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Introductory remarks

Introductory remarks

The Development Report is a document that monitors the realisation of Slovenia’s Development Strategy
(SDS), which was adopted by the Slovenian Government in June 2005. SDS sets out the vision and objectives
of Slovenia’s development until 2013, classifying them into five development priorities with action plans.
This year’s report presents an overview and an assessment of the implementation of the strategy from its
adoption up to 2010, except in cases where the latest data are only available for earlier years (2009 and,
occasionally, 2008). Given that this is an annual report, emphasis has been placed on changes that occurred
in the last year for which data are available. The Slovenian Government took note of the Development Report
2011 at its 133" regular session of 5 May 2011 and accepted it as an analytical basis for its economic and
development policies.

The Development Report is divided into two parts: Part | presents an overview of the implementation of SDS
across the five development priorities; Part Il documents progress by means of development indicators. The
findings in the report are mostly based on results obtained through a set of indicators that were designed
to monitor development. We have also consulted other sources (national and international research, reports
on the implementation of sectoral strategies and programmes), particularly in areas where no relevant
indicators were available due to a shortage of data. The appendix contains a quantitative aggregate
assessment of development, which supplements the expert approach of the report, though it cannot replace
a comprehensive assessment of progress in individual areas given the time and geographical limitations in
the availability of the data necessary for calculation.

In a period of significant fluctuations of economic activity, some development indicators should be
interpreted cautiously, as their values are affected by qualitative changes as well as changes in gross domestic
product. These are indicators that are expressed in terms of GDP (as a share of GDP) for the purposes of
benchmarking between countries and over time. However, during periods of significant annual fluctuations
of GDP, these indicators do not necessarily reflect qualitative changes, but merely a different basis of
comparison. It is essential to consider this factor in analysing changes in their value and in comparisons with
other countries. In this year’s report, therefore, changes in absolute values of these indicators for the year are
also highlighted.

The report is based on official statistical data of domestic and foreign institutions available at the end of
March 2011. In the analysis, Slovenia is mostly compared with the 27 EU Member States and only as a
matter of exception with the EU-25 average, whenever data for the newest EU Member States — Bulgaria
and Romania — are not yet available. The terms “European average” or “EU average” thus refer to the group
of EU-27 countries; the term “old Member States” refers to the EU-15 group, while the EU-12 countries that
joined the European Union after the latest enlargement rounds in 2004 and 2007 are referred to as the “new
Member States”.
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Main findings

SDS guidelines: Slovenia’s Development Strategy (SDS) defines four key development goals: (i) the economic
development goal - to reach the average level of economic development in the EU in 10 years’; (ii) the social
development goal - to improve the quality of life and welfare; (iii) the intergenerational and sustainable
development goal - to apply the principles of sustainability across all areas of development, including
sustained population growth; and (iv) Slovenia’s development goal in the international environment - to
become an internationally distinctive and renowned country.

! At the time of the adoption of SDS (2005), the most recent figures for GDP per capita in purchasing-power parity were available for
2003, Slovenia’s objective to achieve the average level of economic development in the EU in 10 years thus refers to 2013.

In the period of economic crisis Slovenia’s per capita GDP (in purchasing-power parity) fell further below the
European average, a departure from the implementation of the principal economic goal of SDS. According to
the latest Eurostat data, in 2009 Slovenia’s per capita GDP at purchasing-power parity stood at 88% of the
EU average, down 3 p.p. over the year before and only marginally above the level achieved when SDS was
adopted in 2005 (87%). We estimate that the gap will have widened in 2010 (for which Eurostat data are not
yet available), as the recovery was weaker than in the EU. Decomposition of per capita GDP (to productivity
and employment rate) indicates that Slovenia is lagging behind the EU in productivity, with the gap widening
in the 2005-2009 period. However, the employment rate has exceeded the EU average since 2007.

The economic slowdown in the last two years is largely a result of the fact that the increase in economic activity
in the run-up to the crisis was insufficiently based on structural changes and improvements in competitiveness.
Rapid economic growth in 2006-2008 was achieved in a period of brisk international economic growth and
easy access to financing on international markets, and it was additionally buoyed by high public investment
in infrastructure. Meanwhile, shifts in the economic and corporate structure towards high-technology
industries and intensive use of knowledge were modest. The weak changes in the structure of the economy
and its competitiveness were precipitated by an insufficient focus on technological restructuring, innovation
and raising value added. Since the beginning of the implementation of SDS, industrial policy has focused
on preserving existing companies whose growth prospects are questionable, rather than strengthening
competitiveness and developing entrepreneurship. Effectiveness and integration of policies facilitating the
transition to a knowledge-based society, a key SDS guideline in the field of economic development, has also
been insufficient. Over the past few years, the volume of investment in R&D has otherwise increased, and the
general effectiveness of the innovation system improved. However, there is still a gap between investment
and results in the field of research and innovation activities, which also depends on the structure of the
economy. Moreover, Slovenia has relatively inefficient tertiary education, which is also insufficiently attuned
to demand for graduates in the labour market. Despite efforts to reduce administrative obstacles to the
development of entrepreneurship, complex bureaucratic procedures stillhamper company creation, business
and investments. The relatively rigid labour market legislation is also an obstacle to faster discontinuation
of non-performing segments of companies. The high tax burden on labour is an important drag on faster
entrepreneurial development, in particular that geared towards creating higher value added per employee,
and on the hiring of highly qualified staff. This, coupled with high labour costs associated with the rigidity of
labour legislation, is an obstacle not only to faster entrepreneurial development, but also to inflow of foreign
direct investment, which, by transferring know-how and technology, can play an important role in raising
productivity. An efficient privatisation of the economy has also not been completed, which has hampered
the competitiveness of the Slovenian economy by undermining the efficiency of corporate governance.
While having a positive role in encouraging the development of companies with good prospects, the
banking system has also held back restructuring and development to a certain extent: in the period of high
economic activity, it acted very pro-cyclically, supporting the allocation of financing even to less productive
investments.

Its competitiveness having deteriorated, the Slovenian economy has been forced to cope with the crisis against
the backdrop of limited sources of financing and a severe deterioration of public finances, which has additionally
narrowed the prospects for faster recovery. Given the relatively rapid growth in labour costs in 2008 and 2010,
and a severe decline in productivity in 2009, the cost competitiveness of the Slovenian economy deteriorated
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significantly compared with the EU average in the last three-year period (2008-2010). This has led to a strong
drop in the relative profitability of the Slovenian economy, which had been the highest in the euro area,
and consequently narrowed the prospects of recovery with internal resources much more than in other
countries. Moreover, faced with high indebtedness, inefficient domestic financial markets and poor access
to international markets, companies are having trouble securing financing. Companies are also coping with
a high payment default risk and, in recent times, increased inflationary pressure stemming from increased
prices of raw materials and energy on world markets. In the period of economic crisis, Slovenia’s position
on the international goods market also deteriorated, as it slipped from the group of countries with above-
average growth to the group of countries with above-average drop in market share. The economic crisis
also upset some macroeconomic balances, especially in public finances, where major shifts towards fiscal
consolidation have yet to be seen. Restrictions on general government spending were based principally
on emergency restraint of growth in wages and social transfers, and cuts in capital and capital transfers,
and these have been additional factors holding back already weak domestic demand. Insufficient action
to consolidate public finances has adversely affected the perception of Slovenia in international financial
markets, which could further restrict access to financing for the general government and, by extension, the
private sector, and increase debt-servicing costs. With rising age-related expenditure, it could also reduce
future potential for growth.

There was little progress in 2009 and 2010 on achieving the social goal of SDS — sustainable improvement of
well-being and quality of life. The economic crisis and consequent deterioration of the labour market reduced
employment and increased unemployment in both years, which was coupled with accelerated retirement
due to demographic trends and the expected pension reform. The number of wage earners dropped and the
number of those whose income was replaced by social transfers rose. In 2009, disposable income dropped in
real terms for the first time since 1996, when it was first measured, and the share of social transfers increased
significantly. Household expenditure also dropped in 2009. Disposable income inched up in 2010 according
to our estimates, while growth in household expenditure was subdued. As the ranks of recipients of social
transfers swelled, the share of expenditure on social protection relative to GDP increased substantially,
according to our estimates. While the standard of living deteriorated, available indicators for 2009 show
that wage and income inequality did not increase, and nor did the risk of poverty. The former is largely
a consequence of structural changes in employment (removal of low-wage jobs with low educational
requirements), whereas the still low at-risk-of-poverty rate may be attributed to the effect of social transfers
(which reduce the risk of poverty by more than half in Slovenia). The deterioration of the labour market was
mitigated by government measures to preserve jobs and a significant increase in the scope of the active
employment policy. The substantial rise in the minimum wage in 2010 improved the position of earners
of the lowest wages and increased average pay. However, since this was one of the factors that also had
an adverse impact on competitiveness and unemployment by increasing labour costs, we estimate that its
overall effect on the welfare of the population was not as positive.

In the area of social protection, several key systemic changes were enacted in 2010 after years of preparation, while
some are still in the preparatory phase. Parliament passed new pension legislation designed to keep spending
on pensions as a share of GDP largely unchanged over the next 15 years. Legislation on cash benefits for
people in financial distress was also changed to make aid to the poor more efficient. New legislation on the
labour market raised unemployment benefits and made it easier for young people to qualify for benefits.
However, other legislation on social protection which would address the financing of health care and long-
term care in accordance with demands for better accessibility and an appropriate ratio between an acceptable
share of public expenditure and the scope of the service is still being drafted. Immediate implementation of
systemic changes is urgent, as the difficulties that public funds were faced with in covering expenditure were
aggravated in 2009 and 2010 by a lack of systemic changes, and thus had to be addressed with non-systemic
(emergency) measures, which will only postpone problems.
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Pressure on the environment abated as the economic crisis escalated, which is a step towards the sustainable
and intergenerational goal of SDS. However, this does not constitute a permanent reduction of pressure on the
environment, which remains a challenge, in particular in the light of efforts to achieve EU environmental goals
up to 2020. Greenhouse-gas emissions, having been increasing until 2008, dropped substantially in 2009
bringing Slovenia closer to the Kyoto target (for 2012). However, the emission intensity of the economy
(emissions per unit of GDP) did not drop, even though this is necessary in the long term to reduce emissions.
Against the backdrop of the economic crisis and the slowdown of international trade flows, lower energy use
in transport, the sector which accounted for the biggest share of emissions increases during the economic
upswing, contributed most to the fall in overall emissions. We estimate that the significant rise in excise duties
in 2009 also contributed to a decline in sales of energy products and lower energy consumption in transport,
but the impact of this factor was smaller than the effect of the economic crisis. It was largely due to lower
energy consumption in transport that the energy intensity of the economy dropped in 2009, but it remained
at the relatively high level recorded in 2007, and above the EU average. With high levels of hydroelectric
power production (due to favourable hydrological conditions) and low overall energy consumption, use
of renewables rose substantially in 2009, but this continues to depend largely on hydroelectric power
production; we estimate that in 2010 the share of renewables once more fell (as energy consumption rose
due to stronger economic activity). Slovenia did achieve the renewables target of the National Energy
Programme in 2010, but significant progress is required in the next decade to achieve the targets in the EU
strategic guidelines, in particular in the use of other renewable sources that are still relatively underused.
There were improvements in waste treatment in 2009, on industrial as well as household waste, but Slovenia
still lags far behind the EU average on treatment of household waste.

Meeting Slovenia’s development goal in the international environment - to become an internationally
distinctive and established country — is mainly associated with Slovenia’s integration in major international
organisations over the last few years. Because of the lack of appropriate internationally comparable indicators,
the implementation of this objective cannot be measured in the same way as the other three objectives,
but we estimate that Slovenia’s international recognition has increased with its integration and active
involvement in international organisations. In 2004, Slovenia had become a member of the EU and NATO,
and three years after its accession to the EU, it joined the Economic and Monetary Union (EMU). Since July
2010, it has also been a member of the Organisation for Economic Co-operation and Development (OECD),
which unites the most economically developed countries in the world. Slovenia’s recognition and reputation
in the world was also significantly affected by its active involvement in international organisations.

In the period of crisis, the Slovenian Government adopted measures to mitigate the impact of the downturn, to
exit the crisis and to improve the competitiveness of the economy, which have been only partially executed (in
part due to the relatively short period of implementation), and it launched preparations for a new development
strategy up to 2020. Having adopted measures to cushion the crisis in 2009 (in particular in the labour market),
at the beginning of 2010 the government put in place a set of measures aimed at boosting economic activity
and gradually tackling macroeconomic imbalances. The labour-market measures were mostly implemented,
but consolidation of public finances, which has been slower than expected, remains the biggest problem
in terms of exiting the crisis. At the beginning of 2011 the government responded to the slow economic
recovery and the decline in competitiveness with the adoption of measures to improve competitiveness. It
also adopted Slovenia’s commitments for improvement of competitiveness as part of the Pact for the Euro.
The measures adopted in the midst of the crisis mostly address areas defined in Slovenia’s Development
Strategy, which sets out key development goals up to 2013. The government has also launched preparations
for a new development strategy, which will address the altered circumstances in Slovenian society and the
international environment and lay out the key policy goals and guidelines up to 2020.



Slovenia’s key challenge in the coming years will be to achieve sustainable economic growth with a view
to increasing the well-being of the population. To achieve sustainable economic progress and create jobs,
addressing the situation in the financial sector and balancing the public finances must be coupled with a
redoubling of efforts to improve competitiveness. In view of the shortcomings of economic development
in the past, policy measures must focus on increasing the value added of products and services, improving
productivity and raising the proportion of activities with higher value added per employee. To achieve that,
it is vital to strengthen innovation, improve the efficiency of knowledge transfer and education, improve the
educational attainment and skills of the working-age population, provide an efficient regulatory environment
for business, reduce administrative obstacles, improve labour-market flexibility and boost the efficiency of
competition protection, in particular in regulated sectors, such as network industries. Competitiveness is also
being hindered by reduced levels of trust in the rule of law. The efficiency of the judicial system and of the
legal framework will have to be improved to increase business efficiency and make corporate governance
more efficient. In an economic crisis, with the collapse of the less competitive parts of the economy and
the resulting surge in unemployment, the state must provide conditions to create new jobs, and facilitate
the transition from unemployment to employment by supporting reallocation of labour within a flexicurity
system (an effective system of life-long learning and active employment-policy programmes). It makes
sense to promote particularly employment in sectors in which demand is increasing (e.g. ageing-related
services, green jobs), while new models of cooperation between the private and the public sectors are also
required. High employment, which provides economic independence and social inclusion, is a key element
of well-being. Another key area in terms of securing prosperity is the systems of social protection: pension
legislation has already been changed, but legislation on health care and long-term care is yet to be adapted
to comply with the demand for greater accessibility of service without jeopardising the stability of the public
finances. Another major challenge that Slovenia must face effectively in the coming years is achievement of
key strategic goals with minimum pressure on the environment. To halt the exertion of ever greater pressure
on the environment with economic development, efforts must be targeted towards reducing the energy
intensity of the economy, in particular by reducing emissions from transport, improving energy efficiency
and increasing the use of renewables.
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Development by the priorities of SDS - A competitive economy and faster economic growth

1. A competitive
economy and faster
economic growth

SDS guidelines: A competitive economy and faster
economic growth is one of the five development
priorities of SDS, and encompasses the following
objectives:  ensuring macroeconomic  stability,’
promoting  entrepreneurial  development and
increasing competitiveness, and increasing the
competitiveness of services. The first objective,
ensuring macroeconomic stability, focuses on three
core tasks: increasing the adaptability of fiscal and
income policies, ensuring the long-term sustainability
of public finances, and maintaining price stability.
The second objective, increasing competitiveness and
promoting entrepreneurial development, focuses on
the development of areas in which Slovenia has a
competitive advantage, encouraging entrepreneurship
and development of SMEs, promoting and developing
an innovative environment and a culture of innovation,
and supporting internationalisation and competition
in the network-industries market. The third objective,
increasing the competitiveness of services, prioritises
boosting the factors of effectiveness in services and
simplifying the administrative framework for their
provision. Special emphasis is placed on those services
most closely linked to business operations (business,
financial, distributive and infrastructural services)
because these have the greatest impact on the
economy’s productivity and competitiveness.

' Concrete SDS objectives in this area are successful
participation in ERM Il and adoption of the euro, which was
achieved by Slovenia in 2007. Since Slovenia's entry to EMU,
it has therefore been more sensible to set the preservation of
macroeconomic stability as the primary goal.

During the economic crisis, Slovenia’s per capita GDP fell

significantly compared with the EU average. According
to the latest Eurostat data, in 2009 Slovenia’s per capita
GDP at purchasing-power parity stood at 88% of the
EU average, down 3 p.p. over the year before and only
marginally above the level when SDS was adopted in
2005 (87%). We estimate that the gap will have widened
in 2010 (for which Eurostat data are not yet available), as
the recovery was weaker than in the EU. The widening
of the gap in the last two years is largely a consequence
of the fact that the acceleration of economic activity in
the years preceding the crisis (2006-2008), achieved
in a good international economic environment, easy
access to financing on international markets and high
public investment in infrastructure, was insufficiently
based on structural changes and improvements in
qualitative factors of competitiveness. Thus, in the good
years, changes in the economic and corporate structure
towards high-technology industries and intensive
use of knowledge were modest. In the period of crisis,

Slovenia thus faces a relatively severe deterioration
in competitiveness and consequently a slow recovery
after a savage initial contraction. Given the structural
weaknesses, the economic crisis also disrupted certain
macroeconomic balances, especially in public finances.
Inflation pressure has also been increasing again.
Moreover, faced with high indebtedness, inefficient
domestic financial markets and poor access to
international financial markets, companies are having
trouble securing financing. Increasing payment default
risk is also a cause for concern.

A return to the path of converging with the EU level
of economic development requires action to address
problems in the financial sector and consolidation of public
finances, but, in particular, focusing all efforts on improving
competitiveness. In view of the shortcomings of economic
development in the past, policy measures must target
productivity and increasing the share of activities with
higher value added per employee. To achieve this, it is
vital to strengthen innovation, improve the efficiency
and effectiveness of the transfer of knowledge, improve
educational attainment and skills of the working-age
population, provide an efficient regulatory environment
for business, reduce administrative barriers, improve
labour-market flexibility and boost the efficiency of
competition protection, in particular in regulated sectors
such as network industries. Competitiveness is also
hampered by the slow resolution of commercial disputes
in courts. In future, the efficiency of the judicial system
and of the legal framework will need to be improved
to increase business efficiency and make corporate
governance more efficient.

1.1. Macroeconomic stability

Driven by stronger foreign demand and with a relative high
contribution of inventory changes, GDP rose by 1.2% in
2010. Positive signals of an upswing of economic activity
started to appearin the second half of 2009, when foreign
demand picked up, and strengthened through 2010.
Export growth was underpinned by high-technology
products. The recovery was driven by growth of the main
trading partners in the EU, but these impulses subsided
in the second half of the year when growth in these
countriesslowedasthegrowthinworldtradedecelerated,
temporary incentives tailed off and austerity measures
began to curb general government deficits. Growth of
exports to non-EU countries was slower as exports to the
markets of the former Yugoslavia continued to drop in
real terms. The regional structure of Slovenian exports,
with the markets of the former Yugoslavia accounting
for a high share of non-EU exports, was, in addition to
the unfavourable technological structure of Slovenian
exports, a factor behind the slower growth in exports
compared with some other EU countries. The recovery
was held backin particular by domestic factors. Domestic
consumption exceeded the 2009 level by only 0.4%, with
construction investment in particular well behind the
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level of 2009. Construction, which had grown at above-
average rates in the past, saw another severe contraction
(dropping to the level of 2005) having already fallen in
2009. In addition to a decline in orders for all types of
construction (residential construction contracted most
since the start of the crisis), the situation in construction
was additionally aggravated by high indebtedness and
problemsinthe banking sector, which escalated lastyear.
According to our estimate, these problems were exerting
an increasing drag on the financing of investments in
equipment and machinery through the year, although
these investments rose 6.8% over the previous year.
Following above-average growth in construction in the
previous years, which saw it rise to 7.3% of GDP by 2008
(EU: 5.8%), Slovenia experienced one of the most severe
contractions in construction in the EU in 2009 and 2010,
which was a key factor behind the greater decline in
investment compared with the EU and, by extension, the
gap in economic recovery. In the euro area, economic
growth averaged 1.7% last year (EU: 1.8%). The EU grew
at a faster pace than Slovenia due to a faster recovery
in exports and a smaller decline in investments, as
well as growth in household expenditure. Household
consumption did inch up in Slovenia (0.5%) according
to revised data, but the current balance of payments
for 2009 (for household travels) does not yet represent
a real basis for the calculation, as the figures are not yet
final. Therefore we estimate that the positive rates of
household consumption in 2010 do not mirror an actual
strengthening of Slovenian household consumption.?
General government expenditure growth, which was
higher than in the EU in 2008 and 2009, dropped to a

Figure 1: GDP growth in Slovenia and the euro area by
expenditure components, 2010
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2 See also chapter 1.3.2. Financial services.

3 This is also indicated by labour-market data on employment
and wages, revenue in retail and wholesale trade, and other
household consumption indicators for last year.

similar level to that in the EU (to 0.8%) due to austerity
measures. Change in inventories, on the other hand,
made a high contribution to GDP growth (1.6 p.p.) as
inventories surged following a steep decline in 2009.
This contribution from changes in inventories was much
bigger than at the EU level.

At 1.9%, consumer price growth in 2010 was at a similar
level to that in the preceding two years and roughly on a par
with the figure for the euro area as a whole. Price growth
was subdued across the majority of the index groups,
reflecting the overall economicsituation.The only outliers
were prices of products that depend on increasing global
prices of energy and non-energy commodities, and prices
of goods that were subjected to tax increases, which had
a similar impact on inflation to that in 2009. Whereas
higher prices of energy commaodities relatively quickly
spilled over to retail prices, in part due to the way that
retail prices are administered, the even faster growth in
global prices of non-energy commodities and food had
not spilled over to the same extent by the end of last year.
A bigger spillover to retail prices of food began to occur
at the beginning of 2011 and had already been indicated
by stronger growth of industrial producer prices* and
import prices, the increase in producer prices in the EU
having already been higher than in Slovenia at the end of
the year. Prices directly administered by the government
grew at a subdued pace (0.8%). For the second year in
a row, there was growing pressure from increases in the
prices of municipal services after responsibility for consent
for price rises was devolved to the local level, which is why
the government froze these prices at the end of August. A
comparison based on the harmonised index of consumer
prices shows that inflation in Slovenia and the euro area
was 2.2% last year. In Slovenia, as in the euro area, price
growth was driven mainly by energy products and taxes;
however, the contribution of these factors was higher in
Slovenia. The contribution of energy prices (in particular
natural gas and district heating) to inflation was higher,
as these prices grew marginally faster than in the euro
area and their share in the household expenditure
structure remains higher. For the second year in a row,
excise and other duties also rose faster, contributing
0.6-0.7 p.p. to inflation in Slovenia, compared with
approximately 0.3 p.p. in the euro area. Services prices,
where the gap to the euro-area average is widest even
though they had been growing at a faster rate in recent
years, stagnated last year, rising by 0.1%, compared with
1.3% in the euro area as a result of the drop in the price
of school meals due to the introduction of subsidies. This
factor excluded, services prices would have grown at a
similar rate as in the euro area and total consumer-price
growth would have been among the highest in the euro
area once more.

* The growth in industrial producer prices was driven by metal
products; the manufacture of chemicals and pharmaceutical
preparations also recorded relatively high growth rates, with
prices of food products also increasing.
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Figure 2: Contribution of goods and services groups to
inflation in Slovenia and the euro area, 2010
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In the 2008-2010 period, wage growth was largely
determined by the economic crisis and the implementation
of wage reform in the public sector. In the second half of
2008, the strengthening of private-sector wage growth
seen in previous years was interrupted by the economic
crisis, and the attendant deterioration of the business
environment and fall in orders. The private sector first
reacted by reducing overtime work and shortening
working hours, which continued into 2009. Growth
in nominal gross wages in the private sector came
to an abrupt slowdown in 2009 (from 7.8% to 1.8%);
however, since layoffs disproportionately affected those
in the lowest income brackets, it was still higher than
it would have been had the structure of employment
remained unchanged (0.9%). In 2010, gross wages in the
private sector strengthened once more (5.2%). Growth
was particularly underpinned by the increase in the
minimum wage (about 3.0 p.p.), along with the effect
of changes in the structure of employment (about 0.5
p.p.), still present last year. In terms of adjustment to
economic circumstances, only the levels of Christmas
bonuses and 13" month payments were unexpected in
both years, as they were only marginally lower than in
2008.Their size and the share of employees that received
these payments were, as always, highest in financial and
insurance activities and in industries with a high share of
state ownership: electricity and gas supply, water supply
and mining.For2011 and 2012, the government adopted
recommendations that performance-related bonuses
should not be paid in public undertakings and in those
in majority ownership of the state.® The public sector

>0On 22 July 2010, the government adopted Recommendations
on limits for wages and other personal income of employees
in public corporations and companies performing general
public services. The recommendations are applicable to public
undertakings and companies in majority ownership of the
state or local communities, their subsidiaries and any further
subsidiaries thereof. The recommendations determine

did not undertake any adjustment in 2008; compared
with the year before, wages grew robustly, outpacing
wage growth in the private sector. The onset of the crisis
coincided with the beginning of the implementation of
the wage reform that had been planned for several years
and was intended to iron out wage disparities among
occupational groups in the public sector. This resulted
in relatively strong growth in public-sector wages just
after private-sector wages started to ease. The first two
quarters of funds to eliminate wage disparities were
thus paid in August 2008° and January 2009, which
contributed to high wage growth in 2008 (9.7%), while
wage growth in 2009 was already somewhat lower
(6.5%) as a result of measures taken during 2009, which
stemmed wage growth to a certain extent in 2009,
bringing it to a complete halt in 2010 (0.0%).” Last year’s
stagnation of wages, which is expected to continue
into 2011 according to the agreements reached, will
thus have a short-term stabilising impact on public
finances. In the long term, however, the agreements did
not limit labour cost growth in the public sector: taking
into account the possible growth in employment in
these activities, they merely postponed it to the coming
years, when a considerable rise in public-sector labour
costs may be expected once more. Public-sector wage
increases will thus continue to fluctuate greatly between

* that extraordinary performance-related payments (Christmas
bonuses, 13th month payments) should not be paid in 2011
and 2012, with the savings allocated for development, and
that the annual holiday allowance be capped at the level of the
minimumwage.Thegovernment called upon managementand
supervisory boards to act in line with these recommendations.
¢ The first quarter was paid in arrears for the period from May
2008.

7 In 2009 and 2010 the government and its social partners
signed three agreements, realised with annexes to the
Collective Agreement for the Public Sector and the adoption
of several acts: the Agreement on Measures Regarding Public-
Sector Salaries due to the Changed Macroeconomic Situation
in the 2009-2010 period (24 February 2009), the Agreement
on Measures Regarding Public-Sector Salaries for the period
December 2009-November 2011 (28 October 2009) and the
Agreement on Measures Regarding Public-Sector Salaries and
Other Compensation for 2011 and 2012 (OG RS no. 89/10); the
Act of Intervention Steps because of the Economic Crisis (OG RS
no. 98/09), Act on Provisional Reduction of Officials’ Salary (OG
RS no. 20/09, 13/10), Act of Intervention Steps because of the
Economic Crisis (OG RS no. 94/10); Annex No. 1 to the Collective
Agreement for the Public Sector (OG RS no 23/09), Annex No.
2 to the Collective Agreement for the Public Sector (OG RS no.
91/09), and Annex No. 4 to the Collective Agreement for the
Public Sector (OG RS no. 89/10). These formed the basis for
deferral of the disbursement of the remaining third and fourth
quarters of funds for the elimination of wage disparities (until
the point at which economic growth exceeds 2.5%); workplace
promotions to higher wage classes were frozen for a year; the
mechanism of wage adjustment for inflation was tightened;
the amount of the annual holiday allowance was retained at
the 2008 level; the disbursement of regular performance-
related payments was temporarily held; payments for
increased workload were limited. Had these agreements not
been reached, growth in public sector wages in 2009 and 2010
would have been similar to that in 2008.
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years. With labour costs expected to increase further
in the public sector upon final implementation of the
new wage system, the government should adopt more
efficient measures to limit growth in employment or
reduce employment in the public sector and to adjust
public-sector wages to changes in labour productivity.

Figure 3: Nominal growth in gross wages per employee and
labour productivity
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Source: Si-Stat data portal - Demography and social statistics — Labour market, 2011.

Following a severe deterioration of the public finances
in 2009, largely due to the impact of the economic crisis,
and in part to structural factors, there was no significant
improvement in 2010. The general government deficit
remained at a high level (5.5% of GDP), only 0.5 p.p.
lower than that in 2009, when the deficit surged (by
4.2 p.p. over 2008), indicating no notable shift in
consolidation of the public finances.? Revenue inched
up, with its growth and structure mainly following the
macroeconomic environment; in the categories of
excise duties and corporate income tax, its inflows were
also affected by fiscal-policy measures, along with the
tax reform in the pre-crisis period. Expenditure also
rose marginally in nominal terms, but not as much as
revenue. Expenditure categories associated with the
rise of debt and deterioration of the labour market (the
growing number of unemployed and socially vulnerable
persons) recorded the fastest growth rates. Contrary
to the measures envisaged in the Stability Programme
- Update 2009 and the Exit Strategy, compensation
of employees did not decline last year, whereas
expenditure on capital and capital transfers did.’ Given
the only partial implementation of measures to curb
expenditure growth, this change in structure highlights

& The supplementary budget for 2010, adopted in June 2010,
merely adjusted expenditure to the projected lower revenue
and did not contribute to the consolidation of public finances
last year.

° See chapter 3.1 Quality of public finances

the fact that the modest rise in expenditure in 2010 was
partially driven by the crowding out of relatively flexible
expenditure types by growing interest payments, which
is not in line with the developmental role of public
finances. Amid these movements in the public finances,
in 2010 the general government deficit was slightly
below the level envisaged in the Stability Programme,
but, given the Ministry of Finance forecast in the official
release of data as part of the excessive deficit procedure,
the deficit this year will already be 1.3 p.p. of GDP higher
than foreseen in the Stability Programme - 2009 Update.
According to our estimates, the deviation of nominal
amounts is greater in revenues, particularly inflows of
EU funds, which shows that absorption capacity has
not yet increased as planned, despite the improvement.
Public spending should be more controlled in the
years to come as a result of the fiscal rule,”® which
anticipates modest growth in public spending. A more
development-oriented structure of expenditure will be
facilitated through effective development planning,
which is also foreseen by the Decree on the Documents
of Development Planning Bases and Procedures for the
Preparation of the Central Government Budget. This
would establish a closer link between development
priorities and related programmes and enable the
ongoing exclusion of inefficient (and the reform of
insufficiently efficient) development programmes. The
slower-than-expected consolidation in this year and
the next has probably contributed to slightly higher
cost of borrowing in early 2011, and also affected the
downgrade of future prospects in Slovenia’s credit
rating from “stable” to “negative” (Standard & Poor’s,
December 2010). Consolidation of the public finances
should therefore be a priority if Slovenia is to create
a stable macroeconomic framework and prevent a
worsening of its perception by financial markets. Deficit-
busting measures must be implemented and executed
immediately, especially structural measures that will
reduce the deficit in a sustainable way. Sustainable
consolidation also crucially depends on the immediate
implementation of pension reform considering the
pressure on ageing-related expenditure exerted by
demographic trends. Consolidation is also needed in
view of the extensive scope of state guarantees, which
represent a contingent liability and a risk that debt will
surge.

In the last two years, general government debt as a share
of GDP rose by just over 15 p.p. and publicly guaranteed
debt by 9 p.p. Having soared in 2009 on the back of
a surging deficit and front-loaded borrowing for the
financing of the 2010 deficit, debt growth slowed down
in 2010, but it nevertheless stood at 38.0% of GDP at
the end of the year, up 16.1 p.p. from 2008. Although
Slovenia still ranks among countries with a relatively low
public debt as a share of GDP, it has been nearing the

% Based on the Decree on the Documents of Development
Planning Bases and Procedures for the Preparation of the
Central Government Budget (OG RS, No. 54/2010).
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EU average in terms of relative increase in debt in the
past two years. Borrowing conditions (yield on 10-year
bonds) in the first half of 2010 were more favourable
than in 2009, but worse than in the period preceding the
crisis. The spread on German reference bonds began to
widen in the second half of 2010 as the euro-area debt
crisis escalated, but it was still substantially narrower
than on the bonds of high-risk members of the euro
area. Following a significant increase in 2009," the
growth of publicly guaranteed debt continued last year,
albeit at a more moderate pace; at the end of the year it
totalled EUR 7.7 bn or 21.5% of GDP. Even though state
guarantees do not directly increase general government
debt until they are called up, their scope and the estimate
of the probability of them being called up can affect
how a country is perceived by financial markets, and
make borrowing more expensive by widening spreads.
It is therefore all the more important to preserve the
country’s credit rating at the current level by honouring
commitments made regarding consolidating public
finances and introducing systemic changes vital to the
long-term sustainability of public finances. The quality
and transparency of public finances statistics will also
need to improve with the adaptation of statistics to
international methodologies.

The substantial drop in the current-account deficit since
the onset of the crisis has been driven mainly by economic
activity, but in the last two years absorption of EU funds
also improved significantly. The current-account deficit
dropped further (to 1.1% of GDP) in 2010 following a
steep decrease in 2009 (from 6.7% to 1.5% of GDP). The
decline in 2009 was based largely on a lower goods
deficit, which expanded marginally in 2010 as the terms
of trade deteriorated. Last year’s decrease in the current-
account deficit was a consequence of a continued
narrowing of the deficit in investment income. In 2009,
the investment income deficit decreased due to a
strong decline in net payment of interest on external
debt, following the deleveraging of commercial banks
and a drop in interest rates; last year, the drop was a
consequence of lower net outflows from the equity
capital of foreign direct investments as Slovenian
companies abroad are estimated' to have recorded
lower outflows from reinvested earnings than in 2009.
Net interest payments were also lower in the year as a
whole, but they rose in the second half of the year and
began to exceed the levels of 2009. The decline in net
interest payments by commercial banks thus eased

' Largely on account of guarantees in the amount of EUR 2 bn
that the state granted to domestic banks for borrowing (see also
Development Report 2010, 2010).

2 Current balance of payments data on reinvested earnings
are estimated by the Bank of Slovenia based on multi-year
averages; the actual data will be included in the balance
of payments when companies’ annual balance sheets for
last year are available. We estimate that the actual data for
2010 will not show such a high net outflow of capital from
reinvested earnings as in 2009 (EUR 335 m), when it was a
consequence of disinvestment by Slovenian companies abroad.

off and the net interest payments on treasury bonds
and bills rose due to the maturity dynamics. In the last
two years, the drawing of funds from the EU budget
improved markedly, which turned the current transfer
deficit to a surplus for the first time in five years in 2010.
Better drawing of cohesion funds was the biggest factor
behind the improvement in the net position with respect
to the EU budget (to EUR 155.6 m) in 2009; in 2010, the
net position improved further (EUR 326.4 m) largely due
to increased drawing from the Regional Development
Fund for the Strengthening of Regional Development
Potentials of Infrastructure, and funds for development
of human resources from the European Social Fund. The
surplus in services trade continued to narrow last year as
the deficit in the trade of licences, patents and copyright
expanded further.

Following brisk growth in 2007 and 2008, the increase in
gross external debt slowed in the last two years, while the
debt structure shows that public and publicly guaranteed
debt as a share of overall debt has been increasing.
Slovenia’s gross external debt reached EUR 40.9 bn at the
end of 2010, up EUR 0.6 bn over December 2009. Debt
growth eased off further compared with 2009, when
debt rose by EUR 1 bn after rising very rapidly in 2007
and 2008 (by EUR 10 bn and EUR 4.5 bn respectively). In
the period of fast growth, the increase had been mainly
due to borrowing by commercial banks, which, however,
deleveraged substantially in the last two years due to
loan maturity dynamics and problems with access to new
sources of financing. Much as in 2009, borrowing by the
state to cover the rising public deficit and pay off debt™
accounted for the bulk of the increase in gross external
debtin 2010. Slovenia has a steady pace of debt maturity
without larger concentrations in any particular year,
which means that refinancing risk is equally distributed.
Last year, debt guaranteed by the state continued torise.
In 2009, publicly guaranteed debt was driven mainly by
guarantees for the issue of two bonds by commercial
banks; last year’s increase in publicly guaranteed debt
largely originated from borrowing by legal and natural
persons granted guarantees under acts on guarantee
schemes. Borrowing with state guarantees gave banks
access to financing on international markets, which
had been very limited after the onset of the crisis. Rapid
growth in public and publicly guaranteed debt in the
last two years, coupled with deleveraging of the private
sector, increased its share in overall debt last year to the
highest level so far (40.3%). Total gross external debt
relative to GDP, however, remained well below the euro-
area average. At the end of 2010, it stood at 113.4% of
GDP, whereas in the euro area it was already at 205.3% of
GDP in 2009. Nevertheless, this comparison alone is not
sufficient to assess potential debt-servicing risks: external
debt needs to be evaluated in the broader context of a
country’s macroeconomic environment and factors such
as potential growth, debt structure, interest on loans,

13 See also the paragraph on general government debt in this
chapter.
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concentration of payments by years etc. Indeed, against
the backdrop of the overall economic environment,
the situation in some heavily indebted sectors (e.g.
construction, retail and wholesale trade) tightened in
the past year and is already affecting companies’ debt-
servicing ability. Since banks are heavily exposed to
these sectors, the situation is having a negative impact
on the crediting of the entire economy.

Figure 4: Public and publicly guaranteed debt as a share of
total gross external debt, Slovenia
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Source: Bulletin of the Bank of Slovenia, 2011.

1.2. Increasing competitiveness
and promoting entrepreneurial
activity

The cost competitiveness of the Slovenian economy
deteriorated rapidly in 2008 and 2008, while the
improvement in 2010 was more subdued than in much of
the EU. The stable improvement in cost competitiveness
in the first years of SDS implementation had already
started to deteriorate before the onset of the economic
crisis, when growth in unit labour costs outpaced that in
the EU in 2008 due to relatively high wage growth (in
the private and public sectors). Cost competitiveness
continued to decline in 2009. Economic activity
contracted at twice the rate of the EU average, resulting
in a sharp drop in productivity, which led to a growth
in unit labour costs that significantly exceeded the EU
average once more. In 2010, unit labour costs dropped
on the back of renewed productivity growth, but the
decrease was among the lowest in the EU as labour costs
outpaced the EU average due to the rise in the minimum
wage. Last year, the improvement in productivity was
bigger than in the EU, but this was largely due to the low
basis of comparison in the preceding year. To a larger
extent than in the EU, productivity gains in Slovenia were
underpinned by lower employment, whereas economic

growth was weaker than in the EU. The decline in cost
competitiveness in the period of crisis had an adverse
impact on the profitability of the economy, which fell at
thefastest rate among the euro-area countries (see Figure
6). As a result, the prospects of Slovenian companies to
recover using their own resources declined more than in
other euro-area countries.

Figure 5: Real unit labour costs and components, Slovenia
and EU average, year-on-year

m RULC Slovenia

s RULCEU

—— Productivity Slovenia

--@- - Productivity EU

—0— Employee compensation Slovenia
--0-- Employee compensation EU

o

Growth year-on-year,in %

N oM T
o o o

N S N S N o <
o o o g o o o o o

Q107
Q108
Q109
Q110

Source:SI-STAT - Economy, 2011; Eurostat portal page - Economy and Finance, 2011.

Figure 6: Relative profitability* (compared with trading
partners), Slovenia, euro-area members
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During the crisis, Slovenia slid from the group of countries
with above-average growth in market share to the group
with above-average decline in export competitiveness. In
the period 2000-2007, Slovenia was in the group of EU
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countries with relatively rapid growth of global market
share, although the pace was slower than in the majority
of other new Member States. With the escalation of
the economic crisis, however, Slovenia’s global market
share began to drop. Initially, in the period 2008-2009,
the loss of foreign markets was relatively moderate:
in 2009, a large increase in exports of road vehicles to
the EU (in particular to France and Germany), buoyed
by car purchase subsidies in some Member States,
largely offset the decline in market shares of electrical
machinery, apparatus and appliances and machinery
specialised for particular industries in the machinery and
equipment product group, which is relatively important
in terms of volume for Slovenian exports. Moreover,
Slovenia’s market share in the equally important group
of chemical products continued to expand, even as the
market share of medicinal and pharmaceutical products
shrank. Despite a small drop in market share in 2008
and 2009, Slovenia’s position in the EU deteriorated, as
it was among those Member States with above-average
contractions of market share. In 2010, as car-purchase
subsidies in the EU were phased out, the market share
of road vehicles dropped, as did the market shares of
other products that are important for Slovenian exports
(in particular medicinal and pharmaceutical products,
electrical machinery, apparatus and appliances).”” The
deterioration of Slovenia’s position on the global market
in 2010 was thus more pronounced than in previous
years, but it was on a par with the average decline in EU
Member Sates’market shares. In 2010, as throughout the
crisis, the decline in Slovenia’s market share was bigger
on non-EU markets, as the economies of the former
Yugoslavia, which account for a significant proportion of
Slovenian exports, were yet to begin their recovery.

Improving competitiveness hinges on restructuring the
economy towards creating higher value added per
employee (productivity), an area in which progress has
been insufficient since the start of implementation of SDS.
Decomposition of per capita GDP (to productivity and
employment rate) indicates that Slovenia lags behind
the EU average because of lower productivity (82.4% of
the EU average in 2009), the area in which progress was
slowest between 2005 (the beginning of implementation
of SDS) and the onset of the crisis (2008). Employment,
meanwhile, increased at a rate significantly higher than
in the EU; by 2009, Slovenia had already exceeded the
EU average by almost 7%.'° The sluggish improvement
in competitiveness in recent years was the consequence
of insufficient changes in the structure of the economy
towards enhancing high-tech and knowledge-based
industries, and an insufficient overall increase in
productivity across all industries. In the period 2005-

' Over a third of EU countries increased their market shares
in the period 2008-2009, including the majority of the new
Member States.

'> Provisional data according to the SICT are for the first nine
months of 2010 and only available for the EU market.

' Employment relative to the entire population (all age
groups).

2008, when economic growth was brisk, construction
and certain service industries accounted for the bulk
of productivity gains due to changes in the structure
of the economy (intersectoral effect). In this period,
the contribution of structural changes to productivity
growth was also relatively small in manufacturing, where
the largest contribution to the structural component
of productivity growth came from growth in the
technologically less demanding manufacture of basic
metals and fabricated metal products, as this activity
gained by far the greatest importance in the structure
of manufacturing (see Table 1). The shares of other
technologically less demanding activities decreased
marginally, except for food and textile industries, which
recorded bigger drops. Among technologically more
demanding activities, only two medium-tech industries
sawincreasesinthestructure oftotal manufacturingvalue
added (manufacture of machinery and manufacture of
transport equipment), while the shares of the chemical
and electrical industries, which include the majority of
high-tech manufacturing, remained flat. Despite having
improved in good economic times, the potential for
intrasectoral productivity growth of manufacturing
industries remains high, in particular in high-tech
industries. In 2009, two of the three manufacturing
industries with the biggest productivity gap to the EU
were high-tech industries (electrical and machinery
industries), and both are among the industries that have
made the smallest gains in bridging the gap to the EU
average since 2005."

Figure 7: Breakdown of per capita GDP at purchasing-power
standards, Slovenia, EU27=100
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7 In 2008 industries with the biggest productivity gap to the

EU included the medium-tech manufacture of vehicles and
boats, which made significant headway in 2009, buoyed by car-
purchase subsidies in some EU Member States.
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Table 1: Breakdown of productivity growth in manufacturing and contribution of individual industries to components of
productivity growth in manufacturing, Slovenia

2005-2008 2008-2009
Intersectoral Intrasectoral . Intersectoral Intrasectoral .
Productivity Productivity
component* component** . component* component** .

A A in% . A in%

in p.p. in p.p. in p.p. in p.p.
Manufacturing 0.54 5.32 5.86 1.00 -9.10 -8.10

Contribution of individual industries to components of productivity growth in manufacturing, in p.p.

DA Manufacture of food -0.34 035 0.01 033 -0.05 0.28
DB Manufacture of textiles -043 0.49 0.06 -0.40 -0.44 -0.83
DC Manufacture of leather -0.09 0.00 -0.09 -0.11 0.09 -0.03
DD Manufacture of wood -0.03 0.28 0.25 -0.10 -0.50 -0.60
DE Manufacture of paper -0.09 0.36 0.26 0.37 -0.08 0.30
DF Manufacture of coke 0.00 0.00 0.00 0.00 0.00 0.00
DG Manufacture of chemicals 0.02 0.95 0.97 0.85 -0.85 -0.01
DH Manufacture of rubber 0.14 0.11 0.25 0.18 -0.80 -0.62
DI Manufacture of non-metal mineral 0,02 023 022 007 0.98 105
products
DJ Manufacture of basic metals 0.82 0.52 1.34 0.07 -1.47 -1.40
DK Manufacture of machinery 0.35 0.52 0.87 0.03 -1.46 -1.43
DL Manufacture of electrical equip. -0.05 1.05 1.01 0.02 -1.63 -1.61
DM Manufacture of transport equip. 0.32 0.26 0.58 -0.15 0.09 -0.06
DN Manufacturing n.e.c. -0.04 0.18 0.14 -0.02 -1.00 -1.03

Source: SI-STAT - Economy - National Accounts (2011); IMAD calculations.

Notes: *Increase of productivity due to reallocation of production resources from low-productivity to high-productivity industries and to industries with high productivity growth.
**Increase in productivity that would have been achieved if the employment structure had remained at the reference-year level. Productivity measured with value added per

employee at constant prices.

The structure of goods exports in terms of technological
intensity was improving only moderately until 2008,
whereas the more intensive changes during the crisis are
mostly a result of passive restructuring. The economic
crisis and attendant decline in less-competitive parts
of the economy resulted in changes in the structure
of the economy and goods exports in 2009 (passive
restructuring), but this was insufficient for a significant
improvement in competitiveness. Given the modest
structural changes in previous years, Slovenia’s structural
gap to the EU average in terms of technological intensity
of exports remained high.’® Compared with the average
of the 12 new Member States, which are increasingly
important competitors on the European market, the
gap was actually widening until 2009. Slovakia and the
Czech Republic' in particular saw significant changes in
the structure of goods exports (see Figure 8) and rapid
productivity growth, with manufacturing industries in
both countries converging with the EU average faster
than that of Slovenia. Moreover, in the past decade
Slovenia also lagged behind these countries in terms of
productivity growth inthe most technologically intensive
industries (OECD Economic Surveys, Slovenia, 2011).

'8 See indicator Structure of merchandise exports according to
factor intensity.

' In Hungary, the share of high-tech product in good exports
had already been very high (in excess of 30%) at the beginning
of the previous decade (Slovenia in 2009: 21.1%, Czech Republic:
23.1%; Slovakia: 26.4%) and fluctuated between 30% and 37%
in the period 2000-2009.je nihal med 30 % in 37 %).

Figure 8: Share of high-tech products* in goods exports of
Slovenia, the Czech Republic, Hungary and Slovakia
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Source: Handbook of Statistics 2007-2008 (United Nations), 2007; United Nations
Commodity Trade Statistics Database, 2010; own calculations.

Note: * According to United Nations methodology (Trade and Development Report,

2002).
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The significant decline in the level of internationalisation
of the Slovenian economy in the first year of the crisis (2009)
was followed in 2010 by a gradual increase in the openness
of the economy to external trade and an upswing in the
traditionally low level of inward foreign direct investment
(FDI). The increase in external trade as a share of GDP in
2010, albeit to a level still below that before the crisis, was
a consequence of a recovery in foreign demand, whereas
domestic demand continued to contract. Openness to
external trade increased at a rate just slightly above the
average in the EU, where the relative volume of trade
(exports and imports) had contracted at a much slower
pace than in Slovenia in 2009. Compared with small
Member States, Slovenia’s external trade as a share of
GDP increased at a more moderate pace despite a bigger
decline in the previous year. In 2009, the economic crisis
had a strong adverse impact on inward and outward FDI
stock, as inward FDI flows were negative for the first time
in Slovenia’s history and outward FDI flows dropped to
only 13% of the level recorded in 2008. Given the severe
drop in GDP, the relative decrease in internationalisation
measured by FDI was relatively small, but this did not
change the fact that the relative importance of FDI
is significantly lower than in the vast majority of EU
Member States. FDI flows and changes in FDI stock in
2010, in particular positive inward FDI flows indicate a
gradual recovery and a renewed increase in FDI. In 2010,
FDI inflows were largely the result of a process that
marked a complete reversal from 2009, as they were
based on increased crediting of Slovenian subsidiaries
by foreign parent companies and higher reinvestment
of profits. This indicates that the confidence of foreign
parent companies in Slovenian subsidiaries is gradually
recovering. A survey of foreign subsidiaries in Slovenia
shows a similar picture: a full 79% of respondents forecast
an improvement in sales in 2011 and 67% also forecast
bigger payrolls (IER-JAPTI, 2010). Despite the positive

signals, however, FDI stock in Slovenia is too low to have
a significant contribution to restructuring and improving
the competitiveness of the Slovenian economy.

The creation of new companies, which accelerated in the
period of economic growth, was far less intensive during the
crisis as business opportunities dried up. Following a period
of growth in 2005-2008, early-stage entrepreneurial
activity,®® which measures the share of the population
entering entrepreneurial activity, dropped to roughly the
level of 2006 in 2009 and 2010. In both years, the share
of nascent entrepreneurs, those setting up a business or
owning a business for less than three months, declined
most sharply. The decline in the share of nascent
entrepreneurs is associated with the economic crisis:
data show a considerable fall in opportunity-driven
early-stage entrepreneurial activity, which had been the
main factor of the increase in early-stage entrepreneurial
activity during the period of economic growth. Since
2008, the share of new businesses (between 3 and 42
months) has meanwhile remained at a level significantly
above the average of the previous three-year period
(2005-2007). The higher share of new entrepreneurs is
encouraging, since it means that after a period in which a
higher number of nascent businesses were established at
the peak of the economic cycle, in recent years the share
of those persisting on the market for over three months
has also increased. Before the economic crisis, early-
stage entrepreneurial activity in Slovenia exceeded the
average in the EU countries for which data are available.
The drop in the last two years brought it down to the
average of these countries. However, in the last year,
opportunity-driven entrepreneurial activity accelerated
in the majority of EU countries, while in Slovenia only
necessity-driven entrepreneurial activity inched up; to a
certain extent, this can be attributed to the subsidising
of self-employment in the period of the crisis.?'

Table 2: Slovenia’s ranking on World Bank Ease of Doing Business index

Rank 2010 Rank 2011 Change Rank 2010 Rank 2011 Change
2010/2011 2010/2011
Among all (183) countries Among EU countries
Ease of doing business 43 42 +1 18 17 +1
Starting a business 25 28 -3 5 6 -1
Dealing with construction permits 63 63 0 16 16 0
Registering property 109 97 +12 23 22 +1
Getting credit 109 116 -7 25 25 0
Protecting investors 20 20 0 4 4 0
Paying taxes 81 80 +1 18 17 +1
Trading across borders 86 56 +30 24 20 +4
Enforcing contracts 60 60 0 19 19 0
Closing a business 40 38 +2 16 16 0

Source: : Doing Business, World Bank, 2010
Note: The ranking includes 183 countries. Due to a change in methodology this year’s rank can only be compared to last year’s. The survey includes 26 EU Member States (all

except Malta).

20 Data are taken from the Global Entrepreneurship Monitor

(GEM) survey. For

detailed explanations, see

Entrepreneurial activity.

indicator

! See indicator Entrepreneurial activity.
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Slovenia urgently needs to restructure its economy and
improve competitiveness. It is therefore paramount
to promote the creation of new businesses, especially
technological and non-technological businesses based on
innovative ideas. In addition to creating an environment
conducive to the development of innovation, it is
necessary to improve the regulatory environment for
business. According to a survey of the business climate
in Slovenia (Intrastat, 2011), in addition to factors
associated with the economic crisis (payment default
risk and declining sales), problems originating from
tax policy and bureaucracy have for years been key
obstacles to doing business. The many obstacles to
doing business are also highlighted by international
competitiveness indicators (WEF, IMD), which along with
complex bureaucratic procedures and taxation single
out the rigidity of the labour market and poor access to
financing. According to the World Bank survey on the
ease of doing business, Slovenia has made headway
in recent years on ease of establishing businesses, but
too little has been done to support the functioning of
established businesses. The introduction of the e-VEM
one-stop shop for all companies in 2008 significantly
reduced administrative barriers, and made it easier and
quicker to set up a business (the time it takes to set up
a business was reduced to only 3 days, with only two
procedures required), but prospective entrepreneurs
still face significant administrative barriers and lengthy
procedures for acquiring additional permits and licences
to carry out individual regulated activities.? Other
improvements include shorter and easier procedures for
acquiring building permits and registration of real estate,
mostly as a result of the launch of a real-estate register
in 2008 and accelerated computerisation of the land
registry. However, Slovenia’s ranking remains low, with
the survey (much like the WEF survey) establishing that
inefficient state bureaucracy represents an important
obstacle to doing business. Doing business now requires
fewer procedures than a few years previously, which
has also reduced direct costs. Easing the administrative
burden on businesses and simplifying the business
environment also depend on the implementation of
the programme of measures aimed at reducing the

administrative burden,”® but the long procedures
required to obtain documentation and permits remain a
problem. Last year, the main obstacle to doing business
was limited access to financing, as the crisis severely
restricted the availability and increased the cost of
operating assets (loans and debt financing).

1.3.Increasing the
competitiveness of services

Restructuring of the economy towards expansion of
services with high value added has been too slow to
meet the SDS objective; however, as the economic crisis
disproportionately affected non-service sectors, services as
a share of the overall economy swelled. The relative scope
of services (G-P) remained practically unchanged in the
period 2005-2008 (around 63% of value added), but in
2009 it grew to 66.5% as construction and manufacturing
experienced a severe contraction. Although this is close
to the SDS target for 2013 (67%), the big increase is to
a certain extent transitory, as non-services are expected
to rebound at a relatively brisk pace when the economy
recovers. Slovenia’s gap to the EU average in terms of
the share of services in the structure of value added was
still almost 8 p.p. in 2009; what is more, throughout the
period of implementation of SDS, structural differences
relative to the EU remained virtually unchanged.
What mostly sets Slovenia apart from the EU average
is the significantly lower share of market services,
in particular knowledge-based services (business,
telecommunications, finance) and a higher share of
traditional services (retail and wholesale trade, hotels
and restaurants, transport). Slovenia also has a marginally
lower share of public services, where it diverges from the
EU average particularly due to poor development of the
provision of certain services (in particular in health and
social work) outside the government sector.>*

Table 3: Difference between Slovenia and the EU average regarding the share of services in the structure of gross value added

of the economy. in p.p.*

2000 2005 2006 2007 2008 2009
Services (G-P) -8.6 -8.4 -8.2 -8.7 -8.4 -7.6
Market services (G-K) -6.7 -6.0 -5.5 -5.0 -4.7 -4.9
Trade, hotels and restaurants, transport (G-I) -1.1 0.2 0.3 1.1 13 1.0
Financial and business services (J-K) -5.6 -6.2 -5.8 -6.1 -6.0 -5.9
Non-financial market services (G-K excl. J) -6.5 -4.7 -4.9 -4.1 -3.8 -4.2
Public services (L-P) -1.9 -2.4 -2.7 -3.7 -3.7 -2.7

Source: Eurostat portal page — Economy and Finance - National Accounts by 6 branches. 2011.

Note: *Minus means that the share in Slovenia is below the EU average

2These administrative barriers should be considerably reduced
by the establishment of a Slovenian Business Portal website as a
single point of entry to increase transparency and uniformity of
procedures through electronic support.

2 For more on this, see Chapter 3.2 Institutional competitiveness.
24 For more on development and accessibility of public services,
see Chapter 4 A modern welfare state.
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1.3.1. Non-financial market services

In2009thegaptotheEUaverageintermsofthescopeofnon-
financial market services widened as traditional services
contracted significantly; from a development perspective,
increasing the scope and efficiency of knowledge-based
services remains a key challenge. The share of non-
financial market services® in the value added of the
economy had been approaching the EU average in the
years preceding the crisis, but in 2009 it remained level
over the year before (40.2%). During the crisis, the relative
share of traditional services (retail and wholesale trade,
transport, hotels and restaurants) shrank. The outliers
compared to the EU average were the severe drop in
value added in transport, which in Slovenia is strongly
dependent on international trade, and the construction
sector, which contracted at a faster rate than in the EU.
Available data show that the transport sector recovered
substantially in 2010 as international trade rebounded,
while its share in the structure of the economy, as well as
the share of all traditional services, remained above the
EU average despite the drop in 2009. Business services,
which are classified as knowledge-based services (with
the exception of real-estate activities) account for the
bulk of the gap to the EU. The share of business services
in the value added of the economy has grown by about
one p.p. over the period of SDS implementation (since
2005) but it is still roughly two percentage points below
the SDS target (12% in 2013). In this period, Slovenia
also narrowed the gap to the EU average as regards the
share of all knowledge-based services in the economy
(business and telecommunications services), from
1.4 p.p. in 2005 to 0.9 p.p. in 2008.2 Changes in the
structure of non-financial market services were well
targeted, but too slow to achieve the SDS objectives.
Even more problematic is the fact that headway in
improving the efficiency of knowledge-based services
has been insufficient to bridge the relatively big labour-
productivity gap compared with the EU average.

Following the time lag with which the crisis in global
markets affected international services trade, the
competitiveness of Slovenian services on EU markets
took a severe blow in 2009. Services exports of all EU
Member States dropped in 2009. In that year, total
services imports to the EU dropped by about 8%, but
Slovenian services exports to EU markets dropped even
more, by 14%. These figures indicate a deterioration
of competitiveness, which was also reflected in a 7%
reduction in Slovenia’s market share in 2009. The trend in
2009 was very similar for the five biggest EU markets for
Slovenia’s services exports (Italy, Austria, Germany, the
United Kingdom and Hungary);¥ Slovenian exporters

% The activities wholesale and retail trade, repair of motor
vehicles (G); hotels and restaurants (H); transport, storage
and communication (I); and real estate, renting and business
activities (K).

2 The latest available international data for the knowledge-
based services group (business and telecommunication
services) are for 2008.

suffered the biggest drop in market share in Germany,
but their market share in the United Kingdom rose.
The biggest decline was registered in other services, a
group that includes mostly knowledge-based services,
which saw a 12% drop in market share in the EU.2¢ Within
this group, the market share of construction services
dropped most (by 22%). Unfavourable conditions on EU
markets affected exporters of other services more than
exporters of transport or travel services, with transport
having already felt the consequences of the crisis to a
much larger extent in 2008. Exporters of travel services
even increased their market share in the EU in 2009; not,
however, because of higher exports, but because their
exports to EU markets dropped less than overall imports
of travel services dropped in these countries.

Innovation in services, one of the key factors of
competitiveness, continues to lag behind the most
successful countries; the low level of innovation by smaller
businesses is particularly problematic. The introduction
of technological innovation in services increased only
marginally in the period 2006-2008 compared with
2004-2006. Equally important for manufacturing and
services companies are non-technological innovations®
and their combination with technological innovations,
improving exploitation of the market potential of
products and services. Looking at the broader definition
of innovation, which includes technological and/or
non-technological innovations, the share of services
companies active in innovation stood at 46.1% in
the period 2006-2008. The gap to the EU average is
narrow (2.4 p.p.), but it is significant compared to the
most innovative countries® (26.5 p.p. behind Germany
and 17.8 p.p. behind Portugal). The same applies to
knowledge-based services, which in general belong to
services with above-average innovation activity. The
low innovation activity of small services companies
remains the biggest problem, in particular in terms
of non-technological innovation. Although this is a
consequence of multiple factors, for example that small
businesses are often started out of necessity and do not
have significant desire to grow, the fact is that policy
measures to support innovation in services, where the
share of small businesses is particularly high, have been
inappropriate. Insufficient innovation activity of services
companies is a major factor limiting their expansion to
foreign markets.

2 Hungary supplanted France in the group of the biggest EU
markets for Slovenian services exporters. Outside the EU, the
most important markets are Croatia and Switzerland.

2 |n 2008, these services saw the fastest growth of market share
in the EU (by 15.4%).

» These include innovations in organisation (e.g. new business
models, organisation of the value added chain, quality
management; new methods of organisation of customer and
supplier relations such as partnerships and outsourcing; and
new methods of work and decision-making such as team
work, systems for education and training of employees) and/
or marketing (e.g. design novelties, new media and new
promotional techniques).

% See indicator Innovation active enterprises.
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A lack of competition in services has been evident in
certain network industries and wholesale and retail sectors
for years, but there have been some signs of improvement
in recent years. In 2009, when some parts of the economy
contracted at an accelerated pace, the number of

environment with cost-cutting than smaller companies,
affirming their market position. Highly concentrated
industries that stand out in international comparisons
in terms of mark-ups include certain network industries
(post and telecommunications), as well as retail and

wholesale trade sectors (retail trade in non-specialised,
predominantly grocery stores, some segments of
wholesale trade). Detailed analysis of individual
telecommunications markets in most cases shows

highly concentrated®' industries and their share of
total revenue increased, probably due to the fact that
in the early stages of the crisis, larger companies were
able to adapt more easily to the tougher economic

Box 1: Competition in selected network industries

Within network industries, competition in the electronic-communications market continues to increase and has already
reached the EU average in certain segments; in electricity supply, positive trends are indicated in particular by increasing
number of switches of provider. In electronic communications, the market share of the biggest provider decreased
most in fixed telephony in recent years, where VoIP' telephony has been rapidly undercutting traditional telephony
(APEK data show that the incumbent operator had a market share of only 60%) and allowing new operators to enter
the market?. In fixed telephony and broadband Internet access, market concentration is already comparable to the EU
average but still far behind the three countries with the lowest concentration. In mobile telephony, meanwhile, the
market share of the biggest provider is still noticeably above the EU average (see table). Mobile telephony penetration
rates are also below the EU average (Slovenia: 102.2%, EU: 121.9% in July 2009) Mobile telephony prices® were 2.9%
above the EU average for the low usage basket of services, and 4.1% and 15.3% below the EU average for the medium
usage and high usage basket of services respectively, whereas in fixed* telephony they were 22.7% and 26.9% lower for
residential and business users respectively. The ownership structure in this area underwent little change, as the state’s
ownership share in the biggest provider of telecommunications services remains high. Similarly, the majority of the
electricity-supply business remains state-owned. The structure of the electricity-supply market has been changing
more slowly, but there have nevertheless been positive signals. According to the Energy Agency, the market share of
the biggest electricity producer was 68.4% in 2009 compared with an EU average of approximately 60%. In the retail
market, there were 17 suppliers in 2009, while the HHI index was 1,685° indicating medium concentration. However
for the retail market for consumption from the distribution network, which includes households, the index was 1,933,
which shows that market concentration was higher. The relatively strong oligopoly of suppliers in this market is evident
in particular in prices for industrial consumers, which exceeded the EU average by 0.9% in the first half of 2010, while
prices for households were 13.6% below the EU average. However, data on the number of changes of provider show
that competition in the electricity market is improving: in 2009, there were 12,749 changes, nearly 2.5 times the level
in the previous year.

Table: Market shares' of the biggest electronic communications providers, in %

Slovenia
EU EU-33
Q42007 | Q42008 | Q42009 | Q42010
Fixed telephony 92,6 85.7 82.82 76.9 90.5 jul 2006 75.9 jul 2009 63.2 jul 2009
VolP - Voice over Internet Protocol 48.1 47.7 48.0% 427
Mobile telephony 65.6 58.9 56.3 54.7 39.4 2006 37.9 2009 29.9 2009
IPTV - Internet television 61.4 62.0 61.3 60.2
Broadband Internet access 50.2 49.1 459 431 46.8 jan 2007 45.0 jan 2010 29.0jan 2010
xDSL - Internet via phone line 69.4 67.9 65.8 64.1

Source: APEK, quarterly reports, various issues, 2007-2010, Progress Report on the Single European Electronic Communications Market 2009 (15th Report), 2010.

Note: 'By number of lines; in mobile telephony by number of active users. 2Increase in market share is an artefact of changes in data collection; concentration actually
continued to drop. *Average of three EU countries with lowest concentration in individual market.

" Voice over Internet Protocol.

2The number of providers had already risen to 10 by the end of 2010.

3 EC, Report on Telecoms Price Developments 1998-2009, 2010. OECD baskets of mobile telephony services include domestic calls (partially to other
mobile and fixed networks), SMS, MMS and voicemail (does not include international calls) in the cheapest package.

4 EC, Progress Report on the Single European Electronic Communications Market 2009 (15th Report), 2010. OECD baskets of fixed telephone services
include subscription, domestic and international calls, and calls to mobile networks in the cheapest package.

>The market share of the biggest provider was 29.2%.

¢ Of which 8,722 were households, where the increase was particularly high. There are just over 900,000 customers in the retail market for consumption
from the distribution network, which means that 1.4% switched providers.

31 Measured with the Hirschman-Herfindahl index (HHI) of market concentration, where index values above 1,800 indicate high
concentration.



Development Report 2011 27

Development by the priorities of SDS - A competitive economy and faster economic growth

a gradual drop in the market share of the dominant
operator and a convergence with average values in the
EU (see Box 1). Since 2006, competition has also been
improving in a significant portion of the retail sa