbia 6.3 4.0 4.0 4.0 4.0 40 4.0
Macedonia 4.0 4.0 35 4.0 4.0 45 4.0
USA 3.2 3.2 3.2 3.0 27 3.1 3.1
Russia 6.4 6.0 6.2 6.0 5.9 5.0 55

Sources of data: Eurostat; Consensus Forecasts, May 2006, July 2006, August 2006; WIW Research Report, July 2006; Eastern Europe Consensus, May 2006, July
2006; European Commission, DG Ecfin - Interim Forecast, September 2006; European Commission, DG Ecfin - Economic Forecasts, Spring 2006, WIFO -
Monatsberichte, May 2006; IMF World Economic Outlook, September 2006; OECD Interim Assessment, September 2006; own estimate.

In the first half of 2006, economic growth in the euro area exceeded the spring
expectations, which led to upward revisions of the 2006 forecasts. The forecasts for
2007 still project that economic growth will slow down next year while a slight
rebound is expected in 2008. Economic growth in the euro area has been gaining
momentum since the second half of 2005. In the first six months this year it even
reached the highest rate on record in six years (3% in Q1 and 2% in Q2, year on
year, seasonally and working days unadjusted data). The acceleration of economic
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growth was underpinned mainly by the stronger growth of domestic demand:
acceleration in growth of private consumption was followed by increased investment
in Q2. The economies of the euro area are expected to remain vibrant until the end
0f 2006 amid the continued strong growth of domestic demand. GDP growth in the
euro area is forecast to total 2.5% this year, one percentage point more than in 2005.
Forecasts of GDP growth have been revised upwards for all of Slovenia’s main
trading partners, including Italy, where economic growth stagnated in 2005 (see
Table 3). Next year we expect a slowdown of economic growth in the euro area due
to the combined effect of the further appreciation of the euro against the dollar and
the expected cooling of economic growth in the United States, which will dampen
the growth of European exports. Looking at internal factors, the more restrictive
monetary policy of the European Central Bank and the raising of VAT in Germany
at the beginning of 2007 will again weaken the growth of domestic demand, and
consequently decelerate GDP growth next year, especially in Germany. In 2008,
economic growth is set to rebound slightly, which will also result in slightly higher
growth in the euro area than in 2007.

The economies of Slovenias main trading partners among the new EU member
states — the Czech Republic, Poland and Hungary — have continued to grow strongly
this year. Except for Hungary, forecasts for the whole 2006-2008 period have been
revised upwards although they still project a progressive slowdown for the next two
vears. In addition to the continued vigorous growth of exports, domestic demand in
these countries has strengthened this year. The Czech economy enjoyed the strongest
economic growth in the first half of the year (6.7%, year on year), followed by
Poland (5.1% year on year). Forecasts for 2006-2008 for both countries have
accordingly been revised upwards (see Table 3). The forecast for Hungary has been
scaled down for the entire period, particularly for 2007 and 2008 when the effects
of the stabilisation programme adopted in June this year to reduce the high general
government deficit are expected to set in.

Forecasts of GDP growth in the group of former Yugoslav countries have seen some
revisions. Croatia s economic growth is estimated to be higher than projected in spring,
the forecasts for Macedonia and Bosnia & Herzegovina have been revised downwards,
while the outlook for Serbia remains unchanged. Forecasts for 2007 remain unchanged
in all countries except Croatia, where GDP growth will be higher than projected in
spring. In 2008 we assume the same growth rates as in 2007. The Croatian economy
recorded the highest growth in two and a half years in Q1 (6.0%) but is projected to
slow down until the end of the year and come in at a similar annual level (4.2%) as in
2005. It will also remain close to that level in 2007-2008 (4.0%). Economic growth in
BiH will total around 5.7% this year according to the latest forecasts, slightly less
than projected in spring mainly due to the current developments in industrial production
and retail trade. Growth of the Bosnian economy should be stable at 6% over the next
two years. The economic growth forecasts for Macedonia have seen a downward
revision (to 3.5%) largely owing to the weak growth of industrial production which
makes the prospect of lower economic growth this year than expected in spring highly
probable. In the next two years, the economy should continue to grow at a 4% rate.
The forecast for Serbia for this year and the next two years remains unchanged relative
to the spring forecast (4.0%), projecting a softening of GDP growth over 2005,
primarily as a result of lower private and investment consumption.
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The US economy will grow at a similar rate as in 2005 this year. Its growth is
expected to slow in 2007 and rebound to this year s level in 2008. Economic growth
in the USA was still strong in the first two quarters of 2006 (3.7% and 3.5%
respectively, year on year), yet annualised quarterly growth data already suggest a
gradual deceleration. The key factors of the slowdown include the high oil prices
and consequently higher inflation that led the US Federal Reserve to continue raising
its key interest rate, and particularly the substantial softening of housing market
indicators, which will have a downward effect on private and investment consumption
in the subsequent period. Economic growth in the US is therefore projected to
decelerate from 3.2% anticipated this year to 2.7% in 2007 and to rebound somewhat
in 2008 (to 3.1%).
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Gross domestic product

Revision of GDP data for 2002-2004 and the first annual
GDP estimate for 2005

In September 2006, the SORS released the first annual estimate of gross domestic
product for 2005 and a revision for 2002-2004. The main revisions to the previously
released data were made for 2004 and 2005. The data revision for 2002 and 2003
brought no changes to nominal GDP or its real growth rate and only resulted in
some corrections to individual GDP components (see Table 18a in the Statistical
Appendix). The revised estimate of GDP in 2004 in current prices totals SIT 6,272
bn, SIT 20.6 bn more than in the previous estimate, mainly due to higher gross
fixed capital formation. The estimated real GDP growth for 2004 was also revised
upwards (by 0.2 p.p. to 4.4%). The highest upward revision occurred in the real
growth rate of gross fixed capital formation (from 5.9% to 7.9%). According to the
first annual estimate, GDP in current prices totalled SIT 6,620 bn in 2005, which
is SIT 62.4 bn more than in the preliminary estimate based on quarterly national
accounts. The difference was largely due to the increase in changes in inventories
and valuables. GDP growth in 2005 totalled 4%, 0.1 p.p. more than estimated in the
preliminary release, however several substantial revisions were made to the real
growth rates of individual expenditure components of GDP and their contributions
to overall GDP growth. The new estimate of GDP growth in 2005 was improved on
the basis of the higher growth of private consumption and the smaller negative
contribution of changes in inventories to GDP growth than estimated in the
preliminary release. On the other hand, the real growth rates of gross fixed capital
formation and of government consumption were lowered, and the positive
contribution of external trade to economic growth was also scaled down due to the
relatively higher increase seen in the real growth of imports than exports (see Table
4). Looking at activities we see that the most significant revisions were made to the

Table 4: Annual real growth rates of the aggregates by the expenditure structure of

GDP, 2004-2005, before and after the revision

2004 2005

Before the After the Before the After the

revision revision revision revision
GROSS DOMESTIC PRODUCT 4.2 4.4 3.9 4.0
Domestic consumption 4.6 4.9 1.6 2.0
Private consumption 3.1 2.6 &3 34
Households 3.3 28 3.3 3.6
NPISH -3.7 -3.7 -0.3 -2.2
Government consumption 29 3.4 3.0 2.2
Gross fixed capital formation 5.9 7.9 3.7 1.5
Changes in inventories and valuables* 0.9 1.0 -1.7 -0.6
Exports of goods and services 125 125 9.2 10.5
Imports of goods and services 13.2 134 5.3 7.0
Trade balance* -0.4 -0.5 2.3 20

Source of data: SORS.

Note: *as a contribution to real GDP growth (in percentage points)..
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growth of value added in fishing, which was marked up to total 9.5% after the
revision (previously -4.2%), in electricity, gas and water supply (6.6%; previous
estimate -0.8%), and in transport, storage and communications (9.0% over 4.8%;
for other activities see Table 18b in the Statistical Appendix).

Expenditure structure of gross domestic product

The Slovenian economy grew by 5% in the first six months of 2006. Quarterly
GDP growth was even, 5.1% in Q1 and 4.9% in Q2 in real terms. Exports of goods
and services and gross fixed capital formation were the main drivers of economic
growth in the first half of the year, having risen by a real 11.6% and 8.9%,
respectively, over the same period of 2005. The strong exports and investment also
underpinned the acceleration of GDP growth compared to 2005, when the economy
grew by 4%, since private consumption growth remained at last year’s average
level (3.4%) in the first half of 2006. The stronger growth of domestic consumption
and exports was matched by faster growth of goods and services imports (10.6%,
year on year).

According to the autumn forecast, economic growth will total 4.7% in 2006, 0.5
of a percentage point more than projected in spring. The upward revision is
principally the result of the strong economic growth in the first half of 2006. GDP
growth will ease off somewhat in the second half of the year but still remain above
the spring projection. Supported by higher GDP growth in most of Slovenia’s main
trading partners, exports are set to rise by a real 9.9%, 1.7 p.p. more than expected
in spring. In the regional structure of exports, the share of EU countries will expand
further on the back of their growing economies (see Chapter 3.1). The autumn
estimate of domestic consumption’s contribution to economic growth (4 p.p.) is
now also 0.2 p.p. higher than in spring, mainly due to the higher estimated growth
of gross fixed capital formation. Based on the booming growth of investment in
transport equipment and other machinery and equipment seen in the first half of the
year, and on the anticipated acceleration in civil engineering works in the second
half, the real growth of gross fixed capital formation (8.6%) is expected to be well

Table 5: Growth of expenditure aggregates of GDP

Real growth rates in %
2006 2007 2008
2001 2002 2003 2004 2005
Estimate Forecast
GROSS DOMESTIC PRODUCT 27 35 27 4.4 4.0 4.7 4.3 4.2
Domestic consumption 0.9 24 4.7 49 2.0 4.1 3.8 3.6
Private consumption 23 1.3 34 26 34 3.3 3.6 3.6
Government consumption 3.9 3.2 1.6 3.4 2.2 2.8 25 2.8
Gross fixed capital formation 0.4 0.9 71 7.9 15 8.6 55 4.5
Exports of goods and services 6.3 6.7 3.1 125 10.5 9.9 8.3 8.5
Imports of goods and services 3.0 4.8 6.7 13.4 7.0 9.1 77 7.7

Source of data: SORS; estimate and forecasts by IMAD.
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above the spring estimate this year (6%; see Chapter 3.3). Despite the slightly lower
real growth of the gross wage bill than expected in spring and despite the upward
revision to private consumption growth for 2005, the forecast of private
consumption’s real growth remains unchanged (3.3%) based on, among other things,
the growth achieved in the first half of the year and the dynamics of current indicators
(see Chapter 3.2). The autumn forecast of government consumption growth is slightly
higher than in spring (by 0.1 p.p.; see Chapter 3.4). The higher estimated exports
and domestic consumption will also be matched by higher imports of goods and
services in 2006 than forecast in spring (revised upwards from 7.6% to 9.1%). The
contribution of changes in inventories was negative in the first half of 2006 (-0.5
p-p-); their annual contribution is thus expected to total around -0.4 p.p. (compared
to the slight positive contribution of 0.1 p.p. that was still projected in spring).

In 2007, economic growth is projected to slow down to 4.3%. The slightly higher
economic growth than estimated in spring largely reflects the expected stronger
growth of exports and private consumption. While the anticipated economic
slowdown in the international environment will be reflected in weaker growth of
goods and services exports than this year, it will still be higher (8.3%) than projected
in spring (7.9%) thanks to the positive carry-over of this year’s favourable export
flows. The contribution of external trade will be positive (0.5 p.p.) as imports are
estimated to grow by a real 7.7%. In domestic demand, private consumption is
expected to be higher (3.6%), taking into account the projected positive effects of
lower personal income tax rates on one hand and the restrictive impact of higher
interest rates on the other (see Chapter 3.2). The forecast of gross fixed capital
formation growth (5.5%) projects a continuation of growth in housing investment
and motorway construction and a slowdown in the growth of investment in machinery
and equipment (see Chapter 3.3).

Real GDP growth in 2008 (4.2%) will remain at a similar level as in 2007 (4.3%,).
Assuming a rebound in economic growth in Slovenia’s main trading partners in

Table 6: Contributions to GDP growth

In percentage points
2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast
Goods and services balance (exports-imports) 1.7 11 -2.0 -0.5 2.0 0.6 0.5 0.6
Exports of goods and services 3.5 3.8 1.9 7.0 6.3 6.3 5.6 5.9
Imports of goods and services -1.8 -2.8 -3.9 -7.5 -4.3 5.7 -5.1 53
Domestic consumption, total 1.0 24 4.7 4.9 2.0 4.1 3.8 3.6
Private consumption 1.3 0.8 1.9 15 1.9 1.8 2.0 1.9
Government consumption 0.7 0.6 0.3 0.7 0.4 0.5 0.5 0.5
Gross fixed capital formation 0.1 0.2 1.7 1.8 0.4 2.1 1.4 1.1
Changes in inventories and valuables -1.2 0.8 0.8 1.0 -0.6 -04 0.0 0.0

Source of data: SORS; estimate and forecasts by IMAD.
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2008, exports will grow by a real 8.5%. Compared with 2007, the growth of gross
fixed capital formation will decelerate further as the vigorous housing construction
seen in the preceding years is expected to ease off as a result of a higher VAT rate
that will be imposed on new housing. On the other hand, stimuli for investment are
expected to come from the continued growth of civil engineering construction (based
on plans of the Motorway Company in the Republic of Slovenia), higher funds
from the EU and a further easing of the corporate tax burden through phasing out
payroll tax and reducing corporate income tax. The growth of private consumption
should again achieve 3.6% in 2008, partly boosted by the purchases of durables and
semi-durables that will follow the boom in the acquisition of homes in the preceding
period.

Table 7: Expenditure structure of GDP

Structure in %, current prices
2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast
GROSS DOMESTIC PRODUCT 100.0/ 100.0| 100.0| 100.0/ 100.0| 100.0| 100.0/ 100.0
Goods and services balance (exports-imports) -0.7 14 -0.1 -1.2 -0.5 -0.7 0.0 0.2
Domestic consumption, total 100.7 98.6| 100.1| 101.2| 100.5, 100.7| 100.0 99.8
Private consumption 56.6 55.5 55.8 54.8 54.9 54.6 54.0 53.7
Government consumption 20.0 19.7 19.6 19.6 19.6 19.4 19.2 19.2
Gross fixed capital formation 241 226 233 245 244 254 256 25.8
Changes in inventories and valuables 0.0 0.7 14 23 1.6 1.2 1.1 1.1

Source of data: SORS; estimate and forecasts by IMAD.

Box 1: Macroeconomic forecasting using models of leading
indicators

The IMAD checks its forecasts of GDP by expenditure, industrial production and
inflation using its own model of leading indicators. The model is based on the
diffusion index method that was developed by Stock and Watson (1998) and adapted
for the IMAD’s purposes by Igor Masten from the Faculty of Economics in
Ljubljana. Because of the transition period, the spans of time series available for
Slovenia are relatively short. Straightforward forecasting tools with a simple and
precise structure using a maximum of available data are therefore most efficient.
Dynamic factor models meet these requirements. Based on all series available in a
given period, these models identify the leading trends in the development of an
economy and use them to produce robust forecasts. This method is neutral regarding
the structure of the economy and allows maximum data exploitation. One of the
distinct advantages of this methodology is that it allows the use of time series at
different time spans, frequencies and vintages.

The model, actually composed of a set of models, is designed flexibly: it tests the
appropriateness of forecasts using 112 equations for each variable. All models are
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specified and estimated as a linear projection of an /-step-ahead leading variable,
", onto t-dated predictors that include lagged values, and onto lags of independent
variables. The factors can be extracted from the balanced panel or the unbalanced
panel. All forecasting equations also permit the application of the intercept
correction method to make the forecasts robust to structural breaks in the process
of the forecasting variable. The selection of the model specification for all sets of
models is based on the Bayesian information criteria.

The forecasts comparison of models is conducted in a simulated out-of-sample
framework, where all statistical calculations are done using a fullyrecursive
methodology. The best model is selected on the basis of a relative out-of-sample
average mean square error relative to the base autoregressive model. The two
other non-factor-based forecasts compared are: (i) the autoregressive forecast
with second differencing; and (ii) the autoregressive forecast with intercept
correction.

The forecast horizon of the currently applied version of models covers the years
2006 and 2007. Forecasts are made using a large number of models, which helps
us to estimate the uncertainty in forecasting individual variables. Forecasts
generated with this model primarily serve the IMAD to double-check its official
forecasts, which are presented as point forecasts and obtained by applying a
combination of econometric and expert methods. We find that all the point forecasts
presented in the IMAD’s Autumn Forecast of Economic Trends fall within the
range defined by the various equations of the leading indicators model and other
time series models.

The GDP model predicts 5.3% growth of GDP in 2006 and 4.5% growth in 2007.
Due to the characteristics of the model, the relatively high forecast for this year is
largely related to the strong economic growth in the second quarter. According to
seasonally adjusted data, GDP rose by 2.8% in Q2 over Q1 (in annualised terms
this is more than 10%), which was the highest growth since 1999. Final household
consumption is set to increase by 3.3% in 2006 and by 3.1% in 2007. The divergence
from the IMAD’s autumn forecast for 2007, which totals 3.6%, is mainly attributable
to the expected positive effects of amended tax legislation on household
consumption, which cannot be included in model-based forecasts. The forecasts
for gross fixed capital formation concentrate around 8.4% for 2006 and around
7.3% in 2007. The divergence from the autumn forecast for 2007 (5.5%) can be
partly explained by the changes in tax legislation, which are not taken into account
in model-based forecasts, and partly by the anticipated cooling of economic growth
in the international environment, which is also not explicitly accounted for in
model forecasts (unless it is already reflected in input data, which in our estimate
has not happened so far). The export model projects 10.6% growth in 2006 and
7.8% in 2007 (the official autumn forecasts are 9.9% and 8.3%, respectively). The
forecasting model for imports generates highly dispersed estimates, indicating
that the results are less robust. The forecasts of import growth for 2006 and 2007
stand at 7.7% and 5.0%, respectively (compared to the official 9.1% and 7.7%).
The growth of industrial production is estimated to total 6.9% and 5.2% in these
two years.
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In 2003-2005 expenditure on domestic consumption in current prices exceeded
the value of created GDP. This situation is expected to continue in 2006. Despite
the modest real growth of domestic spending in 2005 (2.0%), last year’s total volume
of domestic consumption in current prices still exceeded GDP by 0.5%. The trade
deficit will expand to 0.7% of GDP this year, given the projected 4.1% real growth
of domestic consumption. We expect that the external trade in goods and services
will be practically balanced in 2007 and record a small surplus in 2008.

Gross national disposable income

Over the last two years, the real growth of gross domestic income has lagged
behind the real growth of gross domestic product due to the deteriorated terms of
trade. During the 2006-2008 period, a reverse dynamic is only expected in 2007.

The substantial divergence in the growth of these aggregates shows that changes in
international economic conditions and the national economy’s purchasing power
can have a significant effect on factor incomes and the performance of economic
subjects, which is particularly evident in the Slovenian economy considering its
size, its integration in international trade flows and its import and export structure.

Residents’ real income depends not only on the growth of domestic production but
also on the relative fluctuations of export and import prices. Import price rises will
exceed export price rises for the third consecutive year in 2006, primarily under the
influence of high oil prices in the global market which pushed up the prices of other
commodities and producer prices in Slovenia’s main supplier countries. The negative
terms of trade thus reduced the real income of resident producers (i.e. the economy’s
purchasing power) by 1.9% of GDP in the past two years. This year we expect a
decrease of 0.8% of GDP. In 2007, assuming a drop in commodity prices excluding
energy (see Chapter 1), we expect a negligible improvement in the terms of trade;

in 2008, however, import prices will again rise at a faster rate than export prices.

With real GDP growth estimated at 4.3% in 2007 and 4.2% in 2008, the real growth
of gross domestic income is projected to total a respective 4.6% and 3.8% in these
two years.

The investment-savings gap will widen in 2006 as the share of gross savings relative
to GDP remains almost unchanged while the share of gross capital formation
increases compared to the year before. The real growth of private consumption will
be marginally lower than in 2005 (by 0.1 p.p.) and its share in GDP will consequently
shrink by 0.3 p.p. Based on the estimated realisation of this year’s budget, government

Table 8: Main national accounts aggregates

Real growth rates in %
2001 2002 2003 2004 2005
GROSS DOMESTIC PRODUCT 27 35 27 44 4.0
GROSS DOMESTIC INCOME 3.6 46 3.1 3.8 27
GROSS NATIONAL INCOME 3.8 3.7 2.9 34 3.0
GROSS NATIONAL DISPOSABLE INCOME 3.9 3.3 27 3.0 27
GROSS SAVINGS 75 7.9 1.9 37 14

Source of data: SORS.
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consumption as a share of GDP is also expected to be 0.2 p.p. lower than in 2005.
The share of gross savings in GDP is set to remain at a similar level as in 2005
despite the overall decrease in the share of final consumption in GDP (by 0.4 p.p.),
mainly due to the anticipated higher deficit in primary income with the rest of the
world (by 0.4 p.p.). The increase in the share of gross capital formation in GDP will
be higher than the increase in the share of gross savings: as a result, the savings-

investment gap will expand (by 0.4 p.p.) over the year before.

In 2007 and 2008 we expect that the conditions for national savings will improve
and the investment-savings gap will consequently narrow. The share of savings in
GDP is forecast to increase by 0.9 p.p. in 2007, to 25.1% of GDP. The already
enacted progressive abolition of payroll tax is expected to boost the gross savings
of the business sector in 2007. Since the reduced tax burden arising from the draft
amendments to the Personal Income Tax is expected to benefit particularly employees
in higher income brackets who tend to save more than others, we also expect an
increase in households’ average propensity to save next year. The government
sector’s gross savings are similarly expected to increase, given the projected
slowdown in government consumption growth, which is planned to be 0.3 p.p. lower
in 2007 than this year in accordance with the proposed amendments to the national
budget and the estimated share of government consumption in GDP, which is planned
to be reduced by 0.2 p.p. next year. This level of savings would make it possible to
finance gross fixed capital formation, which is set to grow by 5.5% next year, with
net borrowing abroad amounting to 1.6% of GDP or EUR 503 m. Based on the
expected continued decrease in private consumption’s share (-0.3 p.p.) and the lower
deficit (by 0.3 p.p.) in the current external balance, the autumn forecast projects
that the share of gross savings in GDP will rise by a further 0.6 p.p. in 2008 to total
25.7% of GDP. Due to a minor increase in the share of gross capital formation (by

0.2 p.p.), the investment-savings gap will narrow some more in 2008.

Table 9: Formation and distribution of gross national disposable income

Structure in %, current prices
2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast
GROSS DOMESTIC PRODUCT 100.0/ 100.0/ 100.0/ 100.0/ 100.0| 100.0/ 100.0| 100.0
Net primary income with the rest of the world 0.3 -0.6 -0.8 -1.2 -0.9 -1.3 -1.2 -14
GROSS NATIONAL INCOME 100.3 99.4 99.2 98.8 99.1 98.7 98.8 98.6
Net current transfers with the rest of the world 0.7 0.3 0.1 -0.2 -0.5 -04 -0.4 -0.1
GROSS NATIONAL DISPOSABLE INCOME 100.9 99.7 99.3 98.6 98.6 98.3 98.4 98.5
Final consumption 76.6 75.3 75.4 744 745 741 73.2 729
GROSS SAVINGS 243 244 23.9 242 241 242 251 257
Current account balance 0.2 1.1 -0.8 -2.6 -2.0 24 -1.6 -1.2
GROSS CAPITAL FORMATION 241 234 247 26.8 26.0 26.6 26.7 26.9
of which: gross fixed capital formation 241 22.6 23.3 245 244 254 25.6 25.8

Source of data: SORS; estimate and forecasts by IMAD.
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2.3 Production structure of gross domestic product

The year-on-year growth of Slovenia’s value added strengthened in the first half
of the year. After its solid 4.2% real growth in 2005, value added increased by a
real 5.1% in Q1 and by 4.4% in Q2, year on year®. In comparison with 2005, the
strongest acceleration was observed in primary activities (A—F), especially thanks
to the favourable developments in manufacturing supported by improved economic
trends in the trading partners. The increase in the service sector’s value added was
also higher than last year, driven by the continued vigorous growth of market services
(G-K)) while growth in public services (L—P) eased off somewhat.

The autumn forecast of value-added growth for 2006 as a whole is slightly higher
than in spring. Better developments are expected particularly in the manufacturing
sector and in market services. Value added is forecast to increase by 4.6% in 2006
(spring forecast: 4.3%). Like in the first half of the year, market services and primary
activities will also achieve the highest growth in the year as a whole (5.1% and 5%,
respectively), whereas the value added of public services will grow by 3.2%, slightly
less than projected in spring.

Manufacturing’s value added will increase by 5.6% in real terms this year, i.e. 0.7
p.p- more than expected in spring. The revision reflects the stronger growth of foreign
demand, boosted primarily by the livelier international environment than was
expected in spring (see Chapters 1 and 3.1). The acceleration of activity in
manufacturing seen in the first half of the year thus surpassed the expectations.
 Value added was 6.3% higher in real terms than in the same period last year, while
the value of industrial production achieved 6.9% real year-on-year growth in the
seven months to July (7.1% according to working-day adjusted data). Industries
that have contributed the most to the acceleration of activity this year include the
manufacture of chemicals and chemical products (up 11.6% from January to July,
year on year), metals and metal products (10.7%), machinery and equipment (11.5%),
and electrical and optical equipment (13.7%). The manufacture of transport
equipment, which enjoyed the exceptionally high 18.2% growth last year thanks to
the boom in the manufacture of road vehicles, recorded a decline in production this
year (-4.6% in seven months, year on year). Business climate indicators confirm the
buoyant economic activity. After three months of stagnation, the seasonally adjusted
confidence indicator rebounded in September, climbing to its highest value since
June 2000. Given the anticipated softening of merchandise export growth (see
Chapter 3.1), manufacturing’s value added is projected to gradually slow down in
the second half of the year but to nevertheless remain at a higher level than expected
in spring. The gradual softening of manufacturing’s activity, particularly towards
the end of the year, is also signalled by business expectations of export growth in
the next three months, which fell considerably in September after having stagnated
for several months.

In other primary activities we expect only minor changes in the growth of value
added relative to the spring forecast. Forecasts have been revised slightly downwards

3 With the relatively high increase in net taxes on products in Q2 (8.4%), real GDP growth in Q2 (4.9%) was only
slightly lower than in Q1 (5.1%).
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Table 10: Value added by activity and GDP

Real growth rates (%)
2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast

A Agriculture, forestry, hunting -4.0 13.3| -15.8 171 -5.2 2.0 -1.0 1.0
B Fishing 1.6 -4.5 49| -16.9 9.5 -3.0 0.0 0.0
C Mining 54 -8.3 6.2 25 -0.2 1.0 0.0 -0.5
D Manufacturing 4.8 4.8 4.0 41 2.8 5.6 44 45
E Electricity, gas and water supply 6.6 6.4 -1.0 0.8 6.6 0.5 0.5 15
F Construction 2.3 0.5 3.6 1.3 4.0 6.0 5.0 4.0
G thlesale and retail trade, repair of motor 20 33 28 31 40 50 40 38

vehicles
H Hotels and restaurants 6.3 3.3 35 -0.1 0.7 4.8 5.0 5.0
| Transport, storage and communications 3.5 29 4.0 0.1 9.0 55 5.3 4.7
J Financial intermediation 29 6.0 4.5 17.2 104 8.0 8.4 7.5
K Real estate, renting and business activities 4.1 4.0 3.0 4.7 3.6 4.0 4.0 4.0
L Pub|l(? administration, defence and social 54 31 43 73 23 32 30 30

security
M Education 22 27 21 27 3.0 20 26 28
N Health and social work 2.5 4.0 25 3.7 29 3.5 4.0 4.5
o Othgr community, social and personal 29 06 39 5.7 5.8 45 55 55

services
P Private households with employed persons 12.5 -8.6| -32.7 -8.1 5.9 0.0 1.0 1.0
1. VALUE ADDED | 32] 39| 27 45 39| 48] 42 42
2. CORRECTIONS (a-b)

a) Taxes on products and services -1.0 0.5 1.9 4.2 4.8 4.5 4.2 3.6

b) Subsidies on products and services -1.6 6.5 5.7 71 -0.6 -2.0 25 -3.0
3.GROSS DOMESTIC PRODUCT 3=1+2) | 27| 35| 27| 44] 40 47] 43] 42

Source of data: SORS; estimates and forecasts by IMAD.

for agriculture and fishing and upwards for mining as well as electricity, gas and
water supply, whereas they have remained unchanged for construction. Value added
in agriculture and fishing (A-B) was just 0.1% higher in real terms in the first half
of the year than in the same period in 2005. According to data available during
preparation of the autumn forecasts, value added rose slightly only in the purchase
of agricultural products, whereas it was somewhat lower in the collection of milk
from farms and in livestock slaughtering. In addition to the unfavourable conditions
in spring, this year’s agricultural production will be partly affected by July’s drought.
The forecast real growth of agriculture’s value added for 2006 (2%) is therefore
lower than in spring (4%). The relatively strong growth of value added recorded in
mining in the first half of the year (5.7% in real terms) was largely underpinned by
the considerably higher coal extraction than was planned in the first few months of
the year. The intensity of coal extraction is expected to ease off in the second half of
the year and value added will hence increase by a real 1% in the year as a whole.
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Value added in electricity, gas and water supply was 1.4% higher in real terms in
the first half of the year but is expected to grow by just 0.5% in the year as a whole.
Factors that dampened the growth of value added in 2006 were linked to electricity
production, which was 2.4% lower in the first six months this year than in the same
period last year due to the regular overhaul of the nuclear power plant. Construction
recorded 3.3% real year-on-year growth in the six months to June. According to
data on the value of construction put in place in large companies, activity picked up
in civil engineering (by 3.9% in real terms) while remaining roughly the same as in
the comparable period of 2005 in the construction of buildings (0.8%). Construction
activity will strengthen in the second half of the year, mainly on the back of the
planned acceleration in motorway construction. The value added in construction
will therefore grow by a real 6% in 2006, as we already expected in spring.

Based on the favourable developments seen in the first half of the year we estimate
that the real growth of value added in the group of market services (G-K) will be
even slightly higher this year (5.1%) than anticipated in spring. Growth forecasts
were revised upwards for all activities except real estate, renting and business services.
The highest year-on-year value added growth rates in the first six months of the year
were recorded in financial intermediation (7.8%) and in transport, storage and
communications (6.7%), activities which were also very successful in 2005. Within
financial intermediation, life insurance premiums and financial leasing continued to
expand vigorously this year. The introduction of new capital market services and
banks’ lending activity were also still on the increase. Value added is therefore expected
to grow by a real 8% in 2006. The acceleration of activity in transport, storage and
communications was again underpinned by the performance of road freight transport
in 2006. The first half of the year also saw relatively strong increases in harbour
freight transport, airport traffic, and postal and telecommunications services. Value-
added growth in this industry is forecast to total 5.5% in real terms in 2006. Distributive
trades (including the repair of motor vehicles) enjoyed 5.5% real growth of value
added in the six months to June over the same period of 2005. In the year as a whole,
value added in this activity will increase by 5%. This year’s exceptional growth of
distributive trades’ activity was mainly driven by the sale of motor vehicles and
wholesale trade. Hotels and restaurants enjoyed 5.5% real growth of value added in
the six months to June, year on year. Data on turnover show that bars and restaurants
created the bulk of the total turnover in this industry. Given the relatively successful
summer tourist season and favourable expectations for the following months, value-
added growth is projected to soften slightly but remain quite strong in the second half
of the year and total 4.8% in the year as a whole. Real estate, renting and business
services generated 3.9% more value added in real terms in the first half of 2006 than
in the same period of 2005. According to the number of employees, activity picked up
the most in the rental of machinery and equipment, real estate activities and computer
and related activities®. The companies’ estimates regarding the performance and current
employment in their industries are favourable, as are the expectations regarding selling
prices. Nevertheless, growth achieved in the first half was lower than expected and
value added forecast for 2006 was therefore revised downwards to 4% (from the
previous 4.5%).

4 Household housing activity (imputed rents) is a significant part of the real estate, renting and business services
industry (41.7% in 2005) with an average annual real growth rate of 1.1% in 2000-2005.
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The growth of value added in the group of public services slowed down slightly in
the first half of the year. For 2006 as a whole, value added is projected to increase
by areal 3.2%, which is slightly less than expected in spring (3.4%) and less than in
2005 (3.4%). Compared with 2005, the growth of value added decelerated particularly
in education (1.8%) in the first half of 2006, where employment in primary education
eased off considerably in 2006 after having grown strongly for several years. Value
added in this activity is therefore forecast to increase by a modest 2% in real terms
in 2006. Other community and personal services also recorded lower real growth of
value added in the first half this year (3.7%) than in 2005, but it is expected to pick
up gradually in the second half and total 4.5% in 2006 as a whole. The increase in
the number of employees in public administration, defence and social security
recorded in the first half of 2006 exceeded the levels planned in the civil part of the
personnel plan. As a result, value added of this activity increased by 3.3%, 0.9 p.p.
more than in 2005. The growth of employment is expected to soften in the second
half of the year, resulting in 3.2% growth of value added in the year as a whole.
Value added in health care and social work rose by 3.4% in the six months to June
over the same period of 2005. Its dynamics are expected to remain similar in the
second half of the year and its growth in 2006 is therefore projected to total 3.5%.

In 2007 and 2008 the real growth of value added of the Slovenian economy will
decelerate to 4.2%. Lower growth than in 2006 is expected in primary activities
(3.8% in 2007 and 4% in 2008), whereas growth in the service sector will remain at
approximately the 2006 level (4.5% and 4.4%, respectively) but its structure will
change. Specifically, public services will grow faster than in 2006 (by 3.6% and
3.8%) while market services will experience somewhat slower growth (4.9% and
4.6%) than in 2006.

The deceleration anticipated in the value-added growth of primary activities in the
next two years will be largely caused by the more subdued activity in manufacturing.
Growth will also be somewhat slower in other activities, except in electricity, gas and
water supply along with fishing. Like in 2006, the growth dynamics of manufacturing
will be critically determined by the economic activity in Slovenia’s main trading
partners, which is projected to slow down considerably in 2007 and recover somewhat
in 2008, according to international forecasting institutions (see Chapter 1). This will
affect manufacturing’s activity via the fluctuations of merchandise export growth.
Value added is therefore set to increase by a real 4.4% in 2007 and by 4.5% in 2008,
when the international economic environment is expected to recover slightly and the
year will have three more working days. In agriculture, where value added is forecast
to decrease by 1% in real terms in 2007 and increase by 1% in 2008, production will
already experience the effects of the reformed agricultural policy in these two years®.
The forecast of value-added growth in construction totals 5% in 2007 and 4% in
2008. Vigorous motorway construction will continue in both years whereas activity
in residential construction is projected to ease off in 2008 (also see Chapter 3.3). In
mining as well as electricity, gas and water supply, value added will remain at roughly
the 2006 level in 2007. In 2008 a 0.5% decrease in value added is expected in the
mining sector as a result of the planned coal extraction levels and the further reductions
in the number of workers in this sector. In electricity, gas and water supply value

> Among the various reform options, Slovenia chose the mixed Single Payment Scheme combined with some
subsidies on products and historical payments.
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added is projected to rise slightly more in 2008, by 1.5%, because no overhaul of the
nuclear plant is planned for that year.

The group of market services will grow at a somewhat more subdued pace in the

Sfollowing two years than this year but its value added will continue to grow faster
than the economy as a whole. Growth will gradually decelerate in distributive trades
and transport, storage and communications, whereas a slight acceleration or at least
persistence of the achieved growth rates is expected in other activities. In distributive
trades (including the repair of motor vehicles) value added is projected to grow by
areal 4% in 2007 and by 3.8% in 2008. In 2007, activity in distributive trades will
be supported by the stronger spending, stimulated by higher incomes resulting from
the amended Personal Income Tax Act (see Chapter 3.2). In both years we also
expect lively growth of sales of durable and semi-durable goods linked to the
furnishing of homes. Value added will nevertheless grow somewhat less than this
year, when exceptionally high turnover growth rates were recorded in wholesale
trade and the sale of motor vehicles. In transport, storage and communications,
whose value added is projected to increase by 5.3% in real terms in 2007 and by
4.7% in 2008, we similarly expect that the vigorous activity in road freight transport
recorded in 2006 will gradually soften in the next two years while the expansion of
the telecommunications activity is set to continue at an accelerated pace. Financial
intermediation will achieve the highest growth rates in both years (8.4% and 7.5%,
respectively), and the gap in the development of the Slovenian financial sector with
the more advanced EU countries is expected to narrow further. The somewhat higher
growth forecast for 2007 is based on the expected stronger growth of housing loans
due to the boost in housing purchases prior to the raising of the VAT rate on real
estate in 2008. The changed personal income tax legislation (resulting in higher
incomes, which are expected to be partly transferred to savings) and Slovenia’s
entry to the EMU?® are also anticipated to have a positive impact on the growth of
this sector. In hotels and restaurants, the growth of value added will climb to 5% in
the next two years thanks to the vigorous investment activity witnessed from 2004
onwards. In 2008, the demand for these services will also be boosted by Slovenia’s
EU presidency. In real estate, renting and business services growth will remain
unchanged at 4% in both years.

Value-added growth in public services will strengthen in all activities except public
administration in the next two years. The highest growth is expected in the mainly
market-oriented group of other community, social and personal services, where the
real growth of value added is expected to climb to 5.5% thanks to the tax reform’s
upward effect on household spending. In the education sector, the real growth of
value added will accelerate to 2.6% in 2007 and 2.8% in 2008 due to the continued
growth of employment in tertiary education and the expansion of adult education.
The social protection network providing health care and social services is expected
to expand further, and its value added is accordingly projected to grow at an annual
real rate of 4% to 4.5% in the next two years. In public administration, defence and

¢ The positive effect of Slovenia’s entry to the EMU on the financial sector’s activity in 2007 will be moderate. On
one hand, the Slovenian financial system will become even more integrated with the European system, which
will benefit financial intermediation. On the other hand, currency exchange transactions will decline. However,
Slovenia has enjoyed some advantages related to EMU membership (e.g. lower currency risk) ever since it joined
the ERM II and even more since the final decision on Slovenia’s admission to the EMU was adopted.
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compulsory social insurance, value added is set to continue growing at an annual
rate of around 3% thanks to additional hiring the army and police forces and
Slovenia’s presidency of the EU.

Cost structure of gross domestic product

In 2006-2008, the compensation of employees will represent a lower share of GDP
than in 2005. The real growth of the gross wage per employee is estimated to total
2.2% in 2006: 3.0% in the private sector (the same as projected in spring) and 0.4%
in the public sector (slightly less than foreseen in spring; see Chapter 6.2). With the
planned 1% increase in the number of wage recipients, the compensation of
employees is expected to grow by 3.2% in 2006 and to thus continue to lag behind
real GDP growth. However, due to the deteriorated terms of trade and the consequent
lagging of the implicit GDP deflator behind domestic inflation, the share of total
labour costs relative to GDP will nevertheless remain at the level of the last three
years in 2006 (around 52% of GDP). Based on the wage policy agreements and the
economic outlook for 2007 and 2008, the gross wage per employee is forecast to
grow by a real 2.5% and 3.0%, respectively, in the next two years. Taking into
account the 0.9% projected increase in the number of wage recipients in both years,
the compensation of employees will thus increase by a real 3.4% in 2007 and by
3.9% in 2008. The share of the compensation of employees in gross domestic product
should decrease to 51.3% of GDP in 2007 thanks to the continued planned lagging
of labour costs behind economic growth and an improvement in the terms of trade.
The gap in the growth of labour costs and GDP will be smaller in 2008 while the
share of the compensation of employees in GDP will be negligibly lower (by 0.1
p.p.) than in the previous year.

The gradual reduction of payroll tax in 2006-2008 will result in a lower share of
taxes on production and imports in GDP. According to the SORS’ data, taxes on
production and imports totalled SIT 1,085 bn or 16.4% of GDP in 2005. The bulk
of these taxes was levied on products and services (13.4% of GDP) while the rest
were other taxes on production (3.0% of GDP). Based on the anticipated movements
of macroeconomic aggregates and unchanged VAT rates (20% and 8.5%), the share
of taxes on products and services is expected to remain at the 2005 level (13.4% of
GDP) in 2006 and 2007. Projections that take into account the planned phasing out
of payroll tax show that this measure will reduce the share of other taxes on production
in GDP by a respective 0.3 p.p. in 2006 and 2007, and by a further 0.6 p.p. of GDP
in 2008.

The share of subsidies in GDP will increase in the next two years. After the relatively
rapid decrease in the level of subsidies (to 1.3% of GDP) observed until 2002, this
share rose sharply in the ensuing years (to total 2.1% of GDP in 2005). Specifically,
subsidies on products have been stable, amounting to around 0.5% of GDP, whereas
other subsidies have been on the increase (going up from 0.9% of GDP in 2002 to
1.5% of GDP in 2005). This was partly the result of new programmes co-funded by
the European structural funds and national resources. We expect that subsidies on
products will also remain at approximately the same level as so far, at around 0.5%
of GDP, in 2006 and the next two years. Other subsidies are estimated to total 1.5%
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Table 11: Cost structure of GDP

Structure, in %
2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast
1. COMPENSATION OF EMPLOYEES 534 527 51.8| 52.0/ 522 520( 513] 512
a) Gross wages and salaries 46.5 45.6 446 446 448 44.5 44.0 43.9
b) Employers' social contributions 6.9 7.2 7.2 7.5 7.5 74 7.3 7.3
2. TAXES ON PRODUCTION AND IMPORTS 16.1 16.4 16.6 16.4 16.4 16.1 15.8 15.2
a) Taxes on products and services 135 13.8 13.7 13.5 13.4 13.4 13.4 13.4
b) Other taxes on production 26 26 29 29 3.0 2.7 24 1.8
3. SUBSIDIES 15 1.3 1.7 2.0 2.1 2.0 22 22
a) Subsidies on products and services 0.5 04 0.5 0.5 0.5 0.5 04 04
b) Other subsidies 1.0 0.9 1.2 1.5 1.5 1.5 1.8 1.8
Gross operating surplus 244 241 253 254 252 256 26.4 27.0
5. Gross mixed income 7.6 8.1 8.0 8.2 8.2 8.3 8.6 8.8
O oeip i) o CPRODUCT 1000/ 1000/ 100.0| 100.0| 1000/ 100.0| 1000 100.0

Source of data: SORS; estimate and forecast by IMAD.

of GDP in 2006 and increase to 1.8% of GDP in 2007 and 2008 due to the
significantly higher inflow of EU funds based on the new financial perspective,
which must be co-financed from domestic sources (including subsidies).

The share of gross operating surplus in GDP is projected to increase in 2006 and
the next two years. The steady rising of the operating surplus throughout this period
will be underpinned by the continued strong growth of the economy and the subdued
growth of the compensation of employees in combination with the already enforced
gradual abolition of payroll tax. At the same time, the movement of the gross
operating surplus will also be strongly determined by changes in the terms of trade.
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3 Consumption aggregates

3.1 Exports and imports of goods and services

In the first half of 2006, the growth of import-export flows was higher than last
year's average, while the contribution of external trade to economic growth
decreased. According to the national accounts, export of goods and services in the
first half of 2006 rose by a real 11.6% (by 11.6% for goods and 11.3% for services)
compared to the same period of the previous year. The first half of the year witnessed
an increase in exports, exceeding the average growth of the previous year (10.5%),
which was one of the main drivers of the acceleration of economic growth in that
period. Although the importance of domestic consumption for economic growth
had steadily increased since the third quarter of 2005, the contribution of exports to
economic growth exceeded the contribution of total domestic demand throughout
the mentioned period. Given the strong dependency between imports and exports
and accelerated domestic consumption growth, the growth of import flows was not
far behind the export flows and amounted to 10.6% (10.5% for goods and 11.1%
for services). The acceleration of the growth of imports compared to 2005 was
stronger than the acceleration of export growth, therefore the contribution of
international trade in the first six months decreased to 0.7 p.p. (2.3 p.p. in the previous
year). The high export and import growth rates seen in Q1 of 2006 (14.9% and
13.5%) slowed down in Q2 (to 8.6% and 8.0%), year-on-year. The latter followed
the dynamics of the year-on-year economic growth in EU countries which, according
to seasonally unadjusted data, totalled 3% in Q1 and 2.2% in Q2 of 2006.

Given the expected slowdown in the growth of road vehicles exports that helped
maintain the strong growth of merchandise exports, particularly in the first half of
2005 when the economies of Slovenia s trading partners were growing at a subdued
pace, the growth of merchandise exports in 2006 was largely driven by the export
growth of other goods. In the first half of the year, exports of goods expressed in
euros rose by 16.0% in nominal terms over the same period of 2005. The six-month
figures on goods exports indicate the expected slowdown in the growth of road

Figure 1: Year-on-year growth rates of merchandise exports (EUR), %
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vehicles exports (7.9%), mainly due to a fall in road vehicles exports to France as
the growth of merchandise exports primarily resulted from the accelerated export
growth of all other goods (18.4%, see Figure 1). The quarterly data show that the
robust year-on-year real growth seen in Q1 (19.2%) slowed down in Q2 (13.2%).
This was due to the slowdown in both year-on-year exports of road vehicles (from
10.9% to 3.6%) along with exports excluding vehicles (from 20.8% to 15.0%) still
remaining high.

Exports of goods to EU countries in the first half of 2006 recorded a 16.7% nominal
rise (in EUR) compared to the respective period in the previous year. Exports to old
EU member states rose by a nominal 15.5% year-on-year, while exports continued
to grow more rapidly to new EU member states (25.3%), which similarly achieved
high economic growth rates in the first half of 2006. Among important trading
partners within the EU, the year-on-year merchandise export growth was notably
favourable with the UK (by 52.1%), Austria (by 24.5%) and Italy (by 13.7%); exports
to Germany also increased considerably (by 13.7%). While in the first half of 2005
exports to France still enjoyed robust year-on-year growth of 87.5% generated by
strong growth of road vehicles exports’, the year-on-year decrease of 3.7% in 2006
also resulted from decreased exports (by 9.5%), which in the structure of merchandise
exports accounted for 54.3% (57.9% in the same period last year). The growth of
exports of road vehicles in 2006 remained a significant driver of the increase in
merchandise exports to the UK and Germany. The increase in exports to Germany,
where the increased investment demand has significantly contributed to its economic
growth, resulted from exports of non-ferrous metals, general industrial machinery,
chemical products and specialised machinery. The growth of exports to Austria and
Italy year-on-year in the first half of the year was mainly driven by exports of
electricity. Apart from that, the strong growth of merchandise exports continued to
several other old EU members previously not Slovenia’s traditional trading partners
(Belgium, Denmark, Finland, Ireland, Spain and Sweden), however, the share of
exports to these countries remains modest (on average 1%).

The regional structure of merchandise exports shows that in the first half of 2000,
besides the strong growth of exports to EU countries, there was also robust year-
on-year growth of exports to non-member states (14.4% in euros). The growth of
exports to the countries of former Yugoslavia stood at 10.2% and the decline in
merchandise exports to Bosnia and Herzegovina and Macedonia, which started after
Slovenia’s accession to the EU, still continues while exports to Croatia, Serbia and
Montenegro have increased. The growth of exports to Croatia (13.7%) was mainly
generated by an increase in exports of road vehicles (by 39.3%) and metal products.
As a result of the robust growth of exports of medical and pharmaceutical products
(60.2%), exports of goods to the Russian Federation rose by 36.8% year-on-year in
the first half of the year. After two subsequent years of decline, exports of goods to
the USA increased (by 5.7%, year-on-year). Falls in exports of medical and
pharmaceutical products nevertheless continued (by 27.9%), however at the same
time the strong export growth of metal products, electrical machinery and equipment,
furniture and other manufactured articles was recorded.

7 The high production and export growth of road vehicles in 2005 was linked to the manufacturer’s strategic decision
to compensate for reduced production elsewhere by increasing production in Slovenia at the end of 2004.
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Within export of services, exports of other services (all except transport and travel)
rose at the fastest pace in the first six months of 2006. The 15.8% growth (in EUR)
of services exports was largely generated by the strong increase in exports of other
business services (46.3%), including leasing, merchanting services and various
business, professional and technical services. Despite the strong growth in exports
of other services in 2006 and 2005, changes in the structure of Slovenia’s exports of
services are occurring far too slowly taking into account that the share of other
services only accounts for a solid quarter while this share is significantly higher in
EU countries (over 50%). This is partly due to Slovenian high-value-added service
providers’ excessive orientation to the domestic market. Exports of transport services
recorded a 19.2% year-on-year rise in the first six months, which was related to the
strong growth of merchandise exports. Among all components of services, receipts
from travel rose at the slowest pace (5.4%).

As Slovenia continues to integrate intensively with international trade and capital
flows, the average shares of imports in exports, investment and private
consumption are rising. Merchandise imports by end-use product groups, which
rose by a nominal 16.1% (in EUR) in the first six months of 2006 year-on-year,
recorded the highest rise in intermediate goods (by 16.7%) on the back of the
rising prices of oil and other commodities and the robust growth of industrial
production. The share of intermediate goods imports in merchandise exports was
estimated at 65.3% (64.9% in the same period last year). There was also a
significant rise in imports of investment goods (15.3%) and consumer goods
(15.2%). The increase in imports of investment goods, following the modest rise
last year, was a reflection of the robust growth of investments in equipment and
machinery (see Chap. 3.3). The share of investment goods imports in investment
consumption was estimated at 37.1% (compared to 34.7% in the same period last
year). The import component also continued to grow in the consumer products
field as the share of consumer goods imports in domestic private consumption
rose by 2.1 p.p. to stand at 25.8%, year-on-year. The latter is also linked to the
globalisation of international markets whereby domestic supply of consumer goods
is partly being replaced by imported products. Within the regional structure,
merchandise imports increased by 13.2% from EU countries and by 28.8% from
non-member states. Within the latter group, the strong growth of imports continued
from the countries of former Yugoslavia (33.6%) participating in the stabilisation
and association process (Macedonia, Bosnia and Herzegovina, Serbia and
Montenegro) with almost entirely free exports to the EU®.

Imports of services rose less rapidly than their exports in the first six months of
2006, year-on- year. The 12.7% growth (in EUR) was generated mostly by imports
of other services (10.7%) accounting for almost one-half of services imports despite
imports of transport services (19.2%) being the fastest growing category. Imports
of travel rose by 10.8% in nominal terms. Despite this relatively strong rise, they
contributed the least to the imports of services (2.9 p.p.).

8 At the beginning of April 2006, talks started on the European Commission’s initiative to set up a free-trade area
in the Balkans pursuant to the Central European Free Trade Agreement (CEFTA). It could replace the about 30
bilateral agreements on free trade between Croatia, Bosnia and Herzegovina, Macedonia, Serbia, Montenegro,
Albania, Romania, Bulgaria, Moldova and Kosovo, and would contribute to more transparent trade in this area.
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The growth of trade in goods and services slowed down in July (14.1%), year-
on-year, compared to the first six months of 2006 (16.0% in nominal terms, in
EUR). Nevertheless, the year-on-year rise of export-import flows in the first seven
months of the year remained at a relatively high level, while the growth of exports
and imports was nearly at the same level (15.8% and 15.7%).

The autumn estimate of the real growth of goods and services flows in 2006 has
been revised upwards since spring. Exports of goods and services in 2006 will rise
by 9.9% in real terms, which is 1.7 p.p. higher than projected in spring. The growth
of merchandise exports (10.6%) will exceed the spring forecast (8.5%). The upward
revision is mainly due to stronger export growth to EU countries. Economic growth
in EU countries was stronger than projected in spring and will result in higher foreign
demand, which will in turn contribute to the stronger growth of merchandise exports
(the response of Slovenia’s merchandise exports to the percentage change in foreign
demand is more than proportionate). The increase in exports will also be helped by
the sustained robust growth of exports to Croatia, Serbia and Montenegro, and Russia.
The volume of exports to Bosnia and Herzegovina and Macedonia is projected to
also be lower at the annual level. The real growth of exports of services remains in
line with the spring projections (6.6%). Imports of goods and services in 2006 will
rise by 9.1% in real terms, which is 1.5 p.p. higher than projected in spring. The
higher import growth will reflect stronger export flows, and partly the higher estimate
of gross fixed capital formation growth. The contribution of international trade to
economic growth in 2006 remains approximately the same (0.6 p.p.) as projected in
the spring forecasts (0.4 p.p.).

In 2007, the growth of trade in goods and services is expected to be weaker than in
2006. The anticipated economic slowdown in the international environment, notably
in the EU, is expected to result in less strong growth of goods and services exports.
Thanks to the positive carry-over of this year’s favourable export flows, growth
next year will be slightly higher (8.3%) than that projected in spring. We also expect
that the relatively strong rise in exports to Croatia will continue, while the robust
growth of merchandise exports to Serbia and Montenegro and to Russia is projected
to slow down. The decline in exports to Bosnia and Herzegovina and Macedonia is
expected to come to a halt. Growth in exports of services will remain roughly at the
2006 level (6.7%). On the other hand, the real growth seen in the imports of goods
and services (7.7%) is expected to slow down in comparison with the previous year,
which will mainly be due to the deceleration of export growth. With regard to the
described export-import flows trends, the contribution of international trade will
amount to 0.5 p.p.

In 2008, international trade is anticipated to rise slightly following the growth of
export trends; the growth in import trends is projected to remain at a similar level as
in 2007, while exports are expected to grow by a real 8.5% (8.9% for goods, 6.8%
for services). Taking into account the forecasts anticipating higher economic growth
in the most important EU partner countries, we expect stronger growth in exports to
EU countries. The growth of exports to other countries will remain at the level of
the previous year. Given these anticipated trends in exports and domestic
consumption, which will record weaker growth than in the previous year, the real
growth of imports of goods and services is projected to stand at 7.7%. The
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contribution of international trade to economic growth (0.6 p.p.) will be slightly
higher than in 2007.

3.2 Private consumption

Private consumption increased by 3.4% in real terms in the first half of 2006, 1.6
of a percentage point less than GDP. Within private consumption, which also rose
very evenly in quarterly terms (by 3.5% in Q1 and by 3.3% in Q2), final consumption
expenditure of households equally rose by a real 3.4% whereas final consumption
expenditure of non-profit institutions serving households (NPISH) went up by 2.3%.

Household receipts’, serving as a short-term indicator of household consumption
in terms of sources for consumption, rose by a real 4.6% in the six months to June
year on year (in 2005 by 2.0%). The fastest growing component of receipts was
other remuneration' (8.8%), following its drop seen in 2005. The net wage bill,
which contributed the largest share to growth, achieved half of this increase (4.4%)
while payments of social transfers rose by 3.0%.

Midyear year-on-year comparisons of selected short-term consumption indicators
generally suggest continued stable growth rates. Although household consumption
rose by a real 3.4% in the first half of both 2005 and 2006 year on year, the growth
of turnover in retail trade recorded in the six months to June 2006 (3.2%) was just
half that recorded in 2005 (5.9%); the highest increase in turnover was observed in
the group of furniture, household equipment and construction material in specialised
shops (14.4%; in the first six months 0f 2005: -2.1%). On the other hand, the growth
of VAT charged to final consumers (5.7%) more than doubled compared with 2005
(2.5%) and exceeded the growth of turnover in retail trade by 2.5 p.p. 2006 saw
vigorous growth of both consumer goods imports (15.2% in the six months to June,
nominal terms in EUR) and residents’ spending abroad. The latter increased by
10.9% (nominal terms in EUR) and exceeded the increase in non-residents’ spending
in Slovenia (by 5.2 p.p.) for the first time since 2002 (while the nominal value of
non-residents’ spending in Slovenia was almost double that of residents’ spending
abroad). The value of the consumer confidence indicator (-16.0) recorded in the
first half of 2006 was one percentage point above the average of the first six months
0f 2005. The number of registered new cars continued to decline (-0.4% in the six
months to June), although the decrease was smaller than in the first half of 2005.

The net flows of total loans to individuals" increased by one-third in the first half
of 2006 (by 33.0% in real terms). For three subsequent quarters, the net flows of

° The receipts comprise the net wage bill (which represented 45.5% of total receipts in the first half of 2006) and
other remuneration (17.6%) according to the AJPES’ data, and transfers to individuals and households (36.9%)
according to the MF’s consolidated general government revenue and expenditure.

1 Contract-based payments increased by a real 23.4% in the first half of 2006 year on year whereas reimbursements
of work-related costs were up 7.2%.

'" Due to the changed methodology for the collection of data on individuals’ loans and savings (transition from
IMF to ECB methodology), the dynamics of these indicators can only be monitored from December 2004 onwards,
which significantly impairs the analysis of household borrowing given that it began to increase at the end of
2003 according to previous data.
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housing loans exceeded the flows of consumer and other loans combined. From
March to June 2006, the year-on-year real growth of the volume of loans remained
steady at 24.5%, just slightly above the level recorded in the first six months of
2005 (21.5%) Looking at loans by currency, the volume of foreign currency loans
continued to achieve the strongest growth (78.0%, over 57.5% recorded in the same
period of 2005), whereas tolar loans increased by a mere 0.6% year on year (10.3%
in the first six months of 2005). A breakdown of loans by purpose shows that the
volume of housing loans surged by 49.5% in real terms in the six months to June
(33.9% in 2005), the volume of consumer loans grew by 14.5% (12.8%) while
other loans were up 7.4% (26.0%). In the period for which data based on the ECB
methodology are available, the structure of loans also changed. With regard to
currency, the share of loans in foreign currency was almost twice as high in June
2006 (43.2%) than at the end of 2004 (22.5%). The structure by purpose shows that
the share of housing loans totalled 34.0% at the end of June, 10.7 p.p. more than 18
months ago. The shares of consumer and other loans consequently decreased (by
9.2 p.p. to 44.5% and by 1.7 p.p. to 21.4%, respectively).

The commercial banks’ loan burden on household receipts® is increasing; in the
first half of 2006 it rose by 0.6 to 4.1. Meanwhile, household indebtedness in banks
increased by 12.3 units per one unit of increased receipts'® (in the same period of
2005 by 14.8 units). The lower value of this indicator in 2006 is the result of the
higher growth of the difference in receipts (than the difference in loans), while it
may also indicate a deceleration in the relatively strong borrowing dynamics
witnessed in the last few years.

The available data on spending in the third quarter suggest a continuation of
similar dynamics as in the first half of 2006. The net wage bill and other remuneration
rose by a real 5.6% in July and August, year on year, which corresponds to the
growth in the first six months. July’s growth of consumer goods imports (15.2%, in
EUR) was similarly at the six-month level. In July and August together, residents’
spending abroad increased by 7.0% year on year (in EUR), whereas non-residents’
spending in Slovenia was 1.7% lower than in the same period of 2005. The value of
the consumer confidence indicator in Q3 (-12.0) also rose in comparison with its
value in the same period of 2005 (-19.3); consumers showed the highest confidence
since March 1996 (when monthly data started to be collected) in the overall economic
situation and the advisability of making major purchases and savings. The largest
divergence from the dynamics observed in the first half of the year were recorded in
the data on turnover in retail trade and new car registrations in Q3. In Q3 of 2006,
new car registrations achieved their highest growth in the last two and a half years
(since Q1 0f 2004), climbing by 7.2% year on year. On the other hand, turnover in
retail trade declined slightly in July and August together (by 0.1%).

The autumn forecast of private consumption growth for 2006 remains unchanged
at 3.3%. Despite the slightly lower estimated real growth of the gross wage bill
(3.2%; previously 3.3%) and disposable income, the autumn forecast of private

12 The ratio of the average monthly volume of loans to average monthly receipts.

13 The ratio between the difference in the average volume of loans in a given period and the difference in average
receipts in the same period.
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consumption remains the same as in spring since it is based on the growth achieved
in the first half of the year and the described movements of current indicators. The
downward revision to the estimated disposable income relative to spring (from 3.3%
to 2.4%) was largely the result of the stronger growth of personal income tax
payments in the first half of the year (15.4% in nominal terms according to the
MF’s consolidated general government revenue and expenditure).

The forecast of private consumption growth for 2007 stands at 3.6%. On one hand,
the growth of private consumption in 2007 will benefit from reduced tax rates'; on
the other; it will be restricted by the effect of rising interest rates. With the projected
0.9% increase in the number of wage recipients and 2.5% real increase in gross
wages, the gross wage bill will grow by a real 3.4%. The real growth of disposable
income is estimated at 3.8 %. Due to the effects of the lower personal income tax
rates, which particularly reduce the tax wedge for people in higher income brackets
with a higher propensity to save, consumption is not expected to increase by the
total increase in disposable income. The slowdown in borrowing caused by the
rising interest rates, which also raise borrowers’ repayment instalments for loans
with a variable interest rate taken out in the past, may also have a restrictive effect
on consumption.

In 2008, consumption growth is forecast to achieve 3.6% again. The primary reason
for private consumption growth remaining somewhat above the level of the last few
years is the expected stronger growth of the gross wage bill (personal income tax
cuts will only boost the growth of private consumption in 2007). Given the projected
3.0% real growth of gross wages and the 0.9% increase in the number of wage
recipients, the gross wage bill is expected to grow by 3.9%. The growth of disposable
income in 2008 is estimated at 3.7%. The repayment of loans taken out in previous
years (particularly housing loans with relatively high annual instalments) may also
slightly reduce household budgets in 2008.

3.3 Gross fixed capital formation and inventories

The high investment activity which started in the final quarter of 2005 continued in
the first half of 2006. According to quarterly data, the year-on-year growth in gross
fixed capital formation was 8.2% in the last quarter of 2005 (and 3.2% compared to
the third quarter of the year, according to seasonally-adjusted data). In the first half
0f 2006, the year-on-year growth was 8.9% (according to seasonally-adjusted data,
it was 2.0% in Q1 and 1.9% in Q2 compared to the previous quarter).

In the first half of 2006, it was mostly investment in equipment that increased.
Investment in machinery and equipment were up by 13.6% in this period compared to
the same period last year, of which investment in transport equipment was up by
16.8%, and in other equipment and machinery by 12.7%. The rise is estimated to have
been achieved thanks to the favourable situation in the international environment and

!4 The forecast takes into account the personal income tax rates proposed in the draft amendments to the Personal
Income Tax Act adopted by the government in September 2006. The estimate of the effects also considers the
results of the IER’s economic model that was used to assess the effects of tax legislation on the growth of
macroeconomic aggregates (September 2006).
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Figure 2: Production capacity utilisation in industry
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the growth in exports which spurred on investment activity, in particular in combination
with the high production capacity utilisation in industry (see Figure 2).

In the first half of the year, growth in investment in non-residential buildings and
structures was moderate, while housing investment continued to surge. Investment
in dwellings was up by 13.6% in the first half of 2006 and investment in non-residential
buildings increased by a mere 2.5%. The value of engineering construction put in
place rose by 3.9% and that of non-residential buildings by a mere 0.2%. Only slow
growth in the latter has been quite expected, as the total floor area shown in the
building permits issued for the planned non-residential buildings rose by just 2.7% in
2005, and by 3.1% in 2004. However, the slowdown in engineering construction in
the first quarter came as quite a surprise. It could be attributed to the unfavourable
weather conditions and delays in signing the motorway construction contracts.

Based on some short-term indicators it could be presumed that the high investment
activity also continued in the third quarter. The value of construction put in place
in July was 15.8% higher in real terms than in the same month of 2005, of which
investment in buildings and structures rose in particular. Based on data on first car
registrations, it is estimated that the high growth of investment in transport equipment
also continued. The same conclusions may be made for growth in investment in
other equipment and machinery as imports of machinery (excluding transport
vehicles) were 10% higher (in EUR) in July than in the same month of 2005.

Growth in gross fixed capital formation is expected to be similar in the second half
of 2006 as in the first half, and it is expected to average out at 8.6% in 2006 as a
whole. The improvement in the forecast by 2.6 p.p. is partly thanks to the favourable
international environment, which exceeded our expectations already in the first half
of the year and stimulated investment activity of enterprises. The robust growth in
the last quarter of 2005, which we attributed in our spring report to the announced
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tightening of the investment relief regime (as of 1 January 2006), was thus not only
transitional but also continued in 2006. Based on issued building permits, growth
in housing investment is expected to continue in the second half of the year'® and
investment in non-residential construction is set to even strengthen'®. In addition,
the data on the stock of contracts in construction are favourable; in July, the value
of these contracts was 87.7% higher than last year (35.5 % higher in building
construction and 156.5% higher in civil-engineering construction). In particular,
we expect a boost in civil-engineering construction related to the investment in
motorway construction (in our estimates, such a high rise in the value of stock of
contracts for civil-engineering construction was due to the motorway construction
contracts). Like in the first half of 2006, high production capacity utilisation again
positively affected investment activity (see Figure 2); in the last quarter of the year,
growth should be additionally spurred on by the forecast change in the taxation of
company profits'” (the partial rescheduling of investment from 2007 to 2006 will,
however, negatively affect growth at the beginning of 2007).

2007 is expected to see a slight slowdown in investment activity. Gross fixed capital
formation is seen to grow by 5.5% in 2007, largely due to the slowdown of growth
in the international environment and the shifting of some investment planned for
2007 to 2006. Based on the data on issued building permits, further growth in housing
investment is expected as well as accelerated motorway construction as shown by
the plans of the Motorway Company in the Republic of Slovenia (DARS). In
addition, the government’s own investment activity will positively affect the overall
activity; investment expenditure is expected to rise in nominal terms by 11.4% (in
particular funds for the construction and maintenance of public roads).

A further slowdown in investment activity is also expected in 2008. 1t is forecast to
rise by 4.5%. The slower growth is related to an easing off of housing investment as
a consequence of the expiry of the transitional period during which Slovenia was
allowed to apply a reduced VAT rate to housing construction. Growth in investment
in motorways is, however, expected to continue in 2008. Further, investment in
machinery and equipment is anticipated to rise at a similar rate as in 2007.

In 2006, the change in inventories is anticipated to negatively contribute to GDP
growth, i.e. 0.4 p.p., and in the next two years its contribution should be neutral.
Although inventories are expected to grow by 1.2% of GDP in 2006, the contribution
of the change in inventories to economic growth will be negative owing to the high
basis achieved in 2005, when they were up by 1.6% of GDP. Inventories are also
expected to increase in 2007 and 2008, thus accounting for 1.1% of GDP in current
prices. In both years, however, the contribution of their change to economic growth
should be neutral.

15 The total floor area of new dwellings and extensions planned in issued building permits surged by almost one-half
in the 2003-2005 period. In just the first half of 2006, it was up by 12.7% compared to the same period last year.

16 The total floor area of new dwellings and extensions of non-residential buildings planned in the issued building
permits soared by 87.4% in the first half of the year over the same period last year.

'7 The amended Corporate Income Tax Act, applicable from 1 January 2007, will abolish relief for investment in
equipment. In our estimate, part of the investment planned for early next year will be realised in the last quarter
this year to allow companies to reduce their tax bases.
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General government consumption

In the first half of 2006, general government consumption rose by 3.7% year-on-
year according to the SORS’ quarterly national accounts. The real rise was lower
inthe Q1 (3.3%) than in Q2 (4.1%); in Q1 individual consumption rose faster (3.6%)
than collective consumption (2.8%), whereas in Q2 collective consumption was
rising faster (5.7%) than individual consumption (3.1%).

The real rise in general government consumption is estimated at 2.8% in 20006, up
by 0.1 p.p. from our spring forecast. The forecast of the volume of government
consumption for 2006 is based on macroeconomic assumptions and the estimates of
general government expenditures (taking into account that part of expenditure which
enters government consumption according to the national accounts methodology)
after an estimation of realisation of the 2006 state budget and estimations of local
government budgets and compulsory health insurance expenditures (also see Chapter
7). The slightly higher real rise in government consumption than forecast in spring
is largely a consequence of the slightly higher rise in expenditures for goods and
services. Growth in government consumption will lag behind the forecast GDP
growth, with its proportion in this aggregate decreasing by 0.2 p.p. to 19.4%
compared to 2005. The contribution of government consumption to GDP growth is
estimated at 0.5 p.p., up by 0.1 p.p. from 2005.

Table 12: General government consumption

2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast

Real growth (%)

General government consumption, total 3.9 3.2 1.6 34 2.2 2.8 2.5 2.8
Individual consumption 3.2 4.4 2.0 3.0 24 2.6 24 29
Collective consumption 49 15 1.1 4.1 1.9 3.1 2.6 2.6

As a % of GDP

General government consumption, total 20.0 19.7 19.6 19.6 19.6 19.4 19.2 19.2
Individual consumption 11.9 11.8 11.8 11.8 11.8 11.6 11.5 11.5

Collective consumption 8.1 7.9 7.8 7.8 7.8 7.8 7.7 7.7

Source of data: SORS,

estimates and forecasts by IMAD.

Growth in collective consumption in 20006 is estimated to be slightly higher than
that of individual consumption (see Table 12). The number of employees in the
general government sector is estimated to rise by 1.8%, which is slightly below the
spring estimate (2.0%), largely thanks to a more pronounced slowdown in
employment growth in education. The real rise in intermediate consumption in 2006
has been estimated at 4.5%; a faster real rise than estimated in the spring is expected
in expenditures on goods and services in government bodies; this is mostly due to
the faster growth of expenditure on special materials and services as well as on
business travel expenses, penalties and damages and on current maintenance.
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Balance of payments

In the first half of 2006, the current account deficit was lower than in the same
period of 2005. The narrowing of the deficit from EUR 92.7 m to EUR 51.6 m was
the result of a higher surplus in the services trade despite the higher deficit in the
trade balance. The relatively large statistical error (EUR -265.8 m) in this period,
which has occurred consistently in the balance of payments data during the year
ever since Slovenia entered the EU, appears to be related more to underestimated
capital exports than an underestimated current account deficit.

The trade deficit amounted to EUR 307.9 m in the first half of the year, compared
with EUR 270.1 m for the same period of 2005. In regional terms, the expansion of
the trade deficit was largely caused by the increase in the trade deficit with non-EU
members. Within the latter, the deficit widened in Slovenia’s trade with the EFTA
countries and Turkey. At the same time, the surplus in trade with countries of former
Yugoslavia and the USA narrowed, while the trade surplus with the Russian
Federation increased (also see Chapter 3.1). If we look at goods trade by end-use
products, the overall increase in the trade deficit was largely caused by the higher
import value of oil and its derivatives (the price of Brent crude per barrel surged by
32.7% in the first six months to June, year on year). The rising prices of oil, coupled
with higher prices of other commodities and higher producer prices, worsened the
terms of trade in goods (the index totalled 99.5).

The services balance recorded a higher surplus (EUR 464.7 m) in the first half of
the year than in the same period of 2005 (EUR 374.9 m). The increase in the surplus
was underpinned by higher net exports of transport and, for the second year in a
row, by a lower deficit in other services. The surplus in tourism did not increase
significantly at the year-on-year level.

The expansion of deficits in factor incomes and current transfers was not significant
(approximately EUR 6 m each). The slightly higher mid-year deficit in factor
incomes (it rose from EUR 120.7 m to EUR 126.9 m) was mainly the result of
higher net labour expenditure, while the investment income balance remained at
approximately the same level as in the same period of 2005. In receipts, the largest
increase was recorded in commercial banks’ earned interest due to their stronger
lending to the rest of the world and capital exports via investment in securities. On
the expenditure side, the highest increase was seen in interest on loans extended to
domestic banks by the rest of the world. The government sector was repaying its
liabilities and thus paid less interest on bonds and notes than in the same period last
year. Due to the higher deficit in the private sector’s transfers, the deficit in current
transfers rose in the first half of the year (from EUR 76.9 m to EUR 81.4 m)
despite the net budgetary surplus of the national budget against the EU budget in
this period.

In the first eight months of the year, the current account deficit totalled EUR
337.1 m. The widening of the deficit compared with the first half of the year was
largely caused by July’s significantly higher payments of dividends and profits.
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The capital account, which includes capital transfers and patents and licences,
recorded slightly lower net capital exports (EUR 31.5 m) in the first half of 2006
than in the same period last year (EUR 35.3 m). This change was almost entirely
due to capital transfers, where the largest year-on-year increase was seen in the net
general government revenues. Other sectors increased their net external claims due
to the higher write-offs of long-term and short-term debt of the rest of the world.
The sale of patents and licences was modest and remained at a roughly equal level
as in the same period last year (EUR 1.4 m), while purchases of patents and licences
(EUR 2.5 m) were higher than last year in this period (EUR 0.4 m).

The net capital inflow via financial account instruments (financial account of the
balance of payments less international reserves) totalled EUR 145.6 m in the first
half of the year, compared with the EUR 127.0 m seen in the same period last year.
The highest capital inflow was generated by loans that domestic banks took out
abroad, while the highest capital outflow was recorded in banks’ and enterprises’
investment in securities abroad.

The main sources of capital inflows were loans taken out abroad by domestic
commercial banks and domestic enterprises, non-residents’ deposits in banks, and
inflows of investment in securities and of foreign direct investment. The volume of
banks’ borrowing abroad remained at approximately the same level (EUR 961.5 m)
as in the same period last year (EUR 956.2 m). The banking sector borrowed
particularly heavily in May. Part of this borrowing was intended for the repayment
of foreign loans. Although the borrowing conditions for domestic firms abroad do
not differ significantly from those in domestic banks, and despite the rising tendency
of interest rates, corporate borrowing abroad rose by EUR 150.3 m, to total EUR
315.5 m. The inflow of currency and non-residents’ deposits into Slovenian banks
amounted to EUR 515.6 m, down EUR 124.6 m from the same period last year. The
inflow of foreign purchases of domestic securities (EUR 488.6 m) was mostly
directed in bonds, notes and money market instruments of the general government.
Year on year, the inflow of foreign direct investment increased as well, by EUR
219.3 m to EUR 248.1 m, mostly as a result of reinvested earnings and less due to
the inflow of equity capital (36.3% of the FDI inflow).

Capital outflows were mainly generated by investment in securities, outflows of

foreign currency and household deposits from the banking system, short-term trade

credits, loans and outward direct investment. Capital exports in the form of
investment in securities totalled EUR 924.2 m in the six months to June (EUR
494.1 m in the same period last year); both banks and enterprises increased this type
of investment, whose structure was dominated by equity securities of the private
sector (i.e. the banking sector and other sectors). Portfolio investment abroad has
been on a substantial increase since 2003 as a result of the limited investment
possibilities in the Slovenian market as well as the higher returns available in
international capital markets. Capital exports in the form of foreign currency and
household deposits also rose considerably (from EUR 70.0 m to EUR 431.7 m).
Short-term trade credits to the rest of the world increased by EUR 68.7 m year on
year to total EUR 400.3, reflecting the stronger growth of goods exports. If we look
at the regional structure of short-term trade credits, more than half were granted in
EU countries. Lending to the rest of the world, around two-thirds of which comprised
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domestic banks’ loans, doubled in the first six months of 2006 year on year (to total
EUR 308.1 m). Capital exports via outward direct investment of the domestic private
sector recorded in the first half of the year (EUR 290.4 m) were higher than in the
same period last year (EUR 204.8 m). Around half of this financial outflow was
generated by investment in equity capital while the remainder consisted of the higher
claims on affiliated subsidiaries abroad.

Slovenia’s international reserves totalled EUR 6,560.2 mn at the end of June and
sufficed to cover 4 months’ worth of the average imports of goods and services.
International reserves dropped by EUR 203.2 m in the six months to June, year on
year (in the same period last year they rose by EUR 42.4 m) because the net capital
inflows did not suffice to compensate for the current account deficit.

Financial transactions with the rest of the world recorded a deficit of EUR 62.1 m
in the first eight months of the year. Within inflows, July and August saw the highest
increase in foreign direct investment, while within outflows the largest rise was
observed in capital exports in the form of debt securities.

Net external debt, i.e. the balance between gross external debt and gross external
assets in debt instruments, increased in the first half of the year. Gross external
debt, i.c. the gross external liabilities in debt instruments, totalled EUR 21,734 m at
the end of June, having risen by EUR 2,168 m over the end 0of 2005. Banks’ borrowing
contributed as much as 68.5% (EUR 1,485 m) to the increase in gross external debt,
while the borrowing of enterprises and NFI contributed 17.2% (EUR 372 m). The
increase in gross external debt was also partly linked to the foreign investment in
government securities and to the liabilities to direct investors. Slovenia’s gross
external assets totalled EUR 17,820 m at the end of June, having increased by EUR
684 m over the end of 2005. The drop in international reserves was smaller than the
increase in banks’ assets (mostly bonds and notes) and other sectors’ assets (mainly
short-term loans), as well as the higher assets in the form of other capital within
direct investment. Net external debt totalled EUR 3,914 m at the end of June, EUR
1,484 more than at the end of 2005.

Dynamic debt indicators deteriorated by July 2006 according to the available data
but they remained within the limits of liquidity and solvency. International reserves
were just sufficient to cover the outstanding short-term debt (the value of the indicator
atthe end of 2005 was 1.05). At the end of July, Slovenia’s total foreign exchange was
32% higher than the outstanding short-term debt (34% higher at the end of 2005).

The stock of external financial assets and liabilities is presented in the international
investment position (net financial position).’® On average, Slovenia’s net financial
position in 1995-2005 was negative (4.8% of GDP; see the figure below). Following
the surplus of EUR 600.2 m recorded at the end of 1994, Slovenia’s net financial
position recorded a deficit of EUR 2,287.1 m at the end 0f 2005, having deteriorated

¥ For the time being, data on Slovenia’s international investment position are published once a year, showing the
year-end position and structured equally as the financial account of the balance of payments. Changes between
the net financial positions of two consecutive years reflect transactions in the balance of payments (the current
account and the capital account balances plus net errors and omissions) and changes in prices, the exchange rate
etc. (net capital profits, effect of the exchange rate and GDP growth rate).
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by EUR 2,887.3 m over the entire period analysed. This aggregate deficit, which
amounted to 14.5% of GDP, was largely the result of the financial flows (i.e. deficit)
in the current account (-10.8% of GDP) and to a smaller extent of the capital losses
caused by changes in prices and exchange rate (-3.8%) and of the capital account
and statistical error (-1.4%). The cumulative effect of economic growth was positive
(1.5%). Despite the deficit recorded at the end of 2005 (-8.3% of GDP), Slovenia’s
net financial position was relatively favourable in comparison with some other new
EU members, which recorded high deficits (measured as shares of GDP) at the end
0f2004: the Czech Republic (-34.6%), Slovakia (-37.5%), Estonia (-99.7%), Latvia
(-55.0%), Hungary (-96.9%), Lithuania (-38.9%) and Poland (-53.3%).

Figure 3: Slovenia’s international investment position, as a % of GDP
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The current account deficit is expected to exceed this years spring forecast in
2006-2008. In addition to the new forecasts of real export-import flows and the
terms of trade, the higher projected deficit will also reflect the methodological
changes introduced by revisions made to the balance of payments for 2002-2005
(see Box 2) and will also impinge upon the future balance of payments flows.

The forecast of the current account balance for 2006 projects a deficit of EUR 693
m or 2.4% of GDP. Since export flows are expected to grow faster than import
flows, and given the anticipated worsened terms of trade in goods and services (by
0.7 p.p.), the goods and services deficit will total EUR 195 m, slightly more than a
year ago. The deficit in merchandise trade is projected to amount to EUR 1,113 m,
while the surplus in services trade should total EUR 918 m. Factor incomes will run
a higher deficit than last year (EUR 370 m), mainly due to the higher payments of
dividends and profits" and payments of interest on loans taken out abroad. Current
transfers will record a deficit this year (of EUR 128 m), which will be generated by

19 July’s payments of dividends and profits totalled EUR 143.2 m (EUR 210.0 m in the seven months to July) and
exceeded the annual payments for 2005 (EUR 134.4 m).
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the deficit in the transfers of the private sector, while we expect a surplus in Slovenia’s
national budget against the EU budget. Compared with the spring report, the higher
current account deficit will be generated entirely by the higher deficits in factor
incomes and current transfers (where a surplus was forecast in spring).

In 2007 and 2008 we expect a gradual narrowing of the current account deficit. In
2007 the current account deficit is projected to decrease to EUR 503 m or 1.6% of
GDP. As export flows will continue to rise at a faster pace than import flows and the
terms of trade will improve relative to the previous year, goods and services trade
should end up the year with a slight surplus (EUR 9 m). Within that, the goods
deficit is expected to narrow while the services surplus will increase. The goods
deficit is anticipated to total EUR 985 m. Its narrowing will mainly be underpinned
by a higher surplus in trade with non-EU members. The surplus in the services
balance will expand to EUR 994 m on the back of the higher surpluses in the trade
in transport and travel. The deficit in factor incomes (EUR 374 m) will come in at a
similar level as in 2006, assuming that the payments of external debt interest will
continue to increase while the payments of dividends and profits will exhibit the
usual dynamics (i.e. they will be lower than in 2006). Current transfers are anticipated
to run a deficit of EUR 138 m, which will be again attributable entirely to the deficit
in the private sector. In 2008, the current account deficit should narrow further to
total EUR 410 m or 1.2% of GDP. In addition to the expected favourable flows in
trade in goods and services, where the surplus is expected to expand (to EUR 81 m),
this lowering will be supported by the improved balance in current transfers (EUR
-28 m) resulting from the higher net acquisition of funds from the EU budget. The
deficit in the income balance is projected to total EUR 463 m as the surplus in
labour income will again not suffice to cover the deficit in investment income,
which will widen as a result of the continued increase in the payments of external
debt interest.

Box 2: Revision of the balance of payments for 2002-2005

The Bank of Slovenia revised the balance of payments data for the 2002-2005
period. The changes made to the balance of payments were prompted by the ECB’s
reporting requirements and the methodological changes, as well as routine data
updates.

The main changes that resulted in substantial revisions of the current account
balance occurred in factor incomes and current transfers. In the factor incomes
balance, the revision of data resulted in a higher deficit in investment income and
a lower surplus in labour income. From 1 January 2002 data on the labour income
receipts from international payment transactions were replaced by the data from
the labour force survey and data from the Eurostat’s database. The substantial
revision of data on current transfers was linked to the collection of labour income
data according to the gross principle (including taxes and contributions). At the
same time, data from international payment transactions for the current private
transfers, specifically data on pensions to non-residents, were replaced by direct
data collected by the PDII. A comparison of both sources showed that the data
collected hitherto were underestimated. The international payment transactions
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data for transfers between Slovenia and the EU were replaced as well, namely by
the direct budget data that the Ministry of Finance provides to the Bank of Slovenia.
This arrangement allows the division into current and capital transfers as required
by the ECB and the Eurostat. There were no changes in the trade and services
balance in the 2002-2004 period. In 2005, both balances were updated with the
SORS’ final data, which resulted in a slightly lower trade balance deficit and
services balance surplus. In the whole period covered by the revision, the changes
outlined above are reflected in a higher current account deficit.

Table 13: Sub-balances of the current account of the balance of
payments, 2002-2005, before and after the revision

Labour
Balance - before Current Current Trade Services and Current
and after the account, | account, | balance, | balance, | investment | transfers,
revision % of GDP| EUR m EUR m EUR m income, EUR m
EUR m
2002 before revision 1.5 343.8 -265.0 620.0 -153.3 142.0
2002 after revision 1.0 2472 -265.0 619.8 -167.7 60.1
Difference, in p.p. -0.5 -96.6 0.0 -0.3 -14.4 -81.9
2003 before revision -0.3 -81.2 -542.8 540.8 -172.9 93.7
2003 after revision -0.8 -195.7 -542.8 540.2 -218.7 257
Difference, in p.p. -0.5 -114.5 0.0 -0.6 -45.8 -68.1
2004 before revision -2.1 -543.7| -1.008.8 686.1 -249.6 28.6
2004 after revision 2.7 -719.7| -1.008.8 687.6 -322.1 -76.5
Difference, in p.p. -0.6 -176.0 0.0 1.6 -72.6 -105.0
2005 before revision -1.1 -301.1| -1.034.2 898.3 -225.8 60.6
2005 after revision -2.0 -547.5| -1.025.9 855.6 -283.1 -94.1
Difference, in p.p. -0.9 -246.4 8.3 -42.7 -57.3 -154.7

Source of data: BS; calculations by IMAD.

4.2 International competitiveness

The price competitiveness of Slovenian manufacturing measured by relative consumer

prices has deteriorated in 2006 but remains relatively stable in the longer term.
Measured by relative producer prices, manufacturing s price competitiveness has
continued to improve this year, and its cost competitiveness has improved as well.
Slovenia s market shares in the markets of its main trading partners are growing.

Measured by relative consumer prices, Slovenia’s price competitiveness
deteriorated in the eight months to August under the influence of the euro’s
appreciation against the US dollar and the Japanese yen, as well as the faster growth
of relative prices. With the tolar’s exchange rate remaining nominally stable against
the euro, the tolar’s effective exchange rate rose by a nominal 0.9% and a real 1.7%
in August over December. The tolar’s average effective exchange rate for the first
eight months of the year was just below the level from a year ago in nominal terms
(0.1% lower) and slightly higher in real terms (by 0.3%).
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In the eight months to August, Slovenia's price competitiveness deteriorated
substantially outside the euro area but less within the euro area. The tolar
appreciated by a real 3.1% against the basket of currencies of Slovenia’s extra-euro
area trading partners® in August over December, measured by relative consumer
prices, whereas it was still a real 0.2% lower than a year ago in the first eight
months of the year on average. Within the euro area, the deterioration of Slovenia’s
price competitiveness totalled 1.1% in August over December and 0.6% in the eight
months of the year, relative to the same period of 2005 (see Figure 4).

Figure 4: The tolar’s real effective exchange rate, deflated by relative consumer prices
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Poland, Slovakia, the USA, Switzerland, Japan (10 partners — outside euro area), Croatia, Russia, Turkey.

The improvement of price competitiveness measured by manufacturings relative
producer prices was caused by the drop in Slovenian prices in comparison with
foreign ones. As a result, the tolar’s effective exchange rate depreciated by a real
1.0% in August over December and by 1.7% in the first eight months of the year
over the same period of 2005.

The year-on-year improvement of manufacturing’s cost competitiveness seen in
the first seven months of the year was the result of the strong growth of labour
productivity (9.0%). This growth was underpinned by a substantial increase in
production (6.8%) and by a further significant decrease in employment (-2.0%).
The real growth of compensation per employee (2.6%, deflated by consumer prices)
lagged behind labour productivity growth by as much as 6.4 percentage points. As
the real growth of net wages slowed down progressively (to 3.4%) and other
remuneration recorded modest real growth (0.1%), the tax wedge on wages was
also reduced (by 0.4%) due to the lowering of payroll tax rates. As a result, relative
unit labour costs in the basket of currency fell in the seven months to July (by 3.7%
year on year).

20 See the note under the graph.
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Box 3: Comparison of Slovenia’s price competitiveness with
countries within the euro area

By entering the EMU in January 2007, Slovenia will join the group of the euro
area countries that are relatively the least sensitive to the euro’s volatility in
international currency markets. Slovenia’s share of external trade in the euro area,
where the common currency eliminates currency risks, is among the highest. At
the same time Slovenia’s shares of trade with those trading partners whose
currencies have had the strongest impact on oscillations of the euro area’s effective
exchange rates seen in the last few years (especially the USA and Japan, and to a
smaller extent the United Kingdom) are among the lowest. This means that
Slovenia’s effective exchange rate will see one of the slightest nominal increases
if the euro appreciates in nominal terms in international currency markets, but it
will also record one of the smallest nominal drops if the euro’s nominal value
declines. On the other hand, the relative significance of the dynamics of Slovenian
prices (costs) in comparison with its trading partners will have an accordingly
higher impact on the dynamics of Slovenia’s price (cost) competitiveness.

From the end of 2000 until Slovenia’s entry to the ERM II, when the euro
appreciated strongly against the US dollar and the Japanese yen (by approximately
41%, respectively) and somewhat less vigorously against the British pound sterling
(12%), Slovenia neutralised roughly half of the deterioration in its price
competitiveness (caused by the higher increase in Slovenian prices compared with
the prices of its trading partners) with the tolar’s nominal depreciation against the
euro. The deterioration of Slovenia’s price competitiveness was therefore smaller
than that of euro area countries, except Austria (see Figure 5).

The tolar’s nominal exchange rate has been stable against the euro ever since
Slovenia entered the ERM II. Due to the regional structure of Slovenian exports,
Slovenia’s effective exchange rate, according to the calculations of the European

Figure 5: Nominal and real effective exchange rates, deflated by relative
consumer prices
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Commission?!, was also stable in Q2 of 2006 compared with Q3 of 2004, during
which time it appreciated between a nominal 0.1% and 1.2% across the euro area
countries. Because of the modest growth of Slovenian prices compared with the
prices abroad in this period (0.1%), Slovenia’s real effective exchange rate was
also stable. Although relative prices fell in most euro area countries during this
period, Slovenia achieved results comparable to a group of euro area countries
exhibiting relatively more favourable dynamics of their price competitiveness.

The improvement in competitiveness measured by the growth of aggregate market
share of Slovenian exporters? in the main international markets continued in the
first half of 2006. The more modest (1%) year-on-year growth of the Slovenian
aggregate market share seen in the first half of 2006 is largely attributable to last
year’s dynamics, when the market share enjoyed accelerated growth in the first half
of the year, followed by a substantial slowdown in the second half. The growth of
Slovenia’s exports eased off somewhat in the second half of 2005 while import
demand in Slovenia’s main trading partners strengthened appreciably. Compared
with the average of 2005, Slovenia’s aggregate market share was therefore much
higher in the first half of 2006 (by 5.3 Looking at Slovenia’s main traditional EU
markets, its market share in the Austrian market continued to record rapid year-on-
year growth in the first half of 2006. Slovenia’s market share in Germany shrank
for the fourth year in a row, although exports to the German market grew at an
accelerated pace (by 13.7%, in EUR). Following two years of strong growth,
Slovenia’s market share in the French market was also lower than a year ago, having
dropped in the first half of the year due to the lower exports of road vehicles. A
slight drop was also recorded in the Italian market after five years of uninterrupted
growth. Conversely, Slovenia’s market shares in the hitherto relatively less prominent
EU markets (the UK, Spain, Belgium, Hungary and Poland) continued to expand
vigorously. Outside the EU, Slovenia’s market share rebounded in Russia following
the drop seen last year, whereas its market share in Croatia, after having stagnated
in 2005, was lower in the first half of 2006 than a year ago.

Slovenia’s price competitiveness will deteriorate slightly in 2006 on average,
contrary to the spring forecast that anticipated a slight improvement. According
to the latest estimates, the tolar’s effective exchange rate measured by relative
consumer prices will appreciate by a real 0.7% (while a real drop of 0.2% was
projected in spring). Given the nominally stable tolar/euro exchange rate, this
divergence will be based partly on the euro’s appreciation in international currency
markets (contrary to the drop assumed technically in the spring forecast®), as
well as a slightly higher rise in the relative consumer prices than anticipated in
spring (0.5% instead of 0.2%).

2! Price and Cost Competitiveness, 2006.

22 In Germany, Austria, Italy, France, Belgium, the Netherlands, Spain, Great Britain, the Czech Republic, Hungary,
Poland, Slovakia, the USA, Croatia and Russia.

2 The technical assumption regarding the euro/dollar exchange rate was revised to USD 1.265 for EUR 1 (1.20 in
spring) on the basis of the average rate observed in the period from April to September.
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The average improvement in manufacturing’s cost competitiveness in 2006 will be
higher than projected in spring thanks to the stronger growth of labour productivity.
The tolar’s effective exchange rate, measured by manufacturing’s relative unit labour
costs, will drop by a real 2.3% (in spring we anticipated a 0.4% drop). As the
estimated growth of the real compensation per employee (2.9%) has remained similar
as in spring, the higher increase in labour productivity (8.5% over 5.9%) will be
underpinned by the faster growth of production, coupled with a more pronounced
drop in employment.

In 2007 the moderate deterioration of price competitiveness will continue while the
improvement in manufacturing s cost competitiveness will slow down. Based on the
technical assumption of the 1.265 dollars for 1 euro exchange rate (1.3% higher
than in 2006), the effective exchange rate will appreciate by a nominal 0.2% and by
areal 0.5% thanks to the continued low growth of relative consumer prices (0.4%).
As the growth of the real compensation per employee should remain at this year’s
level (3%), labour productivity growth will ease off (to 5.4%) in response to the
decelerated production growth and a lower drop in employment. As a result, the
depreciation of the real effective exchange rate, deflated by manufacturing’s relative
unit labour costs, will slow down to 0.2%.
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5 Price trends and policy

After coming down to the level of the Maastricht criterion in November 2005, inflation
in Slovenia has been relatively stable in 2006, oscillating around this achieved level.
In the first nine months of the year, consumer prices rose by 2.8% while average
inflation was 2.5% in September 2006, the same as at the end 0of 2005. Average inflation
measured by the harmonised index of consumer prices, which is used as a convergence
criterion, totalled 2.6% in September, up 0.1 p.p. from December 2005. Inflation thus
lagged behind that month’s Maastricht criterion by 0.2 p.p. (in September 2006, the
Maastricht criterion was 0.3 p.p. higher than in December 2005). Slovenia has fulfilled
the Maastricht inflation criterion for the eleventh month in a row, thus proving that
the lowering of inflation in the past few years has been achieved on a sustainable
basis. The year-on-year consumer price indexes have been oscillating evenly around
their average from month to month since the beginning of 2005, which is why any
greater upward or downward change in the year-on-year price rise does not necessarily
mean a change in the general price trend (see Figure 6).

Figure 6: Consumer price trends, monthly and year-on-year
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Source of data: SORS; calculations by IMAD.

The main factor of inflation in Slovenia this year, which diverged from our spring
forecasts and which the government could not influence with its economic policy
measures, was the price of oil. In the first nine months the prices of liquid fuels for
transport and heating directly contributed 1.1 p.p. or 40% to the 2.8% rise in prices.
As the excise duties on liquid fuels have been kept at the minimum level still allowed
for by the EU regulations since July 2005, the government had no room for
manoeuvre?* to pursue a policy of counter-cyclical adjustment of excise duties on
liquid fuels for the purpose of smoothing the impacts of oil price fluctuations. Thus,
the impact of the 17% rise in the prices of Brent crude oil in the first eight months
was translated in full into a rise in the prices of liquid fuels for transport and heating.

24 After the drop in oil prices in the world market in August, the government raised excise duties on both unleaded
fuels by 5 SIT/litre, which contributed 0.1 p.p. to September’s inflation.
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This year, food prices have also importantly affected the dynamics of prices. In the
group of market-determined prices, mostly food prices diverged from the usual
trends in the past and also from our spring forecasts, rising by 2.3% this year (market-
determined prices by 1.7%). Their contribution to inflation was 0.4 p.p. in the first
nine months (market-determined prices 1.4 p.p.), whilst it was negative in the same
period last year (-0.1 p.p.). In our estimation, this was also because of the gradual
easing of the positive effects of EU accession on food prices (greater competition
after Slovenia’s accession to the EU, the abolishing of customs duties on imports
from the EU and opening of the market to third-country products) after two years of
membership. This is reflected in particular in higher prices of non-seasonal food,
which after two years of decline again resumed similar growth as other market-
determined prices. Besides, the prices of food subject to seasonal oscillations have
also diverged from the usual seasonal movements this year, which mostly affected
the dynamics of these prices in individual months compared to previous years.

Figure 7: Quarterly contribution of seasonal and non-seasonal food groups to inflation
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Source of data: SORS; calculations by IMAD.

The stable rise in prices that are not affected by external factors has been the
result of the co-ordinated economic policies of the Bank of Slovenia and the
government. Preserving a stable tolar exchange rate on one hand and adhering to
the restrictive plan for regulating administered prices as well as the provisions of
the Social Agreement related to wage policy on the other have allowed for a stable
rise in prices that are not affected by external factors over the first nine months of
2006. In this period, administered prices excluding liquid fuels moved in line with
the plan for regulating administered prices and contributed 0.2 p.p. to inflation. In
2006, the government continued with the gradual harmonisation of excise duties on
tobacco and tobacco products with the rates agreed within the EU, which pushed
this year’s inflation up by 0.2 p.p. The lagging of the growth in wages behind
productivity growth, however, prevented any pressures on prices from increased
household demand or higher labour costs.

This year, the prices of market-determined services have risen faster than the prices
of regulated services, prices of market-determined goods and prices of regulated goods,
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excluding liquid fuels. As a consequence of the rise in oil prices, the prices of regulated
goods soared in the first nine months, i.e. by 9.4%, whereas excluding liquid fuels,
this rise was a mere 1.3% (1.9% compared to September 2005). In this period, the
prices of market-determined services rose by 4.4% (prices of regulated services by
1.4%, prices of market-determined goods by 0.4%), and by 4.0% compared to last
September (prices of regulated services by 1.4%, and of market-determined goods by
1.5%). The contribution of market-determined prices to year-on-year inflation in
individual months thus ranged from 0.8 to 1.14 p.p. (see Figure 8).

Figure 8: Contribution of administered and market-determined prices of goods and
services to year-on-year inflation
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Source of data: SORS; calculations by IMAD.

The growth of producer prices has been higher this year than in 2005. The year-
on-year rise in intermediate goods prices was 4.6% this September, up 2.4 p.p. from
last September. The growth in these prices was also the main reason for producer
prices (in year-on-year terms) rising faster this year than last year. In September,
their year-on-year growth was 2.7%, while last September it was 1.9%. The year-
on-year growth in the prices of investment goods was 1.3% in September (0.8% last
year) and prices of consumer goods were up by 0.8% (last year 1.8%).

By the end of 2006 and in 2007 average inflation is expected to run at the achieved
level of around 2.7%%. The 0.6 p.p. rise in the inflation forecast for 2006 is largely
a consequence of the higher rise in oil and food prices in the first nine months than
expected in the spring forecast. Also next year the influence of oil prices on inflation
is expected to be greater than forecast last spring; the inflation forecast for 2007
(2.7%) is, however, higher than the spring figure (2.1%) mostly owing to the expected

% To verify its inflation forecasts, the IMAD also applies the leading indicators model which is described in greater
detail in Box 1. Models using the correction of the constant have proved to be the most reliable for forecasting
inflation, also indicating a dive after 2002. The forecasts of year-on-year inflation based on the model indicate
2.9% inflation in 2006 and 2.8% inflation in 2007, when the diffusion of the forecasts is greater. This means that the
inflation forecasts based on the model are also close to our autumn forecast.
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rise in several excise duties resulting from the changed tax legislation which is to
enter into force in 2007. The early harmonisation of excise duties on tobacco and
tobacco products with the EU rates, which is to be achieved in mid-2007 (and not in
2008 as planned before), will contribute an additional 0.3 p.p. to inflation. Around
the same percentage point contribution to inflation will be due to the foreseen rise
in excise duties on alcohol and fuels and the introduction of excise duty on electricity
in line with the EU regulations. On the other hand, the foreseen increase in household
consumption stimulated by the reduction of personal income tax rates will not
generate any inflationary pressures as this push should be relatively small and
restrained in macroeconomic terms (also see Chapter 10). Further, other key economic
policies which have contributed to inflation being brought down to average EU
levels are seen to continue, thus assuring rises in prices affected by these policies
will remain at this year’s level. In accordance with the adopted plan for regulating
administered prices, these prices should not rise any more than the market-determined
prices in 2007, while prices that are under direct government control are planned to
rise by no more than 0.4%. Based on the agreements on wage policy in the public
and private sectors (see Chapter 6.2) for 2007, there should be no great pressure on
prices from higher labour costs in 2007. The continued counter-inflationary
orientation of macroeconomic policies is also the key to strengthening the economy’s
competitiveness as any relatively higher rise in prices in Slovenia than in its main
trading partners would result in deteriorated competitiveness of the tradable sector.

Table 14: The autumn inflation forecast for the 2006-2008 period

2006 2007 2008
2005
Estimate Forecast
Inflation (annual average, in %) 25 27 2.7 25
Inflation (Dec/Dec, in %) 23 3.0 2.7 22

Source of data: SORS, estimate and forecast by IMAD.

In addition to the counter-inflationary orientation of macroeconomic policies,
structural reforms will be crucial for the stability of prices and an improvement of
the price competitiveness of the Slovenian economy in the coming years. In 2008,
average inflation is foreseen to go further down to around 2.5% (year-on-year 2.2%).
This forecast rests on the expected eased influence of external factors on inflation
and a neutral contribution of fiscal policy measures on price rises®. Besides, the
Balassa-Samuelson effect is expected to wane; it has already become less pronounced
than it was estimated in the past?’. However, if Slovenia wants to also preserve the
achieved level of inflation in the coming years and thus prevent a deterioration of

26 The rise in both rates of value-added tax in 2008, which is one of the options for substituting the potential loss of
tax revenues in 2008 is not included in the basic forecast as no final decision on this issue has been reached.
Should the VAT rates be raised from 8.5% to 9% and from 20% to 21%, the effect of this move on consumer
prices, taking into account the various degrees of transferring the tax rise to final prices, is estimated to range
from 0.2 to 0.6 p.p.

27 This has been indicated in some recent empirical studies of Central and Eastern European countries (Hlouskova,
J., Wagner, M., 2004; Mihaljek, D., Klau, M., 2004). In these studies, the impacts of the Balassa-Samuelson
effect in Slovenia range from 1 to 1.5 p.p.



IMAD
60

Autumn Report 2006
Price trends and policy

the economy’s competitiveness caused by a worsened ratio of relative prices, it will
be crucial to carry out structural reforms, in particular the liberalisation and
establishing of competitive conditions in individual sectors where prices are still
regulated by the state and monopoly suppliers control the market, as well as by
taking measures aimed at the improved flexibility of the labour market.

Box 4: Fulfilment of the Maastricht criteria

This year, Slovenia has fulfilled all the Maastricht criteria for adoption of the
euro, which was also confirmed by the European Commission and the European
Central Bank in their convergence reports of May 2006. Based on the positive
opinion of these two institutions on Slovenia’s preparedness to adopt the common
currency, the Council of the EU adopted a political decision in July 2006 that
Slovenia should join the euro area as of January 2007. At the end of June, the
Council also confirmed the final SIT/EUR exchange rate, i.e. at the central parity
level set out upon Slovenia’s entry to the ERM II (SIT 239,640 per EUR 1).

After having preserved a stable nominal SIT/EUR exchange rate within the
exchange rate mechanism ERM II for two years, Slovenia fulfilled the last monetary
Maastricht criterion this year. The tolar exchange rate has been kept very close to
the central parity, first slipping slightly below the parity immediately after entering
the ERM II and then remaining slightly above it since May 2005 (see Chapter
8.1). Slovenia first met the price stability criterion in November 2005, when average
inflation measured by the harmonised index of consumer prices dropped to 2.5%,
which was also the Maastricht reference for that month. In September 2006, when
inflation stood at 2.6% and the Maastricht level was 2.8%, Slovenia met the criterion
for the eleventh consecutive month; this proves that the lowering of inflation in
the past few years has indeed been achieved in a sustainable manner. Slovenia

Figure 9: Inflation and interest rates in Slovenia and other new EU member
states, September 2006
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also continues to meet the criterion related to long-term interest rates, which in
September stood at 6.2%, whereas the 12-month average of government bonds’
yield-to-maturity in Slovenia was 3.98%.

Slovenia complied with the fiscal Maastricht criteria for adoption of the euro even
before 2006. The general government deficit has been kept below 3% ever since
2002; it has been going down slowly since 2003 and reached 1.4% of GDP last
year, which was even lower than the preliminary April estimate (1.8% of GDP;
also see Box 6). General government debt has always been well below the
Maastricht criterion of 60% of GDP; last year it stood at 28.0% of GDP.

Figure 10: General government deficit and debt in Slovenia and other new
EU member states in 2005
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6 Labour market

6.1 Employment and unemployment

The growth of employment gathered momentum in the first half of 2006. The number
of people employed in enterprises, organisations and by individuals, along with the
number of self-employed people, including farmers, is rising. The number of people
in informal employment® also rose more than we projected in spring. The number
of people in employment thus rose by 1.8% according to ILO definition, by 1.0%
according to the monthly statistics, and by 0.9% according to the first estimate of
the quarterly national accounts®, compared with the same period of 2005. That the
labour market situation improved in the first six months this year is also indicated
by the higher declared labour demand (up 19.6%, year on year) and the increase in
the number of people hired (up 22%). Productivity grew by 4.1% in the first half of
the year over the first half of 2005.

Formal employment rose in all groups of activities except in industry in the first

half of 2006. According to the quarterly national accounts estimates it also decreased
in agriculture. In comparison with the first half of 2005, the number of formally

Table 15: Growth rates of various categories of employment, 2005-2008

2005 jz:jt:i%‘z 2006 2007 2008
Estimate Forecast

Persons in paid employment - ILO definition 0.7 1.8 0.9 0.4 0.2
Employment according to the SNA 0.3 0.9 0.9 0.8 0.9
Persons in formal employment according to SRE 0.7 1.0 1.0 0.8 0.9
Formal employment 1.0 0.9 1.0 0.9 0.9
- in enterprises and organisations 1.1 0.9 1.0 0.9 0.9

- activities A:K 1.0 0.7 0.7 0.6 0.6

- activities L:O 1.6 1.6 1.8 1.8 1.9

- by individuals -0.3 04 1.2 0.3 0.5
Formal self-employment -1.9 2.2 1.0 -0.3 0.8
- individual private entrepreneurs 1.1 2.5 0.9 1.4 2.8

- own-account workers 1.3 1.1 1.4 1.1 1.8

- farmers -6.4 2.0 1.0 -3.0 24
Informal employment (estimate) 0.5 6.6 0.0 -1.8 -3.9

Source of data: SORS; estimates and forecasts by IMAD.

2 I.e. the number of people who work either as unpaid family workers, on a contractual basis or in the grey market.
In simplified terms, it is estimated as the difference between the number of employed people according to survey
and the number of formally employed people, i.e. people in paid employment and licensed self-employed workers.

22 On 15 September 2006, the national Statistical Office published revised estimates for GDP, national income and
employment for 2001-2005, which show that employment grew by just 0.3% in 2005 instead of the 0.7% as
announced in spring on the basis of quarterly estimates. Productivity growth, on the other hand, was higher,
3.7% (revised upwards from 3.1%). The largest revisions to the preliminary figures on the number of employees
(which were cut by around 2,000 people) were made in agriculture and business services.
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employed people rose the most in construction (by 7,799 people or 6.1%) and
business services (by 7,180 or 5.5%). It also rose by more than 2% in fishing, hotels
and restaurants, transport, financial intermediation, health and social care, and other
social, community and personal services. A rise exceeding 2% was also observed in
the metal and machinery industries. In most manufacturing sub-industries, however,
employment dropped (by a total of 11,383 people or 2.4%), notably in the textile
and food-processing industries (by a respective 13.7% and 7.3%); further significant
drops were seen in the manufacture of electrical and optical equipment (-3.4%) and
the manufacture of furniture (-3.5%).

We expect that employment in the service sector will continue to rise and exceed
the drops seen in the manufacturing sector, resulting in higher employment growth
in 2006 than expected in spring. Assuming the usual seasonal dynamics and given
the anticipated economic growth, employment is projected to increase by 0.9% in
2006, by 0.8% in 2007 and by 0.9% in 2008. The spring forecasts have been revised
upwards as a result of the expected higher demand for labour in selected service
activities where value-added growth rates are projected to be slightly higher, and
the expected smaller drop in employment in agriculture. At the same time, the forecast
reflects the anticipated impact of the phased abolition of payroll tax*® and the effects
of the legislative changes regarding the obligations of claimants of unemployment
benefits and social assistance aimed at encouraging their activity, which was already
taken into account in the spring forecast. Labour productivity will grow by 3.8%
this year, almost the same as last year (3.7%), and somewhat less in the next two
years: by 3.5% in 2007 and by 3.2% in 2008, which is partly linked to the changing
economic structure in favour of the service sector, where productivity growth is
lower than in industry.

Unemployment continued to decline in 2006 but the female unemployment rate
remained significantly higher than the male one. Registered unemployment again
decreased at the usual seasonal pace in the first half of 2006, having dropped by an
average of 1.2% over the same period of 2005. It rose slightly in July, mainly due to
the greater layoffs of people employed for a fixed term before the summer holidays,
then fell again in August®'. The registered unemployment rate declined to 9.3%
in June (from 10.2% recorded at the end of 2005 and 10.5% in January this year)
and rebounded to 9.4% in July. Like in 2005, the decrease in 2006 has mainly
occurred in the male unemployment rate (8.3% in the first half of the year), whereas
the average female unemployment rate still stood at 12.0%. Survey unemployment
rose by an average of 3.5% in the first six months of 2006 over the same period of
2005%. However, because of the increase in the labour force the ILO unemployment

391n 2006-2009, when payroll tax is planned to be phased out, the private sector will roughly save an estimated SIT
109 bn as a result (SIT 13 bn in 2006, SIT 20 bn in 2007, SIT 36 bn in 2008 and SIT 40 bn in 2009). We presume
that companies will be able to use the remaining funds partly to employ more workers and partly to increase their
investment levels.

31 To 83,056, hitting the lowest level since September 1991.

32 Registered unemployment still includes persons who cannot be classified as unemployed according to the ILO’s
internationally adopted definition, either because they perform odd jobs, are not looking for work or are not
prepared to accept work. As a result, registered unemployment still exceeds survey unemployment although the
number of unemployed people in these categories has decreased. Both measures of unemployment also exhibit
different seasonal dynamics.
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rate was the same as in 2005 in Q1 (6.9%) and only 0.1 p.p. higher in Q2 (5.9%).
As with registered unemployment, the female survey unemployment rate was higher
than the male one.

The decrease in registered unemployment seen in the first half of 2006 was mostly
linked to the increase in the number of unemployed people struck off the
unemployment register for reasons other than having found work®. There were
47.5% more such people than in the first half of 2005, when relatively fewer people
were taken off the register than in previous years**. At the same time, the outflow of
the unemployed to employment rose (by 4.7% compared with the first half of2005),
but so did the inflow of first-time job-seekers (by 2.7%) and the number of people
who lost work (by 1.5%). Among these, the number of people who lost a fixed-term
job rose by 4.9%, and there were 13.0% more people who lost their jobs for business
reasons — these are the two most common reasons for losing work. All other
categories of unemployed people who lost work in the first half of 2006 dropped by
a total of 8.4% compared with the same period of 2005.

The structure of registered unemployment in 2006 witnessed the largest increase in
the number of unemployed people who have completed upper-secondary and tertiary
education. Although total registered unemployment has been on a decrease,
unemployment rose among women (up 0.8% over the first half of 2005), the long-
term unemployed (0.5%), the unemployed aged over 50 (4.4%), and people with an
upper-secondary and a tertiary education, whose unemployment rose the most in
relative terms (11.8%). The share of women among the unemployed topped 55% in
June while the share of long-term unemployed is climbing back to close to 50% of the
total unemployed people. The share of the unemployed with a tertiary education soared
t0 9.0% (from 7.8% in June 2005 and 8.0% in December 2005). On the other hand,
youth unemployment (down 6.0% over the first six months of 2005) and unemployment
among first-time job-seekers (-6.5%) are falling at a much faster pace than total
unemployment, as is the unemployment of low-skilled people (-4.8%).

In most of Slovenia s statistical regions, unemployment fell in the first six months of
2006. Only in Jugovzhodna Slovenija and Goriska it was higher than in the same
period of 2005. The largest decrease was recorded in the Zasavska region (by 1.3
p.p. to 12.6%). Despite the slight increase, Goriska still has the lowest registered
unemployment rate (6.5%) while Pomurska continues to maintain the highest rate
(16.8%). Above-average rates of registered unemployment were also recorded in
the Podravska, Zasavska, Savinjska, Spodnjeposavska and Koroska regions. The
coefficient of variation, a measure of regional disparities, decreased by 1.5 p.p. in
the six months to June over the same period last year.

The number and rates of registered unemployment will be consistent with the spring
projection in 2006 and slightly lower in the next two years, the survey
unemployment rates will also be somewhat lower. Given the usual seasonal dynamics

3 People may sign off voluntarily or are taken off because they neglect their obligations or have exited into
inactivity (due to retirement, education and similar reasons).

34 In the first half of 2005, the number of people taken off the unemployment register was one-third less than in the
first half of 2004.
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of inflows and outflows in autumn, the number of registered unemployed is expected
to climb to approximately 87,900 until the end of 2006, while the registered
unemployment rate will rise to 9.7%. The average annual number of people registered
as unemployed will total around 89,400 in 2006 (2.7% fewer than last year), while
the average annual rate of registered unemployment will be 9.8% (consistent with
the spring forecast). Anticipating higher informal activity, the projected ILO
unemployment rate has been revised downwards from spring to total 6.4% (0.1 p.p.
lower than last year and 0.2 less than forecast in spring). Because the employment
forecasts for 2006 and the next two years have been revised upwards from the
spring estimates, the forecasts of the unemployment rates for 2007 and 2008 have
also been revised: registered unemployment to 9.5% and 9.1%, respectively, and
ILO unemployment to 6.4% for both years.

Wages

The wage policy framework applied so far was set out in the Social Agreement
2003-2005. While the social partners are still negotiating a new agreement, some
elements of the future wage policy are already known and are presented in more
detail below. In June this year, the social partners for the private sector reached an
agreement on the wage adjustment mechanism for 2006 and 2007. In the same
month the negotiations on the public sector wage policy for 2006-2009 were closed.
The hitherto applied wage policy guideline whereby the growth of real wages had
to lag behind the growth of labour productivity by at least one percentage point will
be abandoned gradually in the new social agreement.

The social partners for the private sector have defined minimum standards of the
wage policy in 2006-2007 in the Collective Agreement on the Wage Adjustment
Mechanism, Reimbursement of Work-Related Costs and Holiday Allowances. This
was the first wage adjustment mechanism to be negotiated at the bipartite rather
than tripartite level, without the participation of the government. The first part of
the new agreement sets out the procedure for including the adjustment amount for
2004 and 2005, laid down in the Wage Policy Agreement for the Private Sector
2004-2005, into the system of wages, which was also the purpose of the agreement.
The agreement thus specified the basis for starting-level wages and minimum base
wages subject to the adjustment mechanism for 2006 and 2007. It was agreed that
wages will be raised by 2% in both years in payments for August. The adjustment
mechanism also provides for a safeguard clause in case the actual inflation in the
period from December 2005 to December 2006 should exceed 2.3%. The difference
will be included in the August adjustment in 2007. The agreement also specifies the
minimum amount of holiday allowance: SIT 145,000 for 2006 and SIT 148,000 for
2007 (for firms incurring losses, the respective amounts are SIT 128,000 and SIT
130,000). Further, the agreement lays down minimum standards for overtime work
and other remuneration. The minimum standards of the wage policy set out in the
collective agreement apply primarily to workers not covered by any sectoral
collective agreement. In sectoral and company collective agreements concluded
thereafter, the partners negotiated higher standards and adjustment percentages above
the 2% rate defined in the collective agreement. The collective agreements were
mostly concluded for 2006, while new negotiations for 2007 have yet to be conducted.
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The inclusion of productivity growth in wage rises is mostly based on the review of
results achieved in the preceding business period.

In the public sector, the social partners negotiated the wage policy for the 2006-
2009 period in June this year. The adjustment mechanism for 2006 was laid down
in the Act Amending the Salary System in the Public Sector Act, which provided for
a 1.3% rise in gross starting-level wages in June, while the remaining part of the
adjustment percentage (1.05%) was set aside to eliminate wage disparities. The
wage adjustment mechanisms for the period until 2009 were set out in the Agreement
on the Base Wage Adjustment Mechanism and the Level of Expenditure for the
Elimination of Wage Disparities in 2007-2009 initialled by social partners. According
to this agreement, the annual wage adjustment in July takes into account the estimate
of inflation in the current year. The agreement also specifies the proportion of the
adjustment percentage that will be used for the wage adjustment in general (all
wages adjusted by the same percentage) and the proportion intended for elimination
of wage disparities in this sector. If actual annual inflation is higher than expected,
gross wages will be adjusted for that in January of the subsequent year. The agreement
includes a safeguard clause for 2006 (following the same mechanism as for 2007-
2009), which was still not incorporated in the Act Amending the Salary System in
the Public Sector Act that defined the adjustment mechanism for 2006. The
Agreement further specifies the level of additional expenditure earmarked to
eliminate disparities in earnings, defined as a specific percentage of the overall
labour productivity growth rate. Thereby the available funds for elimination of
disparities were determined. The social partners have still to reach an agreement
regarding the assessment of indicative jobs listed in the Collective Agreement for
the Public Sector. They must identify the indicative jobs that are underpaid and
assess how undervalued they are. This will make it possible to specify the expenditure
required to eliminate wage disparities in the public sector. The assessment of jobs in
education has already been largely brought into line with the comparable jobs in
other activities by means of the 3% annual wage adjustment increase during the
2003-2006 period in accordance with the Annex to the Collective Agreement for
Education. In other activities, however, there have been no such revisions in this
period. According to estimate, the highest expenditure will be needed to eliminate
disparities in the earnings of nurses and staff with a lower education in health and
social care. Corrections will, of course, also be required in other activities.

In 2006, the gross wage per employee will increase by an estimated 5.0% in nominal
terms and 2.2% in real terms, while labour productivity should grow by 3.8%. In
the first half of 2006, the real gross wage per employee rose relatively strongly (by
2.4% year on year) and is estimated to ease off in the second half (1.9%). The gross
wage per employee in the private sector increased by 3.1% in the six months to
June over the same period of 2005. The accelerated growth of gross wages in this
period was mainly underpinned by the highly supportive economic environment.
We expect that the anticipated deceleration in economic trends in the second half of
the year will be reflected in the dynamics of gross wages. Taking into account the
August adjustment, the gross wage per employee will therefore increase by a real
2.9% in the second half, year on year. In the year as a whole, gross wages will go up
by an average of 5.8% in nominal terms and by 3.0% in real terms. Labour
productivity in this sector is projected to rise by 4.6%. In the public sector, gross
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wages were up by a real 1.1% in the first six months of the year over the same
period of 2005. In the second half, adjusted for the agreed 1.3% overall increase
and the 3% increase in education, the public sector’s gross wages will remain at a
roughly the same level in real terms (-0.3%, year on year). At the annual level, the
average increase of the gross wage per employee in the public sector will total 3.1%
in nominal terms and 0.4% in real terms this year. The estimated nominal growth
has thus not changed from spring, but the projected real growth of wages has been
revised downwards (by 0.6 p.p.) due to the higher inflation.

In 2007, the gross wage per employee is forecast to increase by 2.5% while labour
productivity should grow by 3.5%. In the private sector, the minimum wage increase
laid down by the Collective Agreement on the Wage Adjustment Mechanism,
Reimbursement of Work-Related Costs and Holiday Allowances totals 2%. At the
level of sectoral collective agreements, the adjustment percentage for 2007 will be
negotiated anew. Taking into account this adjustment mechanism, the anticipated
economic developments and the August adjustment of wages by the differential
between the new inflation estimate for 2006 and the one from autumn 2005 (2.3%),
the gross wage per employee in the private sector is projected to increase by a real
2.8%. Labour productivity in this sector should increase by an estimated 4.2%. The
estimated growth of the gross wage per employee in the public sector is based on
expectations that wages will begin to be payed in accordance with the new law
regulating the salary system in the public sector in the first half of 2007. Pursuant to
the Agreement on the Base Wage Adjustment Mechanism and the Level of
Expenditure for the Elimination of Wage Disparities in 2007-2009, the 2.1%
adjustment (equalling the consumer price rise as projected in spring) will be split
into a general adjustment (1.3%) and the elimination of wage disparities (0.8%). In
addition, 14% of the estimated growth rate of the overall labour productivity will
be used additionally to even out the disparities in wages. According to the current
estimate of labour productivity growth, this would result in a 0.5% wage increase.
The estimated increase in the gross wage in the public sector includes the
approximately 0.7% rise in January’s gross wages for inflation in 2006 exceeding
2.35%, based on the current inflation forecast. The wage increase also includes a
proportion of the hitherto deferred expenditure earmarked for the elimination of
wage disparities. Based on these assumptions and taking into account routine
promotions, the gross wage per employee in the public sector is projected to rise by
areal 1.8% in 2007.

The 2008 forecasts of the real growth of gross wages per employee and of labour
productivity total 3.0% and 3.2%, respectively. Given the expected economic
developments, the real gross wage per employee in the private sector is projected
to increase by about 3.2% while labour productivity in this sector will grow by
4.0%. The estimated growth of gross wages in the public sector takes into account
the overall wage adjustment by one-half of the estimated consumer price rise (2.2%)
while the other half will be used to reduce wage disparities. In addition, 30% of the
growth rate of labour productivity will also be used to even out wage disparities;
based on the current assumptions this would correspond to a 1% increase in wages.
The estimated wage growth also includes the expected routine promotions. Based
on these assumptions, real gross wages in the public sector are projected to increase
by 2.2% in 2008.
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Box 5: Minimum wage

The minimum wage adjustment mechanism for 2004 and 2005 was set out in the
Wage Policy Agreement for the Private Sector. Subsequent adjustment methods
were laid down by a special law. During the negotiating process on the adjustment
mechanism for minimum wages, the social partners agreed on both sides that it
was necessary to adopt a framework law to regulate the adjustment of minimum
wages with the anticipated consumer price rises. The subsequently adopted Act
Regulating the Minimum Wage raised the previous minimum wage amount by
2% to total SIT 125,052 in 2006. For the ensuing years, the law provides for an
increase of minimum gross wages in August every year by a percentage equalling
the expected consumer price rise. The law also requires the Ministry of Labour,
Family and Social Affairs to consult with the social partners prior to releasing the
amount of the minimum gross wage.

The minimum wage adjustment mechanism has undergone considerable changes
since minimum wages were introduced. The social partners agreed upon introducing
the minimum wage in the Social Agreement for 1995 in May 1995. The amount of
the minimum wage was specified in the Agreement on Wages and Other
Remuneration Policy for the Private Sector, a separate appendix to the Social
Agreement for 1995. Further on, minimum wages were adjusted by the mechanism
applied for the private sector. In May 1996, the level of the minimum wage was
additionally raised in accordance with the Social Agreement for 1996. In 1997,
the Act Regulating the Minimum Wage and the Method of Wage Adjustment
provided for a regulatory adjustment mechanism stipulating an additional raising
(to that adopted for wages in the private sector) of the minimum wage in August
each year equalling the real GDP growth in the previous year. This mechanism
ceased to be applied with the adoption of the Wage Policy Agreement for the
Private Sector 2004-2005, which set the minimum wage at a slightly higher level
than it would have been under the wage adjustment mechanism for the private
sector but lower than it would have been with the additional adjustment for real
GDP growth.

Based on the adjustment mechanisms set out above, the level of the minimum
wage relative to the average gross wage for the private sector increased in 1995-
2005. Thanks to the adjustment mechanism, the minimum wage rose at a 10.1%
average nominal annual rate, faster than the starting-level wages of the private
sector, which rose by just 6.0% a year. The dynamics of the gross wage per employee
in the private sector, however, depend more on the economic environment and
labour productivity rather than on the adjustment mechanism. Therefore, the gross
wage per employee in the private sector increased at a faster pace than the starting-
level wage in the private sector but at a slower pace than the minimum wage, i.e.
by an average of 9.4% annually. As a result, the proportion of the minimum wage
to the average gross wage in the private sector rose from approximately 43.2% in
1995 to 46.2% in 2005.

According to projections, the level of the minimum gross wage relative to the
average gross wage of the private sector will decrease in the ensuing two years.
The projection for 2006-2008 shown in Figure 11 takes into account the autumn
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Figure 11: The minimum gross wage relative to the average gross wage in
the private sector in 1995-2005 and a projection for 2006-2008
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estimates of nominal growth of private sector’s gross wage per employee, while
the minimum wage data are calculated using the adjustment mechanism defined
in the Act Regulating the Minimum Wage. This mechanism differs from the
adjustment mechanism for gross wages in the private sector, which allows for an
additional adjustment for the event of inflation being higher than anticipated. The
annual August adjustment of minimum wages therefore only takes into account
the estimated inflation for these years. According to this adjustment principle, the
level of the minimum gross wage would drop to 42.4% of the gross wage per
employee in the private sector by 2008, which is less than in 1995 when the
minimum gross wage was instituted. According to the Eurostat’s data for 2004,
the Slovenian minimum wage was in the top third among the EU-25 countries
plus Romania and Bulgaria in terms of the percentage of the minimum wage relative
to the private sector’s gross wage.

Figure 12: Minimum wage relative to the gross wage in the private sector
in Slovenia and selected countries, 2004
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The level of minimum wages has hitherto ensured that the distribution of employees
by gross wage levels has not changed significantly in the period since the minimum
wage was introduced. The level of the minimum gross wage based on the adjustment
mechanism hitherto applied equals the starting-level gross wage of the fifth bracket
laid down in the Collective Agreement on the Wage Adjustment Mechanism,
Reimbursement of Work-Related Costs and Holiday Allowances and in one-third
of the collective agreements in the private sector. As a rule, however, starting-
level gross wages laid down in collective agreements should be higher than the
minimum wage. The social partners highlighted this pressing problem in the Social
Agreement for 2003-2005 but were unable to resolve it in the Wage Policy
Agreement for the Private Sector 2004-2005. The low-bracket gross wages have
thus concentrated around the minimum wage level as a result of employers’
endeavours to cut labour costs. The minimum wage level has risen in accordance
with the adopted adjustment mechanism, thereby creating upward pressure on the
lower limit of gross wage levels. It is difficult to determine the appropriate minimum
gross wage level, which should on one hand ensure the competitiveness of
enterprises and on the other guarantee a socially acknowledged minimum living
standard safeguarded by the institution of the minimum gross wage.
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Public finances

General government revenue

Together with macroeconomic conditions, the changes to the tax system and
instruments introduced in 2006 affected the level and structure of general government
revenue. The autumn forecasts were the basis for estimating the compulsory levies
constituting a predominant part of general government revenue. These forecasts are
slightly more favourable than the spring forecasts since the total compulsory levies
in 2006 (the burden of taxes and contributions) are estimated to have increased by
6.1% in real terms compared to 2005, while their share in GDP will increase by 0.9
p.p. (from 39.7% of GDP in 2005 to 40.6% in 2006). The higher growth of general
government revenue from the forecasts is predominantly the result of higher revenue
from corporate income tax.

Within the scope of total compulsory levies, the estimated increase of revenue from
the value-added tax in 2006 is in real terms slightly smaller than that of gross
domestic product. 1t is estimated to reach 9.1% of GDP in 2006, which is 0.1 p.p.
less than in 2005.

The real growth of excise duty revenue from the preceding years will be brought to
a halt in 2006 since excise duties are estimated to have slightly fallen in real terms
(by 0.7%). Due to the harmonisation of the rate and amount of excise duty on tobacco
and tobacco products with the EU directives, revenue from excise duties on tobacco
and tobacco products will rise faster than total revenue (by 2.9% in real terms),
while revenue from excise duties on alcohol and alcoholic beverages will grow
more slowly (by 1.5%); revenue from excise duties on mineral oils will drop in real
terms (by 2.3%). In accordance with the policy of a counter-cyclical adjustment,
the rates of excise duties on mineral oils gradually dropped by July 2005 and until
August 2006 remained at the minimum level still allowed by the EU legal provisions.
The share of excise duty revenue in GDP will reach 3.3% in 2006, which is 0.2 p.p.
less than in the preceding year.

The real increase in revenues from wage-related taxes and contributions in 20006 is
estimated to be 3.7%, while their share in GDP will be preserved at 22.1%. Revenue
from social security contributions will rise by 3.4% in real terms. As regards payroll
tax, the gradual abolition of this tax by 2009 was enacted, which already slightly
eased labour costs in 2006. Revenue from payroll tax is estimated to have dropped
by almost 14% in real terms. The average burden of this tax is estimated to decrease
to 4.2% (from 5% in 2005). Revenue from tax on income from employment
constituting the majority of the revenue from personal income tax will rise by 4.4%
in real terms. With a faster rise of revenue from other categories of personal income
tax (especially taxes on income from entrepreneurial activities and taxes on property
income), total revenue from personal income tax will rise by 7.2% in real terms in
2006. The share of personal income tax revenue in GDP will rise from 6.0% in
2005 to 6.2% in 2006.

After the Act Amending Corporate Income Tax entered into force, revenue from
corporate income tax is estimated to have risen substantially in 2006 compared to
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the preceding year (by 56.3% in real terms). Compared to the law previously in
force, the new Act retains the unaltered tax rate but redefines both the calculation of
taxable base and tax reliefs, which were reduced. The mentioned legislative changes
considerably increased the effective tax rate in 2005. The share of corporate income
tax revenue in GDP will rise from 2.2% in 2005 to 3.3% in 2006.

Revenue from other compulsory levies (on specific services, on sales of motor
vehicles) and fees (environmental taxes, registration fees on motor vehicles, pollution
taxes, administrative and court fees) will increase in 2006 by 4.1% in real terms
while their share in GDP will stay at the same level as in the preceding year and is
estimated at 1.2%.

The estimated share of EU funds in GDP for 2006 is 1.3%. This is 0.2 p.p. less than
foreseen in the national budget for 2006. The funds anticipated in the national budget
for 2006 will continue to be available for the next two years.

Figure 13: Structure of general government revenue, in %
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In view of the foreseen macroeconomic developments and legally prescribed changes
to the tax system and its instruments, the share of compulsory levies in GDP will
drop gradually in 2007 and 2008. In 2007 the share of compulsory levies in GDP
will drop to approximately 39.4% from the estimated 40.6% GDP in 2006, and to
38.6% in 2008 (the forecast does not include any potential increase in VAT rates).
In this framework, revenue from value-added tax will, with unaltered tax rates,
maintain its share in GDP at the present level (9.1% of GDP)*. Revenue from
excise duties is forecast to rise slightly faster in 2007 and approximately in line
with the projected growth of GDP in 2008. Its share in GDP will rise from the
estimated 3.3% of GDP in 2006 to 3.5% of GDP in 2007. In 2007 the government

35 With the increase in tax rates (the special rate increased by 0.5 p.p. and the basic rate by 1 p.p.), the share of
value-added tax would rise by 0.4% of GDP.
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plans to impose excise duties on electricity, and speed up the harmonisation of
excise duty levies on tobacco and tobacco products with the agreed rates in the EU
which is due to be completed in 2007 (not in 2008 as originally planned). Among
compulsory levies revenue from social security contributions, with contribution
rates remaining unchanged, will rise in line with the growth of the gross wage bill
which will, given the foreseen increase in the number of wage earners (0.9% in
2007 and 2008), lag behind GDP growth. The share of social security contributions
in GDP will decrease from 14.2% in 2006 to 14% in 2007 and 2008. The share of
revenue from personal income tax in GDP will decrease from 6.2% of GDP to
5.6% of GDP after the planned amendment to the law in 2007. The draft law
introduces a scale with three income brackets and reduces tax rates (16%, 27% and
41% as the maximum, previously 50%), which will reduce general government
revenue from personal income tax and especially take the burden off the highest
wages. The phased cutting of the payroll tax** will reduce the share of revenue
from this source in GDP by 0.4 p.p. in 2007 and by 0.5 p.p. in 2008 to 0.6% of GDP.
After the proposed amendment to the Corporate Income Tax Act, the real growth
of revenue from corporate income tax will slow down in the next two years due to
the lower statutory tax rate’’, changes in tax relief*® and changes in determining the
tax base*. The share of revenue from this tax as a share of GDP will be reduced
from the estimated 3.3% in 2006 to approximately 3% in 2008, The projected revenue
from other taxes and fees will increase in 2007 and 2008 in line with growth of the
gross domestic product and preserve its 1.2% share of GDP. The proposed national
budgets for 2007 and 2008 project that the share of EU funds available to Slovenia
will annually amount to about 1.8% of projected GDP.

7.2 General government expenditure

7.2.1 State budget

According to the estimation submitted with the draft national budget for 2007 and
2008, the total state budget expenditure in 2006 will amount to approximately SIT
1,840 bn. In comparison with the state budget expenditure for 2005 it will increase
by 4.2% in real terms. With minor structural corrections it is expected to be generally
lower by approximately SIT 17 bn than the expenditure projected under the adopted
national budget for 2006.

The share of state budget expenditure in 2006 will amount to 26.1% GDP, which is
0.1 p.p. more than in 2005. In 2006, the share of funds for capital expenditure and
capital transfers in GDP in the structure of state budget expenditure will increase

3¢ By reducing tax rates by individual income tax brackets from 3.0%, 6.3% and 11.8% in 2006 to 2.3%, 4.7% and
8.9% in 2007 and to 1.1%, 2.3% and 4.4% in 2008. In 2009 the tax will be entirely abolished.

37 According to the proposal, the tax rate will be reduced from the present 25% to 23% in 2007 and to 22% in 2008.

3% The proposal is to abolish tax relief in the amount of 20% of the amount invested in tangible fixed assets (with
the exception of passenger cars) and in intangible fixed assets, and to reduce the tax relief for investment in
equipment from 20% to 10%.

3 Also proposed are changes to the tax base where the tax expenditure category includes part of provisions, the
total calculated amount of wages and other employment-related payments and the expenditures arising from the
revaluation.
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in comparison with the preceding year (by 0.5 p.p.), as will the share of expenditure
on goods and services (by 0.2 p.p.). The share of funds for subsidies in GDP will
remain at the 2005 level. The share of transfers to individuals and households, funds
earmarked for wages, contributions and other personnel expenditure in government
bodies, the share of funds for interest payments and the share of transfers to public
institutions will drop by 0.1 p.p. each in 2006. Further, the share of transfers to the
pension fund in GDP will drop by 0.2 p.p. Payments to the EU budget are estimated
to reach 1.1% of GDP in 2006, which is 0.1 p.p. more than in 2005.

Table 16: Structure and share of state budget expenditure by economic classification

in gross domestic product, in %

Structure, % Share in GDP, in %
2005 | 2006* | 2007* | 2008** | 2005 | 2006* | 2007** | 2008**
TOTAL EXPENDITURE 100.0, 100.0, 100.0 100.0 26.0 26.1 255 25.0
Current expenditure 273 26.6 271 275 7.0 7.0 6.9 6.9
Wages and other personnel 130| 125 127 123 34 33 32 3.1
expenditures in government bodies
Expenditure on goods and services in 8.6 93 95 100 29 24 24 25
government bodies
Domestic and foreign interest payments 5.1 4.5 4.2 41 1.3 1.2 1.1 1.0
Current transfers 60.7 59.3 56.3 56.4 15.9 15.4 14.4 141
Subsidies 49 5.1 54 6.1 1.3 1.3 1.4 15
Transfers to individuals and households 13.0 12.7 12.0 1.7 34 3.3 3.1 29
Transfers to public institutions 21.2 20.8 20.8 20.5 5.5 54 53 5.1
Transfer to pension and disability 150| 14.3| 144| 145 3.9 3.7 3.7 36
insurance
Capital expenditure and transfers 8.1 10.1 12.7 1.9 21 2.6 3.2 3.0
Payments to the EU budget 4.0 4.0 3.9 4.2 1.0 11 1.0 1.0

Source of data: Ministry of Finance, SORS, calculations by IMAD (calculations of shares in GDP take into account the revised GDP as of 15 September 2006).

Notes: *Estimated state budget expenditure for 2006 submitted with the draft amendments to the state budget for 2007 and the draft state budget for 2008.

**According to the draft amendments to the state budget for 2007 and the draft state budget for 2008.

The Government submitted to the National Assembly the draft amendment to the
state budget for 2007 and the draft state budget for 2008. According to the draft
amendments to the state budget for 2007 the proposed state budget expenditure is
SIT 1,938.1 bn (EUR 8,087 m), which is nominally 5.3% more than in 2006. Its
share in GDP is forecast to reach 25.5% of GDP, which is 0.6 p.p. less than in 2006.
In the structure of expenditure of the draft state budget for 2007 there will be an
increase in shares of capital expenditure in GDP (by 0.6 p.p.) and for subsidies (by
0.1 p.p.). The reduction in the shares of expenditure in GDP will continue in 2007
by 0.1 p.p. for wages, contributions and other personnel expenditure, for interest
payments and transfers to public institutions, and by 0.2 p.p. for transfers to
individuals and households (legal amendments to the rules on valorisation). The
foreseen changes to the financing of municipalities will cause a reduction of transfers
from the state budget to local government budgets by 0.7% of GDP, which will be
the most significant reduction of state budget expenditure in 2007. The shares of
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expenditure for goods and services and of transfers to the pension fund in GDP will
not change in 2007 in comparison with the preceding year. According to the draft
state budget for 2008 the proposed expenditure is SIT 2,023.8 bn (EUR 8,445 m),
which is nominally 4.4% more than in 2007. The share of state budget expenditure
in GDP will amount to 25.0%, which is 0.5 p.p. less than in 2007.

Local government budgets

In comparison with GDP, estimated local government budget expenditure in 2006
is 5.3%, it is projected to remain at the same level in 2007, while in 2008 its growth
is foreseen to drop and its share to fall to 5.1% of GDP. In 2006 local government
budget expenditure is estimated to amount to about SIT 375 bn, which is 11.3%
more in real terms than in the preceding year. Capital transfers and capital
expenditure, subsidies and expenditure on goods and services are estimated to rise
faster than the total expenditure in 2006, while other local government budget
expenditure will rise slower. Local government budget expenditure (4.6%) is
projected to grow at a slightly lower real rate in 2007 and to become even slower in
2008 (1.7%). Further, fast growth of capital expenditure and capital transfers and
for subsidies is expected in 2007.

Pension and disability insurance

In 2006, expenditure on pensions and other benefits granted by the Pension and
Disability Insurance Act (excluding health insurance contributions for pensioners)
will increase by 3% in real terms in comparison with 2005, while its share in GDP
will remain the same as in 2005 at 12.1%. The moderate growth in the number of
pensioners (2% in 2007 and 1.9% in 2008) will, with regard to the present pension
legislation and projected macroeconomic projection, annually reduce the share of
expenditure on compulsory pension and disability insurance in GDP by 0.1 p.p. in
2007 and 2008.

Compulsory health insurance

The estimated expenditure on compulsory health insurance in 2006 will experience
real growth of 4.1% in comparison with the preceding year, thus amounting to 6.4%
of GDP (0.1 p.p. more than in the preceding year). The statutory rights derived
from compulsory health insurance have not undergone considerable changes in 2006,
while several activities controlling expenditure on medicines and rationalising the
implementation of health programmes are under way. In comparison with the
preceding year, expenditure on health services in 2006 will grow by 3% in real
terms while expenditure on medicines will grow by 3.6% in real terms. 2006 saw a
halt to the trend of the rapid growth of sickness benefit expenditure, which even
dropped by 1.4% in real terms.

According to projections from the Health Insurance Institute (HII) Financial Plan,
the share of expenditure for compulsory health insurance in GDP will decrease
Sfurther, namely by 0.3 p.p. in 2007 (to 6.1% of GDP), which is the lowest level of the
share of expenditure on health insurance in the last ten years. Such a low percentage
was reached in Slovenia in the 1995 to 1997 period. The forecasts for 2007 project
that resources for compulsory health insurance this year will nominally rise by only
3.6%. The programme thus outlined will require accelerated activities for further
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rationalisation of expenditure in compulsory heath insurance in 2007. In 2008 the
share of expenditure on compulsory health insurance in GDP will be reduced even
further, namely to 6.0% of GDP. In the next few years, the projected modest growth
of public finance expenditure in compulsory health insurance will imply growing
pressure on the increased private financing of health care.

General government deficit

According to the 2006 consolidated general government revenue and expenditure
of the Ministry of Finance, general government deficit” is estimated at 1.1% of
GDP. According to consolidated general government revenue and expenditure,
general government revenue in 2006 will reach 43.7% of GDP, which is 0.4 p.p.
more than in 2005. With the simultaneous increase in the share of estimated general
government expenditure by 0.4 p.p. to 44.8% of GDP, the general government deficit
will remain at the same level as in 2005.

Table 17: Consolidated general government revenue and expenditure according to

the GFS-IMF methodology, as a % of GDP

2006 | 2007 | 2008
2001 | 2002 | 2003 | 2004 | 2005
Estim. Forecast
General government revenue 427 40.6 426 42.8 433 43.7 432 425
General government expenditure 44.0 43.5 44.0 441 44 4 448 441 433
General government surplus (+), deficit (-) 1.3 29 1.4 1.3 141 141 -0.9 -0.8

Source of data: Ministry of Finance, Public Finance Bulletin, for 2007 and 2008. General government account upon the proposed amendments to the state budget for
2007 and the proposed state budget for 2008, October 2006, SORS, calculations by IMAD.

According to the projection based on the proposed state budgets for 2007 and 2008,
the general government deficit of consolidated general government account will
begin to decrease after 2006. After the projected reduction in the share of general
government revenue in these two years by 1.2 p.p. (from 43.7% of GDP to 42.5%
of GDP in 2008) and with the concurrent decrease in the share of general government
expenditure in the same period by 1.5 p.p. (from 44.8% of GDP in 2006 to 43.3% of
GDP in 2008), the general government deficit will amount to 0.9% of GDP in 2007
and to 0.8% of GDP in 2008.

40 The general government deficit is defined as the difference between consolidated revenue and the expenditure of
the state and local budgets and the pension and health funds.
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Box 6: Revision of the main aggregates of the general
government sector, 2002-2005

In September 2006 the SORS published revised data on the main categories of
revenue and expenditure of the general government sector and on the current general
government deficit for the 2002-2005 period, which implies a further
methodological harmonisation with the European System of Accounts 1995 and
is the second evaluation of general government aggregates this year.

In its second estimate, the SORS estimated the general government sector deficit
in 2005 at SIT 92.8 bn or 1.4% of GDP, which is 0.4 p.p. less than in the first
estimate in April 2006 (1.8% of GDP) and 0.9 p.p. less than in 2004 (2.3% of
GDP). The reduction of the estimated general government sector deficit was
primarily influenced by the estimate of the accounted corporate income tax, which
was substantially higher than the first estimate when data used in the assessment
of corporate income tax were still not available according to the financial statements
for 2005. A revised estimation of the accounting value of corporate income tax
was also made for other years, which reduced the general government sector deficit
in 2002 from the previously estimated 2.7% of GDP to 2.5% of GDP, while in
other years the impact of the revision was estimated at less than 0.1 p.p. and did
not influence a change in the amount of the deficit expressed as a share of GDP.

The total revenue of the general government sector in 2005 is estimated at SIT
3,030bn SIT, which is nominally 7% more than in 2004, its share in GDP having
risen by 0.7 p.p., namely from 45.1% of GDP in 2004 to 45.8% of GDP in 2005.
The growth of total expenditure of the general government sector in 2005 was
slightly slower than that of total revenue. It increased nominally by 5% and reduced
its proportion of GDP by 0.2 p.p., from 47.4% of GDP in 2004 to 47.2% of GDP
in 2005.

Table 18: General government sector revenue and expenditure,

2002-2005

2002 2003 2004 2005
SIT m
Revenue 2,435,056 2,631,789 2,830,938 3,030,061
Expenditure 2,571,112 2,792,863 2,974,940 3,122,841
Surplus/deficit -136,056 -161,074 -144,002 -92,780
Central government -118,473 -148,667 -133,993 149,098
Local government -9,765 -4,016 -5,352 3,287
Social security funds -7,818 -8,392 -4,658 53,031
in % GDP
Revenue 455 453 451 45.8
Expenditure 48.0 48.0 47.4 47.2
Surplus/deficit 25 -2.8 -2.3 1.4
Central government -2.2 -2.6 -2.1 2.3
Local government -0.2 -0.1 -0.1 0.0
Social security funds -0.1 -0.1 -0.1 0.8

Source of data: SORS, first published on 29 September 2006.
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Public finance flows between Slovenia and the EU

In September, the European Commission first published data on all finance flows
between Slovenia and the EU budget for 2005, which are presented below. Further,
the available data on financial flows between the Slovenian and EU budgets are
presented for the first nine months of 2006.

Financial flows between Slovenia and the EU budget in 2005

According to the European Commission’s data, Slovenia received SIT 87.8 bn (1.3%
of GDP) firom the EU in 2005, which was 30.1% more than in 2004. In 2005, Slovenia
received most of such funds under the agriculture heading, with these amounting to
107.7% more than in 2004. Most of these funds were received for rural development
(67.6%) and direct aid*' (24.1%). Slovenia received 13.8% more than in 2004 for
internal policies; similarly as in 2004 most funds were earmarked for participation in
the programme of establishing the EU’s external border (61.8% of these funds), and
less for research and technological development (17.1%) and education (the
programmes Socrates, Leonardo da Vinci and Youth; 9.4%). Drawing resources from
the structural funds was more successful than in 2004, too, for this increased by 84.4%.
As much as 91.8% of the funds drawn from the structural funds were acquired for the
implementation of the 1* objective, most of these were drawn from the European
Regional Development Fund (SIT 7.2 bn). In 2005, 11.5% more funds were received
for the pre-accession strategy and 10.8% less from compensations than in the preceding
year (Allocation of 2005 Expenditure by Member State, 2006, pp. 72-73).

In 2005, Slovenia contributed SIT 65.9 bn (1.0% of GDP to the EU budget), which
was SIT 7.2 bn less than projected in the amended budget for 2005 and 61.3% more
than the amount paid in 2004. In 2005, Slovenia paid more funds to the EU budget

Table 19: Funds acquired from the EU budget in 2004 and 2005

SIT million
2004 2005
Agriculture 11,838 24,587
Structural Actions 5,847 12,821
Structural Funds 5,847 10,784
Cohesion Fund 0 2,037
Internal Policies 13,875 15,792
Administrative expenses 1,342 1,630
Pre-accession strategy 9,370 10,448
Compensations 25,186 22,478
TOTAL 67,458 87,756

Source of data: Allocation of 2005 Expenditure by Member State, 2006, pp. 72-73.

41'In the 2004-2013 period, the share of direct aid from the EU will increase (in 2004 it amounted to 25% of the sum
received in this year by old member states, in 2013 it will reach 100%); on the other hand, supplements from the

national funds

will decrease (from 60% in 2004 to 0% in 2013). As early as in 2007 our farmers will receive

payments equal to those in the old member states; 40% of these will be provided by the EU and 60% by Slovenia
(Treaty of Accession, 2003).
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Figure 14: Structure of funds acquired from the EU budget in 2004 and 2005
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Source of data: Allocation of 2005 Expenditure by Member State, 20086, pp. 72,-73.

from all resources than in 2004 with the structure remaining largely unchanged.
Payments from gross national income, which represent the main share of payments,
grew by 53.6%, payments from value-added tax rose by 75.3%, payments from the
traditional own resources* by 129.3%, and payments for the UK rebate by 44.1%
(Allocation of 2005 Expenditure by Member State, 2006, p. 112). With regard to
the amended budget for 2005, all payments with the exception of customs duties
were effected on a slightly lower level than planned, especially due to the transfer
of the EU budget surplus from 2004 to 2005, the differences between the preliminary
and later estimates of nominal gross national income and the adjustment of balances
of value-added tax.

Table 20: Payments of Slovenia to the EU budget in 2004 and 2005

SIT million
2004 2005
Payments based on VAT 6,015 10,544
Payments for the UK rebate 3,858 5,560
GNI based payments 28,014 43,015
Traditional own resources 2,948 6,758
TOTAL 40,835 65,877

Source of data: Allocation of 2005 Expenditure by Member State, 2006, pp. 112.

In 2005, Slovenia continued to be a net beneficiary of EU budget funds by both
definitions of the net budgetary balances calculation. According to the accounting
definition®, Slovenia was a net recipient of funds to the amount of SIT 21.9 bn (SIT

42 The biggest share of payments from the traditional own resources consisted of customs duties (SIT 6.6 bn or 97.9
TOR), with sugar levies (SIT 120 million) and agricultural duties(SIT 24 million) representing but a minor
share. Slovenia began to pay sugar levies in 2005.

4 The accounting definition is based on a calculation of the difference between all revenue and expenditure of an
individual member state in the EU budget.



IMAD Autumn Report 2006
80 | Public finances

26.6 bn in 2004), while according to the definition based on the ‘UK correction® it
was a net recipient of funds to the amount of SIT 24.3 bn (SIT 26.3 bn in 2004).
Besides Slovenia, net recipients in 2005 were the other new members states as well
as Spain, Greece, Ireland and Portugal.

7.4.2 Financial flows between the national budget of Slovenia and the EU budget in
the first nine months of 2006

According to the Ministry of Finance, in the first nine months of 2006 Slovenia
received from the EU budget SIT 51.4 bn and paid SIT 53.5 bn into it”. Similarly
as last year, in the first nine months of this year Slovenia was a net contributor to the
EU budget*. In the first nine months of 2006, Slovenia was most successful in
drawing funds from the common agricultural policy (65.3% realisation regarding
the adopted budget). With regard to 2005, this period saw the increased drawing of
funds from structural funds and the cohesion fund¥. The biggest difference from
the funds projected in the budget for 2006 is that of the low inflow of funds from
the EU pre-accession funds and from the internal policy. Further, the funds from
compensations for NMS were lower than in the preceding year; however, they are
continuing to drop in accordance with the Copenhagen package from 2002.

4 The definition based on the ‘UK correction’ also used by the European Commission is derived from the method
used for calculating the ‘correction of budgetary imbalances in favour of the United Kingdom’. The net position
calculated by the European Commission considers the data based on cash flow and current allocated expenditure
(i.e. expenditure without administrative expenditure, which amounted to SIT 1.6 bn for Slovenia in 2005), while
national payments are calculated on the basis of adjusted national contributions not including the traditional own
resources for these are considered to be pure EU revenues.

4 The 2006 budget foresees inflows from the EU budget amounting to SIT 107.7 bn and outflows to the amount of
SIT 75.5 bn.

46 According to the Ministry of Finance, most funds in 2005 were received in August and December, the only two
months when the country’s net position was positive.

47 In the first nine months of 2006, Slovenia drew 23.5% more funds from the structural funds than in the whole 2005,
while the funds received from the cohesion fund doubled in these nine months in comparison with 2005.
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Monetary developments and the capital
market

Monetary developments

Monetary policy developments in 2006 were marked by the fact that Slovenia will,
as the first country among the new EU member states, join the European Economic
and Monetary Union in January 2007. The achievement of this goal has critically
hinged on the sustainable lowering of inflation in previous years. Slovenia first
fulfilled the Maastricht inflation criterion in November 2005 and has complied with
it ever since (see Chapter 5). The sustainable disinflationary process has been effected
primarily by the Bank of Slovenia’s exchange rate stability policy and the prudent
macroeconomic policies of the government.

In the area of monetary policy instruments, the Bank of Slovenia carried out a speedy
adaptation to the ECB's instrument structure. The main measures in this area include
the progressive reduction of foreign currency bills, whose share in the BS’ total offer
of bills is decreasing, and the replacement of temporary purchases of foreign exchange
with permanent purchases. This also means that, contrary to previous years, when the
target level of the nominal exchange rate was primarily ensured through foreign
exchange swaps, the exchange rate in 2006 was regulated using other instruments
instead. The quantity of temporarily purchased foreign exchange became negligible
by the end of September 2006. In terms of quantity, fewer transactions were needed in
2006 than in previous years to control the exchange rate because the net inflow of the
private sector’s foreign exchange eased off and reduced its pressure on the exchange
rate. As a result of these changes to the structure of instruments, the stock of tolar bills
and the importance of the new long-term deposit instrument increased considerably
due to the stronger need to absorb the tolar’s excess liquidity. The final quarter of
2006 will be the last to see the predominant use of instruments that are specific to the
Slovenian monetary market, while monetary policy in this period will be devoted to
maintaining an essentially fixed exchange rate. From January 2007, the use of monetary
policy instruments in the Slovenian monetary market will be a mere reflection of the
use of the ECB’s instruments.

The tolar’s nominal exchange rate has fluctuated in a narrow band around the
central parity throughout the period of Slovenia’s participation in the exchange
rate mechanism ERM II. The central parity level was also confirmed as the tolar/
euro conversion rate. After Slovenia entered the ERM II, the euro’s exchange rate
hovered slightly above parity; since May 2005 it has lingered slightly below parity.
Throughout this period, its divergence from parity has been minimal. The decision
of EU institutions that Slovenia was ready to adopt the euro on 1 January 2007
finally sealed the currency conversion rate at the level of the central parity that was
determined upon Slovenia’s entry to the ERM II (at SIT 239.640 for EUR 1). This
also ultimately fixed the expectations regarding the nominal exchange rate and thus
eliminated one of the key risk factors to exchange rate stability in the ERM II.
Otherwise, uncertainty surrounding the changeover of currencies may cause
undesired exchange rate fluctuations. As this uncertainty no longer exists, there are
also no major reasons for any significant divergence of the euro’s market nominal
exchange rate from the central parity.
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The real exchange rate has been hovering close to its equilibrium value. We re-
examined the size of the real exchange rate’s current divergences from its equilibrium
values by decomposing the real exchange rate into its trend component and its cycle
component.*® Figure 16 shows that the real exchange rate hovered close to its long-
term equilibrium values in 2006. After witnessing considerable oscillations in 1999-
2002, attributable to the appreciable accommodation of monetary policy and the
implicit goal of an undervalued real exchange rate, it is encouraging to see that the

Figure 16: Dynamics of the real exchange rate and the real exchange rate gap
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* The trend-cycle decomposition of the real exchange rate was done using the unobserved component method and
estimated using a method developed by Morley, Nelson and Zivot (2003). The estimates show that the equilibrium
appreciation rate of the real exchange rate totals between 0.75% and 1% per annum, with slightly higher
fluctuations in certain periods.
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exchange rate was approximating its equilibrium value throughout the period of
Slovenia’s participation in the ERM II and did not diverge from it significantly in
2006. Based on this evidence, we can conclude again that the disinflationary process
in Slovenia was thereby brought into equilibrium and that the lowering of inflation
to a level compliant with the Maastricht inflation criterion has been sustainable.

The process of harmonising the BS’ interest rates with the ECB’s leading interest
rates continued in the second half of 2006, accompanied by a halt in the decline of
the BS’ refinancing terms, which joined the rising trend of interest rates that has
been present in the EMU for quite a while. In October 2006 the ECB continued to

raise its refinancing rate, which climbed to 3.25%. The difference between the ECB’s

main refinancing interest rate and the main instrument used by the BS to absorb

excess liquidity — 60-day tolar bills — was thereby reduced from 50 to 25 basis

points. The Bank of Slovenia responded to the ECB’s measure only by cutting its

interest rate on the buy/sell foreign exchange 7-day swap from 0.75% to 0.50%.

With this measure, the BS kept its refinancing terms unchanged at 3.75%*. The

BS’ refinancing terms were raised to 3.75% in August, having climbed by 50 basis

points from the previously low rate of 3.25% that applied from March to May 2006.

The difference between the ECB’s and the BS’ refinancing costs thus narrowed

from 75 to 50 basis points. The gap between the cost of acquiring liquidity by

borrowing abroad and the return on the risk-free depositing of those funds at the

Bank of Slovenia — the BS’ interest rate on 60-day tolar bills — persists at the level

of 25 basis points that was achieved in June 2006. Before that, the return on depositing

excess tolar liquidity was even somewhat higher than the cost of acquiring it by

borrowing abroad, although the existence of a certain risk premium and the fact that

Slovenian commercial banks still cannot directly access the ECB’s liquidity indicate

that profitable opportunities for arbitrage between monetary markets and inflows of
speculative capital did not exist.

Figure 17: Dynamics of the BS’ and the ECB’s leading interest rates
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Sources of data: BS, ECB, SORS.

4 The BS’ refinancing rate is defined as the sum of the ECB’s interest rate on the main refinancing operations and
the BS’ annual buy/sell 7-day foreign exchange swap rate.
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The growth of monetary aggregates remains within normal limits. The growth rate
of the M1 monetary aggregate persists above 10%, supported by vigorous economic
activity. The growth rates of the M2 and M3 aggregates remain much lower, which
we attribute to the outflow of savings to alternative investment schemes provided
by domestic and foreign capital markets™.

In the period prior to adopting the euro we do not expect any critical changes in the
key monetary policy objectives due to entry to the EMU. The BS is above all expected
to finalise technical preparations for the adoption of the euro. We also expect that the
current difference between the BS’ interest rate levels and the BS’ main refinancing
rate will remain unchanged until the euro is adopted. For the time being, interest rates
in Slovenia are still higher than in the euro area, which is also justified by the fact that
Slovenia is currently at or close to its peak of the business cycle, which adds to the
stabilisation effect of exchange rate stability on inflation. Upon Slovenia’s entry to
the EMU, the BS’ refinancing costs will be fully harmonised with the ECB’s costs.
Given the current circumstances, this means that we can expect an additional decrease
in the BS’ refinancing terms by 0.5 p.p. This will happen as a result of the foreign
currency swap losing its importance as the instrument for obtaining liquidity in the
domestic currency, i.e. tolar liquidity at the moment ant euro liquidity later on.

Once the euro is adopted, the conduct of monetary policy will change significantly
as it will no longer be under pressure to target the nominal exchange rate. From the
vantage point of the Slovenian economy, it will in effect be determined exogenously
by the ECB. As this will give rise to markedly different terms of operation of the
Slovenian monetary market, it will also create the need for a closer monitoring of
the relevance of the ECB’s constellation of interest rates to the dynamics of the
Slovenian business cycle. The European Central Bank’s key policy objective is to
keep inflation rates in the EMU below 2% over the medium term. In the event that
the dynamics of the Slovenian inflation are similar to that of the average EMU
inflation we can expect that the ECB’s measures will also have the appropriate
stabilising effect on Slovenian inflation. Any larger divergences will call for close
scrutiny of the causes of such divergence and application of alternative adjustment
mechanisms operating primarily through fiscal policy.

8.2 Financial flows and the capital market®'

8.2.1 Household savings in banks

Household savings in banks strengthened slightly in the first eight months of 2006
over the same period of 2005, nevertheless they remain at a relatively low level.
This development can mainly be attributed to the low interest rates that barely allow
savings to maintain their real value; the second significant reason is the diversification
of the offer of other financial products.

3" Note that the analysis of the monetary aggregates” dynamics was made more difficult by the break in the data series
that occurred in 2005 when the national definition of monetary aggregates was harmonised with the ECB’s definition.

3! The Bank of Slovenia adopted a reporting methodology in accordance with the ECB. From 2005 onwards data
are therefore not fully comparable with data for previous periods.
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In the eight months to August, household savings rose by 3.0%, which is 0.6 of a
percentage point more than in the same period of 2005, foreign currency deposits
grew faster than tolar deposits. Net flows in the period amounted to SIT 77.4 bn
and exceeded last year’s comparable period by almost one-third. The slightly faster
growth of foreign currency deposits (3.6%) is probably attributable to the early
exchange of tolar savings into euros and partly to the narrowing differences between
interest rates on domestic and foreign currency deposits. All types of foreign currency
deposits were on the increase, with the biggest rise, i.e. 6.9%, being seen in the first
eight months of the year in short-term deposits with an agreed maturity which
contributed 2.8 p.p. to the foreign currency deposit growth. Rather different dynamics
were seen in tolar deposits (2.7%). Overnight deposits continued to increase,
achieving a growth rate of 8.5% in 2006, while short-term as well as long-term
deposits recorded a decrease. Long-term deposits are experiencing an ongoing
decreasing trend that can be attributed to the gradual net release of assets from the
National Housing Savings Scheme as well as to the narrow differences between
interest rates on short- and long-term deposits.

The increase in the volume of assets managed by domestic-managed mutual funds
continues to rise and their returns have begun to grow again. At the end of September,
their assets reached SIT 393.4 bn thus exceeding the value achieved at the end of
2005 by almost one-fifth. Until August 2006, net flows lagged behind those recorded
in the comparable period of 2005 but September saw a substantial net flows increase
achieving SIT 11.3 bn, the highest value ever recorded®?. Net flows to domestic-
managed mutual funds amounted to SIT 29.7 bn in the first three quarters of the
year, i.e. an almost one-tenth increase over the same period of 2005. According to
some estimates, foreign-managed mutual funds, which are rapidly expanding their

Figure 18: Volume of assets in mutual funds at the end of the period and their year-on-
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Source of data: www.vzajemci.com: calculations by IMAD.

32 The bulk of net inflows was recorded by one of the funds with a portfolio containing a relatively high proportion
of securities of a company which listed its shares on the stock exchange at the beginning of October, which had
a positive effect on the value of the mutual fund‘s points.
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offer in Slovenia, are recording growing net inflows by Slovenian investors. After
a decrease in the year-on-year yield of domestic-managed mutual funds in the
previous year, yields resumed their upward movement in Q2 and stood at 14.5% at
the end of September, which was more than five times the average interest rate of
September 2005 for tolar deposits with an agreed maturity of over one year.

Because of the relatively limited investment opportunities available in the domestic
capital market, the investment structure of mutual funds has been changing in
favour of investing abroad. At the end of August, such investments reached almost
half of the total value of assets of mutual funds managed by domestic administrators,
while the level achieved in the previous year was less than one-third of that value.
Over 80% of investments abroad are investments in foreign shares; the rest is invested
in foreign bonds, funds and money market instruments. The rapid growth of
investments abroad is generated by the existing funds that have been restructuring
their investments and largely by the newly established mutual funds that have been
focusing on the foreign capital market since their establishment.

8.2.2 Loans

The lending activity of banks continued to strengthen in 2006. The volume of foreign
currency loans continued to increase substantially, while the volume of tolar
borrowing is more or less stagnating since only households take out modest tolar
loans. Corporate, non-monetary financial institutions and household borrowings
are on the increase. Due to the more favourable direct financing through the capital
market, the government has even registered a net repayment of loans taken out from
domestic banks.

Net flows of bank loans to the non-banking sector amounted to SIT 610.9 bn in the
eight months to August, 2.4-times more than in the same period of 2005.
Exceptionally high growth was also caused by the government’s net loan repayments
in the last year; total net lending flows to companies, NFI and households only

Figure 19: Currency structure of total bank loans to the non-banking sector
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increased by slightly over 40%. As much as 98.8% of these were foreign currency
loans, which remain more favourable than tolar loans even though interest rates
have been increasing gradually. At the end of August, foreign currency loans
accounted for as much as 60.6% of banks’ total loans to the non-banking sector,
thereby exceeding the end-2005 figure by 6 p.p.

Almost three-quarters of total net lending flows in first eight months of 2006 were
loans raised by enterprises and NFI which amounted to SIT 438.3 bn, thus exceeding
the value from the same period of 2005 by almost 50 percent. The biggest increase
in the first eight months of 2006 was recorded in the volume of foreign currency
borrowings by NFI, constituting a more than 3-fold increase over the same period
of 2005, nevertheless representing just over 15% of the total net foreign currency
borrowings of enterprises and NFI. The growth of net foreign currency borrowing
by enterprises has been slowing down since May and reached 38.0% in August. On
the other hand, enterprises and NFI repaid tolar loans in a net amount of SIT 17 bn.
Following the slowdown in net borrowing abroad by enterprises and NFI recorded
at the beginning of the year, a robust pick-up was observed in the last three months;
in this period, net loans amounting to SIT 68.2 bn were taken out while the total net
flows in the first seven months to July rose to SIT 96.7 bn, which is over 50% more
than in the same period last year. Given the persisting low interest rates that do not
encourage savings in banks, the latter chose other resources to finance their extensive
lending activities. Loans provided by foreign banks continue to be the most important
source of financing domestic banks’ lending activity, since domestic banks took out
such net loans worth SIT 228.1 bn in the seven months of this year, which is
nevertheless an almost one-tenth decrease over the same period last year. If the
decrease in banks’ net borrowing abroad continues in the future, we will probably
be able to conclude that banks anticipate a gradual slowdown of lending activities
in relation to interest rate increases.

Household borrowing has increased also in 2006. In the eight months to August,
households took out loans from domestic banks in a net amount of SIT 177.7 bn,
representing an almost one-third increase over the same period of 2005. In contrast
to enterprises and NFI, household tolar borrowing picked up; in terms of value,
however, the taken out foreign currency loans are more significant than tolar loans
as their net flows achieved SIT 151.9 bn in the eight months to August, representing
over 85% of total net flows in household loans and exceeding last year’s comparable
period by more than one-fifth. The net flows of tolar loans amounted to SIT 25.9 bn
in the first eight months and were 2.6-times higher than in the same period a year
ago. Such substantial growth can mainly be attributed to the net repayment of tolar
consumer loans in 2005; at the year-on-year level, the net flows of other tolar loans
are decreasing in 2006. The structure of loans by purpose shows that over 60% of
total net flows accounted for housing loans that amounted to SIT 107.5 bn and thus
exceeded the value from the same period of 2005 by almost 40%. The level of
consumer borrowing of households in the first eight months of 2005 (on account of
the mentioned net repayment) was very modest (net flows achieved the value of
SIT 14.2 bn); in 2006, however, such a net borrowing of households picked up
while net flows amounting to SIT 36.4 bn were 2.6-times higher than the net flows
from the comparable period of 2005.
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8.2.3 Interest rates

The sliding of all interest rates slowed down in 2005 and was followed by a reversed
trend in 2006. Interest rates on foreign currency deposits and foreign currency loans
started to rise, largely as a result of raising the ECB’s reference interest rate that
started at the end of 2005 and continued throughout 2006. In the first eight months
of the year, the biggest rise (by 0.9 p.p.) was observed in interest rates on new
housing loans with a foreign currency clause that averaged out at 5.4% in August.
On the other hand, interest rates on foreign currency deposits in this period rose by
approximately 0.5 p.p., standing at the level of 2.2%. More incoherent trends were
observed in tolar interest rates — lending rates were on a predominantly upward
trend while deposit interest rates continued their gradual decrease. In the eight
months, deposit interest rates dropped by 0.5 p.p. to roughly 2.5%. The sharpest
rise in lending interest rates was seen in interest rates on new long-term tolar consumer
loans; in the eight months to August they climbed by 1.5 p.p. to 7.2%. A considerably
smaller increase was recorded in interest rates on short-term consumer loans and
long-term loans for investment in gross fixed capital formation. In this period, they
climbed by 0.4 p.p. to 6.0% and 5.6%, respectively.

Figure 20: Movements of selected interest rates
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The period of decreasing interest rates is coming to an end, as also shown by the
yield curve despite its low level of representativeness on account of the shallow
Slovenian interbank money market. The yield curve composed of interbank interest
rates (SITIBOR) of different maturities has been gradually transforming from being
slightly downward to upward sloping.

8.2.4 Securities market

The negative trends observed in indices on the Ljubljana Stock Exchange in 2005
continued in the first quarter of 2000, but started rising sharply at the beginning of
the second quarter. The main index of the Ljubljana Stock Exchange increased by
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over one-quarter in Q2 and Q3. The turning point was reached in spring when a
foreign fund made a bid to purchase almost 25% of the shares of a company listed
on the Ljubljana Stock Exchange, leading to a better atmosphere on Slovenia’s
capital market that was also supported by the good business results of companies
listed on the stock exchange.

Turnover on the Ljubljana Stock Exchange totalled SIT 696.0 bn in the first nine
months, going up by 80% over the same period of 2005. Excluding the market
maker trading segment (MMTS), turnover on the Ljubljana Stock Exchange totalled
SIT 312.9 bn, representing a slight decrease over the same period of 2005. This
decrease is attributable to a drop in bond trading which recorded a turnover fall of
over one-third on the semi-official market, while the decrease on the official market
was close to 90% largely due to the relocation of bond trading from the official
market to the MMTS. On the other hand, trading in shares almost doubled while
trading in shares of investment companies was up by over one-tenth in the first
three quarters of the year.

The volume of total market capitalisation on the Ljubljana Stock Exchange reached
SIT 3,595.9 bn at the end of September, which is 17.4% more than at the end of
2005. Unlike in 2005, when market capitalisation dropped by 1.3%, mostly due to
the increasing value of shares, the market capitalisation of shares enjoyed its strongest
growth in 2006, rising by a solid one-quarter in the first nine months of the year
while the rise in the market capitalisation of bonds slowed down considerably in
2006 and achieved 8.8% (22.5% in the same period of 2005). Market capitalisation
is expected to increase slightly at the end of the year, irrespective of developments
on the Ljubljana Stock Exchange since the shares of one of the companies in majority
state ownership — the second biggest company listed on the Ljubljana Stock Exchange
in terms of market capitalisation — were listed on the stock exchange in October.
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Economic outlook for the period beyond 2008

The forecasts of economic trends are based on the implemented economic policy
measures and adopted budgets. The effects of measures proposed as part of the
planned reform that have not been adopted as laws or other regulations yet are not
taken into account in the baseline forecast. Based on a comparison of economic
projections for 2009-2013, assuming unchanged economic policy measures on one
hand and optimal implementation of the measures set out in the Framework of
Economic and Social Reforms on the other, it is possible to make a rough estimate
of the effects of the comprehensive reform presented below.

In September 2006, the Institute for Economic Research prepared an impact
assessment of the adopted Framework of Economic and Social Reforms based on
estimates made for government purposes, using an economic model. The assessment
is to a large extent consistent with the projections of the target scenario of economic
trends for the period until 2013 that was presented in the Grounds for the Target
Development Scenario of Slovenia s Development Strategy (IMAD, 2005). According
to this scenario, the comprehensive implementation of the planned measures will
enable a breakthrough to a higher level of development at the time when the reforms
begin to produce results. The period of accelerated economic growth, ending around
2010, would be followed by a period of a relative easing of growth at a level of
around 5%, which would represent the new level of potential GDP growth provided
that the economic and social reforms are carried out optimally.

Table 21: Key macroeconomic indicators for the 2009-2013 period

Average annual real growth rates in % (unless otherwise indicated)

Scenario for 2009-2013
. . Target development scenario
Unchanged economic policy for SDS
Gross domestic product 4.0 5.3
Exports of goods and services 8.0 9.1
Imports of goods and services 74 8.3
Private consumption 3.3 4.9
Government consumption 24 34
Gross fixed capital formation 4.8 5.1
Employment, growth in % 0.7 1.1
Unemployment rate, ILO definition, in % 6.4 3.7
Productivity, growth in % 3.3 41
Inflation, in % 2.2 25

Source of data: IMAD's projections.
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10 Risks to realisation of the autumn forecast

Risks to realisation of the IMAD s autumn inflation forecast are similar as in spring.
They include potential pressures on consumer price rises arising from the euro
changeover at the beginning of 2007 and liberalisation of the electricity market in
2007. However, realisation of these risks is still considered unlikely. The prospects
of the euro changeover at the beginning of 2007 exerting an upward risk on inflation
are low thanks to the Act on Double Pricing in Tolars and Euros that was put into
effect in March 2006 in order to minimise the potential negative effects of the
currency changeover on prices. Experience from countries that have already adopted
the euro and similarly imposed obligatory dual pricing prior to the changeover
confirms the positive effects of such measures. The increase in living costs in these
countries was small (around 0.2 p.p.). This risk will be additionally reduced by the
unofficial price control (‘pricewatch’) and the existing competition in many
industries. Realisation of the second risk, i.e. a potential increase in inflation due to
liberalisation of the electricity market for households on 1 July 2007, is similarly
not very probable. In the long run, the final opening up of this market is expected to
boost competition as households will be able to choose from among several electricity
providers, which will have a positive impact on the price dynamics in this sector.
Even in the short run, given the relative electricity prices in Slovenia and the EU,
there are no economic reasons for a rise in electricity prices once the market is
liberalised. If necessary, however, the government may also resort to imposing some
caps on these prices in the transition period until a more competitive market is
established to prevent excessive swings in retail electricity prices after July 2007.

If the above risks were to realise despite the low probability of that happening, we
estimate that year-on-year inflation in 2007 could exceed the forecast by a maximum
of 0.4 p.p. while average inflation would not be more than 0.3 p.p. higher than
projected. If the currency changeover were to cause prices to rise despite the adopted
measures, and the final liberalisation of the electricity market were to result in higher
household electricity prices®, these effects are expected to be short-lived and to
contribute a maximum of 0.4 p.p. to inflation at the annual level.

As already estimated in the spring forecast, the realisation of these risks would have
a minor effect on the dynamics of other macroeconomic aggregates. Inflation in
2007, which would be 0.4 of a percentage point higher than projected in the baseline
scenario, would affect the dynamics of macroeconomic aggregates marginally. The
potential price rise amid the euro changeover and liberalisation of the household
electricity market would primarily affect final consumers, while it would have a
negligible effect on the costs of businesses and industry. Higher inflation would
result mainly in lower real growth of wages and private consumption, which could
also dampen GDP growth by a maximum of 0.1 p.p. Repercussions of such a price
rise for other macroeconomic aggregates, taking into account the reasons leading to
the rise, would be negligible. Given the low response of exports to changes in the
real effective exchange rate (the latter would appreciate slightly due to changes in
relative prices in Slovenia and the EU), export growth would remain unchanged

3 If the household electricity price in Slovenia rose by just 8% after July 2008, it would exceed the price of more
than half of the EU countries. The effect of such an increase on inflation would total around 0.2 p.p.
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compared to the baseline scenario, as would the growth of gross fixed capital
formation.

During the entire period of Slovenia’s preparation for euro adoption, one of the
risks related to the reduction of interest rates in the process of nominal convergence
included the potential rapid acceleration of domestic (particularly private)
consumption growth, which would lead to an overheating of the economy and
increased inflationary pressures. In its reports published in the last two years, the
IMAD has estimated the probability of this risk being realised as low in view of the
structure of new loans (where housing loans in particular have been on the increase),
the effect of restrictive incomes policy, and the results of some foreign analyses of
the correlation between domestic spending and interest rates (also see Spring Report
2004). With regard to the dynamics of private consumption seen in the last two
years, this estimate proved to be accurate. Nevertheless, the risk of private
consumption growing above the baseline scenario forecast cannot be entirely ruled
out, particularly for 2007. Contrary to previous years, however, this acceleration is
expected to mainly hinge on the changes in personal income tax legislation rather
than the interest rates factor, which is expected to have the opposite effect. We have
therefore reassessed the potential impact of increased aggregate demand on inflation.
The estimate was made using a bivariant model of cointegrated vector autoregression
for inflation and gross domestic product whereby supply shocks are distinguished
from demand shocks by applying long-term restrictions allowed by the cointegration
analysis. The analysis shows that a 1% quarterly increase in GDP resulting from a
net increase in demand above supply would raise inflation in the same quarter by
1.8 p.p. However, this dynamic response of inflation would ease off to 0.9 p.p. in
the next quarter and become negligible in subsequent periods. At the annual level,
the effect corresponds to a 0.6% rise in inflation. If the increase in demand by 1% of
GDP were distributed evenly over the entire year (by 0.25% each quarter), the
model’s dynamic effects show a rise in inflation in Q1 by 0.45 p.p.. These effects
would intensify to 0.7 p.p. later on and ease off after about a year.
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11 Comparison of the IMAD’s forecasts with
forecasts made by other domestic and
foreign institutions

In autumn, all forecasting institutions revised their GDP growth forecasts for 2006
upwards, to between 4.2% and 4.7%, and projected that growth will slow down
towards 4% by 2008. The usual variation in economic growth forecasts by fractions
of'a percentage point is attributable to the different underlying assumptions regarding
developments in the international environment and the effects of economic policy,
as well as the different times of preparing forecasts and the availability of statistical
data in this period*. The robust economic growth seen in the first half of the year
was underpinned by the more favourable flows in exports and investment activity,
however all forecasters agree that these developments tend to have a cyclical character
and are strongly linked to the buoyant international environment, particularly in the
EU economies, and hence do not signal any reversal in the trends seen over the last
few years. The expected deceleration of growth in these two demand categories
will namely be the main reason for the projected slowdown in GDP growth in the
next two years. In the entire analysed period, the IMAD’s forecasts of exports and
imports are higher than the forecasts of other institutions. The IMAD also projects
stronger growth of investment in 2006, followed by a slowdown in the ensuing two
years, which will be more pronounced than projected by the BS. The IMAD’s forecast
of private consumption growth for 2006 remains unchanged relative to the spring
forecast and is slightly lower than the BS’ forecast, which was revised upwards.
The CCIS’ forecast of private consumption is slightly lower than the forecasts of
both institutions mentioned above. In 2007, both the BS and the IMAD estimate
that the proposed changes of personal income tax legislation will result in higher
household disposable income and they accordingly raised the private consumption
estimates for 2007, whereas the CCIS expects the growth of private consumption to
remain at this year’s level. The IMAD’s forecasts of government consumption are
lower than the forecasts of other institutions for all three years.

The improved economic outlook is matched by slightly higher employment growth
forecasts. According to all institutions, the survey unemployment rate will not
decrease in the next two years. The IMAD’s employment forecasts from spring
were not revised significantly (the autumn forecasts are 0.1-0.2 p.p. higher),
projecting employment to grow by 0.8% or 0.9% in 2006-2008, given the expected
buoyant economic growth and the positive effects of some economic policy measures
on activity (see Chapter 6.1). Based on the current employment dynamics achieved
in the first half of the year, the BS raised its employment forecast considerably for
2006 (by 0.5 p.p. to 0.9%, which is now the same as the IMAD’s forecast) and
slightly less for the next two years (by 0.2-0.3 p.p., to 0.6% in 2007 and 0.5% in
2008). They estimate that further employment growth in the ensuing years will
mainly be the result of employment in the public sector. Given the favourable
economic outlook and the projected moderate growth of labour costs, the BS also
expects to see an increase in private sector employment, although its growth will be

34 The forecasts of the International Monetary Fund do not take into account the national accounts data for 2002-
2005, revised in September 2006, and the national accounts data for Q2 of 2006.
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restrained by the continued structural shifts in the economy, i.e. the shrinking labour
in the traditionally labour-intensive industries. According to the CCIS’s forecasts,
employment is projected to grow moderately in 2006-2007, by 0.7%-0.8%, especially
in the service sector and in small enterprises. In CCIS’s estimate, the proposed new
tax legislation will not reduce the cost of labour for employers and will continue to
remain a barrier to new hiring, hence the estimated survey unemployment rate will
not decline either. The IMAD’s unemployment rates estimates are slightly lower
than the CCIS’s forecasts and also more favourable than in spring relative to the
higher activity rates, yet the IMAD’s expects the survey unemployment rates achieved
this year to remain at this level throughout the observed period, while the registered
unemployment rate will progressively decline.

The discrepancies between the projected growth rates of consumer prices are
minimal. Forecasters estimate that this year's rise in inflation, which exceeds the
spring expectations of all institutions, has largely been the result of external impacts.
Except for the IMF, all institutions project that inflation will remain at this year's
level in 2007 but provide different explanations for this expectation. Compared to
the spring forecasts, the revised average inflation estimates for 2006 of all institutions
were almost exclusively based on the higher rises of oil prices in the world markets.
The IMAD also expects a slightly higher effect of oil prices on inflation than projected
in spring in 2007. The main difference from the previous forecast is the expected
raising of various excise duties in 2007. On the other hand, the BS’ revision of the
inflation forecast for 2007 partly reflects the passing through of energy prices to
market-determined prices and the movement of market-determined prices closer to
their long-term equilibrium levels following the period of weak growth after EU
accession. The BS mainly associates the progressive rising of market-determined
prices with the fact that aggregate demand partially exceeds the growth of potential

Table 22: Comparison of published autumn forecasts of selected economic
indicators for Slovenia

IMAD BS CCIs IMF

2006 ‘ 2007 ‘ 2008 | 2006 ‘ 2007 ‘ 2008 | 2006 | 2007 | 2006 | 2007

Real growth rates, %

Gross domestic product 47 4.3 4.2 45 42 3.9 45 43 4.2 4.0
Exports 9.9 8.3 8.5 8.9 7.8 7.2 9.2 8.2 - -
Imports 9.1 7.7 7.7 8.5 7.5 6.7 8.5 7.2 - -
Gross capital formation 6.7 5.2 4.3 6.5 6.2 5.1 - - - -
- gross fixed capital formation 8.6 55 4.5 - - - 75 55 - -
Private consumption 3.3 3.6 3.6 3.5 34 3.1 3.1 3.1 - -
Government consumption 2.8 25 2.8 3.7 2.8 2.8 3.0 2.9 - -

Inflation (annual average, %) 2.7 2.7 25 26 2.7 27 25 25 25 23

Employment according to the SNA,

growth in %)

0.9 0.8 0.9 0.9 0.6 0.5 0.7-0.8 - -

Survey unemployment rate (%) 6.4 6.4 6.4 - - - 6.6 6.7 - -

Current account, as a % of GDP 24 -1.6 -1.2 2.6 2.7 24 - - 2.0 2.3

Sources of data: Autumn forecast 2006. September 2006. IMAD; Monetary Policy Report. October 2006. BS; SKEP's autumn forecast of macroeconomic trends for
Slovenia. October 2006. SKEP CCIS; World Economic Outlook. September 2006. IMF.
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product. Nevertheless, the BS, like the IMAD, does not expect any substantial
inflationary pressures from increased aggregate demand. According to the BS, the
rise in excise duties in 2007 poses an upward risk to inflation. At the same time, the
BS estimates that inflation could be lower next year if oil prices persist below the
assumed level. Both potential divergences would thus be nullified. The CCIS also
expects inflation to be stable in 2006 and 2007 at slightly lower levels than projected
by the IMAD and the BS. In the CCIS’s estimate, the risks associated with oil price
rises will decrease slightly this year and even more next year, which will somewhat
reduce the cost pressure from the external environment for enterprises. Only the
International Monetary Fund projects that inflation will decline slightly next year
over this year.

All institutions have significantly revised their forecasts of the current account
balance. The revisions have led to higher estimated deficits which, however, largely
reflect the methodological changes introduced by the balance of payments revision
for 2002-2005 (see Box 2) and are also having an effect on the future balance of
payments flows (except for the IMF’s forecast, which does not include the revision
yet but nevertheless projects a higher current account deficit).
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Table 1: Main macroeconomic indicators of Slovenia

Real growth rates in %, unless otherwise indicated

1995 1996 1997 1998 1999 2000 2001
GDP 41 3.7 4.8 3.9 5.4 41 2.7
Structure in value added in %
Agriculture, forestry,
fishing (A+B) 42 3.9 41 3.9 3.3 3.2 3.0
Industry & construction
(C+D+E+F) 35.3 35.7 35.8 36.4 36.3 36.2 35.9
Industry (C+D+E) 29.9 29.8 29.9 30.5 29.7 30.0 30.1
Construction F 54 5.9 5.9 5.9 6.5 6.3 5.8
Services (G...P) 60.5 60.4 60.1 59.7 60.5 60.6 61.1
GDP in SIT m (current p.) 2,404,561 2,770,603| 3,148,957| 3,494,600| 3,918,974| 4,300,350| 4,799,552
in which FISIM' 31,905 42,404 38,881 29,711 44,254 48,035 37,737
GDP in EUR m 15,704 16,345 17,456 18,761 20,240 20,974 22,099
GDP inUS$ m 20,288 20,468 19,719 21,035 21,560 19,312 19,772
GDP per capita in EUR 7,902 8,209 8,786 9,463 10,194 10,543 11,094
GDP per capita in US$ 10,208 10,279 9,925 10,610 10,858 9,703 9,926
GDP per capita (PPS)? 10,500 11,200 12,100 12,800 13,900 14,600 15,400
GDP per capita
(PPS, EU25=100) 68 69 71 72 74 73 74
2006 | 2007 | 2008
2002 2003 2004 2005
Estim. Forecast
GDP 35 2.7 4.4 4.0 4.7 4.3 ‘ 4.2
Structure in value added in %
Agriculture, forestry,
fishing (A+B) 3.2 26 27 25 25 24 24
Industry & construction
(C+D+E+F) 35.3 35.6 35.0 34.1 344 341 33.9
Industry (C+D+E) 29.6 29.8 29.3 28.2 28.3 27.9 27.7
Construction F 57 5.8 5.7 59 6.0 6.2 6.3
Services (G...P) 61.5 61.9 624 63.4 63.1 63.5 63.6
GDP in SIT m (current p.) 5,355,440| 5,813,540, 6,271,795| 6,620,145| 7,055,200| 7,586,400*| 8,098,200*
in which FISIM' 40,723 51,825 60,079 60,349 - - -
GDP inEURm 23,673 24,876 26,257 27,626 29,446 31,657 33,793
GDP inUS$ m 22,292 28,069 32,601 34,354 36,765 40,047 42,748
GDP per capita in EUR 11,866 12,461 13,146 13,807 14,691 15,770 16,808
GDP per capita in US$ 11,170 14,057 16,325 17,167 18,342 19,950 21,263
GDP per capita (PPS)? 16,000 16,500 18,000 18,900 - - -
GDP per capita
(PPS, EU25=100) s I I 81 . . .

Cont. on the next page.



IMAD Autumn Report 2006
103 | Statistical appendix

Table 1: Main macroeconomic indicators of Slovenia

Real growth rates in %, unless otherwise indicated

1995 1996 1997 1998 1999 2000 2001

INTERNATIONAL TRADE - BALANCE OF PAYMENTS STATISTICS
Exports of goods and services - real® 1.1 27 11.0 75 1.6 13.2 6.3
Exports of goods 3.0 24 13.0 9.9 27 132 7.0
Exports of services -6.3 4.0 34 -2.2 -3.5 13.4 3.2
Imports of goods and services - real® 1.3 23 11.0 9.6 7.7 7.3 3.0
Imports of goods 131 21 125 10.1 8.2 74 32
Imports of services -1.2 3.6 22 6.5 4.5 6.8 1.8
Exports of goods & services in EUR m 8,021 8,375 9,248 9,893 9,867 11,626 12,632
As a % of GDP 51.1 51.2 53.0 52.7 48.7 55.4 57.2
Imports of goods & services in EUR m 8,303 8,535 9,372 10,154 10,701 12,364 12,781
As a % of GDP 52.9 522 53.7 54.1 52.9 58.9 57.8
Balance of goods & services in EUR m -282 -160 -123 -261 -835 -738 -149
As a per cent share relative to GDP -1.8 -1.0 -0.7 -1.4 -4.1 -3.5 -0.7
Current account balance in EUR m -52 32 43 -108 -664 -583 38
As a per cent share relative to GDP -0.3 0.2 0.2 -0.6 -3.3 -2.8 0.2
Foreign exchange reserves in EUR m 2,703 3,326 3,965 4,080 4,104 4,705 6,514
External debt in EUR m 4,275 5,381 6,165 6,459 8,012 9,490 10,403
As a per cent share relative to GDP 27.2 329 35.3 344 39.6 453 471

2006 2007 2008
2002 2003 2004 2005

Estim. Forecast

INTERNATIONAL TRADE - BALANCE OF PAYMENTS STATISTICS
Exports of goods and services - real® 6.7 3.1 125 105 9.9 8.3 8.5
Exports of goods 6.4 4.4 12.8 10.3 10.6 8.6 8.9
Exports of services 8.0 -2.5 10.9 1.7 6.6 6.7 6.8
Imports of goods and services - real® 4.8 6.7 134 7.0 9.1 7.7 7.7
Imports of goods 4.4 7.3 14.6 6.8 9.3 7.7 7.7
Imports of services 75 3.0 55 8.4 8.1 71 75
Exports of goods & services in EUR m 13,521 13,882 15,715 17,809| 20.463| 22,732| 24,949
As a % of GDP 571 55.8 59.9 64.5 69.5 71.8 73.8
Imports of goods & services in EUR m 13,166 13,885 16,037 17,979 20,658 22,723 24,868
As a % of GDP 55.6 55.8 61.1 65.1 70.2 71.8 73.6
Balance of goods & services in EUR m 355 -3 -322 -170 -195 9 81
As a per cent share relative to GDP 15 0.0 -1.2 -0.6 -0.7 0.0 0.2
Current account balance in EUR m 247 -196 -720 -547 -693 -503 -410
As a per cent share relative to GDP 1.0 -0.8 -2.7 -2.0 -2.4 -1.6 -1.2
Foreign exchange reserves in EUR m 7,842 7,703 7,484 8,833 - - -
External debt in EUR m 11,484 13,259 15,271 19,566 - - -
As a per cent share relative to GDP 48.5 53.3 58.2 70.8 - - -

Cont. on the next page.
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Table 1: Main macroeconomic indicators of Slovenia

Real growth rates in %, unless otherwise indicated

1995 1996 1997 1998 1999 2000 2001
EMPLOYMENT, WAGES AND PRODUCTIVITY

Employment according to SNA 1.0 -2.0 -1.9 -0.2 1.4 0.8 0.5
Zi%f;’f;e\ig;eeﬂﬁ'fg:gsan " 1215 1198 1252 1264  1190| 1066 1019
Rate of registered unemployment in % 13.9 13.9 144 145 136 11.8 11.2
Rate of unemployment by ILO in % 7.4 7.3 7.4 7.9 7.6 7.0 6.4
Gross wage per employee 5.1 5.1 24 1.6 3.3 1.6 3.2
Labour productivity (GDP per employee) 3.0 5.9 6.9 4.1 3.9 3.3 2.2

FINAL DOMESTIC DEMAND - NATIONAL ACCOUNTS STATISTICS
Final consumption - 3.0 2.8 3.5 5.4 1.2 2.7
As a % of GDP 78.9 78.2 76.9 76.4 76.7 76.7 76.6

in which:
Private consumption 9.1 3.1 26 3.1 6.1 0.7 23
As a % of GDP 59.8 59.3 58.1 57.6 58.0 57.4 56.6
Government consumption 25 2.9 3.4 4.8 3.3 2.6 3.9
As a % of GDP 19.1 19.0 18.8 18.7 18.8 19.3 20.0
Gross fixed capital formation - 104 135 9.3 18.2 1.8 0.4
As a % of GDP 20.9 218 231 241 26.4 256 241
2002 2003 2004 2005 2006 2007 2008
Estim. Forecast
EMPLOYMENT, WAGES AND PRODUCTIVITY

Employment according to SNA -0.3 -0.4 0.5 0.3 0.9 0.8 0.9
Zi%ﬁ;fgi;’geeﬂﬁ'a:fsan " 102.6 977 928 919 89.4 865 83.6
Rate of registered unemployment in % 1.3 10.9 10.3 10.2 9.8 95 9.1
Rate of unemployment by ILO in % 6.4 6.7 6.3 6.5 6.4 6.4 6.4
Gross wage per employee 2.0 1.8 2.0 22 22 25 3.0
Labour productivity (GDP per employee) 3.8 3.1 3.9 3.7 3.8 3.5 3.2

FINAL DOMESTIC DEMAND - NATIONAL ACCOUNTS STATISTICS
Final consumption 1.8 3.0 2.8 3.1 3.2 3.3 3.3
As a % of GDP 75.3 754 744 745 741 73.2 729

in which:

Private consumption 1.3 3.4 2.6 3.4 3.3 3.6 3.6
As a % of GDP 55.5 55.8 54.8 54.9 54.6 54.0 53.7
Government consumption 3.2 1.6 3.4 2.2 2.8 25 2.8
As a % of GDP 19.7 19.6 19.6 19.6 19.4 19.2 19.2
Gross fixed capital formation 0.9 71 7.9 15 8.6 5.5 4.5
As a % of GDP 226 233 245 244 254 25.6 25.8

Cont. on the next page.
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Table 1: Main macroeconomic indicators of Slovenia

Real growth rates in %, unless otherwise indicated

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001

CONSOLIDATED GENERAL GOVERNMENT REVENUES, EXPENDITURES; GFS - IMF METHODOLOGY*

General government revenues (per cent share,

relative to GDP) 41.6 41.0 40.3 415 42.0 417 42.7

General government expenditures (per cent

share, relative to GDP) 416 40.7 414 42.2 42.6 43.0 44.0

Surplus/deficit (per cent share, relative to GDP) 0.0 0.3 -1.1 -0.7 -0.6 -1.3 -1.3

EXCHANGE RATE AND PRICES

Average exchange rate SIT/US$, BS 118.5 135.4 159.7 166.1 181.8 2227 2427
Average exchange rate SIT/EUR, BS 153.1 169.5 180.4 186.3 1936| 2050 2172
Average exchange rate EUR/US$ 1.292 1.252 1.130 1.121 1.065 0.921 0.895
Real effective exchange rate - deflated by CPP - -4.3 04 3.6 -0.8 2.3 -0.3
Inflation (end of the year)® 8.6 8.8 94 6.5 8.0 8.9 7.0
Inflation (year average)® 12.6 9.7 9.1 7.9 6.1 8.9 8.4

2006 | 2007 | 2008

2002 | 2003 | 2004 | 2005
Estim. Forecast

CONSOLIDATED GENERAL GOVERNMENT REVENUES, EXPENDITURES; GFS - IMF METHODOLOGY*

General government revenues (per cent share,

relative to GDP) 40.6 42.6 42.8 43.3 43.7 43.2 42.5

General government expenditures (per cent

share, relative to GDP) 43.5 44.0 441 44.4 44.8 441 43.3

Surplus/deficit (per cent share, relative to GDP) 29 -1.4 -1.3 -1.1 -1.1 -0.9 -0.8

EXCHANGE RATE AND PRICES

Average exchange rate SIT/US$, BS 240.2 2071 1924 192.7 191.9 - -
Average exchange rate SIT/EUR, BS 226.2 233.7 238.9 239.6 239.6 - -
Average exchange rate EUR/US$ 0.942 1.128 1.242 1.244 1.248 1.265 1.265
Real effective exchange rate - deflated by CPF 1.7 3.2 0.1 -04 0.7 0.5 -
Inflation (end of the year)® 7.2 4.6 3.2 2.3 3.0 2.7 2.2
Inflation (year average)® 75 5.6 36 25 2.7 27 25

Source of data: SORS, BS, Ministry of Finance, *Eurostat-New Cronos, September 2006, estimates and forecasts by IMAD.
Notes:

'FISIM; Financial intermediation services indirectly measured.

2Measured in purchasing power standard

3Balance of payments statistics (exports F.O.B., imports F.O.B.); real growth rates are adjusted for inter-currency changes
and changes in prices on foreign markets.

“For 2006-2008: Consolidated general government accounts and draft national budgets for 2007 and 2008 (October 2006).
5Growth in index value denotes real appreciation of the tolar and vice versa.

SUntil 1998 the retail price index was used as the measure of inflation; since 1998 we use the consumer price index.
*To allow comparison with previous years, the forecasts for 2007 and 2008 are also shown in SIT at the exchange rate
of SIT 239.640 for 1 euro.
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Table 4: Gross domestic product and primary incomes

SIT million, current pricese

1995 1996 1997 1998 1999 2000 2001 2002

Compensation of 1,362,757| 1,525,972 1,676,926 1,826,187 | 1,995,212 2,275,737 | 2,564,414 | 2,824,112
employees

Wages and salaries 1,135,892 1,306,128 | 1,458,623| 1,587,260 1,731,794 | 1,980,150 2,231,612 | 2,440,465
Employers’ social 226,865 219,844| 218,302| 238,927| 263,418 205588| 332,802 383,647
contributions

Taxes on production 381,602| 446,316 495.829| 574,314| 668,359 700,668 771,895 878,945
and imports

IZ’;:Z;’S” products and 360,084 418,401 442,770 506,634| 587,951 597,109| 646,000 737,786
Other taxes on 12,518| 27,915 53,059| 67,680| 80,408 103,559 125886 141,158
production

Subsidies 47,853| 42,474| 46,465 54323 67,336| 65704 73,526 71,703
Subsidies on products 11,693 13088] 15290 18053 21,726| 24,628 24,885 23048
and services

Other subsidies on 36,160 29386 31,176| 36270 45600 41075 48642| 48655
production

SJ‘::;:pera"“g 497,235 597,025 727,154 821,273| 989,550 1,048,145 1,171,553 | 1,290,498
Gross mixed income 210,821| 243,764| 295513| 327,149| 333,188| 341,503 365,215 433,589

Gross domestic product ‘ 2,404,561‘ 2,770,603‘ 3,148,957‘ 3,494,600‘ 3,918,974‘ 4,300,350‘ 4,799,552‘ 5,355,440

structure in %, current prices

1995 1996 1997 1998 1999 2000 2001 2002
Compensation of 56.7 55.1 533 523 50.9 529 534 527
employees
Wages and salaries 47.2 471 46.3 454 44.2 46.0 46.5 456
Employers’ social 9.4 7.9 6.9 6.8 6.7 6.9 6.9 7.2
contributions
Taxes on production 15.9 16.1 157 16.4 171 163 16.1 16.4
and imports
Taxes on products and 153 15.1 14.1 145 15.0 13.9 135 13.8
services
Other taxes on 05 1.0 1.7 19 2.1 24 26 2.6
production
Subsidies 2.0 1.5 1.5 1.6 1.7 1.5 1.5 1.3
Subsidies on products 05 05 05 05 0.6 06 05 04
and services
Other subsidies on 15 11 1.0 1.0 12 10 10 0.9
production
Gross operating 20.7 21.5 23.1 23.5 25.3 24.4 24.4 241
surplus
Gross mixed income 8.8 8.8 9.4 9.4 8.5 79 7.6 8.1
Gross domestic product ‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0

Cont. on the next page.
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Table 4: Gross domestic product and primary incomes

SIT million, current prices EUR million
2006 2007 * | 2008 * 2007 | 2008
2003 2004 2005
Estim. Forecast Forecast
Compensation of 3,012,890| 3,262,951| 3,458,597 | 3,665,354 3,892,165/ 4,146,327 | 16,242| 17,302
employees
Wages and salaries 2,592,273 2,795,687 2,962,590 | 3,140,686 | 3,336,335| 3,554,228 13,922| 14,832
Employers’ social 420,617| 467,264| 496,007| 524,668 555830 592,099 2,319 2,471
contributions
Taxes on production 963,120| 1,027,736 | 1,084,897 | 1,137,703| 1,200,528 | 1,231,900 5010 5,141
and imports
IZ’:&:’S” products and 794,799 843,679 886,131) 946,722|1,019,863| 1,082,839 4256 4519
Other taxes on 168,321| 184,057| 198,766| 190,981| 180,665 149,061 754 622
production
Subsidies 98,810| 125505 136,147| 141,104| 166,901 178,160 696 743
Subsidies on products 29,857| 31436 35271 35276 30,346 32,393 127 135
and services
Other subsidies on 68953 94,069| 100,876 105828 136,555 145,768 570| 608
production
g:‘r’:;:perat'"g 1,468,650 | 1,594,182| 1,668,523 | 1,804,588 | 2,006,188 | 2,185,200 8372 9,119
Gross mixed income 467,691| 512,432| 544,274| 588,659 654,420 712,843 2,731 2,975
Grossdomesticproduct‘5,813,540‘6,271,795‘6,620,145‘7,055,200‘7,586,400‘8,098,200| | 31,657‘ 33,793

structure in %, current prices

2006 2007 * | 2008 *
2003 2004 2005

Estim. Forecast
Compensation of 51.8 52,0 52.2 52,0 51.3 51.2
employees
Wages and salaries 44.6 446 44.8 445 44.0 43.9
Employers’ social 7.2 75 75 7.4 73 73
contributions
Taxes on production 16.6 16.4 16.4 16.1 15.8 15.2
and imports
Taxes on products and 137 13.5 13.4 134 13.4 13.4
services
Other taxes on 29 29 30 27 24 18
production
Subsidies 17 2.0 2.1 2.0 22 2.2
Subsidies on products 0.5 0.5 05 0.5 0.4 0.4
and services
Other subsidies on 12 15 15 15 18 18
production
Gross operating 253 25.4 252 256 26.4 27.0
surplus
Gross mixed income 8.0 8.2 8.2 8.3 8.6 8.8
Gross domestic product ‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0‘ 100.0

Source of data: SORS 1995-2005, estimates and forecasts by IMAD..
Note: * To allow comparison with previous years, the forecasts for 2007 and 2008 are also shown in SIT at the exchange
rate of SIT 239.640 for 1 euro
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Table 8: Balance of payments

EUR million

1996 1997 1998 1999 2000 2001 2002
. CURRENT ACCOUNT 32 43 -108 -664 -583 38 247
1. GOODS -671 -684 -708| -1,164| -1,227 -684 -265
1.1. Exports of goods 6,671 7,438 8,088 8,103 9,574 10,454 11,082
1.2. Imports of goods 7,342 8,122 8,796 9,267| 10,801 11,139| 11,347
2. SERVICES 511 561 447 330 489 536 620
2.1. Exports 1,704 1,810 1,804 1,763 2,052 2,178 2,440
- Transport 384 412 481 490 534 559 635
- Travel 989 1,048 971 900 1,045 1,105 1,143
- Other 331 350 352 373 473 514 662
2.2. Imports 1,193 1,249 1,357 1,434 1,562 1,642 1,820
- Transport 327 327 366 357 385 356 385
- Travel 481 463 501 512 556 601 635
- Other 385 459 490 565 621 685 800
1.+2. BALANCE OF GOODS & SERVICES -160 -123 -261 -835 -738 -149 355
Exports of goods and services 8,375 9,248 9,893 9,867 11,626 12,632 13,521
Imports of goods and services 8,534 9,372 10,154 10,701 12,364 12,781 13,166
3. NCOME 122 66 49 58 29 43 -168
3.1. Receipts 330 346 368 400 471 511 490
Compensation of employees 187 182 183 194 204 197 207
Investment 143 165 184 206 268 314 282
3.2. Expenditures 208 281 319 342 442 468 657
Compensation of employees 19 23 24 23 29 30 47
Investment 189 257 294 319 413 438 610
4. CURRENT TRANSFERS 70 101 104 112 125 144 60
4.1. In Slovenia 200 230 266 316 371 436 500
4.2. Abroad 130 129 162 203 245 293 439
Il. CAPITAL AND FINANCIAL ACCOUNT -34 -111 53 625 542 -148 3
A. CAPITAL ACCOUNT -1 1 -1 -1 4 -4 -164
1. Capital transfers 1 2 0 0 1 1 -163
2. Non-produced non-financial assets -2 -1 -1 -1 3 -5 -1
B. FINANCIAL ACCOUNT -32 -112 54 625 538 -144 167
1. Direct investment 133 267 199 55 77 251 1,556
Domestic abroad -6 -28 5 -45 -72 -161 -166
Foreign in Slovenia 138 295 194 99 149 412 1,722
2. Portfolio investment 508 212 82 324 185 80 -69
3. Financial derivatives 0 0 0 0 0 0 0
4. Other investment -209 549 -81 159 462 964 565
4.1. Assets -344 230 -405 -540 -576 248 -538
4.2 Liabilities 134 319 324 699 1,038 716 1,104
5. Reserve assets (BS) -463 -1,141 -146 88 -187| -1,439 -1,885
Il. NET ERRORS AND OMISSIONS 2] 68| 55| 40| 41 110 -250

Cont. on the next page.
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Table 8: Balance of payments

EUR million
2006 2007 2008
2003 2004 2005
Estim. Forecast
. CURRENT ACCOUNT -196 -720 -547 -693 -503 -410
1. GOODS -543 -1,009 -1,026 -1,113 -985 -950
1.1. Exports of goods 11,417 12,933 14,599 16,922 18,855 20,738
1.2. Imports of goods 11,960 13,942 15,625 18,035 19,840 21,688
2. SERVICES 540 688 856 918 994 1,031
2.1. Exports 2,465 2,783 3,210 3,541 3,877 4,211
- Transport 680 809 923 1,054 1,177 1,309
- Travel 1,186 1,312 1,448 1,533 1,667 1,808
- Other 599 662 839 954 1,032 1,094
2.2. Imports 1,925 2,095 2,354 2,624 2,883 3,180
- Transport 420 485 525 594 657 724
- Travel 664 703 770 826 878 933
- Other 841 906 1,060 1,203 1,348 1,522
1.+2. BALANCE OF GOODS & SERVICES -3 -322 -170 -195 9 81
Exports of goods and services 13,882 15,715 17,809 20,463 22,732 24,949
Imports of goods and services 13,885 16,037 17,979 20,658 22,723 24,868
3. INCOME -219 -322 -283 -370 -374 -463
3.1. Receipts 510 530 641 750 820 901
Compensation of employees 192 201 205 201 225 230
Investment 318 329 436 549 595 671
3.2. Expenditures 728 852 924 1,120 1,194 1,364
Compensation of employees 57 63 73 65 75 85
Investment 671 789 851 1,055 1,119 1,279
4. CURRENT TRANSFERS 26 -76 -94 -128 -138 -28
4.1. In Slovenia 474 561 708 770 862 1,070
4.2. Abroad 449 638 802 898 1,000 1,098
Il. CAPITAL AND FINANCIAL ACCOUNT 46 698 404 - - -
A. CAPITAL ACCOUNT -165 -96 -114 - - -
1. Capital transfers -164 -96 -109 - - -
2. Non-produced non-financial assets -2 0 -5 - - -
B. FINANCIAL ACCOUNT 211 794 518 - - -
1. Direct investment -151 224 -58 - - -
Domestic abroad -421 -441 -503 - - -
Foreign in Slovenia 270 665 445 - - -
2. Portfolio investment -223 -637 -1,618 - - -
3. Financial derivatives 0 6 -10 - - -
4. Other investment 849 945 2,393 - - -
4.1. Assets -730 -1,308 -1,531 - - -
4.2, Liabilities 1,579 2,252 3,924 - - -
5. Reserve assets (BS) -264 256 -189 - - -
. NET ERRORS AND OMISSIONS 150] 22] 144 - - -

Source of data: SORS, BS, estimates and forecasts by IMAD.
Note: Exports and imports of goods are based on the F.O.B. parity and coverage adjustment.
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Table 9: Exports and imports of goods and services by end-use of products

1996 1997 1998 1999 2000 2001 2002

Absolute data, EUR million

1. Exports of goods 6,671 7,438 8,088 8,103 9,574 10,454 11,082
capital goods 803 942 1,045 1,023 1,230 1,432 1,559
intermediate goods 3,007 3,386 3,672 3,807 4,684 5,091 5,302
consumption goods 2,861 3,110 3,372 3,273 3,661 3,931 4,221

2. Exports of services 1,704 1,810 1,804 1,763 2,052 2,178 2,440

3. EXPORTS TOTAL 8,375 9,248 9,893 9,867 11,626 12,632 13,622

4. Imports of goods 7,342 8,122 8,796 9,267 10,801 11,139 11,347
capital goods 1,184 1,310 1,570 1,788 1,948 1,973 2,031
intermediate goods 4,207 4,735 5,025 5,100 6,443 6,579 6,682
consumption goods 1,951 2,078 2,202 2,379 2,410 2,587 2,633

5. Imports of services 1,193 1,249 1,357 1,434 1,562 1,642 1,820

6. IMPORTS TOTAL 8,534 9,372 10,154 10,701 12,364 12,781 13,167

7. BALANCE of goods and services -160 -123 -261 -835 -738 -149 355
Services 511 561 447 330 489 536 620
Goods -671 -684 -708 -1,164 -1,227 -684 -265

8. Exports to imports ratio (in %) 91 92 92 87 89 94 98

Nominal growth rates in %

1. Exports of goods - 1.5 8.7 0.2 18.2 9.2 6.0
capital goods - 17.3 10.9 -2.0 20.2 16.4 8.9
intermediate goods - 12.6 8.4 3.7 23.0 8.7 4.1
consumption goods - 8.7 8.4 -2.9 1.9 74 74

2. Exports of services - 6.2 -0.3 -2.3 16.3 6.1 12.0

3. EXPORTS TOTAL - 10.4 7.0 -0.3 17.8 8.7 7.0

4. Imports of goods - 10.6 8.3 54 16.6 3.1 1.9
capital goods - 10.6 19.9 13.9 8.9 1.3 3.0
intermediate goods - 125 6.1 15 26.3 2.1 1.6
consumption goods - 6.5 6.0 8.0 1.3 7.3 1.8

5. Imports of services - 4.7 8.7 5.6 9.0 5.1 10.8

6. IMPORTS TOTAL - 9.8 8.3 54 15.5 34 3.0

Cont. on the next page.
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Table 9: Exports and imports of goods and services by end-use of products

2003 2004 2005 2006 2007 2008
Estim. Forecast

Absolute data, EUR million

1. Exports of goods 11,417 12,933 14,599 16,922 18,855 20,738
capital goods 1,653 1,895 2,086 2,454 2,772 3,069
intermediate goods 5,527 6,416 7,088 8,241 9,201 10,141
consumption goods 4,237 4,622 5,424 6,227 6,882 7,528

2. Exports of services 2,465 2,782 3,210 3,541 3,877 4,211

3. EXPORTS TOTAL 13,882 15,715 17,809 20,463 22,732 24,949

4. Imports of goods 11,960 13,942 15,625 18,035 19,840 21,688
capital goods 2,269 2,459 2,594 2,995 3,249 3,467
intermediate goods 6,917 8,230 9,426 11,081 12,375 13,760
consumption goods 2,774 3,253 3,605 3,958 4,217 4,461

5. Imports of services 1,924 2,096 2,354 2,624 2,883 3,180

6. IMPORTS TOTAL 13,884 16,038 17,979 20,658 22,723 24,868

7. BALANCE of goods and services -2 -323 -170 -195 9 81
Services 541 686 856 918 994 1,031
Goods -543 -1,009 -1,026 -1,113 -985 -950

8. Exports to imports ratio (in %) 95 93 93 94 95 96

Nominal growth rates in %

1. Exports of goods 3.0 13.3 12.9 15.9 1.4 10.0
capital goods 6.1 14.6 10.1 17.6 13.0 10.7
intermediate goods 4.2 16.1 10.5 16.3 1.7 10.2
consumption goods 0.4 9.1 17.4 14.8 10.5 94

2. Exports of services 1.0 12.9 15.4 10.3 9.5 8.6

3. EXPORTS TOTAL 27 13.2 133 14.9 111 9.8

4. Imports of goods 54 16.6 121 15.4 10.0 9.3
capital goods 1.7 8.4 55 15.4 8.5 6.7
intermediate goods 3.5 19.0 14.5 17.6 1.7 1.2
consumption goods 53 17.3 10.8 9.8 6.5 5.8

5. Imports of services 5.7 8.9 12.3 11.5 9.9 10.3

6. IMPORTS TOTAL 54 15.5 121 14.9 10.0 94

Source of data: SORS, BS, estimates and forecasts by IMAD.

Note: Exports and imports of goods are based on the F.O.B. parity and coverage adjustment..
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Table 18a: GDP by expenditure, gross national income (revised data), 2002-2005

SIT million, current prices
2002 2003 2004 2005
GROSS DOMESTIC PRODUCT 0 0 20,551 62,447
PRODUCTION APPROACH
Output at basic prices 28,149
I‘;gzz:slntermediate consumption at purchasers' 4,540
Gross value added at basic prices 23,609
Plus: Taxes on products and services -3,058
Less: Subsidies on products and services
EXPENDITURE APPROACH
Final consumption 64 144 -14,534 11,520
Households 64 144 -22,961 3,894
NPISH's -362
General government 8,427 7,989
Gross capital formation 34,584 63,862
Gross fixed capital formation 30,731 -8,520
Changes in inventories and valuables 3,853 72,382
Surplus with the rest of the world -64 -144 501 -12,936
Exports of goods and services -98 27 213 26,701
Less: imports of goods and services -34 171 -289 39,637
INCOME APPROACH
Compensation of employees -31,790 -32,849
Gross operating surplus and mixed income 31,791 69,302
Taxes on production and imports 12,503
Less: Subsidies 28,404
GROSS DOMESTIC PRODUCT 0 0 20,551 62,447
Plus: primary income from the rest of the world -401 -7,571 -12,759 -6,321
Less: primary income to the rest of the world 2,851 3,137 4,935 14,648
GROSS NATIONAL INCOME -3,252 -10,708 2,856 41,477

Source of data: SORS, calculations by IMAD.
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Table 18b: GDP by production (revised data), 2004 and 2005

Real growth rates in %

2004 2005
before after before after
revision | revision | revision | revision
A Agriculture, hunting, forestry 10.8 171 -3.7 -5.2
B Fishing 4.3 -16.9 4.2 9.5
C Mining and quarrying 25 2.5 2.3 -0.2
D Manufacturing 4.2 4.1 3.2 2.8
E Electricity, gas and water supply 3.1 0.8 -0.8 6.6
F Construction 0.9 1.3 3.8 4.0
G Wholesale and retail trade, motor vehicle repair 35 3.1 4.4 4.0
H Hotels and restaurants 04 -0.1 29 0.7
| Transport, storage, communications 0.8 0.1 4.8 9.0
J Financial intermediation 14.8 17.2 12.7 104
K Real estate, renting and business activities 3.8 4.7 3.7 3.6
L Public administration and comp. soc. sec. 58 7.3 3.4 2.3
M Education 27 27 27 3.0
N Health and social work 35 3.7 3.8 29
O Other community, social and personal services 3.6 57 4.1 5.8
P Private households with employed persons -8.1 -8.1 5.3 5.9
TOTAL GROSS VALUE ADDED, basic prices 41 45 3.7 3.9
Taxes on products and services 4.6 4.2 46 4.8
Less: Subsidies on products and services 4.5 71 -1.7 -0.6
GROSS DOMESTIC PRODUCT 4.2‘ 4.4‘ 3.9‘ 4.0

Sources of data: SORS, calculations by IMAD.
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Table 18c: GDP by expenditure (revised data), 2004 and 2005

Real growth rates in %

2004 2005
before after before after
revision revision revision revision
GROSS DOMESTIC PRODUCT 4.2 4.4 3.9 4.0
Domestic demand 4.6 4.9 1.6 2.0
Households 3.3 28 3.3 3.6
NPISH's -3.7 -3.7 -0.3 2.2
General government 29 34 3.0 22
Gross fixed capital formation 5.9 7.9 3.7 15
Changes in inventories and valuables* 0.9 1.0 -1.7 -0.6
Surplus with the rest of the world* -0.4 -0.5 23 2.0
Exports of goods and services 125 12.5 9.2 10.5
Imports of goods and services 13.2 13.4 5.3 7.0

Sources of data: SORS, calculations by IMAD.
Note: *As contribution to real GDP growth (in percentage points).
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