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Inflation after the Introduction of the Euro:
the Case of Slovenia

Mejra FESTIC* — Sebastijan REPINA** — France KRIZANIC***

Abstract

The article contributes to the existing empirical evidence on the impact of the
macroeconomic environment on retail prices dynamics by using panel estimates
to explain inflation in Slovenia after the introduction of the euro. We evaluated
the impact of diesel fuel prices, food prices on the world market, GDP, the bank
loans to the private sector, import prices, the earnings of major merchants and
the production prices for retail prices of alimentary products.

The earnings of major merchants, import prices and GDP growth contributed
significantly to the incline of the retail prices in the first period observed. While,
the results of the empirical analysis state that the cause of increased incline of
the retail prices of alimentary products after May 2007 can be attributed, mostly
to the earnings of major merchants, volume of credit, world food prices, the
price of diesel fuel and import prices. The impact of producers' prices was insig-
nificant in both periods observed.
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1. Introduction

After the introduction of the euro, the EU-15 Member States were also con-
fronted with rising prices (Liinnemann and Mathé, 2004). There are factors that
spoke for some upward price pressure in connection with the introduction of
euro currency (like menu costs). In view of menu costs and depending on the
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competitive situation in a particular market, there was a risk that in setting new
psychological numbers, firms used the opportunity to raise prices. Those who
took the opportunity of raising prices (and thereby avoiding additional menu
costs) contributed to some impact on recorded inflation. Consumers are usually
aware of what purchases ought to cost and base their decisions on how the asked
price relates to this reference price. Meanwhile, an inflationary impulse might be
generated in that consumers’ faulty assessments lead to euro prices being seen as
more attractive (Aucremanne, 2007).

Despite the occurrence of some identifiable inflationary shocks, which were
orthogonal to the changeover, such as increases in crude oil prices, increases in
food prices, increases in indirect taxes and administered prices and the lagged
transmission of the depreciation of the euro in the period 1999 — 2000 (Aucre-
manne, 2007), the inflation pressure was of transitory importance for inflation in
the euro area (Deutsche Bundesbank, 2004). Probably the most convincing ar-
gument for claiming that the inflationary impact was mild after the initial period
of the euro common currency (in EU-15) could be found in the fact that aggre-
gate inflation in the euro area continued to be relatively close to 2 percent after
the first period of euro introduction.

Following stable price developments, Slovenia adopted the euro in January
2007. The government and the Bank of Slovenia took measures to ensure a smooth
transition to the euro, notably the dual pricing that was introduced nine months
prior to the euro changeover, and an information campaign aimed at informing
the broad public about the possible risk in the process of the currency change-
over. A higher rate of economic growth in the New EU Member States and the
process of restructuring were the cause of both inflationary differentials and the
Balassa-Samuelson effect (Chmielewski, 2003; Breuss, 2003), respectively. The
latter ceased with the years in the New EU Member States. We must also add
that admission into ERM 11, with the final goal of adopting the euro as a com-
mon currency, required a gradual cutting of interest rates in Slovenia and the
achievement of nominal convergence, which was followed by volume credit
growth and growth in demand. Loans granted to the private sector (the popula-
tion mostly) at lower interest rates and favourable credit terms contributed to
price increases through the mechanism of inflation of demand (for the NMSs
see, Horvath and Koprnicka, 2008; Stavrev, 2009). In Slovenia, a weak jump in
prices was already felt at the end of 2006 and after April 2007 a more noticeable
rise followed. The inflation of demand was also influenced by monetary policy
and credit volume growth. It should be noted that any one-off shift in the price
level as the result of changeover acted as an inflationary impulse over just a lim-
ited period (for the EMU see, Honohan and Lane, 2003). The conversion to euro
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notes and coins increased the risk of inflation because price-setters used the op-
portunity of rounding the “new” euro prices upwards.

In recent years, we have encountered a considerable rise in energy product
and food prices; partly on account of the growth of the Chinese and Indian econ-
omy. In Canada and the United States, cultivable areas intended for growing
corn were cut down in favour of bio-diesel fuel production and consequently the
supply of corn on the world market diminished. On the world market, this was
followed by a rise in food prices based on both marked-up pricing and on the
principle of extra payments, respectively. The dynamics of energy product price
movements depend on the demand for industrial products and their movements
are procyclical (Kilian, 2007). The depreciation of the US dollar was followed
by ECB measures to cut down interest rates, which acted as an incentive for
consumption. The above-stated facts reveal that extra payment inflation (mark-
-up pricing) was followed by inflation of demand (for the euro area see, An-
geloni and Ehrmann, 2007; for the CEE see, Stavrev, 2006).

This paper analyzes the factors behind rising prices in Slovenia after the in-
troduction of the euro. In the next chapter, we shortly review the literature over-
view on inflation after the introduction of euro in the EU-15 and inflation differ-
entials in the NMSs. In the third chapter, an outline of rising inflation in Slovenia
is displayed, while the results of the econometric analysis on the law of price
transfers in the food chain are published in the fourth chapter. The hypothesis is
that price increases were mainly observed in low-priced and therefore frequently
bought items after the introduction of common currency (Ehrmann, 2006; Del
Giovane and Sabbatini, 2005). A conclusion and commentary on the empiric
results are provided for in the last chapter.

2. The Literature Overview on Inflation in the EU New Member
States and After the Introduction of Euro in the EU-15

According to Stavrev (2006) inflation in the Central and Eastern European
countries have been largely driven by common factors related to the country-
-specific financial conditions and the structure of the consumption basket (over
the short term);' pass-through from foreign prices, business cycle fluctuations,

' The New Member States (NMSs) are more energy intensive and have a significantly higher
share of food prices in their consumer baskets than the old EU members (Stavrev, 2009); and
therefore, commodity price shocks have a much more biased effect on core inflation in the NMS
relative to the old EU countries (the past several years food and energy inflation contributed
slightly less than 40 percent to headline inflation in the euro area, while it contributed close to 60
percent in the NMS). Altissimo et al. (2005) suggest that most of the dispersion in European
inflation occurs in the services category of the EU’s harmonized consumer price index.
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demand-supply relation, administered price adjustments and increases of indirect
taxes associated with EU accession (over the medium-term); and factors such as
convergence of price levels across countries (over the longer term). Egert (2007)
has provided an overview of inflation differentials in Europe by stating that the
Balassa-Samuelson effect is unlikely to explain the observed inflation differen-
tials; and he concludes that the effect of the exchange rate on inflation is weak-
ening over time in Central and Eastern European countries.

According to Horvath and Koprnicka (2008) real convergence factors are
important for inflation developments in the NMSs as compared to the euro area.
Honohan and Lane (2003) examine the relative influence of the country’s exter-
nal exposure, cyclical position, fiscal policy and price level convergence as vital
determinants of inflation differentials in the euro area. According to Hofmann
and Remsperger (2005) the inflation differentials are mainly influenced by dif-
ferences in cyclical positions, fluctuations of the effective exchange rate and
a level of inflation persistence (which depends on the past monetary policy re-
gime and expectations).

Mody and Ohnsorge (2007), using a sample of EU-25 countries, find evi-
dence that a lower initial price level is associated with higher subsequent infla-
tion, showing that country-specific inflation in the NMS is higher than that in the
old EU members. Choueiri et al. (2008) in a panel of EU-25 countries find that
cross-country differences in common inflation within the EU depend on gaps in
the initial price level, changes in the nominal effective exchange rate, the quality
of institutions, and the flexibility of the economies.

Rogoff (2003) argues that as a result of globalization the level of inflation has
declined, partly through increased competition, reducing the real effects of
monetary policy surprises. Thus, central banks have less incentives to inflate,
which enhances their anti-inflationary credibility. Angeloni and Ehrmann (2007)
point out that the main sources of inflation differentials — in the early years of the
euro area — have been aggregate demand or potential output shocks,’ followed by
domestic cost-push disturbances.

The introduction of the euro notes and coins in the first two months of 2002
was followed by a lively debate on the alleged inflationary effects of the new
currency. In the euro area, survey-based measures signaled a much sharper rise in
inflation than that measured by the official price indices (Angelini and Lippi, 2007).
Several arguments explained a gap between measured and perceived inflation

% The countries with a history of low and stable inflation rates exhibit zero persistence (ibidem,
2005).

3 According to Fidrmuc and Korhonen (2006) the business cycle correlation of most EU NMSs
is sufficiently high as not to hinder membership in the monetary union. Indeed, several current
members of the euro area appear to have lower business cycle correlations than the EU NMSs.
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that might have occurred in the aftermath of the changeover (Brachinger, 2006).
An introduction of commom currency might had an impact on inflation and the
discrepancy between inflation perceptions and the official statistics, emphasizing
the role of psychological factors, and especially the role of a priori expectations
(Traut-Mattausch et al., 2004). According to this theory, a gap between per-
ceived and measured inflation could indeed arise at the time of the changeover
just because of the timing of specific (temporarily) price shocks (Aucremanne,
2007). Cornille (2003) and Hoffmann et al. (2006) showed that the changeover
led to a substantial and persistent increase in price diversity, which further com-
plicated information-processing in the new regime. One of the findings of
Dziuda and Mastrobuoni (2006) is that consumers who still convert prices to
their old currency have higher inflation perceptions. Mastrobuoni (2004) empha-
sized the difficulties that consumers experience when adapting to the euro and
they find that inflation perceptions are higher for consumers experiencing more
such difficulties, in particular older and less educated people. Given the com-
plexity of the conversion rates, the introduction of the euro was fundamentally
different from most other historical examples of changes in the unit of account,
as in many cases they merely implied that a number of zeros was dropped from
inflated currencies.

Angeloni, Aucremanne and Ciccarelli (2006) found for a broad set of con-
sumer goods and services in the euro area, where a very large clearly pronounced
spike in the number of price increases was seen at the time of the changeover
and showed an asymmetric pattern in the less competitive services sector. Ho-
bijn, Ravenna and Tambalotti (2006) analyzed the dynamics of restaurant prices
and find evidence consistent with a price hike. Dziuda and Mastrobuoni (2006)
found evidence of changeover-induced price increases for lower priced items and
in sectors, where price transparency is low and market concentration high. Ehr-
mann (2006) found that price increases were mainly observed in low-priced and
therefore frequently bought items or in outlets, where consumers tend to buy
a single good or service. Del Giovane and Sabbatini (2005) argue that inflation
perceptions were mainly affected by the prices of goods that are cheaper and
more frequently purchased.

Slovakia joined the euro area on January 1, 2009 and relied before the intro-
duction of euro on an inflation targeting strategy with wider variability in the
exchange rate (tolerating fluctuations within a £ 15% fluctuation band around
the central exchange rate with the euro). Due to the fact that Slovakia is a small
open economy, highly integrated in foreign trade and finance to the euro area,
the introduction of euro contributed to favorable conditions for long term busi-
ness decisions (Suster, 2009).
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Given this fact, the price level was expected to rise in tandem with conver-
gence in the economic level before the introduction of common currency, and
Slovakia probably stayed sharp to ease the excessive upward pressures on prices,
by maintaining labor market flexibility and a competitive market environment
(Gasparikova et al., 2004).

In Slovakia they introduced consumer protection system (dual display of pri-
ces, control of consumer protection associations, monitoring of selected prices,
consumer awarness activities, ethical code declaration etc.). Thanks to detailed
preparatory work, the technical aspects of the transition went well. According to
a European Commission Eurobarometer survey conducted in January 2009, 90%
of Slovaks felt well-informed about the euro. As a result, perceptions of change-
over-related inflationary pressures were limited and it did not lead to significant
price increases after the introduction of euro (EC, 2009).

3. Inflation after the Introduction of Euro in Slovenia

In the euro adoption period, Slovenia met the Maastricht criterion regarding
inflation. Before the introduction of the euro, inflationary expectations dimi-
nished; competition had a favourable influence on prices when new suppliers
entered the Slovenian market, with the same influence also felt among metal, oil,
and oil derivative prices (Bole et al., 2006).

After the introduction of the euro, prices did not rise significantly because
a silent agreement on slow-paced price growth was in force. By the end of 2007,
the rising-price trend exceeded anticipation and hit 9.3% in December 2007, and
then 9.9% in January 2008. Price increases slowed down by the end of the first
quarter of 2008 and reached 6.3% in May 2008. According to the data of UMAR
(2008), the prices of consumer goods increased by 5.56% between June 2007
and May 2008. This rise was at least partly of a seasonal nature and the five-
month inflation rate (from January 2008 to May 2008, in comparison with the
same period of the previous year) remained at 6.37%.

There are several (external and internal) reasons for an increase in prices at
the end of 2007 and in the beginning of 2008. The most important external fac-
tors that influence inflation are definitely the conditions of the world markets
(Bole et al., 2008). Some originate from the increase in food and energy product
prices on the world market and from relative high GDP growth in Slovenia.
(i) A major contribution to inflation is also an accelerated increase in food prices.
An index of food prices published in The Economist displays significant growth
starting in 2005 (Bole et al., 2006). On world commodity exchanges, the index
of food prices growth in the year 2006 was 37% higher than in the year 2005,
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reaching the level of 157 in 2007, and 257 in 2008. The prices of some essential
agricultural raw materials on the world market went up because of the ever in-
creasing needs of underdeveloped states for food and energy (UMAR, 2008).
Poorer harvests, as a result of natural catastrophes such as drought, must not be
ignored. Unfavourable price trends on the world markets manifest asymmetrically in
Slovenia, where the prices of consumer goods have increased considerably more
than on world markets. (ii) In the trade boom period — together with the favourable
effects of liberalization in foreign trade — the necessary completion of the long-
-term motorway construction project and the start of an intensive development
policy dictated by the use of EU cohesion and structural funds, economic growth
is additionally increasing through the accelerator effect by stimulating new in-
vestments intended to increase final demand (Bole et al., 2008). (iii) The internal
factors that contributed to inflation were weak competition in certain sectors and
an increase in demand. The trade boom thus increased the income of the popula-
tion and made possible marked-up pricing, based on the principle of extra pay-
ments to the suppliers of certain goods (alimentary products in particular). The
response of all economic subjects that in any way affect inflation was of crucial
importance for the inflation rate. Various authors have written that the global reason
for price increase in Slovenia is underdeveloped competition and the market be-
haviour of all participants (UMAR, 2008). In addition to this, the effect of up-
wards price adjustment can be added. Some additional reasons for inflation can be
found in an underdeveloped and innovatory oriented economy. In recent years,
Slovenian enterprises started to fall behind in development as the share of labour
costs in gross domestic product strongly exceeded the average of all EU Member
States as well as of the United States and Japan (SURS, 2008). The lag is also no-
ticeable in inefficient investments into research, development, and innovations.
The increase of primary consumer goods results in the decline of the average
purchasing power and in the diminished welfare of the population. Slovenian
inflation in 2008 exceeded eurozone inflation by 2.58 percentage points (May
2008), with the largest increases being noted in food, housing costs and tourist
services (Table 1). If we take into consideration the cumulative relative inflation
in Slovenia and the eurozone as a standard (2.58%) and use it as a standard for
price growth in particular sectors, we can see that the pressure of rising prices in
Slovenia was above average or bigger — since it corresponds to a cumulative
difference in inflation between Slovenia and the eurozone in food prices
(2.85%), prices of clothing and footwear (0.62%), housing costs (4.05%), hous-
ing equipment (0.85%), recreation and culture (1.17%), tourism (3.2%) and ser-
vices (0.30%). Slovenia had lower price growth than the Eurozone only with
transportation — which lagged behind by 3.7% (Table 1). If we standardize the
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price growth of consumer goods by particular sectors with relative economic

growth in Slovenia, and compare this to the eurozone, we can see Slovenia

“leading” in all products; an above-average increase of Slovenian prices was
noted in housing costs, tourism, food, recreation and culture, housing equipment,
clothing and footwear (Table 1). The heavyweights in the consumer goods index
have been food (15.9%). Rising food prices triggered a chain reaction among

prices in other sectors and strengthened inflationary inertia.

Tablel

Year-on-year inflation in Slovenia, the Eurozone and Germany — May 2008 (in %)
(increases in May 2008 in comparison with May 2007)

Slovenia Eurozone Germany

Food 11.79 6.36 6.43
Alcohol — tobacco 4.90 3.34 1.69
Clothing — footwear 3.96 0.76 -0.20
Housing 12.28 5.65 5.01
Housing equipment 5.43 2.00 1.19
Healthcare 2.14 1.58 1.57
Transport 222 592 4.69
Communications 0.52 -1.73 -2.16
Recreation and culture 3.84 0.09 0.90
Education 4.44 3.76 4.13
Tourism 9.10 332 1.26
Other 4.79 241 1.84
Goods 6.73 4.52 4.30
Services 5.34 2.46 1.55
TOTAL 6.25 3.67 3.08
Economic growth in Slovenia, the Eurozone and Germany

(from the first quarter of 2007 to the first quarter of 2008)

Slovenia Eurozone Germany

Real increase of GDP 10.66 3.90 3.15

Relative inflation in Slov

enia in comparison with Eurozone inflation
(from May 2007 to May 2008)

Relative inflation

Groups of goods with
regard to the joint
relative inflation

With regard to relative
economic growth

Food

Alcohol — tobacco
Clothing — footwear
Housing

Housing equipment
Healthcare
Transport
Communications
Recreation and culture
Education

Tourism

Other

Goods

Services

TOTAL

2.58

2.85
-1.02
0.62
4.05
0.85
-2.02
—6.28
—0.33
1.17
-1.90
3.20
—0.20
—0.37

0.30

14.52
10.65
12.29
15.72
12.52

9.65

5.39
11.34
12.84

9.77
14.87
11.47
11.30
11.97
11.67

Source: EIPF (2008); Eurostat (2008); SURS (2007; 2008) and own calculations (2008).
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4. Empirical Evidence: Determinants of Inflation in Slovenia after
the Introduction of Euro

4.1. Data

Time series of the following products were used as factors for inflation: spad
(= carbonated and uncarbonated) beverages; coffee, tea and cocoa; bread and
other corn products; meat; milk, milk products and eggs; oils and fats; beer; fruit
— fresh and processed; sweets and confectionary products; wine; vegetables —
fresh and processed; spirits. The above listed provisions were used as retail pri-
ces and as production prices. In order to evaluate the impact of singular explana-
tory variables (the production prices of twelve singular alimentary products,
import prices, food prices according to the Economist, diesel fuel prices, food-
vendor earnings before interest and tax (EBIT), loans granted to the private sec-
tor and real GDP) on retail price changes of alimentary products, a panel regres-
sion was used (cross section weights).

We evaluated the impact of diesel fuel prices, food prices on the world mar-
ket, GDP, the (real) value of bank loans to the private sector, import prices, the
earnings and EBIT of major merchants® and the production prices for retail
prices of alimentary products. A dummy variable was included in order to ex-
plain the inclination change of the retail price average (after May 2007). Vari-
ables were de-seasoned by applying the X-12-ARIMA method, monthly data
from January 2006 to May 2008 was taken from EIPF (2008) and SURS (2008)
database.

4.2. Methodology

The methods used in different estimations that look for empirical evidence of
a relationship between macro-economic variables are primarily: co-integration
analysis, correlations, cross-sectional regressions and panel regressions (Beck
and Katz, 1995). Panel data analysis endows regression analysis with both a spatial
and temporal dimension. The spatial dimension pertains to a set of cross-sec-
tional units of observation (commodities in our case). The temporal dimension
pertains to periodic observations of a set of variables characterizing these cross-
-sectional units over a particular time span. Due to the fact that panel data often
refers to a data set where the observations are dominated by large numbers of
units relative to time periods (Baltagi, 2001), we decided to use the panel data in
our analysis. Panel data sets generally include sequential blocks or cross-sections
of data, within each of which resides a time series. According to the relatively

* Earnings before interest and tax. Only the earnings of merchants and their production units in
Slovenia were taken into account.
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short time span and similarities between the alimentary products, we decided to
use panel regression (cross section weights) (Hsiao, 2003), and subsequently
obtain more information on the analyzed parameters (Wooldridge, 2002).

The method allows one to control for omitted variables that are persistent
over time and, by including lags of regressors, one may alleviate measurement
errors and endogeneity bias (see also Maddala and Wanhong, 1996; Baltagi,
2001). The advantage of the applied method is that it lowers co-linearity between
explanatory variables (Davidson and MacKinnon, 1993) as well as dismisses
heterogeneous effects (Western, 1998). We contributed to the existing empirical
evidence on the impact of the macroeconomic environment on NPL ratio dynam-
ics by analyzing the model with fixed effects (which controls for the impact of
neglected and changing variables among observed units that are constant within
a time period) (Arellano and Bond, 1991).

Moffatt and Salies (2003) demonstrated that logarithmic approximation is
accurate only if the rates of change in variables are reasonably small. Since the
dynamics of inflation are sometimes considerable — this approximation would
produce a significant downward bias in the simulation — all the time series were
transformed into percentage changes in the original time series. After deriving
the transformed time series, the stationarity of all the selected time series was
obtained at a 1% significance level and then proven by the ADF — Fischer Test
(Esaka, 2003). Basic statistical properties of the time series proved to be ade-
quate by Jarque-Bera test and probabilities.” The lag length selection in the
specified model was based on the Schwarz information criterion. According to
Asghar and Abid (2007), the Schwarz criterion performs good information crite-
ria in the presence of a structural break (see: Table 2 and 3, Picture 1).

Q-Statistics were employed to check for autocorrelation in the residuals. We
accepted the hypothesis of no autocorrelation of residuals — with high probabili-
ties and low Q-statistics (Iwaisako, 2004). Using fixed effects within the estima-
tion, we assumed a slope common to each of the products (b;), while intercepts
varied across each of the product (c;) (Beck and Katz, 2004). Fixed effects were
included to account for possible unobserved heterogeneity across products. Ac-
cording to the results of the Cross-section F-test (Table 2), the system responded
well within the fixed effects estimations in our model.® All the calculations were
performed by Eviews 6.0 and SPSS 15.0.In order to explain the common impact
on retail prices, a panel as a whole was analyzed by means of regression and was

3 The results are available upon request.

S If the p-values associated with the F-statistic is around 0.0000, there is strong evidence
against the null hypothesis (Hy = the fixed effects are all equal to each other). This suggests that
there is unobserved heterogeneity. Our results (see Table 2) reject the Hy hypothesis and we
accepted the fixed effects in our panel regression model.
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also divided into two (sub)periods due to a significant function inclination
change after May 2007, when the significant growth of the price level after the
introduction of euro in Slovenia started (see: Picture 1); and therefore dummies
were included in the panel regression (see Table 2).” From the economic point of
view, we can state that after the introduction of the euro, prices did not rise sig-
nificantly because a silent agreement on slow-paced price growth was in force till
May 2007. From May to June 2007, the impulse growth trend strengthened from
5.2% to 6.5% (UMAR, 2008) and was intensive till May 2008 (see Chapter 3).

Picture 1
The Dynamics of Retail Prices of Food in Slovenia
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RP — Retail Prices.
Source: EIPF (2008).

Using monthly data, we contributed to the existing empirical evidence on the
impact of the macroeconomic environment on retail prices dynamics by using
panel estimates to explain inflation in Slovenia after the introduction of the euro
by estimating the following equation (where D(x) denotes the difference in
growth rate of the variable as measured in percentage points, b, regression coef-
ficient and CD threshold level).

D(Retail prices), = ¢ + by-D(Production prices),., + b,D(Diesel fuel prices),., + b3'D(Food prices
— The Economist),, + by D(EBIT total),, + bs:D(GDP),,, + bgD(Import prices),., + b;D(Loans
to private sector),, + bg'D(Production prices(0),.,) — CD_ Production prices(0),,)*DUMMY +
bo'D(Diesel fuel prices(-2),.,) — CD_ Diesel fuel prices(-2),.,)*DUMMY + byy-D(Food prices —
The Economist (-3),.,) — CD_ Food prices — The Economist (-3),,,)*DUMMY + b,"D(GDP(-3),.,) —
CD_GDP(-3).,)*DUMMY + by,-D(Import prices(-3),,,) — CD_ Import prices(=3),,,)*DUMMY +
b13-D(Loans to private sector(-3),.,)— CD_Loans to private sector(-3),.,,)*DUMMY + b,4-D(EBIT
total(6),.,) — CD EBIT total(6),,)*DUMMY + AR(1)

7 The Chow forecast test was also performed to check for the existence of the structural break
in May 2007.



974

4.3. Results

The production price impact on retail prices of alimentary products® and the
impact of other explanatory variables can be observed in two periods. According
to the model, May 2007 was calculated as a breaking point (see Picture 1). The
results display a stronger production price impact on retail prices in the first pe-
riod, where a 1 percentage point increase of production prices contributed to an
average 0.03 percentage point increase of retail prices for all products under
observation. The impact intensity of the stated relation fell to 0.00 percentage
points during the second observation period (Table 3). What we find interesting
is a significant EBIT impact on retail prices after May 2007. In the first period,
the EBIT’ probably depended more on market share expansion, lowering costs, and
other sales rationalization measures and less on retail price growth (0.35 percen-
tage points). After May 2007, EBIT becomes an important determinant of retail
price growth with a 2.82 coefficient, which — ceteris paribus — means a 2.82 per-
centage-point change (e.g., if working costs, wages & salaries, rents and other
operative costs, taxes, etc. remain unchanged). A conclusion can be drawn from
the previously stated facts, showing that production prices made no contribution
to retail price growth, which therefore had to be generated somewhere else.

A one percentage point diesel fuel price increase contributed to a 0.41 per-
centage point retail price increase after May 2007, while in the first observation
period the diesel-fuel price impact (and transportation costs respectively) on
alimentary products retail prices (coefficient 0.04) was nearly imperceptible. The
impact of world food prices likewise contributed to retail price growth in the
second analyzed period (coefficient 0.42); before this no significant impact was
noticed (0.07 percentage points). Loans granted to the private sector added 0.1
percentage points to retail price growth in the first period and a 0.45 percentage
point in the second period. Credit volume growth contributed to more consump-
tion in the economy, which as a consequence probably also contributed to the
increase of trade margins.

The influence of GDP was stronger in the first observation period (coefficient
0.15), when economic growth was favourable; this corresponds to the Okun law.
After May 2007, the dynamics of GDP contributed less to retail price growth
(coefficient 0.07). As far as import prices are concerned, we can say that they
contributed more to retail price growth, with a coefficient of 0.19 in the first

8 The consumption basket includes spad (= carbonated and uncarbonated) drinks; coffee, tea
and cocoa; bread and other corn products; meat; milk, milk products and eggs; oils and fats; beer;
fruit — fresh and processed; sweets and confectionary products; wine; vegetables — fresh and proc-
essed and spirits (strong drinks).

? EBIT can be the cause or consequence of retail price growth.
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period and 0.14 in the second (Tables 2 and 3). On this basis, retail prices were

still growing, but at a lower rate.

Table 2

The Impact of Inflation from the Producer to the Merchant for a Total

of All Alimentary Products

weighting matrix.

Dependent variable/retail prices for period January 2006 — May 2008
Cross-sections included: 12; Total pool (balanced) observations: 348; Iterate coefficients after one-step

Variable Lag Coefficient Std. Error t-Statistic Prob.
C - 0.360093 0.106913 3.368091 0.0008
Production prices 0) 0.028016 0.006096 4.595430 0.0000
Diesel fuel prices (-2) 0.044470 0.018722 2.375260 0.0181
Food prices — The Economist -3) 0.066877 0.014476 4.619949 0.0000
EBIT total (-4) 0.346831 0.081996 4.229804 0.0000
GDP (-3) 0.152267 0.051640 2.948626 0.0034
Import prices (-3) 0.193518 0.084177 2.298933 0.0221
Loans to private sector -3) 0.099141 0.030469 3.253815 0.0013
Production prices *DUMMY (0) —0.027836 0.007168 —3.883326 0.0001
Diesel fuel prices * DUMMY (-2) 0.361009 0.083272 4.335289 0.0000
Food prices — The Economist -3)
*DUMMY 0.352226 0.095063 3.705174 0.0002
GDP *DUMMY (-3) —0.083851 0.012972 —6.463858 0.0000
Import prices *DUMMY (-3) —0.055283 0.007885 —7.010421 0.0000
Loans to private sector -=3)
*DUMMY 0.353379 0.145231 2.433212 0.0155
EBIT total * DUMMY (-4 2.471976 0.560953 4.406746 0.0000
AR(1) —0.106876 0.052285 —2.044107 0.0417

Fixed Effects (Cross)
Spad beverages —0.089375
Coffee, tea and cocoa —0.148768
Bread and other corn products 0.160108
Meat —0.074561
Milk, milk products and eggs 0.322055
Oils and fats -0.045767
Beer —0.336794
Fruit 0.153965
Sweets —0.302146
Wine —0.011067
Vegetables 0.284664
Spirits (=strong drinks) —0.312313
Effects Specification; Cross-section fixed (dummy variables)

Weighted Statistics

R-squared 0.464051
Adjusted R-squared 0.422205
S.E. of regression 1.006594
F-statistic 11.08951
Prob(F-statistic) 0.000000
Mean dependent var 0.474327
S.D. dependent var 1.372869
Sum squared resid 337.4059
Durbin-Watson stat 1.947097
Redundant Fixed Effects Tests
Cross-section F (11, 333) 41. 907165 (0.0008)

Source: Own calculations.
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Table 3

Common Coefficients
The Impact of Inflation from the Producer to the Merchant for a Total
of All Alimentary Products

Variable Lag Coefficient Coefficient after May 2007
C - 0.3600

Production prices (0) 0.0280 0.0002

Diesel fuel prices -2) 0.0444 0.4055

Food prices — The Economist -3) 0.0668 0.4191

EBIT total (-4 0.3468 2.8188

GDP -3) 0.1522 0.0684

Import prices =3) 0.1935 0.1382

Loans to private sector -3) 0.0991 0.4525

AR(1) —0.1069

Source: Own calculations.

On the basis of regression in Table 2 and Table 3, we discovered that the
cause for the inclination increase of the evaluated function after 2007 can be
attributed to EBIT (and trade margins) respectively; to credit volume growth to
the private sector; to food prices on the world market; to diesel fuel prices and to
the import prices of products, while the production price impact on retail prices
was equal to zero after May 2007. We can confirm the obtained results by other
relevant studies: The catching-up process and nominal convergence — combined
with the credit growth around the EU accession — have increased demand for
leveraging amongst companies and boosted private consumption (Brzoza-Brze-
zina, 2005). Loans to the private sector have been growing at a rapid pace in
Slovenia in the period from 2002 — 2008. Further, the dynamics of energy prod-
uct price movements depend on the demand for industrial products and their
movements are procyclical (Kilian, 2007). A considerable rise in food prices was
partly on account of the growth of the Chinese and Indian economy and
a smaller volume of corn produce in the world economy. Dziuda and Mastro-
buoni (2006) found evidence of changeover-induced price increases due to lower
competitiveness between suppliers of frequently bought products.

Conclusion

On the basis of empirical analysis (for the period from January 2006 — May
2008) we have established that the dynamics of food price trends in Slovenia
was influenced by the EBIT of merchants, the import prices, the growth of GDP,
the price of diesel fuel and world food prices. Based on econometric tests, the
period of the whole pool under observation was divided into two parts with the
breaking point in May 2007. The findings of the analysis state that the cause of
the increased incline of the evaluated function after May 2007 can be attributed,
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mostly to EBIT, volume of credit, world food prices, the price of diesel fuel and
import prices. The impact of producers' prices was insignificant.

The results demonstrate that the impact of production prices on retail prices
was stronger in the first period, when a production price increase of one percent-
age point contributed to an increase of retail prices by 0.03 percentage points (on
average) for all products under observation; and the impact intensity of the men-
tioned relation diminished to 0.00 percentage points in the second period under
survey. The increase of diesel fuel prices for 1 percentage point contributed 0.41
percentage points to retail price increases after May 2007, while in the first pe-
riod under survey, no significant impact of diesel fuel prices was felt on retail
prices (with a 0.04 quotient). The influence of world food prices also contributed
to the growth of retail prices in the second analyzed period (with a 0.42 quo-
tient); before this period no significant impact was noticed (0.07 percentage
points). The growth of credit volume contributed to a larger consumption of the
economy. After May 2007, the one percentage point growth of credit volume
contributed to the retail price increase of 0.45 percentage points. After May
2007, the dynamics of GDP growth was slowing down the growth of retail prices
(with a 0.07 quotient).

The hypothesis that price increases were observed in frequently bought items
has been proved on the case of Slovenia. The cumulative (retail) price level
growth was also conditoned by internal factors (a weak competition in certain
sectors and an increase in domestic demand) and external factors (some originate
from the increase in food and energy product prices on the world market and
from relative high GDP growth in Slovenia due to export growth) in the ob-
served time period.
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