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1.  A  joint IMF-World Bank mission visited Ljubljana, Slovenia during November 6-20, 
2000 as part of the IMF-World Bank Financial Sector Assessment Program (FSAP).' The 
principal objective of the mission was to assist the authorities in identifying potential 
vulnerabilities in the Slovene financial system that could have macroeconomic consequences 
and to identify directions for reform to reduce these risks. 

2. This report provides a summary of the main findings of the mission, and the policy 
priorities identified.2 

1 The mission was comprised of David Marston (Mission Chief, MAE, IMF); Hormoz Aghdaey (Deputy 
Mission Chief, World Bank); Agnes Belaisch, Winfrid Blaschke and Haizhou Huang  (IMF); Melinda Roth, 
Rodney Lester, Peter Kyle, Keneth Mwenda (World Bank); Con Horan (Bank Supervisor, Bank of Ireland); 
Marcel Maes (Belgium Banking and Finance Commission, Retired); Karsten Biltoft (Danmarks Nationalbank); 
and, Magally Bernal (Administrative Assistant, IMF). 

At the end of the mission, the FSAP draft reports were provided to  and discussed with the Governor and 
Deputy  Governor of the  Bank of Slovenia, the State Secretary of Finance and other senior officials. Follow up 
meetings were held with the authorities during February 8-9,2001. Following peer review within the IMF and 
the World Bank, a three-volume report has been completed and is being submitted to the authorities: Overall 

Principles and Standards in  the Financial System. 
Stability and Strategic Perspective; Selected Background Material; and, Assessment of Main International 

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

WB111640
Typewritten Text
78477



- 2 -  

MAIN FINDINGS 

3. OVERALL ASSESSMENT. Immediately following independence from the former 
Socialist Federal Republic of Yugoslavia (SFRY) in 1991, Slovenia’s financial system faced 
the loss of part of its asset base, a downturn in economic activity, and a sharp deterioration in 
asset quality.3 To remedy the situation, the system was  very quickly put under a 
comprehensive program of rehabilitation.4 This, together with consistently good economic 
performance and continuous improvements in the regulatory and supervisory arrangements 
during the last decade, has produced a sound and largely well-capitalized banking system, 
whose performance compares favorably with that of selected EU and Central European 
countries.5 Notwithstanding weaknesses in individual areas, the state of solvency and the 
general health of the financial system do not pose significant macroeconomic risks. 

4. The system, however, has evolved in a largely protected environment and is highly 
interconnected. Limits on foreign participation in banks were relaxed only a few years ago. 
Capital controls limiting foreign participation have only recently been relaxed and a tax  on 
repatriation of proceeds of short-term investments in securities is still in effect. Slovene 
banks have historically operated on large interest margins, arising from deposit rate “fixing” 
arrangements among banks, in place until recently, the asymmetric application of inflation 
indexation to financial contacts, and the ready availability of high-yield, risk-free Bank of 
Slovenia (BoS) securities offered to banks to achieve monetary policy objectives.6 These 
investment facilities have provided a guaranteed source of profits to banks, thereby boosting 
their capital base but blunting the incentive to compete and consolidate. Also, while 
reasonable foreign exchange and risk management systems are generally in place in 
commercial banks, the modalities of BoS’s foreign exchange liquidity requirements and, 
until recently, a contingency liquidity agreement between the BoS and banks may have held 
back their full development to international best practice level. Moreover, the Slovene 
financial system is highly interconnected, with myriad intra-sectoral shareholdings and 
significant intra-sectoral financial flows. This can be a source of systemic strength and 
resilience if all segments of the financial system are sound, but could also amplify risk and 
facilitate contagion if market segments are vulnerable. 

5. The ongoing capital account liberalization and deepening integration in the 
international financial market will test the system’s efficiency and resilience. The abolition of 

Slovene  banks’  foreign  currency deposits placed  at the former SFRY central bank  were  confiscated and assets 
held in other  republics of the  Federation were frozen. 

4 Under  this program total bonds of about 10 percent of 1993 GDP were  issued in exchange for the banks’ non- 
performing assets and  contingent liabilities. 

The  reference  group included: Austria, Belgium,  Czech  Republic,  Hungary, Italy, and Norway. 

6 Indexation profits arise from the fact that Tolar deposits under one month maturity  have  a  low  nominal rate (4 
percent, and 1 percent for sight deposits), whereas Tolar loans are indexed to an inflation index. 
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barriers to entry for foreign banks has already paved the  way for foreign competition. 
However, given the small size of the Slovene market, the impact has so far been, and will 
probably continue to be, negligible. The effect of recent capital account liberalization has 
been much more important, as corporations have been increasingly borrowing abroad at 
longer and better terms. This has begun squeezing bank profit margins. As discussed later in 
the report, this process will result in further client segmentation, with good, large clients 
accessing foreign credit markets, and domestic banks focusing on smaller (SME) clients that 
typically are higher-risk but are better known to the local banks. 

6. FINANCIAL SYSTEM SOUNDNESS. The banking system is generally robust and 
resilient to a range of macroeconomic shocks, but its current sources of profits will be 
challenged by capital account liberalization. Stress tests indicate that real sector shocks that 
could lead to  a deterioration in credit quality can be absorbed, due to existing adequate levels 
of provisions, induced in part by favorable tax treatment, and the large system-wide capital 
base. For the same reason, the system could also withstand a sudden moderate appreciation 
or depreciation of the exchange rate. However, the profitability of the banks depends 
significantly on high interest margins, which  will be progressively challenged as capital 
account liberalization forces margins to adjust gradually to European level.7 

7. Insurance intermediaries are well-established and the dominant player appears to have 
an acceptable level of capitalization. Investment practices, however, are currently 
unregulated. The industry has strong financial links with the banking sector. In particular, 
bank deposits and bonds represent a major investment category for insurers, with up to 50 
percent allocation in some recent years. This reflects a lack of investment opportunities in  the 
domestic capital market and perhaps more importantly the very high real returns the banks 
have been offering. Investment policies will change once the new investment rules come into 
effect in January 2003, at  which time exposures to individual enterprises will be  capped.8 A 
transition path needs to be agreed with the insurance supervisor in order to achieve EU 
investment guidelines without significant disruption. The need for investment regulation and 
enhanced risk management, to contain asset concentration, is amplified by the increasing 
provision of credit insurance for bank products. 

8. Pension reforms have started, but are not sufficient to guarantee long-term 
sustainability. The system is actuarially not balanced and can only be maintained with a 
budgetary support of around 4 percent of GDP annually, over and above the combined 
employer and employee contribution rates. Due to Slovenia’s demographics, the age 

7 Despite high margins, net interest income after tax for the system, is on average less than 1 percent of total 
assets. 

8 The Insurance Act allows investments in the EU and OEDC capital markets, within limits prescribed. This 
has not been fully utilized because of the very high returns offered by the domestic banks, and the fact that since 
regulations on exposures to individual enterprises are not yet in effect, the investments have been consolidated 
mainly in  these deposits. 
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dependency ratio is projected to deteriorate in the long run. In order to contain the budgetary 
burden of the system, the costs of the first pillar are being reduced through changes in benefit 
accrual rates and in other parameters. However, more comprehensive reforms are needed to 
ensure continued sustainability beyond the end of this decade. 

9. The regulatory framework and infrastructure of the capital market are well developed, 
but liquidity is thin. While there are no systemic risk implications in this sector, the thin 
liquidity and low level of development of non-bank financial intermediaries put  more stress 
on the banking system and do not provide sufficient risk diversification. Factors hampering 
the development of the capital markets in Slovenia include the unequal tax treatment of 
financial saving instruments and the lingering privatization gap to allow for eventual 
transformation of the Privatization Investment Funds into open-ended mutual funds.’ 

10. OVERSIGHT AND RISK MANAGEMENT INFRASTRUCTURE. Over the last 
decade, the legal framework governing the regulation and supervision of the financial sector 
has undergone significant reform. The objective has been to make the applicable laws and 
regulations, as well as supervisory practices, consistent with international best practice and 
EU directives. The framework governing bankruptcy procedures, prevention of money 
laundering and financial system abuse is strong and comprehensive and, despite delays, 
regulatory arrangements affecting collateral and security enforcement are adequate. 

11. Slovenia complies with most of the Basel Core Principles for Effective Banking 
Supervision. The preconditions, and regulatory framework defining objectives, powers  and 
resources are appropriate. Licensing procedures, accounting practices, procedures and 
practice for remedial measures and cross border banking arrangements are largely robust. 
However, there are important gaps to be addressed. The absence of supervision on a 
consolidated basis and inadequate regulations on and oversight of connected lending and 
large exposures are particularly important given the high degree of interconnectedness of the 
financial system. 

12. The new Insurance Act, despite being based largely on the current EU directives, 
does not ensure adherence to all the Core Principles of the IAIS. Arrangements for licensing, 
corporate governance, and internal control need to be strengthened. Moreover, the new  Act 
does not adequately address credit risk, and the absence of current investment guidelines, and 
hence the temporary regulatory void in this area, is serious in light of the interconnectedness 
of the system. In addition, the lack of any reference to the treatment of derivative products, 
contingent liabilities, and market conduct are important omissions in the act. 

There  are currently 46 Privatization Investment Funds listed on the Ljubljana Stock Exchage with  an 
aggregate asset value of SIT 556 billion of which SIT 175 billion is in unused privatization vouchers. The GoS 
plans to close this gap through privatization of additional State-owned enterprises. Total market capitalization 
of the PIDs amounted to SIT 143 billion at end-June 2000, or about 14 percent of total market capitalization. 
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13.  The Principles of Securities Regulation of IOSCO are largely implemented. 
Operational independence, powers, and oversight of self-regulatory organizations, 
arrangements for information sharing and cooperation and principles governing issuers, and 
secondary market arrangements are sound. However, the absence of a graduated corrective 
action framework and the limited scope for the supervisor to enforce penalties are of concern. 

14. Payment and settlements arrangements are largely robust and will be improved 
further with the completion of the migration of the system from the Agency for Payments to 
the financial sector. In the near-term, the transition from the Agency to the new system needs 
to be managed carefully to avoid risks arising from: (i) the difficulties of liquidity 
management for banks; (ii) the operational risks associated with end-of-day closing; and (iii) 
settlement risk arising from providing real-time access to funds with an-end-of day 
settlement in the Agency. The fragmentation of the retail payment system and the absence of 
a national clearinghouse need to be taken up in the context of a Payments System Council. 

15.  The current systemic liquidity arrangements are weak, hampering the ability of banks 
to manage liquidity shocks and reducing the effectiveness of BoS monetary policy.10 Existing 
arrangements have evolved to address various stresses in the past, but in the new 
environment of a liberalized capital account they constrain market development and inhibit 
the capacity for effective signaling by the BoS of its policy intentions. The latter has potential 
macroeconomic consequences. These weaknesses have to some extent been masked by the 
conditions of sustained excess liquidity. 

POLICY PRIORITIES 

16.  While there are no indications of imminent insolvency or significant systemic risk, 
the report suggests prospective areas for strengthening and further development of the 
financial system and improving its resilience. During the discussions with the authorities, the 
mission emphasized the following broad themes: 

Increasing competition in the financial sector through privatizing the two State-owned 
banks; divesting the State shares in insurance companies; de-indexing financial contracts; 
and, equalizing the tax treatment of different savings instruments. 

10 The BoS regulates liquidity through primary and secondary operations in foreign exchange denominated and 
Tolar bills and a range of loan facilities. More importantly, the BoS, by contractual arrangement with 
participating banks, requires banks to transact at its intervention rates, with excess holdings absorbed through a 
standing swap facility. (See also para 4) 
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Pursuing more aggressively further transition strategies for the pension component of the 
social insurance system in order to ensure financial soundness and sustainability of the 
system beyond this decade." 

Strengthening supervision, especially in light of system interconnectedness, through 
consolidated supervising of institutions, with special attention to related party (especially 
to shareholders) lending; strengthening the cooperation of different financial sector 
supervisory agencies; and filling the regulatory gap arising from the absence of 
investment guidelines for the insurance sector.12 

Enhancing the scope for risk management at commercial banks by gradually reducing the 
foreign currency minimum liquidity requirement or replacing it with requirements on 
currency and maturity matching; and applying a uniform reserve requirement across 
maturities and remunerating it at a market-related interest rate. 

Improving the liquidity management infrastructure and developing the money market 
through replacing BoS's current placement of its bills on tap with  an auction; 
rationalizing its standing facilities; and establishing allocation limits in the primary 
auction and opening it  to  a wide range of participants outside the financial sector. 

Developing the nonbank financial sector through recapitalization of the privatization 
investment funds (by filling in the privatization gap), and ensuring that the planned 
transformation of these funds into regular open-ended mutual funds proceeds smoothly 
and does not generate instability in the stock market.13 This is also part of the rationale 
behind equalizing the tax treatment of different savings instruments. 

Together with the resolution of uneven  tax treatment and the lack of liquidity in the PIDs, 
both of which will improve conditions for the supply of long-term funds, a basis would 
exist  for the development of bond markets. This would add breadth to the Slovene capital 
markets and could serve to diversify risks away from the banking system, which is 
currently the primary domestic provider of corporate finance. 

17. The Slovene authorities broadly agreed with the conclusions of the FSAP mission, 
and the BoS has already prepared a detailed Action Plan to address the identified 
shortcomings within the scope of its authority.14 The Action Plan was discussed with the 

11 The authorities have requested Bank support for further pension reform. The Bank has committed to provide 
this support in FY02 as part of FSAP technical assistance follow up. 

l2  The authorities have requested Bank support in the area of insurance regulation. The Bank has committed to 
provide this support in FY02 as part of FSAP technical assistance follow up. 

l3  The authorities are currently drafting a new Investment Funds and Management Companies Law which will 
comply with the EU standards and will be favorable to the long-term development of the capital market. 

The BoS is currently preparing an interim report on the progress made in implementing the Action Plan. 
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FSAP follow up mission during February 9-10,2001.  The Plan reaffirms Slovenia's 
commitment to capital account liberalization and includes specific steps addressing the main 
issues identified in the FSAP mission.15 The broad elements of the action plan are 
summarized below. 

18. Strengthening Prudential Oversight. Consolidated supervision will be conducted over 
the different holdings of financial intermediaries in 2001. Memoranda of Understanding will 
formalize cross-border coordination with foreign supervisors.16 The law  will  be  amended to 
address issues of connected lending and exposure to shareholders.17 Shareholders acquiring a 
qualifying share in banks will be required to have appropriate expertise in banking business. 
Licensing requirements for financial institutions will be tightened. The Insurance Law  will  be 
amended to address investment policies. Supervisors will receive regular training to upgrade 
expertise in  new banking activities and supervisory frameworks. 

19. Improving Risk Management in Banks. Banks will be encouraged to develop their 
own internal models, following standards prepared by SU ervisors, to assess credit and 
market risks and set capital requirements to cover them, 

20. Improving Liquidity Management. The BoS  will rationalize its intervention 
instruments so that they reflect liquidity conditions in the market and enhance policy 
transmission through interest rates. Specifically, the tap placement of BoS bills will  be 
replaced by auctions open to  a wide range of participants; the reserve requirement will be 
made uniform across maturities and remunerated at market-related rates; the foreign currency 
liquidity requirement will be replaced by rules on currency and maturity matching. Also, the 
BoS and the Ministry of Finance will jointly develop a Government securities market that 
will generate a benchmark yield curve for the pricing of other assets. 

21. Completing The Reform of the Payments System. After-hours money market rules 
will be modified to reduce settlement risk and facilitate the transition to the new RTGS 
system. 

18 

l5 Substantial moves have already been made since July 2001, towards liberalization. 

16 Memoranda of understanding have been concluded with Austria, Germany and Macedonia. Steps  are being 
taken to formalize the co-operation with the supervisors in Italy, France, and Bosnia and Herzegovina. 

l7 The banking law has already been amended to this end. 

Capital adequacy regulations was amended in February 2001, setting requirements for inclusion of market 
risk in addition to credit and FX risk in capital requirement calculations. 


