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Abstract. In the article, we present the main Slovenian
public finance aggregates and measures in times of
the financial crisis. We describe the Slovenian macro-
economic reality, starting positions in 2008, and the
dynamics of macroeconomic aggregates in the crisis.
We also present key public finance measures that were
implemented to prevent the adverse influence of the
crisis and simulations of their effects. The article is an
attempt to summarise the consequences of the financial
crisis in Slovenia, while it also presents some new results
of simulations of the effects of the adopted measures to
prevent the adverse influence of the crisis.
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Introduction

With the Slovenian independence in 1991, changes in the political and
the economic system started taking place, mainly the transition to democ-
racy and market-driven society. On the other hand, for more than a dec-
ade Slovenia followed the path of “gradualism” (see e.g. Rojec et al., 2005),
i.e. gradual reforms, which in many aspects have not broken with previ-
ous system networks and methods (Pezdir, 2005). It was only with the out-
burst of the financial crisis in 2008 that it became apparent that Slovenia is
neither politically nor economically prepared for the crisis. We claim that
the delayed response to the crisis and political instability were among the
main reasons for the pronounced macroeconomic (and, particularly, public
finance) problems of the financial crisis in Slovenia - reasons that added to
the general effects of financial crisis observed almost everywhere.

In the article, we address the public finance dynamics in Slovenia during
the financial crisis. Our main aim is retrospective: we present and describe
the starting position of Slovenian public finance before the crisis, the effects
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of the crisis on selected macroeconomic aggregates, and the main adopted
macroeconomic and social policy measures and their effects. In the litera-
ture, there have been so far few attempts to present a coherent picture of
the Slovenian public finances in times of the financial crisis, despite numer-
ous popular press articles on the topic. It is our aim, therefore, to fill in this
gap and to present an assessment of Slovenian public finance responses to
the crisis, their net effects and some considerations and reflections on the
topic.

The article contributes to the literature devoted to answering the ques-
tion of the sustainability of responses of European countries to the financial
crisis and the soundness of the austerity policies implemented mainly in EU
countries after 2010 (see e.g. Krugman, 2013b; Salomon, 2015). Slovenian
“austerity” measures started with a significant delay, in 2012, and we dem-
onstrate their positive and adverse consequences. While most of the docu-
ments addressing the macroeconomic condition of Slovenia (IMAD, 2012;
2013;2014; 2015; European Commission, 2014) point to fiscal consolidation
as one of the key problems of addressing the Slovenian macroeconomic
condition, this leaves open a question of whether a more expansive fiscal
policy would be a more sound way to address the problems of Slovenia dur-
ing the crisis.

At present, the European Commission lists five main challenges for the
Slovenian economy: (1) the need for a permanent restoration of the bank-
ing sector, (2) treatment of state ownership of companies, (3) ensuring the
stability of public finances, (4) improving the performance of the export
companies and Slovenian competitiveness, and (5) increase of the profit-
ability and viability of companies. Although the financial crisis opened up
many problems, such as fiscal consolidation and unemployment problems,
many issues were pressing already before the crisis, apart from the above
also the long-term sustainability of public finance, related to the ageing of
the population. Slovenia is the only country in the EU that has a high risk to
the sustainability of public finances in the long run, so particularly the latter
is a highly pressing problem, which had not been brought in by the crisis. In
the article, we will present how non-responsiveness to this and other press-
ing problems contributed to the unpreparedness of Slovenia to the coming
of the crisis and probably severed its effects.

The article is structured as follows. In Section 2, we present the general
macroeconomic conditions in Slovenia before the crisis. In Section 3, we
present the Slovenian public finance dynamics during the crisis. In Section
4, we present some main adopted measures and simulations of their effects
on the fiscal system. In the final section, we give a discussion and a reflec-
tion of the findings.
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Impact of the financial crisis: The macroeconomic picture

In the period 2005-2008, Slovenia achieved high rates of economic
growth (reaching almost 7% in 2007, see e.g. Government of the Republic
of Slovenia, 2015). With the outburst of the financial crisis in 2008, it soon
became apparent that Slovenia is neither politically nor economically pre-
pared for the crisis. Both the rigidity of public expenditures and high struc-
tural deficits in the period of high economic growth led to the increased
exposure of public finances during the crisis. Before the crisis, the general
government deficit declined and in 2007, even a balanced general govern-
ment budget was attained. However, the structural deficit was rising before
the crisis, which contributed to the pro-cyclical tendencies of the Slovenian
macroeconomic policy (see e.g. IMAD, 2012).

During the crisis, Slovenia suffered from one of the highest falls in eco-
nomic activity among the EU member states, as well as one of the largest
deterioration in the public finances (particularly in the level of public debt).
Nevertheless, the newly elected government estimated that the crisis will be
of a short-term nature and mainly searched for solutions in raising the social
transfers and benefits for private companies. This led to a final outbreak in
2011, with a proposal for serious structural reforms (particularly pension
and labour market reforms), which were blocked by a joint action of the
opposition and trade unions.

Too slow and inadequate response to the crisis in its initial period has
increased the pressure on the contemporary fiscal policy that pursues the
objective of reducing the deficit to below 3 %. After a strong increase in the
deficit in 2009 due to the increase in expenditure and the declining reve-
nues, the functioning of public finances over the next few years has been
primarily focused on limiting the growth of expenditures that managed only
to maintain the deficit at a level around 6% of GDP. Only in 2012, Slovenia
started with a fiscal consolidation and the reduction in almost all catego-
ries of total expenditure. The gap between the revenues and expenditures
nevertheless closed only slowly due to the significant impact of recapitaliza-
tion of banks and some state-owned enterprises. Growth of debt and inter-
est expenditure, together with a further growth of certain expenditures on
social protection (pensions, health), which in 2008-2012 represented the
largest increase among the total expenditure items, increasingly restricted
the room for measures of fiscal policy and for the raising of taxes in rela-
tion to international comparisons of taxation levels. The level of public
debt, which in a few years moved Slovenia from low-indebted to medium-
indebted countries (in 2013 alone it was raised by 17.3 percentage points,
see e.g. IMAD, 2014; European Commission, 2014), significantly contributed
to the pressing situation. Although the literature on the effects of public
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debt on economic growth is growing, the findings are not uniform: while
some authors (e.g. Cecchetti, Mohanty and Zampolli, 2011; Checherita and
Rother, 2010; Clements, Bhattacharya and Nguyen, 2003; Kumar and Woo,
2010; Reinhart and Rogoff, 2010a; b; Mencinger, Aristovnik and Verbic,
2014) find negative effects on growth after a certain threshold is reached,
there have been notable critiques of this view as well (e.g. Pescatori, Sandri
and Simon, 2014) so it remains undecided whether raising indebtedness of
Slovenia indeed has an adverse macroeconomic effect.

Figure 1: YIELDS OF 10-YEAR GOVERNMENT BONDS (IN PERCENT), 2008-2015
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Source: Eurostat Statistical Data Warehouse.

A new government that took the stand in 2012 started a series of auster-
ity measures, aimed particularly towards the public sector. In 2012 the gen-
eral government deficit due to those measures noticeably decreased and
was the lowest since the beginning of the crisis (4% of GDP). Furthermore,
it has been estimated that in that year, a shift towards a more sustainable
restructuring of public expenditure took place (see IMAD, 2013). Neverthe-
less, the austerity measures led to several public outbursts and finally to the
dissolving of the coalition and in March 2013, yet a new government started
its mandate. At its start, the situation on the financial markets was dire; the
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spread for 10-year government bonds overpassed the 7% critical limit (see
Figure 1), which was attributed to growing political instability in Slovenia
and incapacity of the adoption of the reforms. Most economists have writ-
ten statements that the “coming of the Troika” is inevitable (see e.g. Damijan,
2013b). Despite this, the newly elected government managed to satisfy the
financial markets, and the situation slowly but gradually started to improve.

Nevertheless, some poorly implemented measures led to the dissolving
of the government and, finally, to another early elections in July 2014. The
elected party formed the current government and had taken responsibility
for the economic policy to date. The financial indicators started to improve,
yet it is still hard to tell if these are a consequence of the measures of the cur-
rent government (or any of the past governments) or simply of the changes
in the export markets (as discussed in past by e.g. Lin, Lee and Huang, 1996
Palley, 2011).

The economic situation in Slovenia during the financial crisis has been
accompanied by the sovereign debt crisis. At the start of the 2000s, the net
government debt was almost zero. The situation changed significantly dur-
ing the government in years 2004-2008, with latter governments only add-
ing to the trend in the level of government debt. The outburst of the trend
was during the crisis in 2014, when government, at last, started to solve the
banking crisis, after the results of the stress tests, with injections of capital
into banks and the formation of the so-called “bad bank”, following the
examples of Ireland, Spain and the Baltic countries (see e g. Gandrud and
Hallerberg, 2014; Laeven and Valencia, 2010). This led to almost doubling of
Slovenian government debt, which will be fully explained below. Still, the
Slovenian public debt remains below the EU member state and Euro area
averages.

Before the crisis, Slovenia closely cooperated with the European Union
and after the accession to the Union in 2004 and adoption of the Euro in
2007 counted as the “best pupil” (Car, 2013) and as a role model for other
new countries. This was reflected in a significant upward trend in the level of
real GDP (and real GDP per capita after 2003) and lasted until 2008 (includ-
ing 2008, which confirms our previous observation that the response of Slo-
venia to the crisis was delayed). After the peak in 2008, there was a signifi-
cant drop in 2009 (by 7.89 percentage points, using data from the SORS),
followed by a stagnation until 2012, when the austerity measures of the gov-
ernment of 2012-2013 caused another significant reduction in the level of
real GDP by 2.48 percentage points. In 2014, finally, the real GDP started to
grow again as compared to the year 2013.

Conditions on the Slovenian labour market are significantly worse
now than before the crisis (see e.g. IMAD, 2014). In the period 2008-2013,
many EU countries, including Slovenia, significantly differed from national
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employment objectives written in the Strategy EU-2020. Most of the coun-
tries responded to problems in the labour market with policy measures and
institutional reforms. At the start of the crisis, Slovenia responded with few
measures strengthening the employment possibilities and existing jobs, but
after 2011, it stopped with continuous measures in this area (again, see e.g.
IMAD, 2014).

Figure 2: EVOLUTION OF NATIONAL INCOME: REAL GDP AND REAL GDP PER
CAPITA (INDEXED AT THE PEAK OF 2008), 1995-2014
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Source: Own calculations using datasets from SORS and IMF.

Results are visible from the figures below. While the percentage of unem-
ployed in total population has been steadily growing after 2008 (by 17.06 %
on average annually) - particularly worrisome is the level of unemployed
for younger workers - unemployment in the age group 15-24 increased
from 4.56% in 2008 to 7.36% in 2013, while in the age group 25-54 it
increased from 3.32% in 2008 to 8.67 % in 2013 (an average annual increase
of 21.16%; see Figure 3). According to IMAD (2014), the most endangered
groups include the young, men and poorly educated. It is also important
to note that in the young population there is a high level of flexible (pre-
carious) work, which contributes to their insecurity in the labour market
and problems in forming their families and normal life in general (see also
Gubensek, 2013).
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Figure 3: EVOLUTION OF THE SHARE OF UNEMPLOYED (OVERALL AND BY
AGE GROUP) SHOWING UNEMPLOYED AS PERCENTAGE OF TOTAL
POPULATION (NOT AS PERCENTAGE OF ACTIVE POPULATION AS IS
USUALLY DONE), 1997-2013
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Source: Own calculations using ILO data.

Another issue is the low level of working activity of older people. This is
seen in Figure 4, where the lowest employment rates are among the young
and (particularly) the older people. It is interesting that in the years 2012
and 2013 the employment rates among the older people have been slightly
increased, particularly as compared to employment rates of the young,
which have been in sharp decline after 2008 (falling from 39.13 % in 2008 to
26.72 % in 2013, which corresponds to an average yearly decrease of 7.35 %).
The level of employment of those aged 25-54 has been falling in 2008-2013
at an average yearly rate of 1.22%. The general employment level has fallen
in this period stagnantly, but not significantly, by an average yearly rate of
2.23%.

Concerning average wages, nominal and real wages have been rising
until 2012, as shown in Figure 5, and have then increased only in 2014, when
a slight, almost insignificant rise can be observed. Furthermore, as shown by
Srakar and Verbi¢ (2015) and Stanovnik and Verbi¢ (2014), income inequal-
ity in Slovenia that is already among the lowest in the world continued to
decline during the crisis, which is attributed to the rise in the minimal wage
and the institutional factors.
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Figure 4. CHANGE IN EMPLOYMENT RATES (OVERALL AND BY AGE GROUP),
1997-2013
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210 Figure 5: REAL AND NOMINAL WAGE GROWTH, 2006-2014
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There are several other significant structural problems of the Slovenian
economy having an influence on public finances in times of the crisis. Most
of them are addressed in the Country Report Slovenia 2015 for the Euro-
pean Commission (European Commission, 2015). The high level of non-
performing loans and low demand for credit, coming from firms, capable
of taking credits, could have implications for the condition in the banking
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sector. As stated by the European Commission, “there is scope for further
consolidation of the banking sector, which could be facilitated through the
continuation of the privatisation process” (ibid: 2). High debt, pressures for
the deleveraging and ongoing restructuring of the firms have an adverse
effect on the private investment and growth. In particular, further deleverag-
ing of the corporate sector (the problematic companies represent approxi-
mately 40 % of the total Slovenian financial debt, see Brezigar Masten et al.,
2014) and the role of newly envisaged institutions, like Privatization Con-
sortium, Credit Consortium and Substitute Mezzanine Fund (see Simoneti,
2015) would help restore the conditions for a rebound of private invest-
ment. A high level of state involvement (as for banks, about 60 % are in the
state ownership, see Damijan, 2015), combined with weak governance in
firms distorts the allocation of resources and deters growth and corporate
investments. Although there is a renewed commitment to fight corruption
and increase the effectiveness of public administration and the judiciary,
there are still significant pressures in this area, constantly reflected in Slo-
venian daily press and politics. Attracting foreign direct investment where
Slovenia is at the bottom of EU countries (in per capita terms) will also be
essential in ensuring a sustainable recovery.

Public finance responses

The position of public finances before the crisis is disputed, particu-
larly in political debates. While the data show that the structural budget in
2007 was almost completely balanced, several economists (see e.g. Marn,
2012) claimed that the policy of 2004-2008 was pro-cyclical and severed the
effects of the upcoming crisis due to the imbalance in the structural budget
and incentives for indebtedness of the private firms.

Public debt as a percentage of GDP stood stagnant (around 27 %) until
2006 and had even decreased by 2008 (see Figure 8). There was a signifi-
cant difference between internal and external Slovenian debt; as stated by
Mozeti¢ (2007), Slovenia gradually raised its ratio of internal to external
indebtedness, amounting in 2002 to 58.7% : 41.3%, while in 2005 it was
already 75.7 % : 24.3%. In general, most of the debt can be attributed to the
central government, with a significantly lower proportion of indebtedness
of the local government and social security funds.

In 2007, most of the current expenditure was spent in five main areas:
pensioner benefits, social protection, education, health, and public admin-
istration (see Ministry of Finance of the Republic of Slovenia, 2014). Each
of those areas amounted to between 13-20% of the total, with the largest
being pensioner benefits (19.39%). In general, the pension system is one
of the key macroeconomic imbalances of Slovenia (see e.g. European

TEORWA IN PRAKSA lef. 53, 1/2016

211



212

Miroslav VERBIC, Andrej SRAKAR, Boris MAJCEN, Mitja COK

Commission, 2014; IMAD, 2014; 2015) and has been addressed in numerous
studies (e.g. Verbi¢, Majcen and van Nieuwkoop, 2006; Verbi¢ and Spruk,
2014). Slovenia also has one of the lowest retirement ages for both men and
women (see e.g. Ferk, 2015).

In 2007, most of the government revenues came from the “trinity of large
taxes™ 36.04% from social security contributions (although Slovenian gen-
eral tax burden amounts to 38% of GDP and is below the EU average, Slo-
venian employment system is frequently criticized for its tax-overburdening
of wages, see e.g. IMAD, 2015), 22.78% from VAT, and 14.14% from per-
sonal income tax (Ministry of Finance of the Republic of Slovenia, 2014).
Much lower were the contributions of excise duties (9.08 %) and the corpo-
rate income tax (8.73 %). Other taxes on consumption contributed 3.40 %,
payroll taxes 3.28 %, and wealth taxes 1.62%. The contribution of other taxes
was less than 1%.

As can be seen from Figure 6, government borrowing from the mid-
1990s up to the eve of the crisis was stagnant and has increased sharply only
after 2008. Similarly, spending and taxes were slightly falling but stagnant in
general until the eve of the financial crisis.

Figure 6: TAXES, BORROWING AND SPENDING AS A SHARE OF GDP, 1997-2007
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The impact of the crisis on the deficit was somewhat more complex.
Figure 7 shows the structural deficit as a share of GDP in years 2000-2018,
where the shares for 2014-2018 are based on IMAD projections. After 2007,
we can observe a sharp rise in the structural deficit by almost two percent-
age points (in 2008 it peaked at 5.1%). We can see that in 2012 and later,
the structural deficit has been controlled and kept closer to the Maastricht
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criteria. As can be seen in Table 2 later on, this was made at the expense of
the GDP, and it is questionable whether the policy focusing on Maastricht
criteria was sound. Projections for years following 2014 are even more opti-
mistic, and it is estimated that in 2018 the structural deficit would amount to
only 0.1%, decreasing from 2% in 2013 and 2014. This is strongly related to
the adoption of the fiscal rule in 2014, which should contribute to the bal-
ance of the public budget deficits (see e.g. IMAD, 2015).

Figure 7. GOVERNMENT STRUCTURAL DEFICIT (ACTUAL AND PROJECTED) AS
A PERCENTAGE OF GDP, 2000-2018
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Source: Ministry of Finance RS, IMAD, own calculations.

It was only the financial crisis that caused the explosive increase in debt,
which had risen to 82.2% in 2014, an average annual increase of 24.95% for
the period 2008-2014 (see Figure 8). Most of the rise in 2013 and 2014 can
be attributed to addressing the banking crisis (this resembles the growth of
the public debt immediately after Slovenian independence, see e.g. Mozetic,
2007). As stated by the European Commission (2014), approximately half of
the increase is due to the accumulation of primary deficits, a quarter is due
to the impact of slower growth and higher interest rates while the remaining
quarter is due to the adjustment of stocks and flows in the form of capital
support measures.

Figure 9 shows government expenditure, taxation and borrowing as a
percentage of GDP. We see a decline in tax revenues from 2008 on, par-
ticularly in years 2009 and 2010 and after 2012. This can be attributed to the
decrease of corporate income tax rate and abandoning of the payroll tax.
Furthermore, after 2008, this can be attributed to lower incomes in the econ-
omy in general. The decrease after 2012 can be attributed to the supply-side
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economics approach of the government of 2012-2013. It is of no surprise
that borrowing (at the annual level) has been significantly raised, with the
most significant increase that happened in 2013 and can be mostly attrib-
uted to solving the banking crisis.

Figure 8: PUBLIC DEBT AS A SHARE OF GDP, 2000-2014
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Figure 9: TAXES, BORROWING AND SPENDING AS A SHARE OF GDP, 1997~
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Table 1. THE STATE GUARANTEES TO LIMIT THE EFFECTS OF THE FINANCIAL
CRISIS, 2007-2013

State guarantees 2007 2008 | 2009 2010 2011 2012 2013

ggr;nclfllf; pury | 3727 | 4703 | 4957 | 5253 | 5141 | 4946 | 5300

Crisis-specific
(in million EUR) 0 0 2,185 | 2,495 | 1,854 | 1,560 | 2,958

Share in GDP, 0.00% | 0.00% | 6.03% | 6.89% | 5.04% | 4.34% | 817%
CrlSlS-SpelelC

Share in GDP, total | 10.60% | 12.40% | 19.70% | 21.40% | 19.00% | 18.10% | 22.80%
Source: IMAD, own calculations.

Figure 10: THE STATE GUARANTEES TO LIMIT THE EFFECTS OF THE
FINANCIAL CRISIS, 2000-2013, IN MILLION EUR
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Due to delayed response to the financial crisis, the austerity measures
took place on a more serious scale only since 2012, when government
spending decreased by 985 million EUR (5.4 % compared to 2011), of which
resources for employees in the public sector decreased by 151 million EUR
(3.3%), social transfers by 171 million EUR (2.2%), and investments and
capital transfers by 624 million EUR (30.2%). As stated by Damijan (2013a),
the decrease in investments can be attributed for the main part to the fall in
(nominal) GDP in 2012, which amounted to 2.3% (the decrease of invest-
ments by 624 million EUR represented 1.8 % of GDP, not taking into account
the fiscal multiplier effects).
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Main measures in combating the financial crisis related to state guaran-
tees, given particularly to private companies. Such schemes started in 2009
and represented 4-8% of the GDP. The largest share of crisis-specific guar-
antees, provided by the state, were given in 2010 when they amounted to
2.50 billion EUR (6.89% of GDP) and in 2013, when they amounted to 2.96
billion EUR (8.17 % of GDP). The detailed numbers and figures are provided
in Table 1 and Figure 10. It has been estimated that most guarantees have
been seldom used (see e.g. Government of Slovenia, 2014).

Policy responses: An opportunity for reform?

In this section, we provide a summary of the main public finance (tax
i.e. income side vs. benefit i.e. spending side) responses and examine their
distributional impact. Table 2 presents the main tax changes that occurred
between 2008 and 2015, whereas Table 3 shows the main changes to social
welfare benefits.

Table 2: MAJOR TAX CHANGES, 2008-2015

Personal income tax changes, introduced in 2012, with main changes: raised
ceiling of normed income to 50.000 EUR and raised level to 70 %; cedular tax for
income from the rent of property; lowering of some tax reliefs (some groups,
e.g. self-employed with normed incomes are even left with no reliefs); changes in
income from interests.

Changes in investments reliefs (2012), where the ceiling of 30.000 EUR for legal
subjects has been abandoned; also, the unused part of the relief can be transferred
to the period of next 5 years.

In 2012, a level of relief for R&D investments has been raised to 100 % of the value
of investment, bounded above by the level of tax base.

Value added tax rate increased in 2013 from 20 % to 22 % (the lower rate changed
from 8.5% to 9.5 %).

Several raises in excise taxes, the last one in 2015 (raised excise on cigarettes).

A new tax on financial services (2012; in 2014 slight changes adopted). The level of
tax has been set to 8.5 %, which was conclusively set and accepted in 2014.
Several attempts of adopting a new property tax, the last one in 2014, which
resulted in severe failures in calculations of the tax parameters and finally led to
government Crisis.

Changes in social insurance rates and pension legislation (2012), with the aim
of stability of the pension system. Significant changes in calculation of social
contributions, where social contributions brackets were abandoned for several
groups (self-employed, sole proprietors). The changes will be implemented
gradually in the period 2013-2018.

In 2009, the payroll tax was abandoned.

Corporate income tax remains at a low rate of 17% due to changes in the mid-
2000.

TEORIJA IN PRAKSA lef. 53, 1/2016



Miroslav VERBIC, Andrej SRAKAR, Boris MAJCEN, Mitja COK

There were several changes in the income/tax side in the Slovenian
economy during the crisis. First, new personal income-tax legislation was
introduced in 2012, with the main effects related to normed incomes of
individual entrepreneurs and self-employed, and some changes in the tax
on interests, dividends and property. Second, new pension legislation has
been adopted in the same year, with significant changes in the treatment
and calculation of social contributions, particularly for sole proprietors
and the self-employed. The changes will come into effect only gradually in
the period 2013-2018. Value added tax rate has been raised after a while
of discussions and outcries from 20% to 22% (and the reduced rate from
8.5% to 9.5%). There were several rises of excise taxes, which was one of
the main government instruments to close the annual budget construction.
In 2009, the payroll tax, heavily criticised for contributing to the excess level
of labour costs in Slovenia (one of the highest in Europe), has been aban-
doned. Finally, property tax tried to be implemented in 2014 with a poorly
prepared design and calculations and was finally abandoned, which led to
the eventual fall of the incumbent government.

Table 3: MAJOR BENEFIT CHANGES, 2008-2015

Changes in child benefit, state scholarship (upper secondary students), state
scholarship (tertiary students), social assistance, state pension, and minimum
pension support; all coming into effect in 2012.

Direct subsidies to private companies; only in the period 2008-2011 the Ministry
of Economy has supported over 6,000 public and private projects in the total
amount of 876 million EUR.

Guarantee schemes for bank credits and loans to companies.

Adoption of the “fiscal rule” in 2014, which limits the public spending.

Cuts in the public sector, starting with Public Finance Balance Act in 2012:
improvements of efficiency of the public sector, rationalisation of its services,
changes in redistributive role of the state.

Formation of the Capital Assets Management Agency (AUKN) in 2010, which
served until 2012 (when it was abandoned) to manage the state-owned companies
and other assets.

Formation of the Bank Assets Management Company (DUTB) and Slovenian
Sovereign Holding (SDH) in 2014 as measures to solve the banking and sovereign
debt crisis.

Regarding the spending side, several main measures have been imple-
mented. Several schemes of direct subsidies to private companies have
been adopted; in the period 2008-2011 alone the Ministry of the Economy
has supported over 6,000 public and private projects in the total amount
of 876 million EUR. Also, several guarantee schemes for bank credits and
loans to companies have been adopted. Cuts in the public sector have been
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implemented, starting with Public Finance Balance Act in 2012, with the

main objective to improve the efficiency of the public sector, rationalize its

services, and change the redistributive role of the state. In 2014, the ‘fiscal
rule” has been adopted (and written into the Slovenian Constitution), which
limits the public spending. In 2010, Capital Assets Management Agency

(AUKN) had been constituted, which served until 2012 (when it was aban-

doned) to manage the state-owned companies and other assets. To solve the

banking and sovereign debt crisis, the Bank Assets Management Company

(DUTB) and Slovenian Sovereign Holding (SDH) have been constituted in

2014, after several years of debates and proposals (related to the concept of

so-called “bad bank”). Finally, changes in child benefits, state scholarships

(upper secondary education and tertiary education), social assistance, state

pension, and minimum pension support came into effect in 2012.

To estimate the predicted effects of different proposed government
measures, in 2011 a simulation study was done by Majcen and Cok for the
Government Office for Development and European Affairs (see Majcen and
Cok, 2011). The methodology consisted of two main steps: firstly, the con-
sequences of the measures proposed in the area of income tax and social
contributions were evaluated using a microsimulation model. The results
obtained were then used to assess the complex macroeconomic conse-
quences on the Slovenian economy by using a recursive dynamic general
equilibrium model. In the analysis, the authors firstly assessed the implica-
tions of each measure and in the end, performed a simulation taking into
account all of the measures at the same time. In our article, we only report
on the results of the individual measure’ assessments and only note the
results of the joint estimation.

In Figure 11, we report on the results of the measures, affecting the
demand side of the economy:

» Changes in the personal income tax, consisting of three parts: 1) cancel-
lation of the both existing special general allowances; 2) introduction of
the new uniform general relief of 6,000.00 EUR; 3) introduction of the
new personal income tax scale;

e Implementation of cap on social contributions in the level of
47,000.00 EUR;

* Rise of the upper level of VAT by two percentage points (from 20% to
22%);

* Lowering of labour costs in public sector by 10 %;

e Proportional lowering of all public expenses so that it does not exceed
45% of GDP in 2013.
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Reported are results of the baseline scenarios (the study of Majcen and
Cok evaluates different scenarios - usually two - for all proposed meas-
ures), and only for the level of total GDP (in the study the effects on differ-
ent aggregates, such as employment, private and government consumption,
investments, exports and imports, current budget deficit, interests and pub-
lic debt, are estimated).

The finding shows that the implementation of the noted changes in per-
sonal income tax would greatly increase the disposable income of house-
holds, their consumption and saving, which would have a positive impact
on GDP growth and employment. Crowding out of private investment due
to the rise in the budget deficit would have a negative impact on invest-
ment growth and would thus mean the gradual reduction in GDP growth
and employment. The introduction of a cap on social contributions would
have a positive impact on the reduction of labour costs and the disposa-
ble income of households and their consumption. This would be reflected
in an increase in the production and GDP in the private sector, increasing
employment and reducing unemployment. Raising the upper rate of the
value-added tax by two percentage points, would tend to increase budget
revenues and reduce the budget deficit, but the measure would have a sig-
nificant negative impact on the disposable income of households, private
consumption, GDP, foreign trade and employment. Gradual reduction of
labour costs of employees in the public sector by 10% would reduce the
current government consumption and thus the production of public sector
services, leading to a decline in total GDP. Proportional reduction of pub-
lic spending at the level of 45% of GDP, on the other hand, would cause a
decrease in the current account deficit, interest payments and gross debt.
The aggregate GDP and prosperity of households would be reduced in all
income brackets, particularly in the bottom one.

We can, therefore, see that most of the projected measures would tend
to have a negative effect on GDP and most of other macroeconomic aggre-
gates. The exceptions are changes in personal income tax, where the effects
would be positive but diminishing over time, and the cap on social contri-
butions with a delayed positive effect. Particularly interesting and related
to our topic: reducing the public spending (a classical example of austerity
policies) would tend to have a significant negative effect on GDP, similarly
as reducing the labour costs of employees in the public sector. The size of
those effects on the level of GDP is significant and amounts of up to 0.5-1.0
percentage point in the time limit of two years and more.
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Figure 11: SIMULATION OF THE IMPACT AND DYNAMICS OF SOME PUBLIC

FINANCE CHANGES ON DEMAND SIDE ON THE LEVEL OF GDP,

BASELINE SCENARIOS
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Source: Majcen and Cok (2011).

In Figure 12, we also report on the results of the measures, affecting the

supply side of the economy:

Lowering of the level of tax on income of companies to 15 %;
Implementation of the general investment allowance at the level of 40 %
of the invested amount;

Additional borrowing abroad (1 billion EUR) and transfer of funds to the
economyj;

Implementation of the “bad bank?”;

The rise in the level of social contributions by the employers by six per-
centage points from 16.1% to 22.1%.

The findings report that the assumed gradual reduction of tax on corpo-

rate income from 20% to 15 %, at constant country consumption would not
cause notable changes in the macroeconomic aggregates in the country in
the period of four years. Incremental introduction of the general investment
tax allowance of up to 40 % of the amount invested, with an unchanged con-
sumption of the country in the period of four years would cause a positive
effect on the present macroeconomic aggregates, although these effects
would be relatively small and their size largely dependent on the reaction
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of the local population and foreign investors. Additional borrowing of the
country abroad and spending money on investments in the private sector
(in the form of capital transfers) shows positive macroeconomic effects,
particularly in the level of GDP. The increase in gross debt and interest pay-
ments are reflected in the small increase in the budget deficit after the first
year. Additional borrowing by the state abroad for three billion EUR, for the
purposes of the introduction of the “bad bank” would tend to increase gross
debt, interest payments and the budget deficit and reduce the aggregate sav-
ings, private investment, employment, consumption and GDP, depending
of course on the level of interest rate. Finally, increasing the rate of employ-
ers’ social contributions for six percentage points would increase labour
costs which would have negative impacts on employment, unemployment,
production, private consumption, foreign trade and GDP.

Figure 12: SIMULATION OF THE IMPACT AND DYNAMICS OF SOME PUBLIC
FINANCE CHANGES ON SUPPLY SIDE, ON THE LEVEL OF GDP,

BASELINE SCENARIOS
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Source: Majcen and Cok (2011).

As of supply side measures, therefore, there would tend to be positive
effects of the incremental introduction of the general investment tax allow-
ance and additional borrowing of the country abroad for the spending of
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the money on investments in the private sector. Other measures, particu-
larly the introduction of the “bad bank” and increase of the rate of employ-
ers’ social contributions would tend to have significant negative effects on
most of the macroeconomic aggregates.

New legislation governing social transfers was adopted in July 2010 and
was supposed to be enacted in June 2011. The Slovenian social transfers sys-
tem has become characterised by claims that the system was regulated by
too many different acts and institutions that lead to un-harmonised official
records. Besides, work incentives are low, and the accumulation of benefits is
possible. The new legislation changed the eligibility rules for most social ben-
efits, which influenced the income position of beneficiaries and the income
distribution. To a certain extent, the new legislation was based on estimations
performed by the microsimulation model, which was constructed for the
reform by the Institute for Economic Research (see Kump, Majcen and Cok,
2011). As a result, the expected consequences of the reform were relatively
extensive and gave benefits mostly to individuals and households at the bot-
tom of the income distribution (particularly regarding the pension income
support). Some of the simulated effects are shown in Figure 13 (the bars
show the difference between projected and actual decile effects).

Figure 13: SIMULATION OF THE REDISTRIBUTIVE IMPACT OF SOME BENEFIT
CHANGES BY DECILE OF EQUIVALISED HOUSEHOLD INCOME
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Source: Own calculations based on Kump, Majcen and Cok (2011).
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However, these reforms are expected to harm the government budget in
the short run, as the expenditure on simulated social benefits is supposed to
rise by EUR 100.4 million (by 17 % at current expenditure). At the moment
of the cited study, Slovenia faced an unfavourable financial situation: the
general government deficit in 2010 was estimated at 5.5 % of GDP and gen-
eral government consolidated gross debt at the end of 2010 at EUR 38.0 % of
GDP. Therefore, the Slovenian government postponed the enforcement of
both acts to the beginning of 2012. An improperly established information
system and inadequate official records contributed to this postponement.

Conclusion

Slovenia was one of the countries with the largest impacts of the Great
Recession. It perhaps did not have such predispositions for the crisis to
flourish, as e.g. the PIIGS countries, as it did not have such over-indebted-
ness problems. Main problems arise from its unstable political situation
and blocking of key structural reforms. As we showed in the article, this
significantly contributed to a rather strange dynamics of responses to the
crisis, occurring with a significant delay and causing great instability in the
system. We consider that political reasons (government changes, PR and
media presentations, measures, etc.) were among the main reasons (for
some other reasons see e.g. De Grauwe and Ji, 2014) why the spreads of
Slovenian government bonds and by that, the cost of debt grew excessively
(which can be verified by observing the correlation of government changes
and bond spreads, only descriptively presented in this article) and only with
gradual measures and stability of each new government the situation has
gradually stabilised.

The level of GDP has significantly dropped, yet this again happened in two
waves: first as a consequence of the crisis, and second following the adopted
austerity measures. Also, the level of unemployment has been raised, with
particular problems in the unemployment levels of the young, similarly to
most South East and Mediterranean European countries (while still retaining
a comparatively better position as compared to those countries).

At present, the European Commission (2014) lists five main challenges
for the Slovenian economy: the need for a permanent restoration of the
banking sector, treatment of state ownership of companies, ensuring the
stability of public finances, improving the performance of the export com-
panies and Slovenian competitiveness, and increase of the profitability and
viability of companies. A further challenge, pointed out in several studies
(see e.g. IMAD, 2014; IMAD, 2015), is the long-term sustainability of Slove-
nian public finance. In general, Slovenia will have to cope with all five chal-
lenges to effectively address the imbalances and to fully realize its potential
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for growth. Particularly pressing is the issue of deleveraging of private com-
panies, related to the restoration of the banking sector. Furthermore, the suc-
cess and viability of fiscal consolidation remain an open issue, as well as so
far not completed privatization process and non-implemented labour mar-
ket reforms and reforms of health and long-term care. We consider political
(in)stability and (in)determination to implement the necessary measures to
be decisive for the macroeconomic and, particularly, fiscal position of Slo-
venia in the upcoming years.

Many efforts of the Slovenian government have been invested in the sat-
isfaction of Maastricht criteria, particularly as related to the level of structural
deficit. As noted by some economists (Krugman, 2013a; Beesley, 2012), it is
questionable whether Europe was facing a debt crisis, but rather a banking
crisis or even a simple Keynesian crisis of lack of demand. It is, therefore,
appropriate to ask, whether too much effort has been invested in solving
the wrong problems, or even - with words of Burger and Rojec (2012) - if
the Slovenian government measures were not merely a “waste of money”.
Our article does not provide answers to this issue but merely points to some
main problems of the Slovenian response to the financial crisis. It appears
that the main Slovenian problems are being solved: the GDP and employ-
ment started to grow, the deficit has been controlled and the fiscal rule, limit-
ing the arbitrariness of fiscal policy, was adopted. Still, it is reasonable to ask
whether this means a gradual solution of the “Slovenian crisis” or is mainly
an accidental externality of changes in the global economic environment.
At this point, there are signs for either of the both possibilities. As there are
many factors which are frequently difficult to access, only the future will be
able to decide if the problems of Slovenian economy and public finances
have been, at last, solved in a sustainable manner.
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