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EXECUTIVE SUMMARY

i. Slovenia is at the crossroads of a new era. Seven years after independence from
the former Yugoslavia, it is not only the most advanced Central and Eastern European
(CEE) transforming economy, but it is embarking on a journey to become a full fledged
member of an enlarged European Union (EU). This endeavor is perhaps the most
important and challenging task for the country and its policymakers during the remaining
years of this century. The speed of accession to the EU, and the benefits and challenges
that joining the EU and its Single Market will bring, will depend, in large part, on the
path of economic reform that Slovenia decides to undertake.

ii. The EU Accession Strategy of the Republic of Slovenia has already mapped the
road for the country's development agenda. Its goals include'... "(i) faster economic
growth and catching up with developed European countries; (ii) higher competitiveness
of the Slovene economy; (iii) inclusion into European integrations; and (iv) permanent
sustainment of economic growth from the ecological, social and ethical stand-point....".
Because of Slovenia's characteristics, a key element for achieving these goals is foreign
trade and foreign trade policy.

iii. Slovenia can prosper by being an open and outward looking economy. As the
government's strategy of international economic relations argues, the challenge for
Slovenia is to adjust "... its development model and its economic and legal systems to that
of developed (European) countries ... regardless of the outcome of Slovenia's application
for full membership in the EU." Reforms establishing a modern market-based regime
should lead to improved economic growth performance. A pre-accession strategy for a
country like Slovenia -- whose GDP per capita is the highest of the ten countries seeking
EU membership, and just below that of a poorest EU-member -- should be fast and
sustainable economic growth based on removing barriers to the efficient allocation of
resources, thereby generating healthy competitive pressure on domestic producers.

iv. Among those countries seeking membership in the EU, Slovenia's position is
unique. It is the most developed economy among them, with a physical infrastructure
suggesting an enormous potential for economic expansion; it has a very favorable
geographical location and its economy has suffered less from socialist misdevelopment.
Ultimately, taking advantage of these assets hinges critically on Slovenia's accelerating
microeconomic liberalization and structural reforms while consolidating and maintaining
macroeconomic stability.

v. Just as the crisis of transformation was less acute in Slovenia than in other
transition economies so too, it seems, was the political imperative to embark on a path of
radical reform. This imperative was further weakened when macroeconomic stability was
quickly re-established in 1993, the second year of the transition. The rapid turnaround in
economic fortunes has thus favored a piece-meal, incremental approach to structural

I See IMAD, "EU Accession Strategy of the Republic of Slovenia: Economic and Social Part,"
Manuscript, Ljubljana, October 1997.
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economic reform. The legacies of the past -- diluted ownership structures and politics
built around the notion of negotiated consensus -- have further reinforced this incremental
approach. The result has been a slow pace of both restructuring and the opening of some
sectors of the economy to foreign investment and, eventually, less output growth than
Slovenia's potential.

vi. The slow down of the process of microeconomic liberalization has negatively
impacted economic developments in Slovenia. A loss of dynamism best describes the
current state of the Slovenian economy. Although nothing presages an impending crisis,
as the economy is growing and macroeconomic stability does not seem to be in imminent
danger, symptoms of declining vigor nonetheless abound. The growth rates of GDP have
been moderate, mainly because the export expansion had run out of steam. After a three-
year spell of double-digit growth rates over 1993-95, the value of total exports remained
flat for the 1996-97 period. In the second half of 1995 and through 1996, export
performance was maintained, in large part, due to the depreciation of the domestic
currency. Moreover, the slow down in export expansion and the stagnation in net
revenues from services could negatively impact the country's capacity to import capital
equipment, thus undermining its potential for restructuring and stronger economic
growth. Although the current account has been in surplus since 1995 (when it recorded a
negligible deficit), considering Slovenia's modernization needs this cautionary policy
outcome may not be optimal.

vii. Because of its small market, Slovenia's prosperity is critically dependent on
expanding external economic ties. Although the value of total exports increased by some
40 percent over 1993-97, there is evidence suggesting a decline in competitiveness of
Slovenian firms in international markets. After an initial explosion of trade with the EU,
the growth of both exports and imports has slowed down. The shift away from natural
resource-intensive and unskilled labor intensive products towards technology-intensive
and human labor-intensive products in EU-oriented exports has been much slower than
one might anticipate given Slovenia's relatively high level of industrialization and its
stock of skilled human capital. To make things potentially even worse, these
developments coincide with stagnation of revenues from tourism, a sector of great
potential for Slovenia given its natural endowments.

viii. From the perspective of Slovenia's accession process to the EU, sustaining the
expansion in foreign trade is critically dependent on further expanding external economic
ties, since fast and sustainable economic growth would facilitate accession to the EU.
There is some evidence that the initial expansion was, in part, driven by redirection of
exports from the former Yugoslav markets. This source of expansion seems to have
reached its limit, iri large part because too few new firms have emerged as successful
exporters. Reviving the former dynamism of foreign trade loans as an important policy
issue.

ix. Although the share of Slovenian processed commodities in EU external imports
has increased, suggesting a shift towards higher value-added products, changes in the
factor content of Slovene exports to the EU indicate less restructuring than expected.
Given Slovenia's endowments in factors of production, it is likely to specialize in high
skilled labor-intensive and technology-intensive products. Although share of these
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products increased between 1992 and 1993, there are two potential problems: (i) the
stagnation of high technology exports in terms of their share in EU imports in 1995 and
1996; and (ii) the continuing reliance on unskilled labor-intensive products. While there
is nothing wrong with Slovenian exports still deriving their competitive strength from
specializing in unskilled labor-intensive products, one would expect a quicker change
towards human capital and technology-intensive products, due to the composition of its
labor force and their costs vis-a-vis other transition economies seeking markets in the EU.

x. From the analysis of change in indices of revealed comparative advantage (RCA)
and from rankings of top export performers in successive years of the transition, one may
draw the conclusion that there was no significant expansion in new specializations in the
Slovenian economy between 1993-94 and 1995-96. Slovenia's RCA profile has become
more concentrated with the ten top highest RCA values increasing each year. Although
overall, Slovenia continues to have a relatively uniform profile of RCA distribution,
indicating a high level of industrial maturity, the "deterioration" may be either a symptom
of declining competitiveness or it may indicate that Slovenia's export offers were
excessively diversified in the past. A very limited change among the top export
performers, however, suggests that new product lines have yet to emerge, and that
industrial restructuring has been slow.

xi. Although Slovenia formally adheres to the rule of national treatment, there are
nonetheless impediments limiting foreign equity. Limits imposed on foreign participation
in auditing (49 percent), investment companies dealing with the management of
investment funds (20 percent) and stockbroker companies (24 percent) are likely to
discourage investment in stocks of Slovene companies. The Company Law contains
other provisions determining the make up of firms' management boards: (i) the majority
of directors of joint stock and limited liability companies must be Slovenian citizens; (ii)
if the management board is made up of only one person, that person must be Slovene, and
(iii) representative of foreign firms operating through branches in Slovenia are required to
have permanent residence in Slovenia.

xii. Although the extent of the negative impact of these various departures from the
principle of national treatment is difficult to quantify, the effect seems rather significant
and, indeed, might have had a sizable negative impact on foreign investment. Countries
located at higher levels on the development ladder are usually attractive places for foreign
investment. The existing measures in Slovenia do not create a business climate friendly
to foreign investors, and they prevent Slovenia from taking advantage of its substantial
created assets. As these measures, each of which adds to the "hassle" cost of doing
business, are remedied in future legislation, there will be an expansion in foreign direct
investment (FDI) inflows.

xiii. Slovenia has, thus far, attracted low flows of FDI, which have played such an
important role in the readjustment of other transition economies, most notably Hungary,
to world markets. FDI inflows are crucial in incorporating domestic firms into global
networks of production and marketing of multinational corporations (MNCs). Although
FDI inflows to Slovenia may have been hindered both by the method and speed of
privatization, coupled to the relative high labor costs prevailing in the country, taking into
account Slovenia's superb location and its relatively high level of industrial development,
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the country has a very high propensity to be a host to FDI and, indeed, should be among
its top recipients. One would expect FDI to be hovering around 3-5 percent of GDP, that
is, 2-3 times above its current inflow.

xiv. Government procurement -- accounting for a significant portion of overall
economic activity -- has been virtually unaffected by competition from foreign firms.
This may have had one important consequence: the cost of services provided by the state
has been probably higher. Although further opening alone would not necessarily lead to
foreign firms dominating public procurement, it would nevertheless provide a strong
incentive for domestic contractors to improve their competitiveness. The latter should
allow them to conmpete for government contracts abroad, especially in EU member
countries.

xv. Another source of distortion, albeit a comparatively minor one, is foreign trade
policy. Given its small size and local markets not offering economies of scale, the best
policy option for S:lovenia would have been to unilaterally implement free trade. The
government has followed the policy of bilaterally negotiated free trade agreements,
excluding agricultural products. The drawback of bilateral liberalization is that the
widening gap between tariffs on imports from preferential partners and those levied on
most favorable nation (MFN) imports contributes to increased discrimination of exporters
from MIFN countries and trade diversion in favor of preferential suppliers. This leads to
welfare losses because the range of products available to consumers is unnecessarily
restrained; it leads to losses in competitiveness because prices paid by Slovenian users of
imports may be higher due to decreased competition from MVFN imports.

xvi. At the micro level, the experience of other transition economies amply
demonstrates that sustainability of economic growth and foreign trade hinges critically on
facilitating the entry of "second generation" firms, i.e., those which were either newly
established or successfully restructured. During the first stages of the transition, most
exports came from firms with already established links with abroad. Subsequently, new
"entrants" -- frequently small and medium firms -- would move to the top. A large
proportion of "second generation" firms are foreign-owned or joint ventures; their share
in exports has been dramatically increasing in successful transition economies. FDI in
Slovenia has been lower than in other EU candidate economies, and there are signs that
"second generation" firms are in short supply. Without the supply of high quality
services, especially telecommunications and financial ones, and without easy entry into
economic activity, the emergence and development of those second generation firms will
proceed slowly.

xvii. Thus, the task facing the authorities seems to boil down to attracting more FDI
inflows and stimulating private sector development t.hrough an acceleration of structural
reform. A broadly conceived business climate has, thus far, not been particularly
favorable to either foreign investment or further private sector activity in Slovenia. There
is, however, one major way to improve the business climate: removing legal obstacles
limiting the contesitability of Slovenia's domestic markets. The long-term objective
should be achieving competitive and, thereby, contestable markets where relationships
among firms are not distorted by governmental or private actions and where there is free
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markef access for foreign goods, services and investment. The following measure could
help achieve this:

=m to improve competition policy framework, rules and enforcement capacities of
competition authorities. One may consider granting anti-trust authority to a single
independent institution empowered to assess competition and the welfare impact of
important policy decisions, as well as actions taken by firms, affecting the contestability
of domestic markets and to monitor their impact ex post;

=X to overhaul the current framework of state aids. This would involve establishing
transparent monitoring mechanisms, as well as streamlining and reducing the scope of
subsidies. State aid should be also subjected to scrutiny by a reformed, competition
authority;

=> to open services to foreign competition. This would involve inter alia removing
provisions limiting foreign equity, and opening key sector like telecommunications to
foreign capital;

=m to fully apply the principle of national treatment in the sphere offoreign investmnent.
This would curtail removing legal provisions determining the make up of boards of
directors of companies (in its current wording, they discriminate against foreigners) as
well as requiring that purchases by foreigners of equity exceeding 20 percent be subject to
government clearance;

X to change the rules governing the agricultural regime. This would involve
supporting the agricultural sector through direct payments rather than through high
agricultural prices and trade policy (external border protection and export subsidies). It
would involve changing the current structure of incentives to remove the bias against
processed agricultural products, since the present structure offers preference to low value
added products (which obtain the largest levels of protection);

L to align MFN tarif rates on industrial products with those levied by the EU. This
would not necessarily involve a formal lowering of statutory tariffs but instead might
simply involve the change in applied rates. The revenue consequences are small while
gains, both political and economic, are huge;

xviii. The challenge of a pre-accession strategy is to identify policy measures that would
improve allocative efficiency, reduce adjustment cost and strengthen Slovenia's growth
potential within the framework of integration into the EU. Ultimately, the prospects for a
quick EU membership and, perhaps more importantly, the ability of the Slovene economy
to take full advantage of opportunities offered by being a full member in the EU will
depend on shifting to an institutional framework for enhancing growth, competition and
economic efficiency. The vehicle for designing a strategy that would simultaneously
accelerate accession and provide a sound basis for sustainable, and employment-creating,
economic growth is the contestability of domestic markets and a business friendly
environment. The latter is important, not only for FDI, but also for domestic firms. The
competitiveness of Slovene firms, both domestic and foreign-owned, ultimately depends
on competition at home, from imports and domestic sources alike. This, in turn, hinges
critically on a liberal trade and investment regime.



1. INTRODUCTION

1. Among countries seeking membership in the European Union, Slovenia is unique in
several respects. First and foremost, it is the most developed economy among them, with a
physical infrastructure suggesting an even higher level of economic development. Second, it has
a very favorable geographical location; it is located between two European Union (EU) members
-- Austria and Italy -- and lies within an easy reach of Germany. Third, Slovenian firms have
traditionally been much more export-oriented than firms in other former Yugoslav republics or in
the former command econornies of Central and Eastern Europe (CEE). Furthermore, their
markets were mainly in EU and EFTA countries, with the Council for Mutual Economic
Assistance (CMEA) accounting for less than one-fifth of Slovenia' s external (excluding
interrepublic exchanges) trade. The loss of markets due to the collapse of import demand was, to
some extent, offset by the end of "inter-republic" transfers from Slovenia to other, much poorer,
republics in former Yugoslavia. Though the collapse of Yugoslavia was less a shock to Slovenia,
which had subsidized other republics, than the collapse of the Soviet Union and CMEA was to
other transition economies, the reorientation in foreign trade patterns was nonetheless
challenging.

2. For the reasons outlined above, the crisis of transformation was less acute than in other
transition economies. As such, Slovenia's economy bounced back by 1993, that is, the second
year into the transition.' With macroeconomic stability quickly re-established, the GDP in 1997
exceeded the recorded levels of the late 1980s, that is, before the break up of the former
Yugoslav federation. Leaving aside the double challenge of introducing domestic currency and
addressing initial macroeconomic disequilibria, policy makers were under less pressure to adopt
radical measures than elsewhere. The rapid turnaround in economic fortunes has favored a piece-
meal, incremental approach to economic reforms. The legacies of "market socialism" with its
diluted ownership structures and politics built around the notion of negotiated consensus, has
also influenced policy. While there has been no reform slippage, structural reform proceeded at a
slower pace than in other leading CEE transition economies. This has prompted some observers
to describe Slovenia's transformation as a-typical.2

3. There were yet other barriers slowing down the process of microeconomic liberalization.
First, Slovenia has thus far attracted relatively low inflows of FDI, which have played such an
important role in readjustment of other transition economies, most notably in Hungary, to world
markets. Several reasons may have influenced these levels of FDI. Concerns about foreign
control in financial services, as well as in industry, have produced formal and, mostly informal,
obstacles to foreign involvement in restructuring the Slovenian economy. The privatization
method used in Slovenia limited access of foreign investors to privatized assets. These inward-
oriented pressures have been somewhat checked by Slovenia's aspiration to accede to the EU.
Although the European Association Agreement (EAA) with the EU was signed relatively late in

The recovery occurred a year earlier than in other transition economies that had successfully implemented
stabilization programs. These countries, including the Baltic states, former Czechoslovakia and Poland registered
positive rates of growth in the third year of their respective programs.

2 See Bernard (1997).
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June 1996, it appears that prior legislation efforts had been largely driven by the harmonization
of a legislative framework with that of the EU. Other factors such as market size and relatively
high labor costs may have also contributed to limit FDI inflows to Slovenia.

4. Second, it is tempting to describe Slovenia as an open economy because of the high share
of foreign transactions in GDP, both before and after independence. Although Slovenia had been
highly dependent on external markets even before the break up of the former Yugoslav
federation, it had not been fully open in terms of policies. In fact, the Former Yugoslavia had not
made the transition froim a strategy of import substitution to one based on export orientation. The
level of protection afforded to domestic producers was high and strongly biased in favor of
finished manufactures.3 The high level of openness, as measured by the ratio of foreign trade to
GDP, confounded with openness in terms of a genuine exposure of firms to international
competition seems to have actually reduced the pressures for policy makers to introduce
measures that would provide a boost to both microeconomic restructuring and the ifternational
competitiveness of Slovene firms. In consequence, the task of re-adjustment might have been
misjudged: it seems to have been much more serious -- due to previous protection insulating
firms from direct competition -- than openness indicators might suggest.

5. Because of its small market size,_ Slovenia's prosperity is critically dependent on
expanding its external economic ties. Although the value of total exports increased by some 40
percent over 1993-97, there is evidence suggesting the decline in competitiveness of Slovenian
firms in international markets. After an initial explosion of trade with the EU, the growth of both
exports and imports has slowed down. The shift away from natural resource intensive and
unskilled labor intensive products towards technology intensive and human labor intensive
products in EU-oriented exports has been much slower than one might anticipate, given
Slovenia's relatively high level of industrialization and its stocks of skilled human capital. These
developments coincide with the stagnation of revenues from tourism.

6. Several factors may account for the slow down in foreign trade expansion. On the
macroeconomic side, export growth is directly linked to foreign demand and the growth rate of
economies in the EU, particularly Germany. The business cycle of Europe is clearly reflected in
Slovenia's trade performance. As Europe's recovered in 1997, so have Slovene exports to and
imports from the region. On the microeconomic side, the first factor may be the lack of new
industrial capacities. During the first stages of the transition most exports come from firms with
already established lin]ks abroad. That sustainability, however, hinges critically on the entry of
"second generation" firms, i.e., those which were either newly established or successfully
restructured. An efficient financial sector is needed for the emergence and development of
second generation firms.

7. A second possible explanation may relate to relatively low inflows of FDI. These are
crucial in incorporating domestic firms into global networks of production and marketing of

3 On the other hand, Slovenian firms under "market socialism" were less shielded from external competition than
those in the economies of other EU candidates, and had well-developed direct contacts with traders in EU
countries.
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multinational corporations (MNCs). These inflows are also crucial to activating the growth
driven by "second generation" firms. The high similarity between the composition of Slovenian
exports and imports to, and from, the EU suggests that expansion of trade hinges critically on
intraindustry rather than interindustry trade. Indeed, it seems that low FDI inflows provide a
plausible explanation for the slow down. Although various estimates of the share of interindustry
trade in trade with the EU indicate that Slovenia has the highest share among Central and East
European countries -- and even higher than some EU-members (e.g., Greece and Portugal) -- the
potential for expansion remains significant. With its central location and well-disciplined labor
force, Slovenia has an adequate physical infrastructure for taking advantage of a rapidly growing
fragmentation of the production process, resulting in a finer international division of labor.
Whether the potential for expansion will be fully tapped depends ultimately on its economic
policies.

8. Third, the slowdown in export expansion may to some extent be related to foreign trade
policy. Given both its small size and that local markets do not offer economies of scale, the best
policy option would seem to be that of unilaterally implemented free trade. The government,
however, has followed a policy of bilateral negotiated free trade agreements, excluding
agricultural products. As in other candidate countries, the major boost to liberalization in tariffs
has come from the EAA providing for a gradual elimination of all barriers to industrial imports
from the EU. Since the EU is by far Slovenia's largest trading partner, phasing out duty rates has
considerably reduced respective average weighted applied rates. Nonetheless, the drawback of
bilateral liberalization is that the widening gap between tariff on imports from preferential
partners, on one hand, and those levied on MFN imports, on the other, contributes to both
increased discrimination of exporters from MFN countries and trade diversion in favor of
preferential suppliers. This may lead to losses in welfare because the range of products available
to consumers is unnecessarily restrained. It may also lead to losses in competitiveness, since
prices paid by Slovenian users of imports may be higher because of decreased competition from
MFN imports.

9. Slovenia can prosper the most if it is an open and outward looking economy. As the
government's strategy of international economic relations4 rightly argues, the challenge for
Slovenia is to adjust "... its development model and its economic and legal systems to that of
developed (European) countries ... regardless of the outcome of Slovenia's application for full
membership in the EU." Reforms establishing a modern market-based regime should improve
economic growth performance. The objective of a EU pre-accession strategy of a country like
Slovenia whose GDP per capita is just below than that of a poorest EU-member should indeed
be fast and sustainable economic growth.

10. From the perspective of foreign trade and foreign investment, the prerequisites of a good
pre-accession strategy generating growth, employment and improved microeconomic efficiency
include easy entry of goods, services and capital to domestic markets. This should contribute to
economic growth through at least two channels: the reduction of barriers to efficient allocation of
resources; and the creation of competitive pressures on domestic producers to reduce costs and

4 See Bobek et al. (1996).
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launch new initiatives and products. The challenge is to get firms to revamp product lines,
streamline marketing efforts, and cut costs. A business-friendly environment and a reliable
supply of services, attracting foreign investment and creating opportunities for participation in
global division of labor, driven today mostly by vertical product differentiation and fragmented
technology, should help attain these goals.

11. The remainder of this report is organized as follows. Section 2 discusses developments in
the external sector of the Slovenian economy and the challenges it faces on the path to the EU. It
points to a slow down in the expansion of foreign trade. Section 3, focusing on Slovene export
performance in EU markets, seeks to determine the extent of this slow down, its sources and
possible implications. It examines changes in the commodity composition of Slovenia's exports,
their factor content and competitiveness of Slovene products in EU markets. Section 4 examines
developments in foreign capital inflows, arguing that liberalization of access to services could
provide a boost to growth and efficiency. It seeks to explain whether low inflows are responsible
for a slowdown in the pace of change in Slovenia's export basket. The next two sections discuss
those policy factors potentially accountable for the loss of momentum. Section 5 examines
distortions generated by the tariff structure; it assesses the revenue and welfare consequences of
adopting MFN tariffs of the EU. Section 6 analyzes non-tariff measures affecting conditions in
access to Slovenian domestic markets through both trade and investment. It argues that the
removal of various impediments to contestability of domestic markets would spur readjustment
of the Slovene economy. Section 7 concludes the report.

2. DEVELOPMENTS IN EXTERNAL LINKAGES: THE CHALLENGE OF INEGRATION

12. The key to a good economic performance is integration into the world economy. All
success stories of economic development over the last two decades have been based on export-
oriented policies combined with low, or declining, barriers to imports.5 In each country with a
successful economy, the foreign sector has expanded dramatically. Slovenia, which is the most
developed country among Central European EU candidates, proves no exception. To the
contrary, its small slize makes it particularly vulnerable to external developments. Its
transformation thus far has partially set the groundwork for exposing domestic firms to import
competition, thereby making them competitive in international markets. The challenge,
especially acute in the context of accession to the EU, is to open service sectors to foreign
competition, to create an investment-friendly climate adhering to the principle of national
treatment, thus boosting economic growth performance.

2.1. Stability at the expense of growth

13. Slovenia appears to have been strongly committed to maintaining macroeconomic and,
consequently, external sector stability (see Table 1). With the exception of 1995, its current
account has been in surplus from 1992-97 thanks to its net position as exporter of services,
mainly related to revenues from tourism. The value of total revenues from foreign tourism almost

5 See Sachs and Warner (1995).
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doubled between 1992 and 1996, from US$671 million to 1,230 million; it fell slightly in 1997,
to US$1,183 million. The balance had been in surplus increasing from US$389 million in 1992
to US$688 million in 1996 and contracting slightly in 1997 to US$639 million. Combined with
surpluses in construction and merchant services, this has allowed financing of imports exceeding
exports. Approximately three-fourths of imports have been related to either investment or to
inputs for current production, i.e., intermediate products.6

14. The observation that one may derive from the data in Table 1 is that imports in 1996-97
seem to be too low in terns of Slovenia's capacity to pay for them. Even if this were the case,
Slovenia could have afforded to finance only slightly larger purchases of foreign goods and
services, thus increasing its national economic welfare. Slovenia's international reserves have
increased during the past years from 1.4 months of imports in 1993 to 3 months in 1996 and 4.25
months 1996. Although the import equivalent of international reserves was certainly too low in
1993, it is close to levels regarded as safe in 1997. In other words, without the increase in foreign
earnings and/or inflows of foreign capital, there is no significant room for expanding purchases
abroad without jeopardizing external equilibrium.

Table 1: Slovenia's External Performance, 1992-1997 (in US$ million)

1992 1993 1994 1995 1996 1997

Exports 6,681 6,083 6,828 8,316 8,310 8,372

Share of EU (in %) 61 63 66 67 65 64

Imnports 6,141 6,501 7,304 9,492 9,421 9,358

Share of EU (in %) 60 66 69 69 68 67

Trade Balance 540 -418 -476 -1,176 -1,111 -986

Current Account Balance 926 188 600 -23 39 70

Foreign Direct Investment, Net 111 113 128 176 186 321

Portfolio Investment, Net -9 3 -33 -14 637 236

International Reserves 720 788 1,499 1,821 2,297 3,315

Source: Bank of Slovenia, Monthly Bulletin, various issues.

15. Considering Slovenia's modernization needs, a surplus on current account cannot be
necessarily regarded as positive. In fact, there would be nothing wrong with Slovenia's running a
small and sustainable current account deficit provided it is financed by foreign investors. The
development of capital markets, the removal of various legal barriers to the development of the
private sector and convertibility of the Slovenian Tolar have all enabled inflows of foreign
capital. Nonetheless foreign investment inflows, although fast growing in 1996-97, remain
relatively low (see Section 4). This reflects either the international investors' lack of confidence
in Slovenia's economy or persistent barriers to investment flows. Considering the government's
record of credible commitment to macroeconomic stability, as well as Slovenia's other
advantages (e.g., political stability, location, industrial tradition), investor confidence does not

6 The composition of imports by end-use has been remarkably stable since 1993 with intermediate products
accounting for 57-59 percent, capital goods for 16 percent and consumption goods for 26-27 percent. Calculated
from data in Bank of Slovenia: Monthly Bulletin, February 1998.
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strike one as a possible explanation. The explanation seems instead to lie with home-made
barriers to foreign flows, including slow progress in microeconomic liberalization.

16. The developments in a current account position suggest the potential for a significant
increase in foreign investment flows. These, in turn, would contribute to higher rates of economic
growth than presently registered. Thus, in order to prepare for the accession, government policies
should remove disincentives to investment from both domestic and foreign sources.

2.2. Foreign trade in comparative perspective

17. Developments in foreign trade appear to have followed a similar pattern to other
successful transition economies with one caveat -- the growth in exports seems to have quickly
lost its momentum. As in other countries, there was an initial explosion in EU-oriented exports.
This explosion has, however, not been fully captured by Slovenian official trade statistics: as can
be calculated from data in Table 1, the value of total exports fell by 9 percent in 1993, while that
of exports to the EU by 6 percent. Nonetheless, a different picture emerges from EU data on
imports from Slovenia (see Table 2). The value of EU imports from Slovenia increased in 1993
by 53 percent; through 1994-95, it increased further by more than 20 percent each year. But in
1996 the value of EU imports from Slovenia fell by 3 percent (according to Slovenian national
statistics it fell by almost 5 percent). This is not only a statistical fluke resulting from a volatility
in exchange rates: the value of imports from Hungary and Poland, presumably calculated in the
same way, increased by 13 and 12 percent respectively in the same year.

Table 2: Imports of the EU from Hungary, Poland and Slovenia

l 1989 l 1990 1 1991 l 1992 l 1993 l 1994 l 1995 1996
Value of Imports from (in millions of US dollars)
Hungary 3,7051 4,834 5,799 6,537 5,773 7,260| 9,974J 11,231
Poland 5,1671 7,705 8,7811 10,274 9,834 11,9341 15,7601 17,651
Slovenia _ j N/A N/Al 2,415 3,698 4,502 5,617 5,474

Rate of Growth of EU imports from: (in percent)
Hungary 30 20 13 -12 26 37 13
Poland 49 141 17 -4 21 32 12
Slovenia N/A N/Al N/A 53 22 25 -3

Source: EU imports as reported to the United Nations COMTRADE data base.

18. Although no complete data are yet available for EU imports in 1997, there are indications
that the Slovenian export expansion has run out of steam. According to the official Slovene data,
the value of exports in US dollars to the EU fell by 0.8 percent. This may be due to the
appreciation of US dollar vis-a-vis currencies of major foreign trading partners of Slovenia:
indeed, calculations in terms of German Mark (DM) and in terms of a currency basket (EU
exports in DM, and the ROW in US$) point to an increase of 14 and 8 percent respectively.
Overall, however, the 21 percent increase in the value of Hungarian exports seems to suggest that
the variation in exchange rates cannot be held fully accountable, as the geographic patterns are
similar.
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2.3. Geographic reorientation of foreign trade

19. The change in Slovenia's geographic pattern of trade has been driven by the
disintegration of Yugoslavia rather than the collapse of the CMEA. The challenge was
formidable: Slovenia had to adjust to both the loss of Yugoslav markets accounting for around
one-fourth of its total sales and purchases as well as the fall in import demand from former
CMIEA countries which accounted for around 20 percent of Slovenian trade in 1990. Following
the collapse of demand in the former Yugoslav republics, there was a reorientation in Slovenia's
foreign trade patterns. Their share in Slovenia's trade fell from 40 percent in 1992 to 23 percent
in 1997.7 The adjustment so far has been mainly through redirection of trade flows away from
former Yugoslavia towards EU markets. The share of the EU -- which had already accounted for
the bulk of Slovenia's external trade even before independence -- increased on both the export
and import side, amounting to roughly two-thirds of total trade turnover.

Table 3: Geographic Composition of Slovenia's Exports and Imports, 1992-97

1992 1993 1994 1995 1996 1997
| _______________ Exports (in percent)
EU (15) 60.9 63.2 65.6 67.2 64.6 63.6
EFTA 1.0 1.0 1.0 1.0 1.0 1.0
CEFrA 3.5 4.3 4.5 4.9 5.7 6.0
Former Yugoslavia 21.4 15.8 15.2 14.3 16.7 16.6
of which: Croatia 14.2 12.1 10.8 10.5 10.3 10.0
Other 13.2 15.71 13.7 12.6 12.1 12.8

Imports (in percent)
EU 59.6 65.6 69.2 68.9 67.5 67.4
EFTA 2.4 2.3 2.5 2.5 2.6 2.1
CEFTA 4.7 5.1 6.2 6.7 6.8 7.5
Former Yugoslavia 18.5 10.7 8.0 7.1 7.5 6.3
of which: Croatia 13.9 9.2 6.8 6.1 6.3 5.0
Other 14.8 16.3 14.1 14.8 15.5 16.6
Source: Statistical Office of the Republic of Slovenia.

20. As can be seen from data in Table 3, the geographic composition of Slovene foreign trade
has remained relatively stable since 1993. The bulk of geographic re-adjustment occurred during
the initial phases of transition. One may note a striking similarity to other transition economies.
For instance, the adjustment in both Polish and Hungarian directions of trade occurred in 1991-
92. Since then respective patterns have not changed significantly. This implies that subsequently
economic policies in these economies may have influenced the pace, but not the direction, of
foreign trade growth.

7 Had it not been for an increase in imports into Bosnia and Herzegovina, financed mainly by international donors,
this share would have dropped even further.
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2.4. Sustainability of external performance

21. Among the transition economies, Slovenia was the first to move beyond the level of GDP
recorded before the collapse of the old regime and the first to register economic recovery, the
second year into the transition. Other successful transition economies rebounded only in the third
year of the radical stabilization program coupled to export-led recovery. Export expansion has
also spurred Slovenia's turnaround. Between 1993, the first year of recovery, and 1995 trade had
been growing faster than GDP. Export growth, initially assisted by growing revenues from
tourism, had provided a boost to recovery and expansion in imports. Nonetheless, in 1996-97,
GDP growth seems to have been driven by domestic rather than external demand; net revenues
from tourism declined slightly.

22. While Slovenia's overall external performance has been impressive, there are signs that it
may be difficult to sustain. The slow down in export expansion and the stagnation in net
revenues from services can negatively impact the country's capacity to import capital equipment
indispensable for the modernization of its industries and the development of needed
infrastructure. This hints at weaker economic growth than potential. There are some other
indications that the industrial sector may be loosing competitiveness. Some government analysts
note the fall in profitability of Slovene exporters.8 The analysis of Slovene export performance in
EU markets points to a change that is slower than one might anticipate by contrasting Slovenia
against other successful CEEs.

23. The challenge of preparation for EU membership -- and exploiting opportunities it offers
in terms of becoming part of a Single Market -- relates to, among other things, restructuring and
accelerating economic growth. Slovenia's performance should be assessed against the objective
of full integration into the EU. Its moderate growth should not be a major barrier to achieve this
goal. Even though the growth of GDP may slow down, other EU candidates would need a
relatively long period of double digit growth rates to catch up with Slovenia's GDP per capita.
Slovenia will continuie to be regarded as structurally well suited for EU membership.
Nonetheless, Slovenia's economic performance could diminish the benefits from membership as
well as potentially delay it. Upon accession, Slovene firms would have to be able to cope with
competitive pressures coming from the Single Market.

3. EXPORT PERFORMANCE IN EU MARKETS

24. Slovenia had been a gateway of the former Yugoslavia to the European Union. Most of its
exports to the EU and to EFTA markets originated in Slovenia. CMEA countries accounted for
16 percent of Slovenia's external (excluding interrepublic exchanges) trade.9 In the aftermath of
independence, the reorientation of foreign trade patterns was driven by the collapse of import
demand in former Yugoslav republics as well as by changes in Slovenia's economic regime, that
is, the opening of domestic markets to external competition.

8 See Bobek et al. (1996) and Rojec (1996, 1998).

9 See OECD (1997).
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25. The impact of the collapse of exports to Yugoslav markets was mitigated by a dramatic
increase of exports to other markets, mainly those in the EU. EU-oriented exports in terms of
value increased by 53 percent in 1993 while these to other markets grew by 45 percent. The rapid
growth of exports to the EU seems to have run its course by 1995. Since then, there has been a
noticeable slow down, not only in sales to the EU, but to other areas as well.

3.1. The impact of the collapse of former Yugoslavia

26. Trade has been a driving force in Slovenia's economic recovery. During the
transformational recession in 1992-93 the bright spot were exports to the West, mainly to the EU.
Their value surged by 53 percent in 1993; over the next two years, they sustained a double digit
expansion, averaging 32 percent per year over 1993-95. This had provided a boost to recovery
and expansion in imports. which made available higher variety and quality of products, both for
consumption and investment. This, combined with competition from imports, has stimulated
local producers to improve their performance.

27. The collapse of import demand in other former Yugoslav republics resulted in redirection
of some products to other markets. Before the split, Slovenia's trade relations with the republics
were quite intense. Around half of Slovenia's trade turnover with the Yugoslav republics was
with Croatia - accounting in 1990 for roughly one eighth of total sales and purchases. In value
terms, the increase in exports to markets other than those in the former Yugoslavia between 1990
and 1995 fell by 46 percent of the contraction in exports to the former Yugoslavia over this
period: the value of exports to the rest of the world (ROW) increased from US$4.1 billion to
US$7.1 billion, whereas exports to former Yugoslavia fell from US$6.7 billion to
US$1.2 billion. 10

Table 4: Annual Change in the Value of Exports to the EU: Total vs. Most Affected Group

I____________________________ 1992 1993 1994 1995 1996
Change in total EU-oriented exports N/A 53.1 21.7 24.8 -2.5
Change in the most affected group N/A 64.5 24.4 23.4 -7.0
Memorandum: ratio of exports to EU 1.04 1.32 1.61 1.49 1.35
to exports to ROW I___I _

Share in EU-oriented exports 16.9 18.2 18.6 18.4 17.5
Share in ROW-oriented exports 35.0 36.0 36.5 36.3 36.6

Source: Own calculations from data in UN COMTRADE data base.

28. Which sectors of the economy were most affected by the break up of Yugoslav federation
and how successful were they in redirecting their sales to the EU? Unfortunately, there are no
reliable data available to assess precisely the scope of actual redirection. Some insights, however,
can be gained from an examination of exports of these sectors to the EU. If they have displayed
initially higher growth rates than the average followed by the decline, one may suspect that this
was the case of redirection obtained mainly from distress sales, i.e., highly discounted. With

See OECD (1997). The value of exports to countries of the former Yugoslavia increased to US$1.4 billion in
1997. Because of the appreciation of the US dollar, the actual increase is understated.
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earnings not adequate to modernize production facilities and to develop new products, their
capacity to compete will decline. Phasing out various hidden subsidies will have a similar effect.
Thus, these exports are not likely to continue expanding without some form of external
intervention.

29. Data tabulated in Table 4, identifying the products which relied most on sales in former
Yugoslav markets (the so-called "most affected group"), contrast annual changes in total exports
against changes in exports of the most affected groups. The product groups most dependent on
Yugoslav markets, i.e., with sales in these markets accounting for more than 40 percent of their
turnover in 1990, included footwear, chemicals, textiles, metal working, and paper. A cursory
examination of data in Table 4 suggests that, during 1993-94, the expansion was driven by these
products. Subsequently, however, other product groups have picked up the lead. Their share in
Slovenia's exports to EU markets increased from 17 percent in 1992 to 19 percent in 1994 only
to begin falling. Interestingly, a different pattern can be observed in exports of these products to
less demanding ROW markets--the share of most affected products has been expanding.

30. It would be tempting to conclude that export behavior of identified sectors suggests a
simple redirection. As can be seen from data in Table 4, EU-oriented exports of these five
product groups seem to fall within this pattern. Their sales in EU markets increased significantly
faster than the average growth rate in 1993, the difference was smaller in 1994, and subsequently
they displayed weaker growth or more pronounced contraction. On the other hand, ROW markets
have remained receptive to these products: except in 1995, their share in exports to these markets
have been on the increase.

3.2. Changes in commodity composition

31. The surge in exports to the EU initially triggered by the collapse of former Yugoslav
markets has faded somewhat. With the increase in domestic demand, once the economy
rebounded from the transfornational crisis, the growth was perhaps less dramatic than in 1993
but fairly consistent iuntil 1996. In addition to rapidly growing export earnings, surpluses in
service -- and to a lesser extent, inflows of foreign capital -- have allowed an increase in imports
providing higher quality products, both for consumption and investment. In a nutshell, foreign
trade has not been a drag on Slovenia's economic performance. As we shall see, however, there
are some reasons to be concerned about its sustainability.

32. Has this expansion had any discernible impact on the composition of exports? Has the
export growth been driven merely by marketing more of the same products or has it been
accompanied by significant changes in export baskets? In seeking answers to this question, the
focus will be on EU markets for the following reasons: first, the expansion took place mainly in
EU markets; second, the EU accounts for the greater part of Slovenia's external sales; third, for
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Table 5: Exports of Slovenia to the EU (1992-96) and Rest of the World (1992 and 1996)
in thousand of US dolars and percent

Memorandum: ROW
Product Groups 1992 1993 1994 1995 1996 1992 1996
All food products (0+1+22+4) 76,077 94,903 96,150 81,808 87,719 171,696 124,490
Agricultural materials (2-22-27-28) 58,773 76,207 93,931 139,870 93,914 20,175 37,149
Textile fibers (26) 1,183 2,318 3,317 4,904 3,589 841 1,055
Ores, Minerals and Metals (27+28+68) 90,495 122,078 185,409 228,672 212,288 29,267 42,656
Energy (3) 1,839 2,503 153 4,456 10,763 8,313 6,804
All Manufactured Goods (5 to 8 - 68) 2,170,454 3,374,026 4,097,352 5,137,348 5,039,254 874,304 1,695,560
Chemical elements (51) 33,195 47,404 99,419 133,763 100,730 32,000 73,253
Leather and goods (61) 40,205 52,641 69,248 66,173 63,001 22,493 22,228
Wood manufactures (63) 118,285 178,891 220,214 263,007 236,198 23,758 35,235
Textile yarn and fabric (65) 86,995 147,881 187,241 236,354 214,455 49,808 69,479
Iron and Steel (67) 74,768 102,872 152,364 233,883 193,071 31,575 81,500
Metal manufactures (69) 102,882 182,317 211,550 239,741 279,528 45,072 72,848
Nonelectric machinery (71) 169,192 250,970 336,935 458,942 451,131 55,520 136,885
Electrical machinery (72) 260,221 445,243 566,099 705,651 732,341 87,807 235,959
Transport equipment (73) 319,273 456,773 607,930 782,356 844,941 38,039 60,407
Fumiture (82) 116,490 193,154 251,783 339,080 375,652 52,584 81,792
Clothing (84) 405,428 600,187 580,810 613,609 577,656 31,976 56,198
Footwear (85) 62,484 95,982 87,455 91,568 79,670 32,441 20,990
Scientific instruments (86) 49,607 97,942 110,862 147,566 138,928 15,792 43,163
All goods (0 to 9) 2,415,370 3,698,213 4,501,575 5,616,578 5,474,204 1,118,029 1,937,682

in termns of percent
All food products (0+1+22+4) 3.1 2.6 2.1 1.5 1.6 15.4 6.4
Agricultural materials (2-22-27-28) 2.4 2.1 2.1 2.5 1.7 1.8 1.9
Textile fibers (26) 0.0 0.1 0.1 0.1 0.1 0.1 0.1
Ores, Minerals and Metals (27+28+68) 3.7 3.3 4.1 4.1 3.9 2.6 2.2
Energy (3) 0.1 0.1 0.0 0.1 0.2 0.7 0.4
Al Manufactured Goods (5 to 8 - 68) 89.9 91.2 91.0 91.5 92.1 78.2 87.5
Chemical elements (51) 1.4 1.3 2.2 2.4 1.8 2.9 3.8
Leather and goods (61) 1.7 1.4 1.5 1.2 1.2 2.0 1.1
Wood manufactures (63) 4.9 4.8 4.9 4.7 4.3 2.1 1.8
Textile yarn and fabric (65) 3.6 4.0 4.2 4.2 3.9 4.5 3.6
Iron and Steel (67) 3.1 2.8 3.4 4.2 3.5 2.8 4.2
Metal manufactures (69) 4.3 4.9 4.7 4.3 5.1 4.0 3.8
Nonelectric machinery (71) 7.0 6.8 7.5 8.2 8.2 5.0 7.1
Electrical machinery (72) 10.8 12.0 12.6 12.6 13.4 7.9 12.2
Transport equipment (73) 13.2 12.4 13.5 13.9 15.4 3.4 3.1
Furniture (82) 4.8 5.2 5.6 6.0 6.9 4.7 4.2
Clothing (84) 16.8 16.2 12.9 10.9 10.6 2.9 2.9
Footwear (85) 2.6 2.6 1.9 1.6 1.5 2.9 1.1
Scientific instruments (86) 2.1 2.6 2.5 2.6 2.5 1.4 2.2
All goods (0 to 9) 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Source: Derived from data in United Nations COMTRADE data base.
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the reasons above, new trends, if any, would emerge in these markets rather than elsewhere; and,
fourth, global trade statistics are notoriously unreliable."'

33. A first glimpse at the evolution of Slovenian exports can be obtained from data in Table
5. First, a striking characteristic is the convergence in export baskets to the EU and the ROW.
This occurred because of the fall in value of agricultural exports, coupled to a two-fold increase
in exports of manufactures, boosting their share to 88 percent in 1996 from 78 percent in 1992.
Second, total agricultural exports have lagged behind other exports. Their growth may have been
hampered by restrictions in access to EU markets. Better performnance on less restricted markets
for agricultural materials (an increase by 50 percent) seems to give credence to this assertion.12

34. Last but not least, exports of manufactured goods have recorded impressive growth:
between 1992 and 1996 with their value more than doubled. The share of manufactured goods in
merchandise exports to the EU increased from 90 percent in 1992 to 92 percent in 1996, and was
driven mainly by machinery and transport equipment. The share of this product group (SITC 7)
increased in this period by 6 percentage points, from 16 to 22 percent, while the value of their
exports increased more than twofold, by 139 percent.

35. How have Slovenian exporters performed in comparison with other suppliers in EU
markets? A crude measure of competitiveness is the change in import share. The capacity of
Slovenian firms to conapete internationally seems to have significantly improved. In fact, they
have consistently outperformed suppliers from other countries: the share of products made in
Slovenia in EU outside imports (i.e., excluding trade among EU members) increased each year
between 1992 and 1996 (Table 6).

36. Leaving aside product groups with shares in EU imports below 0.5 percent in 1996, the
"traditional" sectors have turned out to be most successful in EU markets. Despite barriers in
access to EU markets, the largest increase was for steel with their share increasing more than
threefold. This was closely followed by a resource-intensive sector -- ores, minerals and metals.
This sector's share increased three times over 1992-96, as did that of chemical components. The
share of transport equipment, nonelectric and electrical machinery, agricultural materials, and
textile yarn and fabric all doubled over the same period. The only two product groups that were
outperformed in EU markets were clothing and footwear; between 1992 and 1996 their shares
fell by 19 and 27 percent respectively.

The alternative would be to resort to Slovenia's foreign trade statistics. However, until the 1996 customs reform
(introducing Standard Administrative Document and the EU-version of the Harmonized System), Slovenian
foreign trade statistics, albeit regarded as very good by standards of post-communist economies, were much less
reliable than those reported by Western market economies.

12 It is interesting to note, however, that the share of EU imports of food products from Slovenia remained flat at
around 0.16--0.18 percent over 1992-96, whereas the share of agricultural materials doubled from 0.26 to 0.56
percent. See next section.
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Table 6: Share of Imports from Slovenia in EU Outside Imports by Major Product Categories
1992-96 (in percent)

Index
1992 1993 1994 1995 1996 1992 -1996

Base 1992=100
All food products (0+1+22+4) 0.16 0.18 0.17 0.14 0.17 105
Agricultural materials (2-22-27-28) 0.26 0.33 0.47 0.69 0.56 213
Textile fibers (26) 0.02 0.04 0.07 0.11 0.10 514
Ores, Minerals and Metals (27+28+68) 0.30 0.41 0.69 0.87 0.91 302
Energy (3) 0.00 0.00 0.00 0.00 0.01 540
All Manufactured Goods (5 to 8 - 68) 0.75 0.97 1.10 1.32 1.33 178
Chemical elements (51) 0.24 0.33 0.66 0.85 0.71 291
Leather and goods (61) 1.55 1.62 2.47 2.32 2.27 146
Wood manufactures (63) 4.79 5.47 6.40 6.58 6.16 129
Textile yarn and fabric (65) 0.76 1.06 1.31 1.62 1.59 210
Iron and Steel (67) 0.96 1.28 2.14 3.09 3.20 334
Metal manufactures (69) 1.66 2.44 2.54 2.64 3.19 192
Nonelectric machinery (71) 0.28 0.36 0.46 0.60 0.60 214
Electrical machinery (72) 0.61 0.88 1.03 1.25 1.27 208
Transport equipment (73) 0.88 1.00 1.19 1.57 1.94 222
Furniture (82) 4.59 6.31 7.11 8.13 8.64 188
Clothing (84) 1.91 2.13 1.70 1.65 1.55 81
Footwear (85) 2.08 2.50 1.73 1.75 1.51 73
Scientific instruments (86) 0.28 0.47 0.50 0.63 0.64 231
All goods (0 to 9) 0.51 0.66 0.78 0.94 0.98 192
Source: See Table 5.

37. Changes in shares of various products in EU imports provide insights into the competitive
position of Slovenian firms vis-a-vis other suppliers. In order to assess emerging patterns of
specialization of the Slovenian economy as viewed through the lenses of EU markets, it is useful
to look in the changes in "revealed comparative advantage," assessed not against the world trade
but that of the EU. The value of revealed comparative advantage index (RCA) for a product
above one suggests a country's revealed specialization in producing this product."3 In terms of
broad product groups, as used in Tables 5 and 6, the estimates of RCA confirm an improvement
in Slovenia's position in those EU markets where, even before the independence, its firms were
significant suppliers. Along these broad product groups, there were no significant changes in
Slovenia's comparative advantage.

38. A less aggregate picture emerging from estimates for 807 four-digit SITC (Rev. 1) adds
some new elements. Among the top ten products with the largest values of RCA, there were only

13 A country's "revealed" comparative advantage in a product "j" is defined as the ratio of the share of "j" in the
country's exports to the share of the product "j" in world trade (Balassa 1965). A value for this index below unity
indicates a comparative disadvantage. If the index takes a value greater than unity, the country is considered to have
a "revealed" comparative advantage in the product. In this particular case, Slovenia has a revealed comparative
advantage in a product if its export of that item as a share of its total exports exceeds the EU imports of the item
as a share of EU total imports.
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minor changes in terms of both ranks and new entrants. There were some rearrangements among
leather products: leather belts (6121) moved to the top in 1995-96 while leather articles (6112
and 6119) did not make to the top ten. Neither roasted iron (2814) nor builders wood (6324) nor
vessels for breakup (7358) made the top ten. The number of product categories with RCA above
unity declined from 149 in 1993-94 to 136 in 1995-96.

39. Thus, it seems there was no significant expansion in new specializations in the Slovenian
economy between 1993-94 and 1995-96. Numerous empirical studies show that, as a country
develops, the distribution of RCA becomes less skewed and a number of manufactures with RCA
above unity increases.14 This is clearly not the case in Slovenia during transition. The RCA
profile has become more concentrated with the ten top highest RCA values increasing each year.
The top ten values of RCA have been on the increase: the total for RCA indices in 1993-94 was
175 and 190 in 1995-96. The highest RCA value increased from 29.5 (blankets--6566) in 1993-
94 to 37.5 (6121- leather belts) in 1995-96. The average for the top 10 increased from 16.4 to
17.9 in the same period. Consequently, within a smaller number of products with comparative
advantage in EU markets, the distribution has become much less uniforrn.

40. The meaning of this is ambiguous. Slovenia continues to have a relatively uniform profile
of RCA distribution, indicating a high level of industrial maturity. The "deterioration" may
indicate that Slovenia's export offers were excessively diversified in the past. Conversely it may
indicate industrial devolution and declining competitiveness.

3.3. Commodity chains: changes in the level of processing

41. While Slovenia's export offer has remained relatively stable, an interesting question is
whether there has been a change towards more "advanced" products in terms of processing. To
examine this question, we use a classification developed by the World Bank, one that analyzes
different levels of processing of commodities.15 The classification identifies 48 commodities, in
various forms of processing, that both developed developing countries export. The World Bank's
commodity processing classification scheme distinguishes, at a minimum between, two stages
i.e., a primary and processed stage product (for instance, the primary stage of vegetable chain
consists of fresh vegetables whereas the processed stage includes preserved vegetables). The
classification frequently distinguishes among three stages including a semifabricated or
intermnediate stage. For instance, the primary stage of the wheat chain consists of unmilled wheat
(SITC.Rev.1. 041); a semi fabricated stage includes wheat mill or flour (046); bread or biscuits
(04841) comprise the final stage item.

42. The share of 48 commodity processing chains in Slovenian exports to the EU has been
steadily declining from 25 percent in 1992 to 21 percent in 1996 (Table 7). The most important
chains in terms of their share as EU-directed exports are those based on wood with an average
share of 5.5 percent in 1995-96; paper-pulpwood (3.04 percent); leather (2.96 percent); rubber

14 See for instance Yeats (1994).

For a discussion and presentation of the cormmodity processing classification, see Yeats (1991).
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(2.61 percent); and bauxite (1.96 percent). These five chains account for approximately 80
percent of commodity exports.

Table 7: Changes in Slovenia's Exports to the EU in Individual Commodity Chains

Indexl996
1992 1996 1992=100

Share of Primary Stage Products 6.52 3.91 60
Share of Intermediate Stage Products 19.79 17.85 90
Share of Final Stage Products 73.69 78.24 106
Share of Commodity Chains in Total Exports to the EU 24.53 21.15 86

Memorandum: share in EU imports
Primary Stage Products 0.03 0.03 102
Intermediate Stage Products 0.19 0.32 170
Final Stage Products 0.29 0.50 175
Commodity Chains, total 0.17 0.28 170

Source: See Table 6.

43. The contribution of commodity chains to Slovenian exports to the EU, as well as the
share of primary stage products, fell between 1992 and 1996. At the same time, Slovenian
presence in EU markets for commodity chains has increased because of expansion in exports of
processed commodities. The largest improvement in competitiveness, as measured by the
increase in the share of EU imports, has occurred for final stage products. Assuming that higher
level of processing implies higher value-added, this may be regarded as a positive development.

3.4. Factor content of EU-oriented exports

44. According to the Heckscher-Ohlin Theorem, commodity trade patterns reflect differences
in comparative advantage as determined by different factor endowments among countries. A
country tends to export those goods which use factors in relative abundance -- signifying a
competitive market mechanism efficiently allocating resources.

45. To test the hypothesis we cluster commodity groups as classified in the SITC into four
groups reflecting their distinct relative factor intensities. These groups are: natural resource-
intensive products; unskilled labor-intensive products; technology-intensive products; and,
human capital-intensive products.16 The first two groups represent lines of production
characterized by low value added, high natural resource-intensiveness and simple technologies.
They account for the dominant export share of countries at the lower end of the industrial

16 The first group consists of food, beverages, crude materials, mineral fuels, animal and vegetable oils, leather,
plywood, mineral manufactures, diamonds and non-ferrous metals. The second group, representing commodities
with the lowest value added per worker, includes textiles, garments, furniture, glass, etc. The third group of
technology-intensive products are goods with the highest ratios of R&D (Research and Development) expenditures
to value added, whereas the human-capital-intensive group contains goods with the lowest ratios of R&D
expenditures to value added. The third group includes chemicals (plastics, fertilizers, etc.), some capital equipment,
telecommunications equipment, medical, scientific, and measuring equipment, and photographic supplies. The fourth
group includes such goods as paints, rubber, paper, TV and radio sets, etc.
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pecking order.17 While the line dividing the technology- and capital-intensive groups is fuzzy,
they both contain products requiring more sophisticated inputs than is found in the first two
groups.

46. Considering Slovenia's large pool of relatively low-cost labor (vis-a-vis the EU) and its
modest endowment in natural resources, one would expect that labor intensive products and
technology-intensive products would eclipse natural resource-intensive groups. Adding to this an
abundance of high skilled labor relative to Slovenia's GDP per capita, one would assume that,
within labor-intensive products the human capital-intensive group should account for a much
larger allotment. The composition of Slovenian exports seems to corroborate these expectations.
Indeed, technology- and labor-intensive products accounted for between 81 and 85 percent of
Slovenian exports to the EU over 1992-95 (see Table 8).

Table 8B: Factor Content of Slovene Exports to EU over 1992-96, in percent

Relative Factor Intensity Groups _1992 1993 1994 1995 1996
Natural Resource Intensive 18.4 16.2 16.7 16.0 14.9
Unskilled Labor Intensive 31.2 31.8 28.5 26.9 27.0
Technology ;[ntensive 16.6 17.6 19.3 20.4 20.4
Human Capital Intensive 33.0 33.5 34.8 36.3 37.2
Source: Own calculations. Data on Slovenia's exports as reported by the EU to UN

COMTRADE data base.

47. Given the relatively high quality and degree of scientific education in the countries
studied, Hamilton and Winters (1992) point to a positive correlation between education in
Central European cotntries and comparative advantage in sophisticated engineering goods. They
thus predicted a better-than-average performance in human capital intensive products. While this
prediction turned out to be wrong for developments during the initial stages of almost all
transition economies, Slovenia has proved an exception. In contrast to other transition
economies, where initial expansion has been pulled by unskilled labor intensive products,
Slovene export expansion was driven by both technology-intensive and human capital intensive
manufactures. Their aggregate share in EU-oriented exports rapidly increased from 50 percent to
in 1992 to 57 percent. The share of technology intensive products rose from 16 percent in 1992
to 20 percent in 1995, and remained at this level in 1996. At the same time, a discernible shift in
the export basket toward human capital intensive products seems to have occurred. The share of
these products has been steadily increasing from 33 percent in 1992 to 37 percent in 1996.

48. Indeed; calculations of Slovenia's revealed comparative advantage (RCA) in EU markets
bolsters these observations. Human capital-intensive products were at a comparative advantage
in trade of these products over 1992-96, these products revealed a comparative advantage index
growing from 2.2 in 1992 to 2.7 in 1996 (Table 9.A). This group recorded the largest increase
between 1992 and 1996; its share in EU imports more than doubled over this time, increasing

17 For an extensive discussion of links between level of development and factor content of exports, see Balassa (1978)
and Yeats (1989).
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from 0.9 percent to 2.2 percent (Table 9.B), which indicates that these products outperformed
other suppliers of human capital intensive goods.

Table 9: Factor Content of Slovenia EU-Oriented Exports in Terms of RCA and Shares in EU Outside
Imports, 1992-96

A. Revealed Comparative Advantage Indices
Index 1996

Relative Factor Intensity Groups 1992 1993 1994 1995 1996 Base 1992=100
Natural Resource Intensive 0.5 0.5 0.5 0.5 0.4 86
Unskilled Labor Intensive 2.2 2.1 2.0 2.0 1.9 90
Technology Intensive 0.5 0.5 0.6 0.6 0.6 110
Human Capital Intensive 2.2 2.3 2.5 2.6 2.7 121

B. Share in EU Imports
Natural Resource Intensive 0.2 0.3 0.4 0.4 0.3 157
Unskilled Labor Intensive 0.9 1.4 1.5 1.5 1.4 163
Technology Intensive 0.2 0.3 OA 0.4 0.4 201
Human Capital Intensive 0.9 1.5 1.8 2.0 2.0 220

Source: Own calculations on the basis of data from UN COMTRADE data base.

49. Although the importance of unskilled labor intensive exports has been declining,
Slovenian exports continue to derive their competitive strength in EU markets by specializing in
unskilled labor intensive products. Exporters of unskilled labor-intensive products have had the
second highest share of EU imports over 1992-96. That share increased by almost 60 percent
from 0.9 percent in 1992 to 1.5 percent in 1995, and slightly declined in 1996 to 1.4 percent. The
decline in values of RCA for unskilled labor -- the source of Slovenia's competitiveness in EU
markets at the outset of transition to competitive markets - was, though significant, less steep.

50. The share of Slovenian technology-intensive products in EU outside imports has doubled.
The increase, however, took place between 1992 and 1994; over 1995-96 these exports remained
flat. They have failed to increase their presence in EU markets. These products as well as natural
resource intensive products seem to be at a comparative disadvantage in EU markets.

3.5. How environmentally "clean" are Slovenian exports to the EU?

51. It is to be expected that environmentally dirty industries tend to concentrate in countries
where environmental control measures are less stringently applied. Since these measures affect
costs, as more demanding measures impose higher costs of compliance, countries with more lax
environmental regulations tend to specialize in so called "dirty" industries. Less developed
countries have less demanding compliance rules, and one would expect the less developed
countries to have revealed comparative advantage in markets for dirty products. Some empirical
studies do confirm the shift in specialization in these products away from highly developed to
developing countries.18

18 See Low and Yeats 1992.
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52. Low and Yeats methodology defined environmentally dirty industries as those incurring
the highest level of pollution abatement and control expenditures in the United States, i.e., equal
or higher than one percent of the value of their sales in 1988. The weighted average of
expenditure/output ratio for all US industry was 0.54 percent with cement having the highest
ratio of over 3 percent.19 Using this classification, one hundred eighty eight four-digit SITC
industries were selected. They included all four-digit SITC products in ferrous metals (SITC 67),
nonferrous metals (S][TC 68) metal manufactures (SITC 69), pulp and paper products (SITC
251), refined petroleum products (SITC 332), organic chemicals (SITC 512), inorganic chemicals
(SITC 513 and SITC 514), mineral tars and petroleum chemicals (S1TC 521), manufactured
fertilizers (SITC 561), agricultural chemicals (SITC 599), wood products (SITC 631 and 632),
paper and paper articles (SITC 641 and 642), cement and other building products (SITC 661).

53. The share of environmentally dirty products in Slovenia's EU exports has moderately
increased during 1992-1995, declining in 1996. The share of such production increased from 21
percent in 1992-93 to 24 percent in 1994-95 (Table 11). Exports of pollution-intensive products
remain highly concentrated, with the top ten four-digit SITC.(Rev 1) industries accounting for
approximately 50 percent of 'dirty' exports. The most important item has been builders
woodwork (6324), contributing on average around 14 percent to dirty exports to the EU over
1994-96. With the vatlue of exports reaching US$173 million, this share was 14.1 percent in
1996, down from its peak level of 17 percent in 1992.

Table 10: Selected Features of Slovenia's 'Dirty' Exports to the EU, 1992-96

1992 1993 1994 1995 1996
Share in EU oriented exports 21.36 21.11 23.64 24.50 22.39
ShareinEU "dirty" imports 0.18 0.33 0.39 0.39 0.38
0 RCA Indices 1.23 1.27 1.37 1.33 1.32
Source: Own calculations from data in UN COMTRADE data base.

54. The sectors responsible for a persistently high share of dirty products in EU-oriented
markets include metal manufacturing, aluminum and iron and steel products. The share of base
metal manufacturing (6324) rose from 5.5 percent in 1992 to 9.2 percent; those of aluminum
alloys unwrought (6841) and aluminum worked (6842) rose from 5.3 and 4.1 to 7.2 and 4.5
percent, respectively; and that of iron and steel bars (6732) rose from 3.7 to 4.6 percent. It is also
interesting to note that exports of steel industry rose from US$65 million in 1992 to
US$180 million in 1996, with their share in dirty exports increasing from 12.5 to 14.6 percent.

55. Slovenia's exports of environmentally dirty products to EU markets seems to be high
considering the country's geography, environmental awareness and its potential for developing
tourism. Note that the share of dirty products is only seven percentage points lower than Poland's
exports to the EU, which was 30 percent in 1995.20 Considering the differences in natural
resource endowment and the level of industrialization between the two countries, the share of

19 For:a detailed discussion see a footnote #6 in Low and Yeats (1992:91).

20 See Kaminsky,(1998).




