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Summary 
 
Slovenia's entry to the Economic and Monetary Union changed the 
discretion of economic policy to respond to changes in the environment. The 
monetary policy in the Economic and Monetary Union (EMU) is centralised, 
while the decentralised fiscal policy is restricted by the provisions of the 
Stability and Growth Pact (SGP). Slovenia's monetary policy has been oriented 
towards ERM II entry and adoption of the euro for the past few years and has 
therefore already significantly depended on the decisions adopted in the euro 
area in this period. With the actual entry to the EMU and adoption of the euro 
at the beginning of 2007, however, Slovenia's monetary policy became subject 
to the common interest in the euro area. Country-specific shocks can no longer 
be cushioned by monetary policy measures. This role is now performed more 
by fiscal and incomes policies. At the same time, these two policies are 
becoming increasingly dependent on the decisions of other euro area or EU 
members. 
 
The fiscal position of the European Union and the euro area has been 
improving over the past three years. Since 2003, when the nominal general 
government sector deficit reached its highest value after 1996 (3.0% of GDP in 
the euro area and 3.1% of GDP in the EU), the general government sector 
deficit has narrowed significantly. The narrowing of the nominal deficit has 
been consistent with the smaller structural deficit of the general government 
sector. The biggest improvements in the structural balance were recorded by 
countries whose nominal deficits were above the 3% reference value in 2003. 
The lowering of deficits and strong economic growth have benefited public 
debt, which declined in 2006 for the first time since 2002 to total 69.0% of 
GDP in the euro area and 61.7% of GDP in the EU. According to the European 
Commission's spring forecasts, the general government sector deficit will, 
given the expected favourable economic trends, continue to decrease in 2007 
and 2008. Public debt will consequently also shrink in these years. 
 
Slovenia's general government deficit has similarly been narrowing 
gradually ever since 2002, after the increase seen at the beginning of the 
decade. In 2000-2006, the total general government revenue as a share of GDP 
rose somewhat while the share of general government expenditure 
progressively declined. The highest increase (by 1.9% of GDP) in general 
government sector revenue was recorded in the share of current taxes on 
income and property. Meanwhile, the share of taxes on production and imports 
decreased by 0.7% of GDP while the share of revenue from social security 
contributions remained stable over the observed period. Within general 
government expenditure, the biggest decreases were recorded in capital 
transfers, property income payable, and social benefits, while the largest 
increase was observed in the relative share of other transfers.   
  
In the last decade, Slovenia has recorded a structural deficit of the general 
government sector that in 2006 exceeded the actual deficit by 0.1 of a 
percentage point. According to forecasts, the structural deficit will continue 
to exceed the actual deficit in the next two years. Changes in the structural 
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deficit compared to the changes in the output gap are an indication of the pro-
cyclical or counter-cyclical orientation of fiscal policy. The main task of fiscal 
policy in 2000-2006 was to keep the general government sector deficit below 
the Maastricht reference value in order to fulfil the criteria for adopting the 
euro. For this reason, fiscal policy was not always counter-cyclical. Since the 
entry to the EMU, the stabilising role of fiscal policy should be reflected in its 
counter-cyclical operation. However, forecasts by the Ministry of Finance 
show that fiscal policy will additionally reinforce cyclical swings of GDP 
growth in the next two years. This will be partly due to the fiscal policy 
framework, namely targeting the budget deficit, which does not support the 
counter-cyclical operation of fiscal policy. 
 
The European Commission has published final data on the financial flows 
between Slovenia and the EU for 2004 and 2005. The data show that Slovenia 
was a net recipient of funds from the EU budget in 2004 and 2005. Slovenia's 
net position, which reached 0.4% of GDP in 2004, declined to 0.3% of GDP in 
2005. Slovenia contributed 1.0% of its GDP to the EU budget and received 
funds in the amount of 1.3% of GDP from the EU. The European Commission's 
data on the financial flows between Slovenia and the EU for 2006 are not yet 
available. The available figures of the Ministry of Finance show that the 
structure of allocated funds and payments did not change significantly last year. 
Slovenia has been fairly successful in absorbing EU funds so far. However, 
there is still room for improvement in this area and the structure of funding 
should refocus on programmes with a stronger developmental potential. 
 
General government debt has also been stable and has totalled around 28% 
of GDP since 2000. While the share of government debt guarantees has been 
rising steadily, the share of called guarantees has declined. General 
government sector debt has increased in nominal terms since 2000 but its share 
in GDP has remained stable. Projections show that it will total less than 28% at 
the end of the decade, the same as in 2000. Within the structure of debt, a 
relative increase since 2000 has been observed in the share of debt resulting 
from the budget deficit, while there has been a relative decrease in debt 
resulting from the rehabilitation of banks and companies. Although the debt 
level is fairly stable, simulations show its relatively high sensitivity to changes 
in economic growth and interest rates. The relative share of general 
government sector guarantees is still rising. In 2000-2006, it increased by 39% 
to total 10.4% of GDP in 2006. However, despite the growing relative share of 
government debt guarantees, the share of called guarantees is declining. In 
2000-2006, it averaged 0.08% of GDP annually. 
 
Population projections show that, assuming unchanged economic policies 
and parameters of the economic environment, the continuation of the current 
demographic trends would lead to an unsustainable share of public finances. 
The share of the population aged over 65 will increase by 2050; meanwhile the 
share of the population aged 15-64 will decrease. Simulations of long-term 
demographic changes show that, assuming unchanged parameters of the 
economic environment and economic policies, ageing-related government 
expenditure would rise significantly by 2050. In order to maintain sustainable 
public finances policy, adjustments and structural changes to the labour market, 
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pension legislation and some other social protection systems should be adopted 
straight away. However, if no such changes are introduced the increased 
expenditure could be financed only by reducing other general government 
expenditure and increasing taxation.  

  
Towards the end of 2005 the Government adopted a framework of reform 
measures to increase welfare in Slovenia that also includes adjustments to 
public finances. The main measures were the lowering and restructuring of 
general government expenditure, which are already partly included in the 
budget for 2007 and 2008. The system of social transfers indexation was 
changed and the conditions for entitlement to unemployment cash benefits and 
financial social assistance were tightened. Other measures are aimed at 
promoting activity and reducing the dependence of claimants on benefits. 
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1.  Fiscal developments and policy in the 
European Union1,

 
2 

 
Since 2003, when the nominal deficit of the general government sector 
reached its highest value after 1996 in both the euro area and the EU3 (3.0% 
and 3.1%, respectively), the general government deficit has narrowed 
significantly. By 2006, the general government deficit halved to total 1.6% of 
GDP in the euro area and 1.7% of GDP in the EU. This narrowing reflected the 
accelerated economic growth and the concurrent improvement in the structural 
deficit of the general government sector,4 particularly in countries that had 
previously had relatively high deficits. 
 

Figure 1: Nominal and structural balance of the general government sector in the euro area 
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Source: Spring Economic Forecast 2007-2008, European Commission. 
Note: * Forecast. 

 

                                                                 
1 Marko Mršnik, European Commission, Directorate General for Economic and Financial AffairsThe chapter 
reflects the author's personal views and not necessarily those of the Economic and Financial Affairs DG or those 
of the European Commission. 
2The entire analysis, except where specifically indicated, is based on the national accounts methodology (ESA-
95) The analysis of the general government sector's fiscal developments according to the ESA-95 methodology 
provides the broadest look at the economic role of general government as a whole. It is applied by the European 
Commission as well as some international institutions (OECD) to analyse fiscal trends. However, the general 
government flows in Slovenia that are used as the basis for the operation of fiscal policy instruments are 
planned and monitored according to the national methodology, which is based on the methodology of the 
International Monetary Fund (IMF). This methodology is based on the cash-flow principle and is currently also 
used as the basis for the presentation, execution, and planning of the revenues and expenditures of the state 
budget, local budgets, and both social insurance budgets. 
3 The calculation of the EU aggregate covers data for all 27 member states and was conducted for the entire 
period under observation to ensure the consistency of the analysis, although ten of the current member states 
joined the EU in 2004 and two joined in 2007. Similarly, the aggregate for the euro area includes data for all 13 
member states for the whole period even though Slovenia entered the EMU in 2007. 
4 Consolidated balance of the general government sector, excluding the effects of the business cycle and the 
transitory effects of fiscal measures. 
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Both in the euro area and in the entire EU, the improvement in the nominal 
deficit has been fully consistent with the improvement in the structural deficit 
of the general government. Nevertheless, the estimates are still tentative. 
While this would indicate that the decrease in the nominal deficit of the general 
government sector has been entirely of a structural nature, the estimates of the 
general government sector's structural balance are relatively uncertain in the 
current phase of the business cycle due to the exceptionally high tax revenue. 
The tax burden, i.e. the share of all taxes relative to GDP in the current period, 
was higher in 2006 than in the latter part of the 1990s, when the large increase 
in consumption and in the value of assets contributed to high tax revenues. 
Bearing this in mind, and given that few countries adopted measures aimed at 
increasing revenues in 2006, it is likely that the estimated improvement in 
structural balances is, at least in part, transitory. 
 

Figure 2: Structural balance of the general government sector in EU member states 
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Within the euro area, the biggest improvements in the structural balance 
were recorded by countries whose nominal general government deficits were 
above the 3% reference value in 2003. In these countries, the improvement in 
the structural balances recorded from 2003 to 2006 ranged between 1.7 p.p. in 
Germany and 3.3 p.p. in the Netherlands. Another notable improvement was 
the significant increase in the structural general government surpluses of 
Ireland and Spain, two countries which, along with Luxembourg, the 
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Netherlands, and Finland, have already met their medium-term budgetary 
objectives in compliance with the Stability and Growth Pact.5 Belgium and 
Slovenia also came very close to their medium-term objectives in 2005, but 
their structural balances deteriorated in 2006 despite strong economic growth. 
Among the countries from outside the euro area, the biggest reductions in 
structural deficits in 2003-2006 were recorded in Malta and Cyprus, in line 
with their plans to adopt the euro as early as possible, and in Bulgaria, which 
conducts a policy of a balanced general government balance, partly due to its 
currency board system. Bulgaria, Denmark, Estonia, Lithuania, and Sweden 
met their medium-term budgetary objectives in 2006. 
 
The lowering of deficits and the swift economic growth had a favourable 
effect on the evolution of public debt in the euro area and the EU. In 2006, 
public debt declined for the first time since 2002, totalling 69.0% of GDP in the 
euro area and 61.7% of GDP in the EU. In general, none of the countries whose 
public debt was above the reference value of 60% of GDP in 2003 reduced 
their debt below this level in the observed period. At the country-specific level, 
it is worth mentioning that public debt in Italy and Greece still exceeds 100% 
of GDP. In Greece it even increased from 2003 to 2006 due to the relatively 
low economic growth and successive relatively high general government 
deficits. The reverse is true of Belgium, where public debt in 2001 still totalled 
106% of GDP but shrank to 89.1% of GDP by 2006, largely because the 
country maintained a balanced general government sector balance. In countries 
with public debt below 60% of GDP, the share of debt in GDP fell further in 
2003-2006. Outside the euro area, the relatively high GDP growth rates, 
coupled with declining interest rates, contributed to the curbing or even cutting 
of public debt, although the abovementioned current general government 
imbalances, especially in new member states, might have suggested otherwise. 
 

                                                                 
5 The revised Stability and Growth Pact implemented in 2005 changed the definition of medium-term budgetary 
objectives for member states. Medium-term objectives for member states are now differentiated and may 
diverge from the requirement of a close to balance or in surplus position based on the percentage of its debt and 
potential growth, provided that the country retains a sufficient safety margin lower than -3% of GDP reference 
value. Taking account of the effects of the business cycle and temporary measures, the country-specific 
medium-term budgetary objectives are specified within a range between -1% of GDP for countries with low 
debt/high potential growth and a balanced budgetary position, and a budget surplus for countries with high 
debt/low potential growth. For details, see: Council Regulation (EC) No. 1055/2005 of 27 June 2005 or Public 
Finance in EMU 2005, European Commission. 
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Figure 3: Total general government revenue and expenditure and public debt in the euro   
 area 
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Source: Spring Economic Forecast 2007-2008, European Commission. 
Note: * Forecast. 

 
According to the spring forecasts of the European Commission, the general 
government deficits in the euro area and the EU will continue to narrow in 
2007 and 2008. In the EU countries with excessive general government 
deficits, the deficit is projected to decline below the 3% reference value in Italy 
and Slovakia in 2007 while the Czech Republic is projected to exceed the 
reference value again. Deficits in Hungary, Poland, and Portugal are set to 
remain above 3% of GDP in 2007-2008. As regards structural balance, the 
Commission projects that among the euro area countries with relatively high 
structural deficits, the position will improve in Greece, France, and Portugal. 
Outside the euro area, however, structural balances are not projected to 
improve despite the favourable economic conditions; in some countries they 
will even deteriorate. Figure 3 shows that the improvement in the euro area's 
fiscal position was underpinned by the reduction of general government 
expenditure to GDP ratio in the analysed period, in addition to the strong 
growth of revenue ratio over the last few years. The projected improvement in 
the euro area's fiscal position in the next two years is largely based on the 
announced cuts in budgetary expenditure.  
 
Based on the favourable economic trends and the expected improvement in 
the primary balance of the general government sector, public debt in the euro 
area is projected to decline from 69.0% of GDP in 2006 to 65.0% in 2008. In 
the entire EU, it is set to decrease from 61.7% of GDP to 58.3% of GDP in 
this period. In countries with high public debt, its share in GDP will shrink 
somewhat in Greece, Italy, and Belgium, but will nevertheless remain relatively 
high above the reference value of 60% of GDP. Beyond 2008, Italy is expected 
to be the only member state with public debt exceeding 100% of GDP, whereas 
Austria and Cyprus are the only member states projected to reduce their public 
debt below 60% of GDP by 2009. 

  



  

IMAD Economic Issues 2007 

9 Fiscal Developments and Policy 

 
 

 
 
 
 
 
 
 
 
 

2. Fiscal developments and policy in Slovenia 
 
2.1. General government sector revenue, expenditure, 

and deficit  
 
In 2000-2006, total general government revenue as a share of GDP rose 
while the share of general government expenditure progressively declined. 
The average increase in the total revenue of the general government sector was 
only slightly higher than the average GDP growth in the six-year period, while 
its level ranged between 44.3% and 45.5% of GDP. Total general government 
expenditure, which stood at 48.1% of GDP in 2000, rose slightly further in 
2001, after which it declined gradually (except in 2003 when it stagnated) to 
total 46.2% of GDP in 2006. 
 

Table 1: Revenue, expenditure, and net position of general government sector in Slovenia 

 2000 2001 2002 2003 2004 2005 2006 2000-
2006 

total revenue 44.3 44.8 45.5 45.3 45.1 45.5 44.8 0.5 
total expenditure 48.1 48.9 48.0 48.0 47.4 47.0 46.2 -1.9 
Net lending (+), net borrowing (-) -3.8 -4.1 -2.5 -2.8 -2.3 -1.5 -1.4 -2.5 

Source: Main Aggregates of the General Government, 2000-2006, SORS. 
 
The highest increase in general government revenue was recorded in current 
taxes on income and property, whose share rose by 1.9% of GDP. Revenue 
from personal income tax was stable at 5.9% of GDP until 2004. The amended 
Personal Income Tax Act adopted in 2005, which broadened the taxable base, 
changed the tax rates and the tax relief system, resulted in an increase in the 
revenue from personal income tax by 0.1 p.p. of GDP in 2005 and by 0.2 p.p. 
of GDP in 2006. Meanwhile, revenue from corporate income tax rose from 
1.2% of GDP in 2000 to 2.7% of GDP in 2006. Amendments to the Corporate 
Income Tax Act provided for changes in the taxable base; the tax relief system 
also underwent several changes and reductions while the statutory tax rate 
(25%) remained unchanged. According to the IMAD's estimate, the effective 
tax rate rose from an estimated 12.0% in 2000 to 19% in 2006. After Slovenia's 
entry to the EU in 2004, other current transfers that include European funds 
rose to 1.7% of GDP that year. In subsequent years, their level has stabilised at 
1.4% of GDP. 
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Figure 4: Changes in the main categories of general government revenue 
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Source: Main Aggregates of the General Government, 2000-2006, SORS. 

 
The share of taxes on production and imports in GDP declined by 0.7% of 
GDP in this period. Their gradual decrease was largely underpinned by the 
lowering of customs duties and the consequent decline in the revenue from this 
source following the abolition of the association and free-trade agreements 
upon Slovenia's entry to the EU. After value-added tax was raised in 2002, its 
share has stabilised at a level around 9% of GDP. The relative share of taxes on 
production and imports was also significantly dependent on the dynamics of 
revenue from the payroll tax, which rose substantially in the first few years of 
the analysed period due to the progressive tax scale but began to decline in 
2005 with its phasing out. Several new environmental taxes were introduced 
between 2000 and 2006, which raised the share of taxes on production and 
imports by 0.3 p.p. 
 
Revenue from social security contributions was stable in the analysed period. 
The relative share of revenue from social security contributions totalled around 
15% of GDP from 2000 to 2006, exhibiting a slight declining trend. It was 
slightly higher in 2001 due to the faster growth of social security contributions 
from the self-employed, and in 2002, when the health insurance contribution 
rate was raised by 0.2 p.p. 
 
Looking at general government expenditure, the main decreases in 2000-
2006 were observed in capital transfers, property income payable6, and social 
benefits. Expenditure on capital transfers as a share of GDP was higher 
particularly at the beginning of the analysed period, when it included, next to 
other investment support, all war compensations based on issued bonds, the 
debt takeover from Slovenian Railways, and expenditure on the payments of 
government guarantees on company loans falling due. Lower interest rates and 
lower inflation were the main factors of the gradual reduction in the share of 
expenditure on property income payable after 2000. The share of expenditure 

                                                                 
6 Property income payable mainly comprises payments of interest on outstanding debt. 
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on social benefits in cash and in kind decreased as well. With the phasing in of 
the pension reform, the share of expenditure on pensions has been declining by 
between 0.1 p.p.  and 0.2 p.p. of GDP annually since 2000. 
 

Figure 5: Main changes in the categories of general government expenditure 
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Source: Main Aggregates of the General Government, 2000-2006, SORS. 

 
The largest increase, on the other hand, was observed in the share of current 
transfers. Since 2000, the share of expenditure on other transfers has risen by 
1.0% of GDP, mainly due to the obligatory payments to the EU budget after the 
entry to the EU. The share of expenditure on gross capital formation increased 
by 0.4 p.p.; however, taking into account the decrease in the share of capital 
transfers (by 1.0 p.p.), publicly funded investment as a share of GDP in fact 
declined. 

  
The deficit of the entire institutional general government sector as a share of 
GDP has been gradually narrowing ever since 2002, after the increase seen 
at the beginning of the decade. Amid the twice higher fluctuation of 
expenditure compared with revenue in 2000-2006, until 2001 the deficit rose 
mainly due to the rising primary expenditure while total general government 
expenditure grew faster than general government revenue. Both revenue and 
expenditure, however, grew faster than GDP and consequently their shares in 
GDP increased. In 2000 and 2001, the general government deficit exceeded the 
Maastricht convergence criterion, one of the conditions that Slovenia had to 
fulfil before entering the EMU. The general government balance improved 
considerably after 2003, and the growth of general government expenditure 
lagged behind GDP growth even more than did the growth of general 
government revenue. The lagging of general government aggregates behind 
economic growth was most pronounced in 2006, chiefly due to the strong GDP 
growth. Revenue rose by 0.5% of GDP between 2000 and 2006, while the 
narrowing of the deficit was underpinned by a decrease in expenditure by 1.9% 
of GDP. 
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Figure 6: Contributions to changes in the general government deficit 
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Source: Main Aggregates of the General Government, 2000-2006, SORS; calculations by IMAD. 
Note: an increase in expenditure in the current year over the previous year is shown as a negative value since it contributes to a 
widening of the deficit in this period. 

 
Throughout the observed period, the general government deficit was largely 
generated at the central government level. Central government deficit 
comprised approximately 90% of the total general government deficit 
throughout the period, except in 2005 when the debt of both social security 
funds (the pension and health funds) was taken over into the state budget, and 
the deficit of central government units consequently rose by 0.7% of GDP to 
total 2.3% of GDP. Following the balanced positions for 2000, 2001 and 2005, 
local government units generated a deficit totalling approximately 0.1% of 
GDP in 2006. 
 

Table 2: Deficits (net borrowing) of the general government sector by level (as a % of GDP) 
  2000 2001 2002 2003 2004 2005 2006 
Deficit (net borrowing) of the 
general government sector 

-3.8 -4.1 -2.5 -2.8 -2.3 -1.5 -1.4 

Of which: 
     Central government -3.3 -3.8 -2.2 -2.6 -2.2 -2.3 -1.3 
     Local government 0.0 -0.1 -0.2 -0.1 0.0 0.0 -0.1 
     Social security funds -0.5 -0.2 -0.1 -0.1 -0.1 0.8 0.0 

Source: Main Aggregates of the General Government, 2000-2006, SORS. 
Note: ESA-95 methodology. 

  
The general government balance is highly sensitive to changes in interest 
rates and economic growth. Analyses show that even the relatively small 
changes in GDP growth or interest rates witnessed in the last few years could 
cause a divergence from the set targets regarding the general government 
deficit and debt in the medium-term period. Simulations have been made for 
the 2007-2013 period, assuming level changes in individual variables7. They 

                                                                 
7 The simulations assume that the values of variables will change each year of the analysed period by the same 
amount relative to their projected values from the IMAD Spring Forecast 2007. 
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show the changes in the balance expressed as a share of GDP. Already in the 
current year, 1.0 percentage point lower than projected GDP growth would 
cause the general government deficit to increase by 0.1 p.p. By the end of the 
period, assuming GDP growth 1.0 p.p. below the forecast each year, the deficit 
would be 5.9 p.p. higher. A 1.0 p.p. higher interest rate than currently assumed 
would cause the general government deficit to deteriorate by 0.3 p.p. in the 
current year and by 0.4 p.p. in seven years. In the case of a simultaneous 
decrease in GDP growth and an increase in the interest rate, the general 
government balance would be 6.4 p.p. lower in 2013 than is presently 
projected. 
 

Table 3: Sensitivity of the general government balance to changes in the interest rate and 
GDP growth 

Change in the general government balance, p.p. 
of GDP 

2007 2008 2009 2010 2011 2012 2013 

GDP growth 1 p.p. lower each year of the analysed 
period -0.1 -1.1 -2.0 -3.0 -4.0 -4.9 -5.9 

interest rate 1 p.p. higher each year of the analysed 
period -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.4 

GDP growth 1 p.p. lower and interest rate 1 p.p. 
higher each year of the analysed period -0.4 -1.4 -2.3 -3.4 -4.4 -5.4 -6.4 

Source: Mićković, S.: Ocena fiskalnega položaja v Sloveniji (Assessment of the fiscal stance in Slovenia), 2007. 
 
 

2.2. Cyclical and structural developments of general 
government sector aggregates8 
 
The evaluation of the fiscal policy orientation presented below is based on a 
breakdown of general government revenue, expenditure, and balance into 
their structural and cyclical components. The structural deficit, which is 
estimated using the production function method, shows what the fiscal balance 
would be like based solely on the operation of fiscal policy measures, i.e. 
excluding the impact of cyclical factors. The changes in the structural deficit 
across the years indicate the orientation of fiscal policy – a restrictive fiscal 
policy is evidenced by a narrowing of the structural deficit and vice versa.  
 
Over the past decade, Slovenia has recorded a structural deficit, which has 
been decreasing gradually since 2000. The narrowing of the deficit as a share 
of GDP observed since 2002 has also been accompanied by a decrease in the 
structural deficit, which shows that the narrowing of the general government 
deficit as a share of GDP observed in the last few years has largely been 
underpinned by the structural adjustments made to public finances. The 
structural deficit reached its highest value in 2000, when it totalled 4.7% of 

                                                                 
8 The breakdown of the deficit into its cyclical and structural components is based on the estimated production 
function, potential growth, and elasticity of expenditure and revenue to changes in the business cycle. Although 
the estimate of the production function is methodologically incomplete, particularly as regards the estimate of 
the capital stock for which insufficient official data are available, and due to the dependence of results on 
cyclical trends in the economy, the method of determining potential GDP growth is more appropriate than 
methods based on estimated trends. Moreover, results obtained in this way are also comparable with the results 
estimated for other EU countries by the European Commission. 
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GDP. After that it has gradually narrowed but it still totalled 1.5% of GDP in 
2006. The biggest (positive) contribution of cyclical trends to the fiscal balance 
was recorded in 2000, when it amounted to 0.8 p.p. In 2002-2005, the cyclical 
balance was negative. 
 
In 2006, the structural deficit exceeded the actual deficit by 0.1 of a 
percentage point. Forecasts show that this trend will continue in 2007 and 
2008. The structural deficit, after having reached its lowest level in the 
analysed period in 2005, rose by 0.2 p.p. of GDP in 2006 while the actual 
deficit narrowed. The structural deficit is also projected to increase in 2007, 
largely due to the funding of investment in railway infrastructure9.  According 
to forecasts by the Ministry of Finance, the structural deficit should narrow to 
1.0% of GDP in 2009, in line with the medium-term budgetary objective10. 
 

Table 4: Actual, cyclical, and structural deficits of the general government sector, and output 
gap 

% of 
GDP actual balance cyclical balance structural balance change in structural 

balance 
2000 -3.8 0.8 -4.7  
2001 -4.1 0.1 -4.2 0.5 
2002 -2.5 -0.1 -2.5 1.7 
2003 -2.8 -0.5 -2.3 0.2 
2004 -2.3 -0.2 -2.1 0.2 
2005 -1.5 -0.2 -1.3 0.8 
2006 -1.4 0.0 -1.5 -0.2 
2007* -1.5 0.3 -1.8 -0.3 
2008* -1.6 0.1 -1.7 0.1 
2009* -1.0 0.1 -1.0 0.7 

Source: Mićković, S.: Ocena fiskalnega položaja v Sloveniji (Assessment of the fiscal stance in Slovenia), 2007. 
Note: the cyclically adjusted balance is calculated using the production function method. The changes in the structural balance 
show the fiscal impulse, i.e. the orientation of fiscal policy. Figures do not always add up due to rounding. 
* Forecast. 

 
A comparison between the dynamics of the structural deficit and output gap 
shows whether fiscal policy is pro-cyclically or counter-cyclically oriented. 
Changes in the structural balance in subsequent years indicate the orientation of 
fiscal policy, i.e. the fiscal impulse. If we compare the fiscal impulse with 
changes in the output gap11 over the same period, which shows the changes in 
the business cycle, we can estimate the fiscal stance or, in other words, the 
cyclicality of fiscal policy. According to changes in the fiscal impulse, we can 
divide Figure 7 into four quadrants that determine the fiscal stance. Fiscal 
policy is counter-cyclical if the combination of both parameters lies in the first 
or the third quadrant. This means that fiscal policy is expansive if GDP growth 
falls below potential, and restrictive if GDP growth is above potential. The 
combination of both parameters in the second or fourth quadrants indicates a 
pro-cyclical fiscal policy. In that case, fiscal policy is restrictive in 
circumstances when GDP grows below potential, and expansive when GDP 
growth is above potential. A pro-cyclically-oriented fiscal policy does not 

                                                                 
9 Stability Programme 2006, Ministry of Finance. 
10 Public Finances in EMU 2005, European Commission. 
11 The output gap is estimated employing the methodology of the European Commission, which uses the 
production function method for its estimation. 
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allow automatic stabilisers to operate. As a result, changes in expenditure, for 
example, follow the changes in GDP growth rather than evolving as planned. 
Therefore, if GDP growth is higher than projected, the cyclical revenue of the 
budget is used to service the cuts in taxes and the increase in expenditure rather 
than to reduce the deficit.  
  
The main task of fiscal policy in 2000-2006 was to keep the general 
government deficit below the Maastricht reference value and thus fulfil the 
conditions for euro adoption. As evident from Figure 7, where the pro-cyclical 
orientation of fiscal policy is presented as the transition between the second and 
fourth quadrants, fiscal policy in this period was mostly restrictive yet pro-
cyclical (except in 2001 and 2006, all points are concentrated in the second 
quadrant). The varying distance of points from the axes shows the intensity of 
the fiscal policy orientation. Fiscal policy also remained restrictively oriented 
in the years when actual GDP growth was below potential, and thus kept the 
general government deficit below the Maastricht reference value (providing for 
a sufficient safety margin) although it thereby additionally contributed to a 
slowdown in GDP growth. In 2006, the output gap widened; therefore, for 
fiscal policy to remain restrictive it would have to increase the fiscal impulse 
(the shift to quadrant I in Figure 7). However, calculations based on the 
currently available data show that the fiscal impulse decreased last year, which 
indicates a slight expansive orientation of fiscal policy that was also pro-
cyclical at the same time. 
  
Since Slovenia's entry to the EMU, fiscal policy should be counter-cyclical in 
order to operate in a stabilising way. Given the projected narrowing of the 
output gap, the Ministry of Finance expects that the structural deficit will 
increase in 2007, inter alia due to the reform of the tax system12. The structural 
deficit is set to narrow again in 2008 and 2009, indicating the counter-cyclical 
and restrictive orientation of fiscal policy, given the projected decrease in the 
output gap. In addition to evidencing the stabilising role of fiscal policy, such 
trends will also be consistent with the provisions of the Stability and Growth 
Pact, according to which the structural deficit should gradually narrow to less 
than 1.0% of GDP in 2009.  
 

                                                                 
12 The Government has continued to phase out the payroll tax in 2007, and the legislation regulating personal 
and corporate income taxes has been amended. 
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Figure 7: Cyclical orientation of fiscal policy 
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positive fiscal impulse indicates an increase in the structural deficit in the current year in comparison with the previous year. 

 
The fiscal policy framework whereby the Government is targeting a certain 
level of budget deficit does not support its counter-cyclical operation. Aiming 
for a certain budget deficit level does not enable an automatic adjustment to 
changed macroeconomic circumstances. In circumstances where GDP growth 
is higher than projected or where the output gap is widening, the Government 
can attain its target deficit level by increasing the planned budgetary 
expenditure, which means that fiscal policy is operating pro-cyclically. 
Experience from the past also shows that if GDP growth is lower than forecast 
or if the output gap is narrowing it is possible to approach the budget deficit 
target by reducing expenditure, which is also a cyclical measure. Experience 
from some other countries (see Box 1) shows that the counter-cyclical 
operation of fiscal policy is easier to achieve when aiming directly for a certain 
level of general government expenditure. 

 
Box 1: Fiscal rules on the expenditure side 
 
The basic framework for the operation of fiscal policy in the EU is determined by the Stability 
and Growth Pact (SGP). According to the SGP, the general government deficit of member states 
must not exceed 3% of GDP, while the ceiling for public debt is 60% of GDP. However, the 
European Commission allows the member states to additionally apply other fiscal rules or 
permanent constraints on fiscal policy, expressed in terms of a summary indicator of fiscal 
performance13, that are aligned with this general framework. 
 
Fiscal rules may contribute to the achievement of fiscal objectives at the national level. Over the 
past decade, countries have increasingly decided to introduce additional fiscal rules, mainly because 
their fiscal policies have exhibited a pro-cyclical stance or a deficit bias, or because they have not 
necessarily achieved the set objectives despite the constraints of the SGP. Most EU countries 
introduced additional fiscal rules regarding the budget balance, debt, expenditure, or revenue. The 
                                                                 
13 Kopits, G. and Symanski, S., 1998. 
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rules usually pertain to the central government level, although the number of rules applied on other 
government levels or the entire general government sector is rising as well. 
 
Table 5: Number of fiscal rules used in the EU countries 
 

Golden rules Balanced budget 
rules Nominal ceiling Ceiling as a % of 

GDP 

Rules in 
structural 

terms 
Total Budget 

Balance 
Rules 5 7 4 1 3 20 

Debt ceiling in 
nominal terms 

Debt ceiling as a 
% of GDP 

Debt ceiling 
related to 
repayment 
capacity 

Other   Total Debt Rules 

5 3 6 2   16 
Nominal 

expenditure 
ceiling 

Real expenditure 
ceiling  

Expenditure 
growth rate 
(nominal) 

Expenditure 
growth rate (real) Other Total Expenditur

e Rules 
5 2 3 3 2 15 

Tax burden as a 
% of GDP 

Rile related to 
taxes 

Allocation of 
extra revenues Other   Total Revenue 

Rules 0 1 4 2  7 
Source: Kopits, G. and Symanski, S., 1998. 
 
If the chosen objective of fiscal policy is to cut general government expenditure as a share of 
GDP, it is reasonable to apply a fiscal rule that directly limits expenditure. The SGP does not 
define whether the adjustment required to meet the deficit criterion should be made on the revenue 
or the expenditure side. The target deficit may therefore be achieved either by reducing expenditure 
or by increasing taxation. In addition, the evolution of revenue largely reflects the dynamics of 
budgetary inflows and GDP, whereas the evolution of expenditure is determined by the decisions of 
fiscal authorities. Therefore, in order for Slovenia to reduce general government expenditure while 
complying with the provisions of the SGP, it should be beneficial to define a fiscal rule that would 
correlate the changes in the share of expenditure with the changes in GDP growth. 
 
The expenditure rule may contribute to the achievement of counter-cyclical and stabilising 
effects. Simulations14 show that the application of an expenditure rule that would constrain the 
changes in expenditure by the changes in actual GDP growth relative to its potential growth 
would enable fiscal policy to operate counter-cyclically. At the same time, such a rule would 
allow the share of expenditure to decline to its target level in the initial period. Since the rule 
pertains to the aggregate level of expenditure, it enables individual groups of expenditure to 
evolve differently than total expenditure, which allows fiscal policy to pursue its developmental 
goals as well. 

 
Moreover, a look at past trends shows that a target deficit at a level of around 
one percent of GDP is moving further and further away in time. In the 
analysed period, fiscal policy was only partly successful in achieving the 
planned budget deficit levels set as short-term targets. Although the deficit has 
been gradually narrowing since 2002, the target level of around one percent of 
GDP, as planned in the key documents of the Ministry of Finance15, is moving 
further away from year to year. 

                                                                 
14 Coricelli, F., 2006. 
15 Pre-accession Programme, Convergence Programme, and Stability Programme, prepared by the Ministry of 
Finance in 2002-2006. 
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Figure 8: The moving away of the fiscal policy target – 1% general government deficit 
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The changes in fiscal and monetary policies in 2000-2006 were not always 
consistent. The orientation of monetary policy can be estimated on the basis of 
changes in real short-term interest rates. Figure 9 shows that the Bank of Slovenia 
changed the orientation of its policy several times in the observed period, but the 
orientations of the two policies were not always aligned. After both policies 
became tighter in 2004 and 2005, they both became somewhat loosened in 2006. 
A comparison with developments in the euro area shows that the responses of 
both policies in Slovenia in 2002-2006 were relatively stronger. 
 

Figure 9: The monetary-fiscal policy mix in Slovenia and the euro area  

Sources: Ministry of Finance, Bank of Slovenia, European Commission; calculations by IMAD. 
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2.3. Financial flows between Slovenia and the EU budget 
  

The European Commission has published final data about the financial 
flows between Slovenia and the EU for 2004 and 2005. Data for 2006 will be 
available in September 2007. Data from the European Commission for 2004 
and 2005 present all financial flows (state budget and funds allocated to other 
institutions) between Slovenia and the EU budget. For 2006 and the first six 
months of 2007, only the figures of the Ministry of Finance on the flows 
between the Slovenian and EU budgets are available16. 

 
Like in 2004, Slovenia was again a net recipient of EU funds17 in 2005. In 
2004, the allocated funds from the EU budget totalled 1.1% of GDP while 
Slovenia's payments to the EU budget totalled 0.7% of GDP. Slovenia's net 
position according to the accounting definition, reaching 0.4% of GDP in 2004, 
decreased to 0.3% of GDP in 2005. Slovenia contributed 1.0% of its GDP to 
the EU budget and received funds amounting to 1.3% of GDP from the EU 
budget. The difference between the flows in both years was also partly related 
to the fact that Slovenia became a contributor to the EU budget after its 
accession to the EU in May 2004. 
 
The structure of financial flows between Slovenia and the EU has not 
changed significantly over the years. The funds allocated from the EU budget, 
particularly pre-accession funds which include the Instrument for Structural 
Policies for Pre-accession (ISPA), Assistance for Economic Restructuring in 
the Countries of Central and Eastern Europe (PHARE) and the Special 
Accession Programme for Agriculture and Rural Development (SAPARD), 
structural policy funds – notably the European Regional Development Fund 
(ERDF) and the European Social Fund (ESF), cohesion policy funds, internal 
policy funds, and funds of the common agricultural policy (CAP) intended for 
rural development can be included among the funds that have a direct impact 
on the long-term GDP growth potential. In 2005, Slovenia received 63.1% of 
the total allocated funds from these programmes, 3.3 p.p. more than in 200418. 
 
The European Commission's complete data on the financial flows between 
Slovenia and the EU for 2006 are not yet available. According to data from 
the Ministry of Finance, which exclude funds paid directly to users and data on 
advance payments, Slovenia received EUR 350.1 m (1.2% of GDP) from the 
EU budget in 2006, which was 77.9% of the level planned in the adopted 
budget for 2006. Payments of Slovenia to the EU budget totalled EUR 287.9 m 
(1.0% of GDP), EUR 27.2 m less than planned in the budget for 2006. 69.7% 
of the total funds received and recorded by the Ministry of Finance can be 

                                                                 
16 The two main differences between the data of the Ministry of Finance and the European Commission are: (i) 
data of the Ministry of Finance do not comprise the expenditure allocated directly to recipients in the Republic 
of Slovenia for internal policies based on a direct contract with the EC; and (ii) the advance payments from 
structural funds and funds for rural development, which are already included in the expenditure of the EU 
budget, do not become revenue of the Slovenian budget until the required conditions are fulfilled. 
17 Besides Slovenia, net recipients in 2005 included other new member states and Spain, Greece, Ireland, and 
Portugal. 
18 Allocation of 2005 Expenditure by Member State, 2005, pp. 72-73. 



  

IMAD Economic Issues 2007 

20 Fiscal Developments and Policy 

 
 

 
 
 
 
 
 
 
 
 

classified as receipts that increase production potential; the main receipts within 
that were funds for rural development under the CAP (EUR 96.1 m), structural 
policy funds (EUR 87.3 m), pre-accession strategy funds (EUR 25.8 m), 
cohesion fund (EUR 21 m) and internal policies (EUR 20.5 m). Most pre-
accession funds were allocated through the PHARE programme (72.2%); the 
ISPA programme provided 27.8% of funds. Most funds from the cohesion fund 
were granted for transport (92.6%); the rest was allocated for environmental 
projects. The internal policy funds were largely granted for the Schengen 
facility (89.7%). Other allocated funds (30.3% of all funds) recorded by the 
Ministry of Finance mostly comprised compensations (EUR 55.9 m). Slovenia 
received EUR 39.9 m under the heading of the CAP (excluding funds for rural 
development), 75,4% of which was granted for direct aid while the rest was 
provided for market support measures. The structure of payments to the EU 
budget in 2006 remained similar as in 2004 and 2005. Payments based on gross 
national income represented the largest share (63.1% of all payments), 
followed by VAT-based payments (16.6%), traditional own resources (12.2%), 
and payments for the UK rebate (8.1%). Based on the available data we expect 
that Slovenia will remain a net recipient in 2006. 

  
Table 7: Slovenia's net budgetary balance vis-à-vis the EU budget in 2004 and 2005 

EUR m Structure  Financial flows between Slovenia and the EU budget 2004 2005 2004 2005 
Funds received from the EU budget 
Agriculture 49.4 102.6 17.5 28.0 
Structural actions 24.4 53.5 8.7 14.6 
    Structural funds 24.4 45.0 8.7 12.3 
    Cohesion fund 0.0 8.5 0.0 2.3 
Internal policies 57.9 65.9 20.6 18.0 
Administrative costs 5.6 6.8 2.0 1.9 
Pre-accession strategy 39.1 43.6 13.9 11.9 
Compensations  105.1 93.8 37.3 25.6 
Total funds received from the EU budget 281.5 366.2 100.0 100.0 
Payments to the EU budget   
VAT-based payments  25.1 44.0 14.7 16.0 
Payments under the heading of the UK rebate 16.1 23.2 9.4 8.4 
GNI based payments 116.9 179.5 68.6 65.3 
Traditional own resources  12.3 28.2 7.2 10.3 
Total payments to the EU budget 170.4 274.9 100.0 100.0 
Net position – accounting definition* 111.1 91.3 - - 
Net position – based on the UK rebate** 109.7 101.5 - - 

Source of data: European Commission: Allocation of 2005 Expenditure by Member State, 2005. 
Note: * The accounting definition is based on the calculation of the difference between what a country pays into the EU budget 
and what it receives from it. ** The net position calculated on the basis of the UK rebate takes into account cash-flow based 
data – current allocated expenditure (excluding administrative costs), while national payments are calculated on the basis of 
adjusted national contributions. 

 
Similarly as in 2006, Slovenia was a net contributor in the first half of 2007 
but is expected to retain the status of a net recipient in the year as a whole. 
According to the Ministry of Finance, Slovenia received EUR 145.4 m from 
the EU budget in the first six months of 2007. Most funds were drawn under 
the common agricultural policy (61.7% of total funds received), internal 
policies (20.3%), and structural policy (13.5%). The absorption of 
compensations has ceased in 2007. Payments to the EU budget in the first six 
months of 2007 amounted to EUR 160.5 m, equalling 50.6% of the level 
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planned in the budget for 2007. GNI-based payments again represented the 
biggest share (55.8%); the rest were payments from traditional own resources 
(21.6%), VAT (15.2%), and the UK rebate (7.4%). 

 
In 2002 in Copenhagen, EUR 930 m was appropriated to Slovenia for 2004 
and 2005 under the heading 'appropriations for commitments' and EUR 
621.1 m under the heading 'appropriations for payments'.19 The funds 
appropriated in Copenhagen, however, do not include funds under pre-
accession strategy and administrative costs20. According to the Copenhagen 
package, excluding funds under these two headings, Slovenia's absorption 
capacity was 89% according to the 'appropriations for payments'. Comparing 
the allocated and appropriated funds under individual headings, Slovenia 
absorbed 99.7% of the appropriated funds for internal policies, 97.1% of funds 
for compensations, 78.8% of funds for agriculture, and 78.7% of funds for 
structural actions. Within structural actions, the absorption of funds totalled 
84.1% for structural policy but only 51.3% for the cohesion fund. Absorption 
may be extended until 2008. 
 
The funds appropriated in Copenhagen for 2006 totalled EUR 402.0 m under 
the heading 'appropriations for payments' and EUR 515.9 m under the 
heading 'appropriations for commitments'. These funds again exclude pre-
accession strategy funds and administrative costs. According to the Ministry of 
Finance, they totalled EUR 350.1 m in 200621. However, the final estimate of 
the absorption for that year is likely to be higher, since the figures of the 
Ministry of Finance were also lower than those of the European Commission in 
2004 and 2005. 
 
Slovenia has been fairly successful in absorbing EU funds but there is still 
room for improvement in this area. Slovenia has adopted several measures 
aimed at increasing its absorption capacity. These include an improvement of 
its administrative capacity, concentration of funds for the co-funding of 
operational EU programmes under a single budgetary item, staff education and 
training, specification of operational programmes and of the implementing 
structures for cohesion policy, and establishment of joint bodies. 

 
 

2.4. Debt and debt guarantees of the general government 
sector 

 
General government debt has hovered at a level around 28% of GDP since 
2000. General government sector debt has increased in nominal terms since 
2000 but its share in GDP has remained stable. Projections show that it will 

                                                                 
19 The level of planned appropriations for payments is generally based on the expected average absorption of 
countries in the previous period. The calculation is prepared by the European Commission based on the 
experience with absorption of funds in the past and is the same for all countries. 
20 In the two years, Slovenia absorbed EUR 82.7 m of funds from the pre-accession strategy and EUR 12.4 m 
under administrative costs. 
21 Within that, EUR 25.8 m was allocated under the pre-accession strategy; data on administrative costs are not 
yet available. 
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total less than 28% at the end of the decade, the same as in 2000. In 2000-2006, 
central government debt accounted for over 97% of total general government 
debt, social security funds generated 1.5% of debt, while local government 
contributed 0.7% to the total debt. The shares of debt generated at the central 
and local government levels increased somewhat while the debt of social 
security funds decreased. 
  

Figure 10: General government debt as a share of GDP 
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Within the structure of debt, a relative increase since 2000 has been observed 
particularly in the share of debt resulting from the state budget deficit, while 
there has been a relative decrease in the debt resulting from rehabilitations. 
In 2000-2005, the fastest increase on average (34.5%) was recorded in the 
share of debt resulting from the state budget deficit incurred in this period, and 
debt of other central government entities (28.8%) excluding the state budget; 
on the other hand, the share of debt resulting from the rehabilitation of the 
financial and real sectors decreased (-0.3%). The share of debt resulting from 
budget deficits incurred in this period consequently rose from 25.7% of GDP in 
2000 to 38.4% of GDP in 2005; meanwhile, debt resulting from rehabilitations 
shrank from 38.4% of GDP in 2000 to 21.6% of GDP in 2005, but it is 
nevertheless still the second highest nominal item in the structure of debt, 
second to the debt resulting from state budget deficits. 
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Figure 11: Structure of general government debt 
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Countries with higher budget deficits also tend to have higher debt. 
Comparisons of the OECD22 countries in 2000-2005 show that countries with 
higher budget deficits also recorded higher relative debt. Slovenia compares to 
the middle group of the OECD countries that have moderate deficits and 
moderate debt levels. 
 
The correlation is also based on interest payments on accumulated debt, 
which have, however, decreased in Slovenia in the last few years due to debt 
restructuring. The correlation between debt and the budget deficit can be 
partly explained by the higher costs of debt servicing, which puts pressure on 
general government deficit. Slovenia has restructured its debt over the last few 
years and thereby reduced the effective interest rate23 of debt from 6.7% in 
2000 to 4.9% in 2006. Consequently, it has also reduced the budgetary funds 
required to service the debt. 
 
If interest rates in the euro area continued to rise, the burden of debt 
repayment would increase. Simulations of the responsiveness of debt to 
changes in interest rates show that in the event that the interest rate were raised 
by 1.0 p.p. general government debt would increase by 0.3% of GDP in the 
first year. If the interest rate were raised by 1.0 p.p. in each of the following 
years, debt would increase by 1.6% of GDP in seven years relative to the 
current projection. 

 

                                                                 
22 Economic Survey of the Euro Area, 2007, OECD.  
23 On the payments of interest in the current year as a share of debt stock at the end of the previous year. 
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Figure 12: Correlation between general government debts and deficits 
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The debt service burden would also increase if GDP growth decelerated. 
According to simulations, 1.0 p.p. lower GDP growth would push up general 
government debt by 0.1% of GDP in the current year and by as much as 19.1% 
by 2013 if GDP growth were 1.0 p.p. below the forecast also in the following 
years. 

 
Table 7: Responsiveness of general government debt to changes in the interest rate and GDP 

growth 
Change in the general government debt, p.p. 

of GDP 
2007 2008 2009 2010 2011 2012 2013 

GDP growth 1 p.p. lower each year of the 
analysed period 0.1 1.2 3.2 6.0 9.7 14.0 19.1 

interest rate 1 p.p. higher each year of the 
analysed period 0.3 0.5 0.8 1.1 1.3 1.6 1.9 

GDP growth 1 p.p. lower and interest rate 1 p.p. 
higher each year of the analysed period 0.4 1.8 4.0 7.1 11.1 15.8 21.3 

Source: Mićković, S.: Ocena fiskalnega položaja v Sloveniji (Assessment of the fiscal stance in Slovenia), 2007. 
 
The relative share of government debt guarantees has continued to increase 
since 2000. The share of government debt guarantees rose by 39% in 2000-
2006 to total 10.4% of GDP in 2006. At the end of 2006, most guarantees were 
granted to companies in the following industries: construction (57.6% of all 
government guarantees), financial intermediation (22.6%), and transport, 
storage, and communications (9.9%). Guarantees from the first group were 
mostly provided for loans intended for the construction of the motorway 
network, while others were largely given to banks for loans taken out abroad. 
 
However, despite the rising relative share of government debt guarantees, the 
share of called guarantees is declining. In 2000-2006, the share of called 
guarantees averaged 0.08% of GDP annually. In 2006, it was just 0.01% of 
GDP or EUR 4.2 m. Given the structure of guarantees and the cash flows 
generated by the funded projects, the share of called guarantees is not expected 
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to increase in the next few years, especially not to the extent which could 
undermine fiscal stability. 

  
Figure 13: Granted and called guarantees 
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Source: Ministry of Finance, 2006. 
Note: Guarantees are presented according to the GFS methodology because data based on the ESA-95 methodology do not 
include data on debt for government guarantees.  
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3. Long-term sustainability of public finances 
 
Population projections24 indicate that the current demographic trends will 
continue. The share of the population aged over 65 will increase by 2050; 
meanwhile the share of the population aged 15-64 will decrease. Most EU 
countries are facing the prospect of rising percentages of older people in their 
total populations in the coming decades along with the challenges posed by 
such trends to the sustainability of public finances. The European 
Commission25 includes Slovenia among the countries with the highest risk of 
an escalation of general government expenditure related to demographic 
changes. According to the baseline scenario of demographic projections26, the 
old-age dependency ratio (the number of old people relative to the number of 
people of working age) in Slovenia is set to grow from 21.7% in 2005 to 55.6% 
in 2050. 
 
Based on a simulation27 of the effects of long-term projections we can infer 
which public finance implications may be expected if the economic 
parameters and policies remain unchanged. Long-term simulations of fiscal 
sustainability assume that the current trends and policies will not change until 
the end of the analysed period. For Slovenia, the underlying no-change 
assumptions include demographic trends, catching up with the more developed 
EU countries and the related decline in GDP growth, no-change in labour 
market developments, and public finance flows unrelated to ageing28. 
 

                                                                 
24 The impact of ageing on public expenditures: projections for the EU-25 Member States on pension, health 
care, long-term care, education, and unemployment transfers (2004-2050), Special Report No.1/2006. European 
Commission. 
25 The Long-term Sustainability of Public Finances in the EU, European Economy, No. 4/2006. European 
Commission. 
26 For the purpose of population ageing analyses, the Eurostat prepares three variants of population-ageing 
projections: low, baseline, and high. They differ in terms of the assumptions applied; the biggest differences are 
caused by the projected migration levels of the population. 
27 Ministry of Finance, 2007. 
28 In interpreting the results of the model we should take into account the fact that the model is based on highly 
rigid assumptions, which are therefore also commonly subject to criticism. For example, the Economic Policy 
Committee at the Council of the EU, in its document REP/53/103 (2007), calls attention to a number of 
shortcomings in the simulations that may lead to misleading or incorrect conclusions. In this chapter, the 
simulations are therefore used merely to help illustrate the issue of demographic changes. 
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Figure 14: Expected changes in general government expenditure by 2050 related to population  
  ageing, assuming no changes in economic parameters and policies 
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Source: The long-term sustainability of public finances in the European Union, 2006, European Commission. 

 
Estimates of the impact of ageing on public finances show that, with the 
projected demographic trends and assuming the no-policy change scenario, 
ageing-related general government expenditure would escalate by 2050, 
leading to an unsustainable level of public finances. Expenditure as a share of 
GDP would increase as a result of the rising expenditure on ageing on one hand 
and the smaller chances of GDP growth due to the decrease in the number and 
percentage of the working-age population on the other. According to the 
projections, ageing-related general government expenditure would increase by 
9.7% of GDP while debt would rise to 190% of GDP.29 Most of the increase in 
expenditure (7.3 p.p. of the share of GDP) would result from higher 
expenditure on pensions; health expenditure would increase by 1.6 p.p. and 
expenditure on long-term care would go up by 1.2 p.p. On the other hand, 
expenditure on education would decrease (by 0.4 p.p. of the share of GDP), as 
would unemployment benefits (by 0.1 p.p.). Assuming that the tax burden on 
the economy did not increase, the rising general government deficit caused by 
such an increase in expenditure would result in a widening of general 
government debt from the 28.1% recorded at the end of 2006 to 190% of GDP 
by the end of 2050. As evident from Figure 14, only Cyprus would undergo an 
even greater increase in ageing-related expenditure than Slovenia in this period 
on the assumption of an unchanged economic environment and policies. 
Compared with the EU average, the increase in expenditure in Slovenia would 
be 2.5-fold.  

                                                                 
29 The increase in the level of public debt is lower than the projection of the European Commission, which 
expects Slovenia's public debt to grow to 274% of GDP. This difference is largely due to the different initial 
levels of pensions as a share of GDP in the two simulations. In this analysis, the share of pensions in GDP is 
based on actual data for 2005, whereas the European Commission (The long-term sustainability of public 
finances in the European Union, 2006) used the estimated relative share of pensions for 2005. 
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If the current trends were to continue, expenditure on pensions, which 
comprises the largest share of ageing-related expenditure, would increase 
due to four key changes. The European Commission estimates30 that pension 
expenditure in Slovenia, which totalled 11.0% of GDP in 2005 (gross level), 
would rise to 18.3% of GDP by 2050. The key underlying factors of such a 
high increase in pension expenditure, assuming the no-change scenario for the 
parameters of the system, would include: (i) a deterioration of the ratio between 
the old and the working-age populations (old-age dependency ratio), which 
would contribute 11.0 p.p. to the increase in pension expenditure expressed as a 
share of GDP; (ii) an improvement in the ratio between the employed and the 
working-age population (aged 15-64), i.e. an increase in the activity rate by 0.9 
p.p. that would contribute to a decrease in pension expenditure by 0.9 p.p.; (iii) 
an improvement in the ratio between retired people and the population aged 
over 65, i.e. a decrease in the retirement rate that would contribute to a decrease 
in pension expenditure as a share of GDP by a projected 2.9 p.p.; and (iv) a 
change in the ratio between the average pension and GDP per employee, i.e. a 
reduction of benefits that would contribute to a decrease in pension expenditure 
as a share of GDP by 0.8 p.p. 
 

Table 8: Breakdown of the change in pension expenditure (in % from 2005 to 2050) 
Gross pensions Change in gross pensions due to the change: 

dependency 
ratios 

activity 
rates 

retirement 
rates 

benefit 
rates 

  
initial 
stock, 
% of 

GDP in 
2005 

change in 
%, 2005-

2050 pop (65+)/ 
pop (15–64)

employed
/ pop 

(15–64) 
Retired/ pop 

(65+) 

Average 
pension/ 
GDP per 

empl. 

residual 

Belgium 10.4 49.7 61.6 -8.2 -2.4 -8.1 6.9 
Denmark 9.6 33.3 65.1 -3.7 -24.1 -4.6 0.6 
Germany 11.1 17.4 65.8 -10.3 -5.6 -29.6 -2.8 
Greece n.a.  n.a. n.a. n.a. n.a. n.a.  n.a.  
Spain 8.7 81.4 105.0 -19.7 -17.5 -1.3 14.9 
France 12.8 15.4 63.6 -7.0 -12.9 -25.7 -2.7 
Ireland 4.6 141.9 107.0 -9.9 -20.7 19.5 46.0 
Italy 14.3 2.8 78.5 -13.8 -21.4 -35.3 -5.1 
Luxembourg 10.0 73.7 56.3 -31.1 16.2 16.8 15.6 
Netherlands 7.4 51.4 71.9 -2.1 -19.3 -4.3 5.1 
Austria 13.2 -7.5 84.5 -10.1 -43.3 -32.3 -6.4 
Portugal 11.5 80.3 88.5 -0.9 -3.9 -20.1 16.6 
Finland 10.4 32.0 72.9 -7.7 -25.2 -6.0 -1.9 
Sweden 10.4 8.5 45.6 -6.2 -2.0 -26.7 -2.2 
UK 6.7 28.3 64.2 -1.8 n.a. n.a.  n.a.  
Cyprus 7.0 183.5 94.4 -16.2 12.4 19.8 73.0 
Czech Rep. 8.5 65.9 109.3 -3.6 -36.8 -9.1 6.1 
Estonia 7.1 -41.4 60.3 -7.7 -26.8 -73.1 5.8 
Hungary 10.7 60.1 79.4 -10.3 -33.4 16.3 8.1 
Lithuania 6.7 28.5 72.1 -16.0 -27.3 0.1 -0.4 
Latvia 6.4 -13.4 62.7 -11.1 -20.6 -40.7 -3.7 
Malta 7.5 -6.4 80.8 -13.6 -10.5 -53.6 -9.5 
Poland 13.7 -41.7 108.3 -26.7 -54.5 -68.0 -0.8 
Slovakia 7.4 20.3 122.0 -19.0 -34.0 -40.6 -8.2 
Slovenia 11.0 66.2 99.7 -8.5 -26.8 -7.5 9.3 
EU-25 10.6 20.9 76.1 -10.7 -20.2 -22.7 -1.9 

Source: Salomäki, A. Public pension expenditure in the EPC and the European Commission projections: An analysis of the 
projection results, 2006. 

                                                                 
30 Salomäki, A. (2006). 
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Using a generational accounts model31, the Ministry of Finance has 
estimated the S1 and S2 coefficients, which measure the level of the 
permanent budget adjustment that ensures the long-term sustainability of 
public finances. The permanent budget adjustment ensures: (i) the achievement 
of the Maastricht debt criterion (60% of GDP) in 2050 (indicator S1); and (ii) 
compliance with the intertemporal budget constraint (IBC) over an unlimited 
time horizon (indicator S2)32. The values of S1 and S2 can thus be interpreted 
as the increase in the primary balance required to maintain fiscal sustainability 
in the long term if policies or other economic parameters remain unchanged. In 
the case of basic activity rates33, the value of S1 is 2.24, which means that the 
primary balance would have to be 2.24 p.p. higher every year until 2050 in 
order for Slovenia not to exceed the Maastricht debt criterion in 2050 (60% of 
GDP). The value of S2 totals 6.28, indicating that the primary balance would 
have to be 6.28 p.p. higher every year until 2050 for Slovenia to also comply 
with the intertemporal budget constraint. 
 

Table 9: Expected primary balance in the no-policy-change scenario and the primary balance 
required to maintain the intertemporal budget constraint in the no-policy-change 
scenario 

Selected period Projected average primary balance in the 
selected period, % of GDP 

Required average primary balance in the 
selected period, % of GDP 

2010-2014 0.88 7.16 
2010-2019 0.86 7.14 
2010-2050 -3.18 3.10 

Source: Mićković, S.: Ocena fiskalnega položaja v Sloveniji (Assessment of the fiscal stance in Slovenia), 2007. 
 
The simulations show that the projected demographic changes in the no-
policy-change scenario would jeopardise the long-term sustainability of 
public finances. Table 9 presents the estimated primary balance that would 
enable public finances to remain sustainable over the next five, ten, and forty 
years. The second column shows the average primary balance that would be 
achieved in the selected period if economic policies remained unchanged. The 
figures show that Slovenia would maintain a primary surplus until 2020 even if 
economic policies remained unchanged. However, the fiscal stance would 
deteriorate sharply after 2020, leading to a 3.2% average primary general 
government deficit. The third column shows the primary balance required to 
maintain long-term fiscal sustainability in a selected period in a no-policy 
change scenario. Estimates indicate that if policies remain unchanged, the 
achieved primary balance will fail to ensure compliance with the intertemporal 
budget constraint, i.e. ensure fiscal sustainability over an unlimited period, as 
early as in 2010-2014. 
 

                                                                 
31 Ministry of Finance, 2007. 
32 The S1 and S2 indicators display similar shortcomings as the entire simulations of demographic changes. 
Therefore, they are used in this analysis merely as indicators quantifying changes that would occur assuming 
unchanged economic environment and policies. 
33 The basic activity rates (baseline scenario) are based on the same assumptions as those used by the European 
Commission in its projections. However, due to differences in other assumptions used in the calculations, the S1 
and S2 indicators may differ from the calculations published by the European Commission. 



  

IMAD Economic Issues 2007 

30 Fiscal Developments and Policy 

 
 

 
 
 
 
 
 
 
 
 

Figure 15: Evolution of debt and ageing-related general government expenditure 
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Source: Mićković, S.: Ocena fiskalnega položaja v Sloveniji (Assessment of the fiscal stance in Slovenia), 2007. 

 
In order to maintain the long-term sustainability of public finances, Slovenia 
needs to adjust its pension system or adequately reduce its other general 
government expenditure. Besides higher pension expenditure, the projected 
demographic changes would also cause an increase in other public expenditure, 
especially on health and long-term care. This will call for additional measures, 
particularly the adjustment of the pension indexation system to the long-term 
possibilities of pension funding. Not only due to pension funding but also in 
view of the projected labour market situation, it will be necessary to achieve 
significantly higher employment rates also for people who are old enough to be 
eligible for early retirement. Slovenia will also have to increase the 
participation of people in voluntary pension insurance schemes and ensure 
higher supplementary insurance premiums, which would, at least to some 
extent, curb the increase in the share of pensions or, in other words, the 
decrease in their value relative to wages.  Early changes in the regulation of 
pensions would reduce the costs of the required adjustments. A further 
argument for immediate action is that the burden of these adjustments would be 
shared by several generations. On the other hand, a decrease in the pressure of 
demographic changes on the fiscal stance can also be supported by economic 
policy measures regarding employment and productivity. Without such 
measures, the burden of higher expenditure would have to be compensated for 
by other general government expenditure cuts. 
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4. Structural changes in the area of public 
finances 
 
At the end of 2005, the Government adopted a framework of reform 
measures34 that included the reduction and restructuring of general 
government expenditure. The two key measures in the area of public finances 
were: (i) cutting general government expenditure as a share of GDP by 2.0 p.p. 
by 2008 and by a further 2.0 p.p. by 2012; and (ii) restructuring general 
government expenditure in such a way as to enable the implementation of the 
tax reform and a redirection of a major proportion of expenditure towards 
education and R&D. These changes should be accompanied by streamlining 
and rationalisation of the budgetary procedure.   
 
The adopted budgets for 2007 and 2008 provide for the key reform objectives. 
According to the current domestic and external macroeconomic projections, 
general government expenditure as a share of GDP is set to decline by 1.6 p.p. 
by the end of 2008 while the share of expenditure appropriated for R&D is 
being increased. The main measures aimed at cutting general government 
expenditure include its rationalisation with an emphasis on better management 
of material expenditure and social transfers (transfers to individuals and 
households). The rationalisation of material costs will include changes in 
procurement procedures and their centralisation, while social transfers will 
undergo changes in indexation and entitlement criteria. 
 
The adopted measures pertain to the system of indexing social transfers35 and 
the tightening of entitlement criteria for unemployment benefits and 
financial social assistance. The previous system of social transfer indexation, 
which was based on several indexation rules that applied in different periods, 
has been replaced by a single system. Social transfers are now indexed once a 
year, in January, to the consumer price rise recorded in the period from January 
to December of the previous year in comparison with the same period of the 
year before that. Only pensions are excluded from the new system and continue 
to be indexed to wages. This system of pension indexation was introduced in 
2005. 
 
A set of measures is aimed at promoting activity and reducing the 
dependence of citizens on government benefits. The main changes are the 
tightening of entitlement criteria for claimants of unemployment benefits and 
financial social assistance, and extending the system of employment incentives 
for low employability groups. The number of recipients of financial social 
assistance has been declining since the middle of 2006. In January-April 2007, 
their number was 17% lower than in the same period of 2006 and 11% lower 
than in 2006 on average. This decline is in large part due to the fact that this 
transfer has been withheld in an increasing number of cases due to claimants' 
culpability (mostly unwillingness to work or to participate in other types of 
activity). 

                                                                 
34 Framework of Economic and Social Reforms to Increase Welfare in Slovenia, adopted in November 2005. 
35 The term refers to transfers to individuals and households financed by public funds. 
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The issue of the pension indexation rule remains open. The current rule, 
which pursues equal growth of wages and pensions, will add to the pressure on 
public finance sustainability in circumstances where wage growth is 
increasingly converging with productivity growth. Therefore, it would make 
sense to elaborate the current rule by incorporating a stronger correlation 
between the indexation rate (which is used for both the payments of pensions 
and the formation of the pension base) and the economic performance and 
long-term possibilities of pension funding. 

 
Figure 16: Projected decrease in expenditure on social transfers 
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Source: Ministry of Finance, 2007. 

 
The financial effect of the adopted measures will increase cumulatively in the 
years ahead. The savings in total public funds resulting from the changes to the 
indexation system will total 0.07% of GDP in 2007. Due to a special 
transitional clause that applies in 2007, the projected savings in 2007 will be 
higher than in the following years. The estimated savings for the coming years 
total 0.04% of GDP for 2008, 0.05% of GDP for 2009, and 0.05% of GDP for 
2010. In 2006, Slovenia spent EUR 4,887 m or 16.44% of its GDP on social 
transfers. Taking into account the effect of the already adopted measures on the 
level of transfers and the estimated dynamics of the number of claimants 
(disregarding the effect of the measures currently being prepared), expenditure 
on social transfers as a share of GDP is projected to decrease in the coming 
years, from an estimated 16.03% in 2007 to 15.10% of GDP in 2010. In 2006-
2010, social transfers expenditure as a share of GDP is set to decline by over 
one percentage point. 
 
In addition to the financial effect, the adopted measures also have a 
significant impact on the incentives for work. The adopted measures in the 
area of social transfer indexation will widen the gap between the growth of 
wages and social transfers, which will increase the relative returns on labour 
and thus stimulate people's willingness to work. These changes also enable 
greater transparency of public finance management. 
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The changes in the tax wedge are also aimed at promoting employment and 
boosting competitiveness. The payroll tax is being phased out; the gradual 
abolition of this tax (by reducing its rate gradually from 2006 to 2009) was 
enacted after the raising of the minimum taxable income (in September 2004). 
As a result, the revenue from this tax will decrease by approximately 0.4% of 
GDP in 2007, while the average burden of this tax on the gross wage bill will 
be cut from 4.2% in 2006 to an estimated 3.4% in 2007. The tax wedge is being 
further reduced by the Personal Income Tax Act enforced in 2007. According 
to the estimates, revenue from personal income tax will shrink by between 7% 
and 8% in 2007 while its share in GDP will decline by around 0.7 p.p. The tax 
reduction has been achieved by lowering the marginal tax rates and reducing 
the number of tax brackets. The lowest tax rate (16%) has remained unchanged, 
the highest tax rate (50%) has been abolished, while the two middle tax rates 
(33% and 37%) have been merged into one lower rate (27%). On the other 
hand, no major changes have been made to the definition of the taxable base. 
The general tax relief has been raised, the relief for various expenses and 
purchases of homes has been abolished, while the relief for the disabled and 
seniors, self-employed artists, self-employed journalists, student work, and 
voluntary supplementary pension insurance have been retained. The system of 
claiming and granting relief for family dependents also remains largely 
unchanged. 
 
The nominal tax rate of the corporate income tax is also being progressively 
reduced while the general investment relief has been redirected towards 
promoting investment in research and development. Due to the payment and 
deduction method of this tax, the effect of the estimated 0.4% of GDP lower 
revenue will not be seen until 2008 when the tax assessment is to be conducted 
on the basis of business results for 2007. The general corporate tax rate will be 
reduced gradually over the next few years; in 2007 from the current 25% to 
23%, and then by one percentage point every year to the final 20% in 2010. 
The new law also alters the tax relief system. It provides 20% relief for 
investment in internal R&D activities and the purchase of R&D services. 
Additional relief is now also foreseen for the less developed areas of the 
country. The general investment relief, which totalled 20% in 2006, has been 
abolished. 

 
On the other hand, changes in property taxes will boost general government 
revenue. Taxes on inheritance and gifts were previously regulated by the Civil 
Tax Act. The new Inheritance and Gift Taxation Act extends the range of 
taxable persons from natural persons to include some legal entities governed by 
private law (societies, foundations, funds, institutions, private institutes, and 
economic interest associations). Further, the inheritance tax rates for certain 
orders of inheritance have been raised. This law also newly defines the real-
estate tax base as 80% of the generalised market value determined on the basis 
of a regulation on mass revaluation (in the period until this regulation is 
adopted a transitional period applies). Slovenia has also adopted the Act on the 
Taxation of Water Vessels, which similarly extends the range of taxable 
persons.  
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5.  Key findings and recommendations 
 
Slovenia's entry to the Economic and Monetary Union necessitated changes 
in the area of macroeconomic policies. The stabilising role of macroeconomic 
policies prior to entering the EMU enabled Slovenia to fulfil the nominal 
convergence criteria. Upon joining the EMU, monetary policy became subject 
to the common interest of the euro area countries, while its stabilising role in 
cushioning country-specific shocks has been taken over by fiscal and incomes 
policies. 
 
The analysis shows that general government fiscal flows in 2000-2006 were 
relatively favourable. In this period, the total general government revenue as a 
share of GDP rose somewhat while the share of general government 
expenditure progressively declined. The keeping of general government deficit 
below 3.0% of GDP and thus complying with the Maastricht criterion was 
underpinned by the gradual lowering of the structural deficit that was also 
followed by a narrowing of the actual deficit, even though this meant that fiscal 
policy was mostly not counter-cyclical during this period. As the general 
government deficit narrowed the general government debt remained stable, 
having totalled around 28% of GDP since 2000. Within the structure of debt, 
there was an increase in the share of total debt arising from the budget deficit; 
meanwhile the share of debt resulting from the rehabilitation of banks and 
companies decreased. While the share of government debt guarantees rose 
steadily to reach 10.4% of GDP in 2006, the share of called guarantees 
declined, averaging 0.08% of GDP annually in 2000-2006. 
 
In the years ahead, fiscal policy should act counter-cyclically. If economic 
growth is higher than projected during preparation of the budget, these extra 
funds should not be used for an additional increase in budget expenditure or tax 
cuts. Conversely, in circumstances of slower economic growth budget 
expenditure should not be reduced or the tax burden raised any more than 
planned during the preparation of the budget. The success of such policy will 
depend on the chosen method of conducting fiscal policy and its room for 
manoeuvre within the chosen framework. The targeting of the general 
government deficit level was successful in circumstances when the stabilising 
role of fiscal policy ensured that the deficit remained below the Maastricht 
reference value. To ensure the counter-cyclical operation of fiscal policy, 
however, the Government should consider to directly control general 
government expenditure. Moreover, the targeting of the deficit proved to be an 
elusive goal, since the planned level of the deficit targeted in the medium-term 
period each year moved another year ahead. It would therefore be more 
efficient to determine a relative level of general government expenditure as the 
direct objective of fiscal policy. At the same time, the slow lowering of the 
general government deficit and the persistence of a relatively high structural 
deficit even in times of economic expansion show that fiscal policy is not 
sufficiently flexible, therefore it should be given more room for manoeuvre. 
Moreover, simulations suggest that even the changes in GDP growth and 
interest rates already witnessed in the past could cause the general government 
deficit to rise above 3%. In such a case Slovenia would breach the Stability and 
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Growth Pact, and its general government debt could consequently also exceed 
the Maastricht reference value. Fiscal policy can be made more flexible 
particularly by further reducing and restructuring general government 
expenditure. Measures presented in the Framework of Economic and Social 
Reforms to Increase Welfare in Slovenia foresee a gradual decrease in general 
government expenditure, which will allow fiscal policy more leeway to 
operate. 
 
Facing the expected demographic changes poses the main medium-term 
challenge to the long-term sustainability of public finances. Simulations show 
that Slovenia is one of the most vulnerable EU countries regarding the potential 
effects of the expected demographic changes on public finances. If the 
parameters of the economic system and economic policies remained 
unchanged, the ageing-related expenditure would rise by approximately two-
thirds by 2050. Tackling the issue of the demographic transition thus remains 
the chief medium-term challenge of economic policies that calls for 
adjustments in the area of pensions and related systems that go beyond public 
finances. The proposed measures are aimed at encouraging people to stay 
active longer and ensuring such pension indexation that will safeguard the 
social status of recipients while exerting no additional burden on general 
government expenditure. 
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